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Introduction 

 
Every year millions of Americans make mistakes that red flag their tax returns 

for audit. Each year, the IRS tells us what they're looking for ... and who is at risk 
for audit. Learn how to avoid the mistakes that make the IRS come knocking and 
"audit proof" your return to reduce the risk of an IRS audit. 
 
Fear is a Weapon 

 
Let's face it – it’s scary to get the notice that your return has been selected for 

audit. In fact, the IRS is counting on it.  
 
That audit anxiety is what the IRS uses to help keep taxpayers honest. Audit 

anxiety is an important part of our voluntary compliance system. Please note: 
paying taxes isn’t voluntary. It’s the compliance that is voluntary. Of course, if 
you’re not in compliance and you’re caught, you can face stiff penalties and even 
jail time. 

 
Our goal today is not to scare you, but instead to provide the FACTS on the 

mistakes that taxpayers make that can end up costing them a lot.  
  
Now, let’s get started with the countdown of the 25 Tax Mistakes That Cost You 

an IRS Audit … and How to Avoid Them. First, let’s start with the things that the IRS 
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is specifically targeting this year. These are the people they are making a priority to 
catch. They call this the "Dirty Dozen." This is a list you don’t want to be on! 
 
The IRS "Dirty Dozen" Tax Targets 

 
1. Trust Misuse. Unscrupulous promoters for years have urged taxpayers to 

transfer assets into trusts. They promise reduction of income subject to tax, 
deductions for personal expenses and reduced estate or gift taxes. A trust, in 
and of itself, is not illegal. Using them to evade taxes is not.  

 
2. Frivolous Arguments. Maybe you’ve heard from the people who claim 

that income tax is illegal. Promoters of illegal tax dodges have been known 
to make the following outlandish claims: that the Sixteenth Amendment 
concerning Congressional power to lay and collect income taxes was never 
ratified; that wages are not income; that filing a return and paying taxes are 
merely voluntary; and that being required to file Form 1040 violates your 
Fifth Amendment rights. While taxpayers have the right to contest their tax 
liabilities in court, no one has the right to disobey the law. 

 
3. Return Preparer Fraud. Dishonest return preparers can cause major 

headaches for their victims. They promise huge refunds and then skim a 
portion of the refund amount from the client. Unfortunately, they are using 
illegal means to get the huge refunds. When the IRS catches up with the 
taxpayers, they get stuck paying back the refund, plus interest and 
penalties, even though they didn’t receive it. The dishonest preparers are 
often long gone. Be careful when you hire a tax preparer. Make sure they’ve 
been around and have credential such as CPA or EA behind their name.  

 
4. Credit Counseling Agencies. The IRS Tax Exempt and Government 

Entities Division has made auditing credit counseling organizations a 
priority, because some of these tax-exempt organizations, which are 
intended to provide education to low-income customers with debt problems, 
are charging debtors large fees, while providing little or no counseling. That 
means these agencies can lose their tax exempt status and will then pay 
taxes on income. 

 
5. "Claim of Right" Doctrine. In this scheme, a taxpayer files a return and 

attempts to take a deduction equal to the entire amount of his or her 
income (generally W-2 income). The promoter advises the taxpayer to label 
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the deduction as "a necessary expense for the production of income" or 
"compensation for personal services actually rendered." This so-called 
deduction is based on a misinterpretation of the Internal Revenue Code. It is 
not a legal deduction and is a sure-fire way to get a visit from the IRS. 

 
6. "No Gain" Deduction. Similar to the "Claim of Right" scam, here filers 

attempt to eliminate their entire adjusted gross income (AGI) by deducting it 
on Schedule A – Itemized Deductions. The filer lists his or her AGI under the 
Schedule A section labeled "Other Miscellaneous Deductions" and attaches 
a statement to the return, referring to court documents and including the 
words "No Gain Realized." 

 
7. Corporation Sole. Since September 2004, the Department of Justice has 

obtained six injunctions against promoters of this scheme and filed 
complaints against 11 others. Participants apply for incorporation under the 
pretext of being a "bishop" or "overseer" of a one-person, phony religious 
organization or society with the idea that this entitles the individual to 
exemption from federal income taxes as a nonprofit, religious organization.  

 
There is a legitimate purpose for a Corporation Sole. The laws were written 
to enable religious leaders to separate themselves legally from the control 
and ownership of church assets. But the rules have been twisted at seminars 
where taxpayers are charged a lot of money and been given bad information 
about using the Corporation Sole laws to provide a "legal" way to escape 
paying federal income taxes, child support and other personal debts. 

