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U.S. Supreme Court in Rudkin Says Investment
Advisory Fees Are Subject to the 2% Floor

-by Neil E. Harl”

In a rare unanimous opinion, the United States Supreme Court on January 16, 2008
settled, for now, the question of whether investment advisory fees are fully deductible.! The
high court held that investment advisory fees incurred by trusts are generally subject to the
two-percent floor for miscellaneous itemized deductions.? The decision means that such
fees are deductible only to the extent that their total, along with certain other miscellaneous
itemized deductions, exceeds two-percent of the trust’s adjusted gross income, which
translates into smaller deductions and more taxable income for many trusts.

History of the controversy

Under the statute,® the adjusted gross income of estates and trusts is addressed as
follows—

“For purposes of this section, the adjusted gross income of an estate or trust shall
be computed in the same manner as in the case of an individual, except that —

“(1) the deductions for costs which are paid or incurred in connection with the
administration of the estate or trust and which would not have been incurred if the
property were not held in such trust or estate, and

“(2) the deductions allowable under sections 642(b), 651, and 661,

shall be treated as allowable in arriving at adjusted gross income . Under regulations,
appropriate adjustments shall be made in the application of part I of subchapter J of
this chapter to take into account the provision of this section.”

The controversy materialized in the form of a split among the circuit courts of appeal
over the deductibility of fees paid by nongrantor trusts and estates for investment advice.
The Sixth Circuit Court of Appeal, in 1993, interpreted the statute as permitting trusts and
estates to deduct fully investment advisory fees.* On the other hand, the Federal Circuit
in 2001° and the Fourth Circuit in 2003¢ held that the language of the statute did not
allow the full deduction of fees for investment advice on the grounds that those fees are
commonly incurred outside of the trust context. In addition, the Second Circuit Court of
Appeal held that a full deduction was permitted only for those costs that could not have
been incurred by an individual.” Inasmuch as investment advisory fees are costs that could
be incurred by individuals, the deduction was subject to the two-percent floor. The trustee
in the Second Circuit case asked the Supreme Court to resolve the split among the circuits.
The petition for certiorari was granted on June 28, 2007.%

* Charles F. Curtiss Distinguished Professor in Agriculture and Emeritus Professor of Economics,
Iowa State University; member of the Iowa Bar.
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The Supreme Court Decision

The Supreme Court disagreed with the Second Circuit
approach of asking if the cost could have been incurred by an
individual on the grounds that is not reflective of the statutory
language and also rejected the trustee’s argument that the test
should be whether a particular expense of a trust was caused by
the fact that the property was held in trust. The Supreme Court
embraced the reasoning in the Federal Circuit case® that only
those trust-related administrative expenses that are unique to the
administration of a trust and not customarily incurred outside
of the trust context are fully deductible.

In the last paragraph of the opinion, the Court observed
that the Solicitor General believes that “[s]Jome trust-related
advisory fees may be fully deductible if an investment advisor
were to impose a special, additional charge applicable only
to its fiduciary accounts. To that, the court pointed out “[i]t
is conceivable, moreover, that a trust may have an unusual
investment objective, or may require a specialized balancing
of the interests of the various parties such that a reasonable
comparison with individual investors would be improper.”!?
In such instances, the Court noted, the extra cost of expert
advice beyond what would normally be required for an ordinary
taxpayer would appear not to be subject to the two-percent floor.
Those factors were not present in the case before the Court,
however.

Standing of Proposed Regulations

The Department of the Treasury had issued proposed
regulations that would exclude certain estate and trust expenses
(those unique to an estate or trust) from the two-percent floor for
itemized deductions."! Under those regulations, which followed
the Second Circuit approach, non-unique expenses would be
subject to the two-percent floor,'> a cost would be considered
unique to an estate or nongrantor trust if an individual could not
have incurred the cost in connection with property not held in
an estate or trust!® and if a fee were paid on a “bundled” basis,
it would have to be unbundled to show unique and nonunique
costs.! It should be noted that the Supreme Court did not
address the issue of unbundling of fees as suggested in the
proposed regulations.

In light of the U.S. Supreme Court decision on January 16,
2008, the proposed regulations are likely to be reproposed.
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