Q: OK Steve, you’re the lawyer. I’m starting my taxes next week and have been through an audit once. I didn’t like that experience and don’t want to go through it again. So how do I avoid that?
William
A: I was about to quip, “Aside from telling the truth, you mean?” but then I realized that even being 100% accurate on your taxes does not ensure that you will not audited. Whether you do or do not get audited depends upon a variety of factors, among which truth-telling is not one.
Consider these statistics:

· .85% of small corporations are audited

· .4% of S corps are audited

· .38% of partnerships are audited

· Sole proprietorships are almost nine times more likely to be audited than corporations

So the good news is that your odds of being audited are slim. The bad news, is, when you are audited, it is not fun. So here are some things to be on the lookout for that can trigger audits by the IRS:
Claiming a loss: OK, so if you lost money last year, an audit is probably not your worst problem. That said, the important thing to know is that losses can be a red flag to IRS agents and trigger an audit. Avoid over-deducting (see below) especially if that puts your books into the red.
Over-deducting: This may be Red Flag #1. The rule is that you can deduct for all ordinary and necessary business expenses. The danger is that you get a little crazy with the deductions and start to deduct for things that clearly are not business related – that trip to Disneyland for instance. 
Generally speaking, you should not be showing deductions above a whole lot more than half your income. That is a very broad and general rule that may not apply to your business or industry, but it is a good benchmark. And if you do have a lot of deductions, that’s fine, just be sure you also have the receipts. 
Treating a hobby as if it were a business: Trying to deduct for expenses for items, like a hobby, that are not really business related is a red flag. Businesses have clients and revenue; hobbies don’t.

Under-reporting income: The correlation to over-deducting is under-reporting. The rule is that you must report “all income from whatever source, however derived.” That is pretty all-inclusive. Barter income is income. That cash payment is income. All income is income. 
Not incorporating: As mentioned, sole proprietorships that claim a Schedule C are audited far more often than small businesses that are incorporated. 

Claiming the home-office deduction: Just to be clear, claiming this deduction is perfectly legal too, all I am saying is that the things on this list can trigger an audit. To qualify for the home office deduction, it must be the principal place of business for the business and used exclusively for that purpose. Your spare bedroom that you make some calls from is not a home office for IRS purposes.
Doing your taxes yourself: Having a tax agent or CPA do your taxes can lower your audit risk in a couple of ways: For one, they are aware of rules that you are not as they are professionals. Also, it just looks good.
Over-estimating the value of your donations: Donating that old jalopy in the driveway to charity should not net you a $2,500 deduction. Similarly, those old clothes and that furniture you gave to Goodwill are probably not worth $1,000. Again, generally speaking, you should not value used charity items at more than 30% of their original cost, and often it should be a lot less.
Forgetting to sign your returns: This silly mistake will definitely ensure that your return gets additional inspection. 

Making a lot of money: If you make a lot and pay yourself more than $100,000 a year, your odds of being audited shoot up. 
Not declaring 1099 income: If you received a 1099 for work you did for someone, you better declare it. You can bet that they will. 
Making mistakes: If you do your return by hand (why?!) and make factual errors, or are sloppy, or have math errors, you can definitely trigger an audit.

Today’s Tip: If you are audited, don’t panic. Most audit requests can be handled by sending in additional requested information and documentation. That said, it is almost always smart to hire a tax professional if you receive an audit notice. Note: Generally, the IRS has three years to audit a tax return. 