 
8. Identity Theft. It pays to be choosy when it comes to disclosing personal 

information. Identity thieves have used stolen personal data to access 
financial accounts, run up charges on credit cards and apply for new loans. 
The IRS is aware of several identity theft scams involving taxes. In one case, 
fraudsters sent bank customers fictitious correspondence and IRS forms in 
an attempt to trick them into disclosing their personal financial data. In 
another, abusive tax preparers used clients’ Social Security numbers and 
other information to file false tax returns without the clients’ knowledge. 
Sometimes scammers pose as the IRS itself. Last year the IRS shut down a 
scheme in which perpetrators used e-mail to announce to unsuspecting 
taxpayers that they were "under audit" and could set matters right by 
divulging sensitive financial information on an official-looking web site.  
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9. Abuse of Charitable Organizations and Deductions. Especially post-
Katrina, there has been widespread abuse of tax-exempt organizations. One 
illegal scheme tells the taxpayer to move assets or income to a tax-exempt 
supporting organization or donor-advised fund but still maintain control 
over the assets or income. Basically, the taxpayer takes a charitable 
donation but never gives anything away. 

 
10. Offshore Transactions. This has been a target for a number of years. 

Still, individuals continue to try to avoid U.S. taxes by illegally hiding income 
in offshore bank and brokerage accounts or using offshore credit cards, wire 
transfers, foreign trusts, employee-leasing schemes, private annuities or life 
insurance to do so.  

 
11. Zero Return. This scam instructs taxpayers to enter all zeros on their 

federal income tax filings. In a twist on this scheme, filers enter zero income, 
report their withholding and then write "nunc pro tunc" – Latin for "now 
for then" – on their return. 

 
12. Employment Tax Evasion. The IRS has seen a number of illegal schemes 

that instruct employers not to withhold federal income tax or other 
employment taxes from wages paid to their employees. Such advice is based 
on an incorrect interpretation of Section 861 and has been refuted in court. 
Recent cases have resulted in criminal convictions, and the courts have 
issued injunctions against more than a dozen persons ordering them to stop 
promoting the scheme. Employer participants can also be held responsible 
for back payments of employment taxes, plus penalties and interest. It is 
worth noting that employees who have nothing withheld from their wages 
are still responsible for payment of their personal taxes. 

 
Those 12 red flags come directly from the IRS. Most of them sound pretty extreme 

and, to be honest, I don’t run into many people who are using these scams to evade 
taxes. There are a lot of innocent things, though, that could put you at risk for an IRS 
audit. Let’s take a look at some interesting statistics about who they target. 
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Sometimes You Don't Have to Do Anything to be a Target 
 
13. Location. Where you live makes a difference in determining whether you’re 

more at risk from an audit. Here are the Top 10 Locations for Audits (in 
other words, you’re more likely to get an audit if you live here): 

 
(1) Los Angeles 
(2) North Central District (ND, SD, MN) 
(3) Southern California 
(4) Northern California 
(5) Manhattan 
(6) Central California 
(7) Brooklyn 
(8) Southwest (AZ, NV, NM) 
(9) South Florida 
(10) Houston 

 
You'll find a FREE complete list of audit location hot spots at the end of this 

Special Report.  
 
14. How Much You Make. I found this statistic fascinating. It would seem to 

make sense that the IRS is more likely to audit people who make more 
money. But, the fact is that they are actually more likely to audit people who 
make LESS money. In fact, the most likely return to be audited is a return 
that includes a business that makes less than $25,000 per year. If you don’t 
have a business, you have the highest chance for an audit if you file a 
1040A and make less than $25,000 per year. 

 
15. The Audit From You-Know-Where. There is one kind of audit that is 

worse than the others. There’s not a lot you can do about this audit if you 
are selected, other than just get through it. At the end of this workshop, I’ll 
give you some tips on what you can do if, despite your best efforts to avoid 
it, you do get selected for audit. 

 
This bad audit is called a TCMP audit, which stands for Taxpayer 
Compliance Measurement Program. These are very rigorous audits, with 
everything being checked. That’s because the audited return’s numbers will 
be added into the IRS’s statistical program. Future audits of other people’s 
returns will be based on these analyzed results.  Recently, S Corporations 
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were subjected to TCMP audits to gather data about compensation for 
owners. Look for audits based on "unreasonable compensation." (Hint: 
Your S Corporation must pay a salary that is commensurate with the work 
you perform.) 

