Q: Our small business went through a tax audit last year and I don't want to re-live that scary experience. What can we do to make sure it doesn't happen again? Thanks.

Anthony, Colorado Springs, CO

A: Well sports fans, from the many tax questions I'm getting right now, I guess it's time for my twice-yearly tax column (the end of the year being the other one.) Breathe deep, and I'll make this as painless as possible.

First, let me say that any small business owner reading this column should be concerned about the Big A – small businesses are audited three times more often than individuals. And, if you are audited, the taxman is most likely to focus on your auto, travel, and entertainment deductions.

So, let's examine each of these areas in more detail:

Entertainment: While it used to be that you could deduct up to 80% of all entertainment expenses, the limit now is 50%. The good news is that almost any entertainment activity that relates to business can be deducted: A round of golf, important dinners, taking a client to a game or concert, or even a day on a boat.

The important thing is to keep good records, all receipts, and be able to prove that the expense was related to business. It's not a bad idea to write who you were with on the receipt before filing it.

There is one nice exception to the 50% rule: If you throw a party, picnic, or some other event for your staff and their families, those expenses are 100% deductible.

Travel: Travel expenses you incur for business are 100% deductible. However, if your family joins you for your business trip to Orlando, their expenses are not deductible. Similarly, if you stay longer than business requires, the extra time is not deductible, unless you stay for a night or two to get a discounted airfare. In that case, your extra hotel and meals would be deductible.

Automobile: There are two ways to calculate your vehicle deduction. The "standard mileage" method lets you deduct 36 cents a mile when you drive the car for business, plus business-related tolls and parking expenses. 

The "actual expense" method lets you deduct your actual expenses for gasoline and repairs, plus depreciation. Then, you need to multiply your expenses by your percentage of business use. For example, if your total expenses are $10,000, and you use the car 40% for personal use and 60% for business, your deductible auto expenses would be $6,000. It's not a bad idea to keep a log of when the car is driven for which purpose.

The upshot of all of this is that to avoid problems with Uncle Sam, be sure to keep good records. IRS studies show that it is poor record keeping – rather than over-deducting – that causes most small businesses to lose an audit. 

Accordingly, you need to keep receipts, cancelled checks, credit card statements, and so forth, as they relate to, among other things:

• Rent.

• Advertising and marketing.

• Labor costs.

• Auto expenses.

• Travel.

• Entertainment.

• Utilities, etc.
If you keep good records, your chances of success in an audit – of not getting hit with an extra assessment and fine – will be much greater.

Today's tip: Not a few business people owe substantial amounts of money to the IRS for back taxes. If this describes you, I need not tell you how stressful such a situation can be. But there is hope — the IRS has a great program called the "Offer in Compromise." The OIC allows delinquent taxpayers to get caught up on their taxes, often for pennies on the dollar. 

Of course there are a lot of hoops to jump through, but it's worth it if you succeed. A few years back, I got a client out of $24,000 in back taxes for $1,200. For more information check out www.IRS.gov.

