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Knight v. Commissioner
Fiduciary’s Investment Advisory Fees
are Subject to 2% Floor
Robert S. Balter

The Supreme Court of the United States has held that
investment advisory fees incurred by a trust or estate are
ordinarily subject to the two-percent floor of Internal Revenue
Code (“IRC”) Section 67(a) (the “Two Percent Floor”) and are not
excluded from the 2% of adjusted gross income reduction by
the trust and estate exception set forth in IRC Section 67(e)1. In
so doing, the Court has decided what has been well described
as “perhaps the most vexing controversy currently outstanding”
in the world of fiduciary income taxation.2
Section 67(a) provides that “miscellaneous itemized
deductions,” a group consisting of all itemized deductions
other than those excluded under IRC Section 67(b), are
deductible only to the extent that the aggregate of those
deductions exceeds 2% of adjusted gross income (‘the 2%
Floor”). Section 67(e) provides that the adjusted gross income
of a trust or estate is to be determined in the same manner
as the adjusted gross income of an individual with two
exceptions:
“(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”
which, the statute provides, “shall be treated as allowable in
arriving at adjusted gross income.”
There has been no difficulty at all in applying the provisions of
Section 67(e)(2) regarding, respectively, the estate’s or trust’s
personal exemption under 642(b) and the income distribution
deduction allowed to a simple trust under Section 651 or to a
complex trust under Section 661.
The opposite has been the case under the provisions of Section
67(e)(1), which have been the subject of serious controversy
and litigation virtually since enactment as part of the Tax
Reform Act of 1986.3 The Internal Revenue Service, embracing
a variety of theories and rationales, has claimed that a variety
of expenses incurred by non-grantor trusts4 and estates are
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deductible only to the extent that, in the aggregate they
exceed the 2% Floor.
Two reviewed Tax Court cases, one district court case and one
United States Court of Claims decision as well as four United
States Court of Appeals’ decisions resulting from the appeals
in those cases have been the brightest stars in this litigation
constellation5 until the United States Supreme Court’s decision
in January of 2008.6
In a very well written and persuasive decision for a unanimous
Supreme Court, Mr. Chief Justice Roberts clearly rejected the
rationale of the Second Circuit Court of Appeals7 that the only
trust and estate expenses excluded from the Two Percent Floor
by IRC §67(e) were those that an individual was incapable of
incurring8 and held:
The question whether a trust-related expense is fully
deductible turns on a prediction about what would
happen if a fact were changed—specifically, if the
property were held by an individual rather than by a
trust. In the context of making such a prediction, when
there is uncertainty about the answer, the word “would”
is best read as “express[ing] concepts such as custom,
habit, natural disposition, or probability.” Scott, supra,
at 139. See Webster’s Third New International Dictionary
2637–2638(1993); American Heritage Dictionary 2042,
2059 (3d ed.1996). The Trustee objects that the statutory
text “does not ask whether expenses are ‘customarily’
incurred outside of trusts,” Reply Brief for Petitioner 15, but
that is the direct import of the language in context.
The text requires determining what would happen
if a fact were changed; such an exercise necessarily
entails a prediction; and predictions are based on what
would customarily or commonly occur. Thus, in asking
whether a particular type of cost “would not have been
incurred” if the property were held by an individual, §67(e)
(1) excepts from the 2% floor only those costs that it
would be uncommon (or unusual, or unlikely) for such a
hypothetical individual to incur.9
The Supreme Court, in closing its opinion, offered a narrow
qualification:
It is conceivable, moreover, that a trust may have an
unusual investment objective, or may require a specialized
balancing of the interests of various parties, such that a
continued on page 2
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reasonable comparison with individual investors would be
improper. In such a case, the incremental cost of expert
advice beyond what would normally be required for
the ordinary taxpayer would not be subject to the 2%
floor.10
In addition, the United States Treasury Department has
proposed regulations concerning this matter. 11 Those
proposed regulations are specifically based on the rationale
explicitly rejected by the United States Supreme Court,12 are
neither final nor temporary, and embody an “unbundling
obligation” of unique and uncertain dimensions. The
“unbundling obligation” as proposed requires trusts and
estates to separate expenses into two portions, those that are
“unique” to trusts and estates and those that are not “unique”
to trusts and estates. However, what is “unique” and what is not
is to be determined by reference to what costs an individual
is capable of incurring—again, the specific rationale explicitly
rejected by the United States Supreme Court!