 
16. Business Entities. If you have a business, you are much more likely to be 

audited if you operate through a Sole Proprietorship (Schedule C). In fact, 
you’re ten times more likely to be audited as a Sole Proprietorship than if 
you’re run your business through an S Corporation or a C Corporation. Why? 
That’s because most Sole Proprietorships don’t have great record-keeping 
systems and the IRS knows that. 

 
Six Audit Risks from My Professional Experience 

 
The last four red flags came directly from the IRS’s statistical data. The next 6 

red flags are ones that I’ve observed in over 20 years as a CPA, working with 
thousands and thousands of clients and their tax issues. 

 
17. Math Mistakes. This sounds like a no-brainer, but the fact is that if you 

submit a tax return that doesn’t add up, someone is going to have to look at 
your return. When you mail in your return, your information is put into the 
system by a keypunch operator. If the numbers don’t add up, or you have 
missed carrying forward a schedule correctly, your return is kicked out of the 
system and someone needs to look at it. And, unfortunately, that can 
sometimes mean an audit. 

 
18. Reporting Mistakes. There are some particular things that the IRS 

computer is going to look for on your return if you have a business. For 
example, if you put in the business code that indicates you have a retail 
business, they will be looking for an inventory amount on your return. If 
your expenses are out of line for what the IRS has discovered for your 
particular business, then you’re asking for an audit. 

 
19. Under-Reporting Income. The IRS receives copies of your K-1s (from 

Limited Partnerships and S Corporations), 1099s (from interest, dividends 
and sales) and W-2s. If you don’t report these items on your return, or you 
report a different amount, your return will get pulled for inquiry.  

 



Copyright © 2006 TaxLoopholes, LLC  7 

20. Filing an Amended Return. I get asked this question a lot at seminars, 
"I just found out that I could take a deduction I didn’t know I could. Should I 
amend my return?" My answer is always, "If it’s not a huge amount, I 
wouldn’t spend the time and energy to amend the return. The main reason 
is that you’re asking for an audit if you do so." 

 
Now, if you discover that by amending you will actually pay more in tax, 
then it makes sense to amend and I think it’s less likely that the IRS is going 
to question the amendment. But, if your amendment means a refund, you’ve 
got a good chance of getting that return audited. 

 
21. When You File Can Be Important. Here’s another red flag that flies in 

the face of "common" wisdom. If you file your return early, you’re more 
likely to be audited. If you file with extensions, at the last possible minute, 
you are less likely to be audited. This has to do more with human nature 
than with an IRS strategy. Each auditor has a number of audits they are 
supposed to do each year. The files are given to them in batches. First, the 
ones filed by April 15th and then the ones filed later. Most auditors meet, or 
nearly meet, their audit quota before they get to the extensions.  

 
22. Who Files Your Return Matters. If you have a complex return and 

prepared it yourself or if your return was prepared by someone on the IRS's 
problem preparer list, you are more likely to be audited. Ask your return 
preparer, as part of the interview process, about his or her experience with 
the IRS. If they go off on a rant about how unfair the IRS is, you might want 
to pass. 

 
Four Strategies to Survive an Audit 

 
Before I go into four strategies for getting through an audit alive, I thought I’d 

add in a couple of side notes I recently learned about.  
 
The IRS is currently tracking two other pieces of information that, to my 

knowledge, they haven’t made use of yet. 
 

1. Cash Transaction Reports from Banking Authorities. These reports are 
required by the bank if you have cash transactions of more than $10,000. 
If your transaction is legal don't worry about this! However, know that it 
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is a crime if you structure transactions to avoid this report. And, if you 
receive or send money from overseas, you must file a special report. 

 
2. Passports. When a passport is issued, the IRS is notified and makes a 

note in your personal tax record. 
 

Now, let’s look at some strategies you can take if you are audited. 
 
23. Don’t Sweat the Small Stuff. Choose your battles and remember that 

your time, and the time of your advisors, might just be worth too much to 
fight small changes. I’ve often seen auditors fight just as hard to disallow a 
small deduction as they have to fight a big deduction. If it’s not a big deal, 
let it go and let them win one.  

