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Tis atrust established in 1967. The trustee
engaged an outside firmto provide investnent
managenent advice for T, and the firmwas paid
$22,241. 31 for such services during the 2000 taxabl e
year. On its Federal inconme tax return, T deducted
t hese fees (rounded) in full.

Hel d: The investnent advisory fees paid by T are
not fully deductible under the exception provided in

sec. 67(e)(1), I.R C, and are deductible only to the
extent that they exceed 2 percent of the T s adjusted
gross incone pursuant to sec. 67(a), |I.RC

M chael J. Knight (specially recognized), for petitioner.
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WHERRY, Judge: Respondent determ ned a Federal incone tax
deficiency in the anmount of $4,448 with respect to the 2000
taxabl e year of the WlliamL. Rudkin Testanentary Trust (the
trust). The sole issue for decision is whether investnment
advisory fees paid by the trust are fully deductible under the
exception provided in section 67(e)(1l) or whether the fees are
deductible only to the extent that they exceed 2 percent of the
trust’s adjusted gross incone pursuant to section 67(a).?

FI NDI NGS OF FACT

The majority of the facts have been stipul ated and are so
found. The stipulations of the parties, wth acconpanyi ng
exhibits, are incorporated herein by this reference.

M chael J. Knight serves as trustee of the trust and provided an
address in Fairfield, Connecticut, at the tinme the petition in
this case was fil ed.

The trust was established under the will of Henry A Rudkin
on April 14, 1967.2 Henry A Rudkin's famly was involved in the
foundi ng of Pepperidge Farm a food products conpany. Pepperidge

Farm was sold to Canpbell Soup Conpany in the 1960s, and the

1 Unl ess otherwi se indicated, section references are to the
I nternal Revenue Code in effect for the year in issue, and Rule
references are to the Tax Court Rules of Practice and Procedure.

2 The will refers to the trust as the “WlliamL. Rudkin
Fam |y Testanentary Trust”, but all other docunents contained in
the record omt “Famly” fromthe name. The difference is not
mat eri al .
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trust was initially funded primarily with proceeds fromt hat
sal e.

The will of Henry A Rudkin referenced above sets forth the
governing provisions of the trust. 1In general, incone and
principal of the trust were to be applied for the benefit of
Henry A. Rudkin's son, WIlliamL. Rudkin, and the son’s spouse,
descendants, and spouses of descendants. Principal distributions
were al so subject to a special power of appointnent held by
WlliamL. Rudkin. The trustee and other fiduciaries of Henry A
Rudkin’s estate were provided with broad authority in the
managenent of property, including the authority “to invest and
reinvest the funds of ny estate or of any trust created hereunder
in such manner as they may deem advi sabl e w t hout bei ng
restricted to investnents of the character authorized by |aw for
the investnent of estate or trust funds” and “to enpl oy such
agents, experts and counsel as they may deem advi sable in
connection with the adm nistration and managenent of ny estate
and of any trust created hereunder, and to del egate discretionary
powers to or rely upon information or advice furnished by such
agents, experts and counsel”.

The trustee engaged Warfield Associates, Inc., to provide
i nvest ment managenent advice for the trust. During the taxable
year 2000, Warfield Associates, Inc., was paid $22,241.31 for its

servi ces.
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A Form 1041, U.S. Income Tax Return for Estates and Trusts,
for the 2000 year was tinely filed on behalf of the trust.
Thereon the trust reported total incone of $624,816. The Form
1041 al so refl ected, anmong other things, a deduction of $22,241
on line 15a for “Qther deductions not subject to the 2% fl oor”,
further described on an attached statenent as “| NVESTMENT
MANACEMENT FEES’. No deduction was clained on |ine 15b for
“All owabl e m scel | aneous item zed deductions subject to the 2%
floor”.

On Decenber 5, 2003, respondent issued to the trust a
statutory notice of deficiency determ ning the aforenentioned
$4, 448 deficiency for the taxable year 2000. Respondent
di sal l omed full deduction of the $22,241 in investnent fees and
instead permtted a deduction of $9,780, the anpunt by which
$22, 241 exceeded 2 percent of adjusted gross inconme of $623, 050
(i.e., $12,461).

