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N EDITED BY UIUM SAUNDERS

Want to minimize your chances of going head-to-head
with an IRS auditor? Here are.the latest tips.

Yellow hgh .

and red

WHETHER YOU'RE INNO-
CENT or not, tax audits
arc too often nasty, brut-
ishand long. And expen-
sive, “I have aclient with
a legitimate $730,000
loss from the carly 1980s
that the IRs wrongly -
nailed as a tax straddle,”

says CPA Ralph Anderson of M.R.

Weiser & Co. in New York. “The Irs .

is about to allow the loss, but it has -
taken ten years and cost $450,000 in
fees.” Even small matters can' cost

$500 and up to straighten out, ys
crA Douglas Stives of Curchln
-in Red Bank, N.J. .

' So it pays to avoid waving any rcd

flagsin the Internial Revenue Scrvice’s

face. But how? Here is what we know..

Overall, your chance of being au-
dited is small. This year 115 million
individual returns will be fildd but
only 1.1 million will be audited: The
audit ratc is hlghcst in Alaska, Nevada
and Wyoming. I’s lowest in Massa-
ghuscm Maine and Rhodc Isl:md

' mg—such as lawycrs,

1t's also highcr for pcopic
“with high incomes. The au-
 ditratc is 0.9% for taxpayers
with adjusted gross income
_between  $50,000 and

with incomes.  above
. $100,000. Likc Willic Sut-

moncy is.
How does the IRS
-choose its audit vic-
tims? Unless you are.
partofa special group
‘that the IRS is target-.

waiters, auto dealers

or Hollywood pro-
ducers—chances are
pretty good that your.
rcturn - has been se- :
lected by a scoring system bascd on
. what statisticians call a discriminant

" function. Banks and mail-order firms

use’ such techniques to decide who
gets a credit card, mdﬂgagc or junk-
mml catalog
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~ revenue and paitnerships with tén or

‘what will cause’ thc ms computer’s .

 $75, 000, but 4% for thosc return. InsPired by his experience, he

ton, the IRs gocs where the - writing to CPAs across the country,

“schedules: Schedule A (itemized de-
‘ductions), C (profit or loss from a

~ butions, statc taxes and mortgage inter-

- gencrous than the
. average
deductions claimed i

-

The Irs’ dnscnininant function an:;
lyzes returns for all individuals, corpo-
rations with less than $10 million in

fewer rs. It compares the en-
trics (or Jlack of them) on yqur return
with various norms. The greater the
discrepancics, the higher your total -
score. The highest scorers arc audit
candidates (see box, opposite).

What are the norms? In thmry,
thcy arc secrets as closcly guarded as.
the formula for Coca-Cola. In fact,
however, tax pros have some idea of .

pulse to race.
Amir Aczel, a statistics professor at”

Bentley College ncar Boston, undér-

went a horrendous audit for a 1989

used his knowledge of statistics to try
to crack the IRs scoring system. By

Aczel obtained copics of
1,200 real tax returns
~  (without identifica-
tion), of which 600 -
~were audited by the
irs. Then he' com-
- parced data from the
- audited retums with
_ data from the unau-
- dited retumns.
o Aczel found that,
in gcncral taxpayers
should pay carcful attention to three

business) and F (profit or loss from a
farm). Using his 1,200-rcturn sam-
ple, Aczel devised “safe,**cautious™ .
and “‘unsafc” zoncs for ‘deductions
for cach schedule. et
For Schedule A, which is where you
deduct such things as charitablccontri-

est, Aczel ﬁgurcstlmataxpwcrhasa
very low chance of attracting the 1s’2
notice if his or her deductions arc less?
than 35% of adjusted gross income. £
antlmm“%.th:hglumms'
yellow.  Go abowe, -
44% and you’re ask-’ -
ing for trouble.

Notc that these
limits arc far, morc .

itcmized

by taxpayers (m .

'  table). _ R | .
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and Schedule C? Then Aczel suggests
that you combine the Schedule C
- percentage with 1.5 times the Sched- .
ule A percentage. Caution point:
105%. But he emphasizes that it’s still
important to make surc that cach
schedule by itself falls below the dan-

ger point. L -

Aczel wishes he could have taken
his own advice. The year he was audit-
ed, his Schedule C expenses for writ-
ing textbooks were 85% of his Sched-
ule C income, far into the red zone.
(For more on Aczel’s findings, sce his
How to Beat the Irs at Its Own Game,
Four Walls Eight Windows, 1994.)

