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BAA For Paperwork Reduction Act Nofice, see Form 1040 instructions.

For an employee, business deductions are
itemized deductions. They are added to
other itemized deductions with the intent of
exceeding your standard deduction ($5,150
for our example). What are itemized
deductions? State taxes paid (or sales
taxes), rarely medical, property taxes,
charitable contributions, certain attorney’s
fees, business expenses, mortgage interest,
gambling losses (only extending towards
winnings) etc. They eventually go from
Schedule A (left) to Form 1040. This article
isn’t intended to discuss specific
deductions, rather their effect on your tax
return.

Some deductions can be added together
(property tax, charity, interest), while others
are subject to additional restrictions.
Medical deductions, for example, must
exceed 7.5% of Adjusted Gross Income
(AGI) before they are included in your
itemized deductions. In our case, John
would need $5,672 in medical expenses to
meet that 7.5% limit. If John had $5,673 in
medical deductions, $1 would count
towards his itemized deductions. This is
why | usually tell clients if they can make it
up the stairs to my office, they probably
don’t have enough

medical deductions to qualify.
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Employee Business Expenses — Subject to 2% Limitation

1 Unresmbursed employee expenses from Form 2106 1 3,121,
2 Excluded expenses from Form 2555 2
3a Qualified pEses 3a
b Above the line Educator Expenses: (from Form 1040, line 23A) 3b
¢ Excess Educator Expenses {line 3a less ine 3b) 3 |
4 Union and professional gues 4 | 2,636
5 Professional subscriptions 5 | 27.
6 Uniforms and protective clothing 6 | 328.
7 Job search costs 7|
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LUGGAGE FOR WORK . 8 118.
CELL REQUIRED FOR WORK 512
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Business deductions are subjected
to a 2% limitation. Deductions
exceeding 2% of AGI (Schedule
A, line 25) are included in your
itemized deductions. All
deductions that exceed the 2%
limitation are included in your
itemized deductions.

In John’s case, he has $7,013 in
business expenses (Schedule A,
Line 23), yielding a $5,501
itemized deduction (Schedule A,
Line 26). Effectively, 2% of
John’s adjusted gross income is
subtracted from his total business
deductions.

John has other itemized deductions
as well. John made estimated
payments towards his
Massachusetts state tax due
(Schedule A, Line 5), Paid excise
taxes on his truck (Schedule A,
Line 8), and made charitable
contributions (Schedule A, Line
18).

John’s total itemized deductions are
$9,922. Since this amount exceeds
John’s standard deduction of $5,150,
he will itemize.

What’s the bottom line?

John’s tax is now $12,151. That’s
$1,200 less than his first return.
John’s business deductions decreased
his tax by $1,200.

From a tax perspective, John is lucky
to live in Massachusetts. If John lived
in New Hampshire (no sales or
income tax), his business deductions
wouldn’t have been as helpful ($938
less helpful to be specific). Granted,



state sales and income tax deductions aren’t better than not paying any tax at all, but they
do affect the big tax picture. Different planning tools need to be implemented depending
on the mariner’s state of residence.

Individual Summary

Gross Income — $75,620

Taxable Gross Income - $75,620
Adjusted Gross Income — $75,620
Standard/Itemized Deduction — $9,922
Tax — $12,151

Original Tax - $13,351
Percent Difference — 9%

Overall Summary (the overall summary includes tax tips from our prior articles)

Gross Income — $75,620

Taxable Gross Income - $70,620
Adjusted Gross Income — $70,620
Standard/Itemized Deduction — $9,922
Tax — $10,876

Original Tax - $13,351
Percent Difference (tax savings) — 19%

Business Deduction Tip

Now we can see how we effectively “burn” deductions in order to make them count. Our
itemized deductions need to exceed our standard deduction. All the deductions used in
exceeding the standard are comparatively lost. Also all the deductions used in exceeding
the 2% floor that business deductions must exceed are effectively lost as well.

It makes sense then to take more in one year.

Example — Jake makes $100,000. He lives in New Hampshire so he doesn’t have state
taxes to deduct. He made a $500 charitable contribution. His business deductions are as
follows —

Incidental Expenses - $2,400
Union Dues - $1,100

Job Search Expenses - $2,800
Tax Preparation Fees - $270

Total Deductions - $6,570



Subtract 2% of AGI - ($2,000)

Allowable Business Deduction - $4,570
Add in Charitable Contributions - $500

Total Itemized Deductions - $5,070

Isn’t the standard deduction $5,150? This means that Jake will take the standard
deduction because it exceeds itemized deductions. All of those business deductions were
in lost.

What if Jake had incorporated some tax planning?

o Jake needed a new laptop for work. If he had bought before the year ended he
could have added in its’ value of $1,100.

e Jake still hadn’t paid off his initiation fee for the union. He if had done this, he
could have added in another $1,600

If he had done these two things, his itemized deductions would have totaled $7,770,
exceeding the standard deduction by $2,620.

With his income, Jakes marginal tax rate (MTR) “this is the rate his next dollar will be
taxed at” is 28%. This means plan B produces tax savings of $734. That’s money in your
pocket. That’s tax planning!