 
24. Don’t Put Your Head in the Sand. I’m sure you’ve heard the stories of 

the IRS storm troopers who show up and seize assets. What you might not 
have heard was that every single one of those people who were the 
"victims" had received at least four letters and had at least 90 days to 
respond. It ended up the way it did because they ignored the IRS notices. 
Sure, the letters might seem intimidating, but throwing them away is not 
going to make the problem go away. The best idea might be to just hire a 
good CPA or tax attorney to receive the notices for you. That way you’re not 
going to get too stressed out and the IRS isn’t being ignored. 

 
25. Don’t DIY (Do it Yourself). I will never forget the time years ago that I 

was at the IRS office representing a client. My client was happy to stay 
home, and that’s what I preferred as well, it’s easier if you can stay 
unemotional when dealing with the IRS. At one point, the auditor and I 
could hear what was going on in the cubicle room next to us. It was a 
taxpayer, obviously representing himself. With every question, he divulged 
too much information and created a whole new line of inquiry. The auditor 
paused, as did I, to listen and he shook his head and said, "Every time a 
taxpayer represents himself it’s more work for us. They always tell us 
everything wrong they’ve ever done. If they would just be quiet, they’d pay 
a lot less." 

 
That’s the best reason I can think of for getting a CPA or tax attorney to 
represent you if you’re audited! 
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BONUS! At TaxLoopholes, we always like to give people a little bit more. Here's 
a special bonus audit strategy: 

 
26. Don’t Be Afraid to Negotiate. After the audit is done and you all agree 

on the changes (or you give up and decide it makes more sense to agree), 
it’s still not done. Now you can do something called an "Offer in 
Compromise." This process will allow you (or your representative) to 
negotiate the amount of taxes, interest and penalties you owe.  

 
Conclusion 

 
The best defense against an IRS audit is good records and a good CPA. Don’t be 

afraid to take a deduction, if it’s legitimate and well-documented. Overpaying your 
taxes is not a viable strategy and won’t keep you from being audited. Instead, take 
the legal deductions and sleep at night, knowing you’ve got the back-up you need.  

 
What’s Next? 

 
Stay registered at TaxLoopholes for your free eNewsletter updates. We want to be 
your tax education partner as you continue growing your business in the best tax-
advantaged way. Make more money and pay less tax using the same tax loopholes 
that the rich do!  
 

Also, many spam filters now block emails unless the sender is listed in the 
address book. Make sure to add eNewsletter@TaxLoopholes.com to your whitelist or 
address book, so you will continue to receive our email newsletters. If you have any 
questions on how to do this, email us at eNewsletterSupport@TaxLoopholes.com and 
we’ll walk you through the process. 

 
Do You Want More? 

 
If you’re looking to get the most up-to-date tax information consider becoming a 
member of our First Class Lounge. As a part of your subscription you'll receive at 
least two Special Reports like this one, every month, at no additional cost! Plus 
you'll receive your Special Reports at least 30 days before they are released to our 
general members. First Class Lounge subscribers also have full access to our weekly 
video updates on Discussions with Diane. All of this for one low monthly fee! If you 
aren't already a member of our First Class Lounge, why not join today, and step up 
to the next level in tax awareness and preparedness! 

http://www.taxloopholes.com/index.php?s=join
http://www.taxloopholes.com/index.php?s=join
mailto:enewsletter@taxloopholes.com
mailto:enewslettersupport@taxloopholes.com
http://www.taxloopholes.com/index.php?s=benefits
http://www.taxloopholes.com/index.php?s=benefits
http://www.taxloopholes.com/index.php?s=benefits
http://www.taxloopholes.com/index.php?s=dwd_sample
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Odds of IRS District Tax Audit 2000  
All 1040/1040A Returns Filed by Individual Districts  

Region District Percent Audited Rank 
  United States  0.20 - 
Western Region  Los Angeles  0.48 1 
Midstates Region  North Central  0.47 2 
Western Region  Southern California  0.47 3 
Western Region  Northern California  0.41 4 
Northeast Region  Manhattan  0.37 5 
Western Region  Central California  0.29 6 
Northeast Region  Brooklyn  0.29 7 
Western Region  Southwest  0.29 8 
Southeast Region  South Florida  0.23 9 
Midstates Region  Houston  0.22 10 
Midstates Region  Arkansas-Oklahoma  0.21 11 
Southeast Region  Gulf Coast  0.20 12 
Western Region  Rocky Mountain  0.20 13 
Midstates Region  Midwest  0.19 14 
Midstates Region  North Texas  0.19 15 