* Tax accountants offer these further .
tips on how you can minimize the risk.
of an audit. - o

Pay attention to
details. Use  the
mailing sticker the
IRS des to
avoid having a key-
punch tor
make mistakes typ-
ing it in. Be sure to
-assemble the sched-
ules in the order the
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affluent taxpayers have enough medi-

cal expenses (i.c,, beyond 7.5% of

adjusted gross income) to qualify fora
deductiont, Ifyou do, consider attach-
ing a letter explaining why. But don’t
tell the 1Rs more than it needs to
know. “Never explain that a $200
deduction was for basketball tickets,

- when ‘entertainment expense’ would

do,” David Marcus, a CrA with
Pancth, Haber & Zimmerman: in
New York. :

Beware the home office dvinction.
Experts say it’s an open invitation to
1Rs harassment. Consider the case of a
client of M.R. Weiser’s Anderson. He
took a totally justified $36,000 de-
duction for a home office for his real

estate business jn 1989, But defend-

ing the deduction, which
the 1rs allowed in full last
year, cost him $55,000

in fees,
Beware losses, Es-
pecially if don't come
" froma disaster such
as an carthquake or flood.

With casualties and thefts,

the limits on deductibility

R 5 ' , '
ﬁ;danm%teituu- _ ment and show that un- that he was in the tax busi-
The uitimate audit i m (see sto-  identified bank deposits ness. For nonprofession-
THE WORST AUDIT is one ¢ ry&.'l‘hiuismcofﬂme were not hidden income als, a TCMP can be brutal.
that » O matter years, Letters will begin go-  but rather reimbursed ex- ~ ““These audits can
how careful, can avoid: ing out in October. ses. But he didn’t | take five or six times as
the *“‘taxpayer compliance What's a TCMP audit ave to produce his chil- . as a normal exam,” says
measurement program”’ like? We asked former IkS  dren, as some TCMP audi- ©  David Marcus, a CPA with
audit, TcMp for short. Every missioner Lawrence tors ask of taxpayers with Pancth, Haber & Zim-
five years the IRs does a Gibbs, who wasatax lawyer  dependent deductions.» merman in New York.
soup-to-nuts audit of in Dallas when the Irs Gibbs keeps neat rec- ~ *‘And they cause prob-
150,000 hapless taxpay- roulette wheel landed on ~ ords and plays by the rules, lems between us and our
ers chosen at random. The  his number during the s0 his TcMP audit took clients. I had one who
IRS says its aim carly 1980s. Gibbs says the onlyadayanda halfand he©  owed very little extra in tax-
tto auditor made him verify didn’t owe an extradime.  es, but me
cach mortgage interest pay- Gibbs was also lucky was $10,000." -LS. =m
For Schedule Irs specifies in the upper , are so stringent
C, business prof- - right comer of cach. Avoid - ‘that the IRs fig--
its and losses, the  round numbers where they “ures Hardly any- -
caution - zonc don’t make sense—such as ‘body legitimate-
starts when total  with '~ income—and ' use  EER=S TR ly qualifies. -
éxpenses hit 52% them where they do—as Be carcful with
of gross income with charitable contribu- charitable contri-
from that sched- -tions. “Nobody gives butions, especially
ule. The red light  $9,099 to a college,” says  those of property.
flashes when they top 67%. For New  York CPA Stuart A new rule this
Schedule F, the caution zone starts. Kessler of Goldstein Golub . . year says .you
. when losses hit 59% of gross farm  Kessler. .~ : must have a receipt from a charity—
., income, the unsafe zoncat 71%. - - in things that scem odd or not just a canceled check—in your
“‘What if you file both Schedule A  suspicious. It is rarc, for example, that  hand when you take a deduction over

$250. If you round up the receipt
later on, then the IRS can disallow it.
Keep contributions of property below
$500—unless you're donating a Pi-
casso—s0 you don’t have to attachan
itemized list to your return or an
appraisal. And if you are especially
charitable (more than, say, 12% of
income), be prepared to document it.

Don’t let your enemies know your tax
n:m. jE |§ aomctlE: ‘;‘é small

“all attest, the IRs likes to get maximum
= . Dopt

. Keep a low profile.
=e ]
shelters. -L.S. m.
e 3 g
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