The trustee filed the underlying petition in this case
di sputing respondent’s determ nation on grounds that the
i nvest ment advi sory fees should not be subject to the 2-percent
[imtation. During trial preparations, the parties becane aware
that the notice of deficiency contained an error inits
conput ation of adjusted gross incone. The parties have now
stipulated that the correct adjusted gross inconme figure is

$613, 263, for a correspondi ng deducti on under respondent’s
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position of $9,976. However, on account of the alternative
m nimumtax, the parties are in further agreenent that the
resultant deficiency if respondent’s position is sustained
remai ns unchanged at $4, 448.

OPI NI ON

CGeneral Rul es

As a general rule, the Internal Revenue Code inposes a
Federal tax on the taxable incone of every individual and trust.
Sec. 1. Taxable incone is defined as gross incone |ess allowable
deductions. Sec. 63(a). Goss incone broadly conprises “al
i ncone from what ever source derived,” sec. 61(a), and all owabl e
deductions are cal cul ated through application of a multi-tiered
process. First, certain enunerated deductions may be subtracted
fromgross incone to arrive at adjusted gross incone. Sec.

62(a). Item zed deductions may then be subtracted from adj usted
gross incone in arriving at taxable incone. Sec. 63(d).

Item zed deductions, however, are further segregated into
two categories that inpact on their deductibility. Section 67(b)
sets forth a list of item zed deductions allowed w thout further
limtation to the extent permtted under the appropriate
statutory section authorizing the deduction. For individual
t axpayers, the remaining item zed deductions are characterized as
“m scel | aneous item zed deductions” and are all owed under section

67(a) only to the extent that they exceed 2 percent of adjusted
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gross incone. For estates and trusts, section 67(e) mandates
application of the rule of section 67(a), wth specified

nmodi fications. Specifically, section 67 provides as follows in
rel evant part:

SEC. 67. 2-PERCENT FLOOR ON M SCELLANEQUS | TEM ZED
DEDUCTI1 ONS.

(a) General Rule.--In the case of an individual,
the m scell aneous item zed deductions for any taxable
year shall be allowed only to the extent that the
aggregate of such deductions exceeds 2 percent of
adj usted gross incone.

* * * * * * *

(e) Determnation of Adjusted Gross Incone in Case
of Estates and Trusts.--For purposes of this section,
the adjusted gross incone of an estate or trust shal
be conputed in the sanme manner as in the case of an
i ndi vi dual, except that--

(1) the deductions for costs which are paid
or incurred in connection with the adm ni strati on
of the estate or trust and which woul d not have

been incurred if the property were not held in
such trust or estate * * *

* * * * * * *

shall be treated as allowable in arriving at adjusted
gross incone. * * *

Hence, the statutory text of section 67(e)(1l) creates an
exception allow ng for deduction of trust expenditures w thout
regard to the 2-percent floor where two requirenents are
satisfied: (1) The costs are paid or incurred in connection with
admnistration of the trust, and (2) the costs would not have

been incurred if the property were not held in trust. Oherw se,
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deductibility is limted to the extent it would be for individual
t axpayers.

In that vein, regulations pronul gated under section 67 |ist
exanpl es of expenses that, in the context of individuals, are
subject to the 2-percent floor. Sec. 1.67-1T(a)(1l), Tenporary
| ncome Tax Regs., 53 Fed. Reg. 9875 (Mar. 28, 1988).° Included
are expenses incurred “for the production or collection of incone
for which a deduction is otherw se all owabl e under section 212(1)

and (2), such as investnent advisory fees, subscriptions to

i nvest ment advi sory publications, certain attorneys’ fees, and
the cost of safe deposit boxes”. Sec. 1.67-1T(a)(21)(ii),
Tenporary I ncone Tax Regs., supra (enphasis added).

