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In this article, Harmelink, Hasselback, and
Manry highlight some of the problems created
by the Tax Cuts and Jobs Act’s suspension of
miscellaneous itemized deductions that were
subject to reduction by 2 percent of adjusted
gross income.
The Tax Cuts and Jobs Act of 2017 (P.L. 115-97)
made numerous changes in the tax law, some
beneficial to taxpayers and others not. This article
highlights some of the problems created by the
suspension of miscellaneous itemized deductions
that were subject to reduction by 2 percent of
adjusted gross income.
Before the TCJA, deductions subject to the 2
percent limitation included two broad categories:
1. Employee expenses: This category included
the following list of items: dues to
professional societies; employmentrelated education expenses; job-hunting
expenses; home office expenses;
subscriptions to professional publications;
work clothes and uniforms, and safety
clothes; union dues; business
entertainment expenses; travel and
transportation; technical books and tools;
job-related legal fees; teachers’ costs of
substitute teachers; employer-required
physical exams; etc.
2. Production of income expenses: This category
included the following list of items: legal
and accounting fees; custodial fees for

income-producing property; IRA custodial
fees; hobby expenses (up to hobby
income); investment counsel fees; many
types of expenses for investment activities;
many types of expenses for the
determination, collection, or refund of
taxes; appraisal fees for casualty losses or
charitable contributions; etc.
The suspension of the above types of
deductions has enormous implications for
taxpayers. The suspended deductions aren’t offset
sufficiently by the increase in the standard
deductions to $24,000, $18,000, and $12,000 for
joint, head of household, and single taxpayers,
respectively, or by any increase in the child tax
credit or family tax credit. Some of the lost
deductions could be significant both in absolute
dollar amounts and as relative percentages of
income.
Employees Versus Self-Employed Individuals
Both before and since the TCJA’s enactment,
self-employed individuals have been able to
deduct their work-related expenses for AGI,
whereas employees before the TCJA were able to
obtain a benefit from deducting their work-related
expenses only if those expenses exceeded 2
percent of AGI and if their total itemized
deductions exceeded their standard deduction.
However, employees have lost that benefit under
the TCJA. Although an increased standard
deduction could help some taxpayers with lower
taxable income, employees who have other
itemized deductions for mortgage interest,
charitable contributions, property taxes, and state
and local income taxes that are greater than the
standard deduction would receive no benefit from
these work-related expenses.
Example 1: In 2017 single taxpayers A (a selfemployed individual) and B (an employee) each
had $7,000 of work-related expenses with $100,000
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of income before deductions. Taxpayer A could
deduct the total $7,000 of expenses for AGI.
Taxpayer B could deduct only $5,000 ($7,000 less 2
percent of AGI), and then only if the total itemized
deductions were more than the standard
deduction of $6,350. If the same situation occurred
in 2018, the tax effect would be the same for
Taxpayer A in 2018 as it was in 2017. However,
Taxpayer B would be unable to deduct any of the
$7,000 of expenses in 2018.
An employee’s unreimbursed away-fromhome expenses are no longer deductible.
Previously, an employee could deduct these types
of expenses that exceeded 2 percent of AGI as an
itemized deduction. Self-employed individuals
continue to be able to take a business deduction
for away-from-home expenses.
Example 2: Taxpayer A is self-employed, and
Taxpayer B is an employee. They each have a
temporary assignment in another city for six
months. They each incur expenses of $6,000 for
lodging, $9,000 for food, and $2,000 in
miscellaneous expenses. They each earn $100,000
for the year. Taxpayer A is able to take a business
deduction of $12,500 ($6,000 + 50 percent of $9,000
+ $2,000). For 2017 Taxpayer B would have
miscellaneous itemized deductions of $10,500
($12,500 less 2 percent of $100,000). However,
Taxpayer B would have no deduction for 2018.
Our recommended solution to these problems
is to put employees on par with self-employed
taxpayers by allowing employees to deduct their
unreimbursed expenses for AGI. This would
eliminate the discrimination against employees
that has existed for decades compared with selfemployed individuals. While it’s possible that
employees could be reimbursed by their
employers, this factor doesn’t decrease the need
for or desirability of putting self-employed
individuals and employees on a comparable basis
taxwise. As the new law stands, Taxpayer A can
take the greater of itemized deductions or the
increased standard deduction and still deduct
work-related expenses; Taxpayer B can take the
greater of itemized deductions or the increased
standard deduction but can take no work-related
expense deductions, which, of course, is
discriminatory against employees.

