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PREPARING FOR A REVENUE CANADA AUDIT

A few months after you filed
your tax return you may receive
an unpleasant surprise courtesy
of the Canada Customs and
Revenue Agency (the “CCRA”),
formerly Revenue Canada. The
CCRA may notify you that your
tax return has been selected for
an audit. Why did they select
you? What should you expect?
How can you defend yourself?
This article will attempt to pro-
vide some insight into the an-
swers to these questions and
hopefully diminish your fear of
the tax audit by guiding you
through the stages of the audit
process.

Before going any further, it is
extremely important to realize
that while there are certain legal
and procedural approaches that
are the same for each and
every audit, these specific ap-
proaches are about the only
thing similar between one audit
and the next. Although the
CCRA claims that its primary
objective is to achieve uniform-
ity of interpretation and applica-
tion of the law, each audit is in-
fluenced by a multitude of differ-
ent considerations varying from
the size of the business
audited, to the specific nature of
the items audited, to the per-
sonality of the auditor.

As opposed to employees who
represent a relatively low risk of
tax evasion from the CCRA's
point of view, the small to me-
dium sized businesses are per-
ceived as much higher risk.
Considering a significant num-
ber of deductions for these
businesses, it should not come
as too big a surprise that they
are audited more often than

employees who have only
minimal tax deductions. The
CCRA can select one of the
two basic categories of audit
examination:

The first category, called desk
audit, is generally used in all
simple cases. The auditor
sends you a ‘"review letter"
asking for more information
and/or documentation support-
ing one or more items in your
tax return. Although the desk
audit may represent just a mi-
nor irritant to you, it is impor-
tant to take it seriously and re-
spond within the requested
time. Make sure you provide
the auditor with all of the re-
quested information or docu-
ments but do not volunteer any
more information than re-
quested. We suggest that you
ask your accountant to review
the information prior to mailing
it to the auditor. Such a review
is quite inexpensive and might
save you a lot of anguish as
well as money.

When you are unable to pro-
vide the requested documents
in the allotted time frame, you
may request an extension. Al-
ways make your extension of
time request in writing. Al-
though the desk audit is just a
minor and very restricted type
of audit, the failure to respond
might lead to a full denial of
deductions, imposition of pen-
alties and interest, or even to a
full-fledged audit.

The second category, called
field audit, is more complex.
At the beginning of the audit
the auditor usually contacts
you and schedules the date

and time for a meeting. How-
ever, on certain occasions the
auditor asks for all the ac-
counting records without
scheduling a meeting and
sometimes the auditor makes
a written request without talk-
ing to you at all. If you are
subjected to the full-fledged
field audit, you should imme-
diately contact an accountant
knowledgeable of the CCRA
practices. The accountant will
be instrumental in managing
the audit and communicating
with the CCRA auditor on your
behalf.

In order to understand the
audit process, it is best to look
at it from the auditor's per-
spective. As such, the major-
ity of tax audits proceed

through the following four
stages:
STAGE 1: IDENTIFICATION
STAGE

During this pre-audit stage the
CCRA screens the files for a
potential audit. The CCRA's
selection of your tax return
could be based on a computer
based analysis of your finan-
cial statements and tax re-
turns, comparisons with other
firms in your industry, referrals
from other audit sections (e.g.
GST, employee benefits, etc),
special projects (e.g. audit of
the majority of companies in a
specific industry), information
provided by outside parties (e.
g. "snitch lines", disgruntled
employees, upset former
spouses, etc.), or the file
might be just randomly se-
lected by the CCRA's comput-
ers.
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“Tax audit is often
perceived as a
frightening
experience
whether you try to
fully comply with
the law, or
whether you take
some liberties with
the interpretation
of the Income Tax
Act.”
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Once the file has been se-
lected for an audit, the auditor
reviews the company's struc-
ture and obtains all the files of
all the associated and related
companies kept by the CCRA,
including the personal tax files
of the major shareholders.
The auditor then reviews the
industry data, the volume and
type of transactions, and con-
siders the risk of non-
compliance and the signifi-
cance of various transactions
(i.e. company size, transac-
tion size, potential recurring
losses, unusual transactions,
etc). Next, the auditor pre-
pares an audit plan, contacts
you and asks for the support-
ing information and documen-
tation.

When the auditor contacts
you, you should immediately
spring into action. Your first
plan of attack should be to
present yourself in a coopera-
tive manner, remembering al-
ways that you are only re-
quired to produce all of the re-
quested material, but nothing
more. Withholding the re-
quested documents from the
auditor or providing an exces-
sive amount of documents to
the auditor to "bury him or her
in paper" is not to be recom-
mended. On the contrary,
these ill-advised tactics might
be quite dangerous.

On the one hand, the with-
holding of documents from the
auditor often leads to an auto-
matic reassessment where
the auditor automatically dis-
allows all of the unsupported
expenses. Such an approach
is actually preferred by the
auditor -- he or she does not
have to spend much time go-
ing through the receipts and
invoices (not exactly the most
exciting part of an auditor's
job) while achieving a large
tax adjustment.

On the other hand, to "bury
the auditor in paper" is also
risky. You should realize that
the auditor has usually more
time to go through all the
documents than you or your
accountant. Consequently,
the auditor often finds many

new leads while sifting
through all the documents.
The new leads may extend
the audit into new areas or
other companies. To say that
this tactic can backfire is a se-
rious understatement.

STAGE 2: INFORMATION
GATHERING STAGE

During the information gather-
ing stage the auditor asks the
taxpayer about his or her
business, tours the company,
and obtains a basic under-
standing of more complex
transactions (such as trans-
fers of assets, transaction with
related parties, etc.). The
auditor also reviews account-
ing and tax records, issues
the preliminary queries and
starts conducting interviews
with the company's staff (if
considered necessary). In
general, the auditor identifies
the significant issues and at-
tempts to collect as much in-
formation as needed for the
development of his or her own
assessment.