1. Contentions of the Parties

Agai nst this backdrop, the trustee contends that the
i nvest ment managenent fees in dispute here are properly
deducti bl e under the exception set forth in section 67(e)(1).
The trustee maintains that the fees were paid in connection with
adm nistration of the trust and woul d not have been incurred if
the property were not held in trust. |In reaching this
conclusion, the trustee relies largely on the fiduciary duties

i nposed on trustees. According to the trustee, while an

3 Tenporary regulations are entitled to the sanme wei ght and
bi nding effect as final regulations. Peterson Marital Trust v.
Comm ssioner, 102 T.C 790, 797 (1994), affd. 78 F.3d 795 (2d
Cr. 1996).
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i ndi vidual may nmeke a voluntary and personal choice to seek

i nvestment advice, fiduciary duties render such professional

advi ce a necessary and “involuntary” conponent of trust

adm ni strati on.

In contrast, it is respondent’s position that the section
67(e) (1) exception does not apply to the expenses at issue.
Respondent does not dispute the expenditures were nmade in
connection with the admnistration of the trust. However,
respondent alleges that because investnent advisory fees are
comonly incurred by individual investors outside the context of
trust admnistration, the fees fail to satisfy the requirenent
that they would not have been incurred if the assets were not
held in trust. It is also respondent’s view that neither State
| aw nor the governing trust instrunent inposed a |egal obligation
on the fiduciary to obtain professional investnent nmanagenent
servi ces.

I11. Analysis

The deductibility of investnment advisory fees by a trust
under section 67(e)(1) is not a matter of first inpression. This
Court and three Courts of Appeals have ruled on the question.

Scott v. United States, 328 F.3d 132 (4th Cr. 2003); Mellon

Bank, N.A. v. United States, 265 F.3d 1275 (Fed. Cr. 2001);

O Neill v. Conm ssioner, 994 F.2d 302 (6th Cr. 1993), revg. 98
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T.C. 227 (1992). The result has been a split in authority on the
i ssue.

This Court in ONeill v. Comm ssioner, 98 T.C. at 230-231,

held that i nvestnment advice costs were not deducti bl e under
section 67(e), reasoning as foll ows:

We believe that the thrust of the |anguage of section
67(e) is that only those costs which are unique to the
adm nistration of an estate or trust are to be deducted
fromgross income wthout being subject to the 2-
percent floor on item zed deductions set forth at
section 67(a). Exanples of itenms unique to the

adm nistration of a trust or estate would be the fees
paid to a trustee and trust accounting fees mandated by
| aw or the trust agreenment. Individual investors
routinely incur costs for investnent advice as an
integral part of their investnent activities.
Consequently, it cannot be argued that such costs are
sonehow uni que to the admnistration of an estate or
trust sinply because a fiduciary mght feel conpelled
to incur such expenses in order to neet the prudent
person standards inposed by State | aw.

The Court of Appeals for the Sixth Crcuit reversed in ONeill v.

Commi ssi oner, 994 F.2d at 304-305. Although the Court of Appeals
concurred that “certain expenditures unique to trust

adm ni stration are excepted fromthe two percent floor”, the
Court disagreed with our analysis as to why the costs in dispute
were not unique. |d. at 303-304. Noting our statenent that

i ndi vi dual investors routinely incur costs for investnent advice,
the Court of Appeals opined: “Nevertheless, they are not
required to consult advisors and suffer no penalties or potenti al
l[tability if they act negligently for thenselves. Therefore,

fiduciaries uniquely occupy a position of trust for others and
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have an obligation to the beneficiaries to exercise proper skil
and care with the assets of the trust.” [d. at 304.

Subsequently, the Courts of Appeals for the Federal and

Fourth Crcuits in Mellon Bank, N A. v. United States, supra, and

Scott v. United States, supra, respectively, diverged fromthe

position taken by the Court of Appeals for the Sixth Crcuit.
These latter rulings were consistent in their rationale and
result, summarized as follows by the Court of Appeals for the
Fourth Grcuit:

the second requirenment of 8 67(e)(1l) does not ask

whet her costs are commonly incurred in the
admnistration of trusts. Instead, it asks whet her
costs are comonly incurred outside the adm nistration
of trusts. As the Federal G rcuit decided in Mellon
Bank, investnent-advice fees are commonly incurred
outside the adm nistration of trusts, and they are
therefore subject to the 2% fl oor established by

8§ 67(a). * * * [Scott v. United States, supra at 140.]