Hobby Expenses
Rules regarding whether an activity is a hobby
or a for-profit activity are somewhat tricky and
complicated. Approximately a dozen factors are
considered in determining whether activities are
engaged in for profit under reg. section 1.183-2(b).
Further, if a profit results from the activity in three
out of five consecutive years ending with the tax
year in question, the presumption is created that
an activity wasn’t engaged in as a hobby. This will
allow a taxpayer to avoid the restrictions on the
deductibility of hobby losses. For racing,
breeding, or showing horses, the presumption of
a for-profit activity is created if profit results in
two out of seven consecutive years.
If the activity is viewed as a hobby, the
taxpayer may first deduct those expenses that
would be deductible whether or not the activity
was engaged in for profit, such as interest and
property taxes. The remaining expenses were
deductible in 2017 only up to the amount that
wouldn’t create a loss from the activity.
Regardless of the type of these expenses, in 2017
and earlier years, they were deductible from AGI
and subject to the 2 percent of AGI reduction. In
2018 the only deductible expenses would be those
that are deductible whether or not the activity was
engaged in for profit.
Example 3: Taxpayer has income of $25,000
from an activity that isn’t engaged in for profit.
Property taxes are $3,000, interest expense is
$1,000, utilities are $8,000, maintenance expenses
are $6,000, and depreciation is $12,000. In 2017,
$4,000 (property taxes and interest) could have
been taken as an itemized deduction, and $21,000
($25,000 income less $4,000) of the remaining
expenses could have been taken as an itemized
deduction subject to the 2 percent reduction. The
remaining $5,000 of the depreciation deduction
would have been carried forward. In 2018, $4,000
could be taken as an itemized deduction, but the
remaining $26,000 ($8,000 utilities plus $6,000
maintenance plus $12,000 depreciation) would all
be disallowed because hobby expenses will no
longer be deductible.
Our recommended solution to this problem is
to allow taxpayers to deduct ordinary and
necessary expenses for AGI up to the amount of
income for a hobby. It’s a severe penalty for
taxpayers to lose the business-type deductions for
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a hobby because of the disallowance of
miscellaneous itemized deductions reduced by 2
percent of AGI. In effect, the government is taxing
gross income. Again, increasing the standard
deduction might help to a limited extent, but
wouldn’t remove the unfairness of the
asymmetric treatment.
Legal and Accounting Fees
Legal and accounting fees for production of
income activities will no longer be deductible in
2018 under the TCJA. This could create some
harsh results for taxpayers who obtain
settlements from lawsuits but must pay attorneys
for legal fees incurred.
Example 4: A taxpayer in the 37 percent tax
bracket wins a lawsuit with $1 million of taxable
proceeds but owes an attorney $400,000 for legal
fees. The proceeds are included in income taxed at
37 percent, which would result in $370,000 in
taxes. In 2017 the taxpayer could have deducted
the $400,000 as an offsetting miscellaneous
itemized deduction (although it would have been
reduced by 2 percent of AGI). At most, only a net
of $600,000 would have been included in income,
ignoring the 2 percent reduction. However, if the
same thing happened in 2018, the taxpayer would
be unable to deduct the $400,000. In effect, there
would be $370,000 (37 percent of $1 million) of
taxes on a net income of $600,000, resulting in
approximately a 62 percent rate. The attorney
would have to include the $400,000 of legal fees as
income. The federal government makes out well
overall on this tax transaction, first with the tax
obtained on the income from the lawsuit, and
then with the tax obtained on the income earned
by the lawyer representing the taxpayer.
Our recommended solution to this problem is
to allow these legal fees and expenses as
deductions in connection with income earned and
as deductions for AGI. This would avoid the
onerous result of a large amount of income being
included, without the ability to deduct expenses
incurred to earn that income. To prevent an
excessive number of taxpayers from taking
advantage of this situation, one could stress that
only expenses above a threshold amount — for
example, $10,000 — would be allowed.

Investment Counsel Fees
Investment counsel fees are no longer
deductible. With the high fees charged by
investment advisers, elimination of this
deduction could prove burdensome to taxpayers.
It’s common for investment advisers to charge 1 to
2 percent of the portfolio. On a $10 million
portfolio, this could amount to $100,000 to
$200,000 a year.
Example 5: Assume that a taxpayer has a
portfolio of $10 million in investments and the
investment counsel fees are $150,000. In 2017 the
$150,000 would have been allowed as a
miscellaneous itemized deduction reduced by 2
percent of AGI. In 2018 the $150,000 of investment
counsel fees will no longer be allowed as a
deduction. With returns often being
unspectacular, investment counsel will become
costly without allowing deductibility.
Our recommended solution to this problem
would be to allow these investment fees as a
deduction for AGI. This would avoid the possible
burdensome result if investment counsel fees are
disallowed as a deduction. Again, similar to legal
fees, to avoid an excessive number of taxpayers
taking advantage of this situation, one could
stress that only expenses in excess of some
arbitrary amount — for example, $10,000 —
would be allowed.
Alternative Actions and Considerations
Employees could appeal to their employers
for reimbursement of expenses — or raises — but
that isn’t always possible, given negotiation
difficulties with employers and the state of the
economy overall or specific sectors of the
economy. Some employees could renegotiate their
position to be considered independent
contractors or self-employed taxpayers; however,
the requirements can be complicated.
Some might argue that because the standard
deductions are higher and marginal rates are
generally lower than before, deductions generally
must be substantial for the loss in the
deductibility of miscellaneous itemized
deductions to matter to lower- and some middleincome taxpayers. However, some workers do get
hit hard: employees who have a significant
amount of unreimbursed travel expenses; people
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with income from lawsuits who are already under
duress from the circumstances for which they’re
suing; individuals who pay substantial amounts
for investment counsel; those who might have
hobby losses; etc.
Concluding Comments
The suspension of the provisions described in
this article is potentially severe for many
taxpayers, and it’s imperative for Congress to
enact provisions to avoid that discrimination
against these groups of taxpayers. Although
instituting these recommended changes could
lead to an initial loss of revenue for the federal
government, the improvement in the overall
economy that has already resulted from the tax
cuts in the TCJA and the improvement in the
employment situation have increased revenue for
the government and have further accelerated
economic growth. Therefore, these changes
should be affordable within a reasonably short
period. Finally, a favorable byproduct of
instituting our proposals is that the recommended
changes might diminish the unfavorable political
impression that the current administration favors
investors over labor.
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