Northeast Region  Connecticut-Rhode 
Island  0.18 16 

Midstates Region  South Texas  0.17 17 
Midstates Region  Kansas-Missouri  0.16 18 
Northeast Region  New England  0.16 19 
Southeast Region  North-South Carolina  0.16 20 
Western Region  Pacific Northwest  0.15 21 
Northeast Region  Upstate New York  0.14 22 
Southeast Region  North Florida  0.14 23 
Midstates Region  Illinois  0.14 24 
Southeast Region  Indiana  0.14 25 
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Odds of IRS District Tax Audit 2000  
All 1040/1040A Returns Filed by Individual Districts  

Region District Percent Audited Rank 
Southeast Region  Delaware-Maryland  0.13 26 
Southeast Region  Kentucky-Tennessee  0.13 27 
Southeast Region  Virginia-West Virginia  0.13 28 
Northeast Region  Pennsylvania  0.13 29 
Southeast Region  Georgia  0.11 30 
Northeast Region  Michigan  0.11 31 
Northeast Region  Ohio  0.10 32 
Northeast Region  New Jersey  0.10 33 
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IRS Districts by State 
STATE  DISTRICT  REGION  

Alabama  Gulf Coast  Southeast  
Alaska  Pacific North West  Western  
Arizona  Southwest  Western  
Arkansas  Arkansas-Oklahoma  Midstates  

Central California  
Los Angeles  
Northern California  

California  

Southern California  

Western  

Colorado  Rocky Mountain  Western  
Connecticut  Connecticut-Rhode Island  Northeast  
Delaware  Delaware-Maryland  Southeast  

North Florida  
Florida  

South Florida  
Southeast  

Georgia  Georgia  Southeast  
Hawaii  Pacific North West  Western  
Idaho  Rocky Mountain  Western  
Illinois  Illinois  Midstates  
Indiana  Indiana  Southeast  
Iowa  Midwest  Midstates  
Kansas  Kansas-Missouri  Midstates  
Kentucky  Kentucky-Tennessee  Southeast  
Louisiana  Gulf Coast  Southeast  
Maine  New England  Northeast  
Maryland  Delaware-Maryland  Southeast  
Massachusetts  New England  Northeast  
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IRS Districts by State 
STATE  DISTRICT  REGION  

Michigan  Michigan  Northeast  
Minnesota  North Central  Midstates  
Mississippi  Gulf Coast  Southeast  
Missouri  Kansas-Missouri  Midstates  
Montana  Rocky Mountain  Western  
Nebraska  Midwest  Midstates  
Nevada  Southwest  Western  
New Hampshire  New England  Northeast  
New Jersey  New Jersey  Northeast  
New Mexico  Southwest  Western  

Brooklyn  
Manhattan  New York  

Upstate New York  

Northeast  

North Carolina  North-South Carolina  Southeast  
North Dakota  North Central  Midstates  
Ohio  Ohio  Northeast  
Oklahoma  Arkansas-Oklahoma  Midstates  
Oregon  Pacific North West  Western  
Pennsylvania  Pennsylvania  Northeast  
Rhode Island  Connecticut-Rhode Island  Northeast  
South Carolina  North-South Carolina  Southeast  
South Dakota  North Central  Midstates  
Tennessee  Kentucky-Tennessee  Southeast  

North Texas  
Texas  

South Texas  
Midstates  

Utah  Rocky Mountain  Western  
Vermont  New England  Northeast  
Virginia  Virginia-West Virginia  Southeast  
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IRS Districts by State 
STATE  DISTRICT  REGION  

Washington  Pacific North West  Western  
West Virginia  Virginia-West Virginia  Southeast  
Wisconsin  Midwest  Midstates  
Wyoming  Rocky Mountain  Western  
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Audit Rates by Fiscal Year 

Audit Class 1999 2000 2001 

Nonbusiness returns: 

1040A, TPI <$25,000 1.36% 0.60 0.86 

Non-1040A, TPI <$25,000 0.59 0.37 0.40 

TPI $25,000 <$50,000 0.36 0.21 0.22 

TPI $50,000 <$100,000 0.37 0.23 0.23 

TPI $100,000 and over 1.15 0.84 0.69 

Business Returns 

C-TGR <$25,000 2.69 2.43 2.72 

C-TGR $25,000 <$100,000 1.30 0.93 1.02 

C-TGR $100,000 and over 2.40 1.48 1.20 

F-TGR <$100,000 0.68 0.35 0.55 

F-TGR $100,000 and over 1.23 0.80 1.18 
 
 
 