Certainly, preparers who are members of the bar, not to
mention those that may be members of the Bar of the
Supreme Court of the United States, will likely be reluctant
to implement a rationale explicitly rejected by the highest
court in the land of which they may themselves be officers.13
Thankfully, the Supreme Court’s decision is now the law of the
land and the proposed regulations are not effective, by their
own terms, except as to payments made after the date on
which final regulations are published in the Federal Register.14
Since no such final regulations have been so published, the
proposed regulations are not yet effective at all.
While it cannot be said that the approach in the Proposed
Regulations is forbidden by the Supreme Court’s opinion, this
author thinks “flies in the face of the statute” is so close to “is
contrary to the statute” that it seems to me that the proposed
regulations cannot be finalized as is.15
The result of all this may be significant uncertainty as to the
proper treatment of a vast sea of trust and estate expenses
under the Two Percent Floor punctuated by isolated islands of
relative certainty. The AICPA has recently published guidance16
which is especially useful in highlighting the areas of certainty.
That advice can be fairly summarized as follows:
1. Controlling Law. During the 2008 filing season, the opinion
of the United States Supreme Court is the law of the land17
and the proposed regulations are not effective except as to
payments made after the date on which final regulations
are published in the Federal Register.18 Final regulations
having not yet been published, the proposed regulations
are not yet effective at all.
2. Investment Advisory Fees. Investment advisory fees are
subject to the Two Percent Floor except to the extent that
the fiduciary can substantiate that it has incurred a fee or
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a part of fee which would be unusual for an individual to
incur due, for example, to the incremental advice secured
by the fiduciary above and beyond what would ordinarily
be provided to individuals.
3. Trustee Fees. Since the Supreme Court agreed with the
approach of the Mellon and Scott courts and did not itself
address the deductibility of trustees’ fees this year, trustees’
fees should be fully deductible since those courts so held.19
Moreover, it would be unusual or unlikely for individuals to
pay trustee’s fees.
4. Tax Preparation and Accounting Fees. Tax return
preparation and accounting fees should be deductible
without regard to Two Percent Floor since it would be
uncommon, unusual and unlikely for individuals to incur
such costs.20
5. Other Costs. Other expenses will have to be determined
on a case by case basis depending on the degree to which
incurring such costs by individuals is determined to be
unusual or uncommon.
Indeed, the fact, though not the amount of reporting
uncertainty, was actually verified by Mr. Chief Justice Roberts.
In describing the approach adopted by Congress in the
statute, the Supreme Court observed:
We appreciate that the inquiry into what is common may not
be as easy [as] in other cases, particularly given the absence
of regulatory guidance.…. Congress’s decision to phrase
the pertinent inquiry in terms of a prediction about a
hypothetical situation inevitably entails some uncertainty,
but that is no excuse for judicial amendment of the statute.
The Code elsewhere poses similar questions—such as whether
expenses are “ordinary,” see §§162(a), 212; see also Deputy,
Administratrix v. Du Pont, 308 U. S. 488, 495 (1940) (noting
that “[o]rdinary has the connotation of normal, usual, or
customary”)—and the inquiry is in any event what §67(e)
(1) requires.21
Whether a preparer can conclude that his or her position will
more likely than not be sustained on the merits and therefore
whether or not preparer penalties may be applicable is still
uncertain. Particularly given the noted “absence of regulatory
guidance” and the Supreme Court’s clear disapproval of the
proposed regulations that are neither final nor temporary,
reliance to any degree on those proposals seems treacherous
at best.
Copyright 2008. Robert S. Balter is Director of Tax and Estate
Planning Services at Guggenheim Partners, LLC – The Private
Family Office, LLC in King of Prussia, Pennsylvania. Guggenheim
Partners, LLC is a global diversified financial services firm with
wealth management, capital markets, investment management
and proprietary investing businesses.
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