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There’s nothing like the thrill of opening a letter 
where the return address says, “Internal Revenue 
Service.”

Ok, we’re just kidding. We’ve yet to find anyone who 
wants to be audited. In fact, there are few things that 
create more fear and dread than a so-called “exam 
letter.” It very often means that you’re looking at a 
significant time commitment just to put together 
the documentation they’re looking for. It could also 
mean some serious expenses for additional taxes, 
interest, penalties, and accounting fees. 

Overall, the IRS audits less than 1% of all returns. And 
in most cases, modern audits are handled entirely by 
mail.1 Audit rates have been declining for years.2 But 
the fact is that the more money you make, the more 
likely you are to get audited. According to the Tax 
Policy Center, people with incomes over $1 million 
have approximately a 1.6 percent chance of being 
audited.3

Can I Avoid the Dreaded IRS Audit?
So, the numbers are not that high, even for people 
with higher incomes. But there are still things that 
increase those odds. A recent article published by 
Charles Schwab outlined what they referred to as 
“preventable mistakes” that increase the likelihood 
of an IRS audit. The good news is that these so-called 
red flags are well-known, so it’s easier to keep your 
eyes open for them. Here they are, in order.4

1.  Undocumented Income. Keep in mind that 
most major sources of income will be reported to 
the IRS, very often in the form of a W-2 or 1099. 
Some sources, such as wages, will automatically 
have taxes withheld. Other sources will not. 
Undocumented income is often the result of a 
missing 1099. Regardless of where it comes from, 
you need to make sure all your taxable income is 
on your return.



2.  Significant Fluctuation in Income.  Another IRS 
red flag is people whose income varies substantially 
from one year to the next. This happens frequently 
with the self-employed. The way the IRS sees it, 
significant fluctuations may be an indication of 
underreported income. Schwab has a suggestion on 
how to deal with this: If you file electronically, most 
income tax software lets you include supplemental 
documentation that may help explain the situation.

3.  Business Losses. The IRS will notice if you lose 
money every year, or if the amount of the loss is 
significant. It’s OK in the first few years of a new 
business, when losses are considered routine and 
predictable. But as the years go by, your business 
is expected to start making some money. The IRS 
may be curious if you don’t. In fact, especially if your 
business is a sole proprietorship, they may suspect 
that it’s really just a hobby. The recommendation is 
that you should maintain thorough records for at 
least seven years. These records should account for 
every dollar coming in and going out.

4.  Dubious Tax Deductions. Keep in mind that 
the standard deduction for 2025 is $15,000 for 
individuals and $30,000 for married filing jointly.5 
What we’re talking about here is when the itemized 
deductions are over and above that amount.

While they may be perfectly legitimate, certain 
deductions might provoke additional interest from 
the IRS. Among them are big charitable donations, 
losses on rental properties, and “unqualified” 
home-office deductions. As with everything else, 
the best defense is to have complete supporting 
documentation for any deduction on your return.

5.  Undervalued Assets. This one comes into play 
more with estate tax returns, which tend to be 
audited at a higher rate than income tax returns. 
Many assets are easy to value because they have a 
public market price. But for those that don’t, having 
qualified appraisals may be a good idea.

And we’ll add one more, this one courtesy of 
Kiplinger: Refundable Tax Credits.6 Most tax credits are 
nonrefundable tax credits, meaning that they can only 
reduce the amount of taxes owed. A refundable tax 
credit is the type of credit where you can end up with 
a net cash payment, even if your tax liability is below 
zero. An example of this type of credit would be the 
Earned Income Tax Credit or the Child Tax Credit. Note 
that the IRS devotes special attention to these credits.7

There’s no perfect system for avoiding an IRS audit. 
The best you can hope for is to have everything well 
documented in case that day comes.
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The information presented is designed to provide general information regarding the subject matter covered. It is not intended to serve as legal, tax or other financial advice related to individual situations, because each person’s 
legal, tax and financial situation is different. Specific advice needs to be tailored to your particular situation. Therefore, please consult with your own attorney, tax professional and/or other advisors regarding your specific situation.

The applicability of any strategy discussed is dependent upon your individual facts and circumstances. Results will vary. Products and services discussed may not be 
appropriate for all clients. Your needs, objectives and financial circumstances may be different and must be reviewed and analyzed independently.

Tax laws are complex and subject to change. The information presented is based on current interpretation of the laws. Neither Security Mutual nor its agents are 
permitted to provide tax or legal advice.

We encourage readers to seek personalized advice from a qualified professional regarding their personal financial circumstances and objectives.

Insurance products are issued by Security Mutual Life Insurance Company of New York. Product availability and features may vary by state. Eligibility for life insurance 
is subject to the Company’s underwriting rules and receipt of payment. Premium rates will vary based on any and all information gathered during the underwriting 
process, and medical exams may be required. Life insurance policies contain exclusions, limitations and terms for keeping them in force. Your agent can provide costs 
and details. Guarantees are based on the claims-paying ability of Security Mutual Life Insurance Company of New York.
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