The information gathering
stage is extremely important
from your point of view. You
should designate a contact
person and channel all the
audit inquiries through this
person. You should also try to
keep all the communication
with the auditor in a written
form in order to avoid reinter-
pretation of the facts by the
auditor. Do not try to answer
the auditor's queries immedi-
ately, but allow sufficient time
to properly prepare and re-
view your written responses.
Although you should provide
honest answers, do not dis-
close more information than
necessary to answer the audi-
tor’'s questions.

STAGE 3: INFORMATION
ANALYSIS STAGE

During this stage the auditor
identifies potential adjust-
ments, reviews the supporting
evidence in detail to quantify
any potential adjustments,
and develops the legal argu-
ments supporting his or her
position. In some cases the
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auditor issues additional que-
ries or asks for additional in-
terviews. The auditor may
also discuss any potential ar-
eas of disagreement with you.

The information analysis
stage is probably the most im-
portant stage of the audit from
your point of view. Once the
information analysis stage is
over, it is usually extremely
difficult to alter the auditor's
position on any contentious
issue. You should try to pre-
vent any misunderstanding of
facts by keeping communica-
tion with the auditor as open
as possible.

Three different kinds of con-
tentious issues can generally
appear. First, some of your
claims might be inadequately
supported and thus disal-
lowed by the auditor. In this
case you can discuss with the
auditor what other supporting
evidence would satisfy him or
her and provide it.

Second, some of your claims
might be only partially ac-
cepted by the auditor. For ex-
ample, the business use of
your car might be questioned
when you do not provide an
accurate log book. In such
case you may want to try to
reach a negotiated settlement
with the auditor. The two con-
siderations that heavily influ-
ence an outcome of negotia-
tions with the CCRA's auditor
are your negotiating skills and
your credibility in the auditor's
mind.

Third, some of the facts can
support different legal inter-
pretations. You and your ac-
countant should work together
to develop strongest possible
case. If the strength of your
case does not persuade the
auditor, you may have to
"agree to disagree" and use
your interpretation of facts
and circumstances during the
appeal process or in the
courts.

STAGE 4:
STAGE

RESOLUTION

During the resolution stage
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the auditor issues a so-called
"30-day letter" proposing the
adjustments to be made. This
letter allows the taxpayer to
react to the proposed adjust-
ments, discuss the proposal
with the auditor, and supply
new evidence if necessary. At
the end of the audit the tax-
payer will receive a Notice of
Reassessment specifying the
adjustments and taxes pay-
able.

The 30-day letter gives you
the last chance to alter the re-
assessment at the audit level.
There are three major deci-
sions to be made. First, you
should decide which issues
you still want to fight during
the audit stage and which
ones you will take to the ap-
peals stage. Although it is
usually preferable to fight as
many issues as possible dur-
ing the audit stage, in some
cases you might be able to
negotiate a better settlement
at the appeals stage and,
therefore, you might want to
refrain from further discussion
of these issues with the audi-
tor.

Second, the resolution stage

gives you the last chance to
go directly to the auditor's su-
pervisor. This is an appropri-
ate course of action in all
cases where the auditor ap-
pears not to have the training,
experience or knowledge of
the specific industry issues, or
where he or she is proposing
to reassess contrary to either
the law or the CCRA's admin-
istrative rules. In addition, you
may also try to circumvent the
auditor when the auditor is dif-
ficult to deal with or has pre-
conceived biases against you.
Obviously, it is often best to
try to circumvent (and upset)
the auditor only after you have
his proposal in hand.

Third, you should calculate
the amount of tax, penalties
and interest payable and com-
pare it to the cost of fighting
the reassessment at the ap-
peals level and in the courts.
This will allow you to either
take the issues to the next
level, or to come back to the
auditor and attempt to reach a
settlement with him or her.
We have experienced some
willingness to lower the as-
sessment if the taxpayer
agrees not to take the case to

the appeals level.

In summary, while this article
attempted to provide some in-
sight into the somewhat mys-
terious tax audit, the typical
taxpayer will still probably per-
ceive the tax audit as a fright-
ening and confusing experi-
ence. This perception s
probably the same regardless
whether the taxpayer tried to
fully comply with the law or
whether the taxpayer took
some liberties with the inter-
pretation of the Income Tax
Act. Perhaps judge Lord Den-
ning M.R. explained the
source of this feeling best
when he stated that "[t]he
trouble is that the [tax] legisla-
tion is drawn so widely that in
some hands it might be an in-
strument of oppression....
Once great power is granted,
there is a danger of it being
abused." Hopefully, the sug-
gestions supplied in this arti-
cle will at least reduce your
fear of the tax audit and pro-
vide some guidance for what
to do when you get that letter
or call saying “Congratu-
lations, you're being audited!”
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hands it might be
an instrument of
oppression....
Once great power
is granted, there is
a danger of it
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Transfer prices are the prices that companies charge for goods, services or intangibles they
trade with subsidiaries or other related parties in foreign markets. In the past several years
both the Canada Customs and Revenue Agency and the IRS increased its emphasis on trans-
fer pricing examinations.

Transferpricing.ca Limited (www.transferpricing.ca), in collaboration with Hartl Sala Bell
LLP, Chartered Accountants, provides flexible and cost-effective services to companies that
find the cost of transfer pricing documentation prohibitive. Depending on clients' specific
needs, we can either prepare the necessary documentation ourselves or review your docu-
mentation to ensure compliance with Canadian transfer pricing rules.
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