See also Mellon Bank, N.A. v. United States, supra at 1281 (“the

second requirenent treats as fully deductible only those trust-
rel ated adm ni strative expenses that are unique to the
admnistration of a trust and not customarily incurred outside of
trusts”).

In construing section 67(e)(1), the Courts of Appeals for
both the Federal and Fourth Crcuits enphasized the inportance of
not interpreting the statute so as to render superfluous any

portion thereof. Scott v. United States, supra at 140; Mellon

Bank, N.A. v. United States, supra at 1280. Mor eover, both
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courts explicitly rejected the taxpayers’ argunents prem sed on
fiduciary duties as running afoul of this principle of

constructi on. Scott v. United States, supra at 140; Mellon Bank,

N.A. v. United States, supra at 1280-1281. In the words of the

Court of Appeals for the Fourth Grcuit:

we woul d, by holding that a trust’s investnent-advice
fees were fully deductible, render neaningless the
second requirenment of 8 67(e)(1). Al trust-related
adm ni strative expenses could be attributed to a
trustee’'s fiduciary duties, and the broad readi ng of

8 67(e)(1) urged by the taxpayers would treat as fully
deducti bl e any costs associated with a trust. But the
second cl ause of 8 67(e)(1l) specifically limts the
applicability of 8 67(e) to certain types of trust-

rel ated adm nistrative expenses. To give effect to
this limtation, we nust hold that the investnent-
advice fees incurred by the Trust do not qualify for

t he exception created by 8 67(e). Rather, they are
subject to the 2% fl oor established by 8§ 67(a). [Scott
v. United States, supra at 140.]

The Court of Appeals for the Fourth Crcuit characterized
the contrary analysis in this regard of the Court of Appeals for

the Sixth Crcuit in ONeill v. Conni ssioner, 994 F.2d at 304, as

containing “a fatal flaw'. Scott v. United States, supra at 140.

The Court of Appeals for the Federal Circuit simlarly branded
the taxpayer’s attenpts to bolster its interpretation through

| egislative history as “unpersuasive.” Mllon Bank, N A V.

United States, supra at 1281. To wit, the Court of Appeals for
the Federal G rcuit, tracing the genesis of section 67(e), noted
that to prem se full deduction of all trust expenses on fiduciary

duties would run counter to
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| egislative intent to equate the taxation of trusts
with the taxation of individuals, limt the ability of
sophi sticated taxpayers to use trusts or other conpl ex
arrangenents to |ower their tax burden conpared to
simlarly situated individuals, and to mnim ze the

i npact of the tax code on econom c deci sion making.

[1d.]

Havi ng reviewed our initial construction of section 67(e)
and the ensuing judicial devel opnents detail ed above, this Court

concludes that the interpretation set forth in ONeill v.

Comm ssioner, 98 T.C. at 230-231, and expressed by the Courts of

Appeals in Scott v. United States, 328 F.3d at 139-140, and

Mellon Bank, N.A. v. United States, 265 F.3d at 1280-1281,

remai ns sound. The trustee here, in support of ful
deductibility, relies on concepts rejected in the foregoing
decisions. Appeal in the instant case, barring stipulation to
the contrary, would be to the Court of Appeals for the Second
Crcuit, which has not ruled on the issue. See &olsen v.

Comm ssioner, 54 T.C. 742, 757 (1970), affd. 445 F.2d 985 (10th

Cr. 1971). The Court therefore holds that the investnent
advi sory fees paid by the trust are not fully deducti bl e under
the exception provided in section 67(e)(1l) and are deductible
only to the extent that they exceed 2 percent of the trust’s

adj usted gross incone pursuant to section 67(a).



To reflect the foregoing,

Deci sion will be entered

for respondent.

Revi ewed by the Court.

GERBER, COHEN, SW FT, WELLS, COLVI N, HALPERN, CH ECH , LARG
FOLEY, VASQUEZ, GALE, THORNTON, MARVEL, HAINES, GOEKE, KROUPA,
and HOLMES, JJ., agree with this opinion.



