
A net worth audit is one of the 
most powerful techniques available 
to the Canada Revenue Agency 
(CRA) to unilaterally deem  a 
taxpayer to have a certain amount 
of unreported income.  Th e net 
worth audit is a method which, on 
its premise, assumes the taxpayer 
has hidden or failed to disclose an-
nual income, and as a result CRA 
is not able to rely on the accuracy 
of the amount of taxpayer income 
from tax returns fi led. Subsequently, 
CRA will use the results of a net 
worth audit to deem a taxpayer to 
have  unreported income, resulting 
in allegations of tax evasion or civil 
fraud  against the taxpayer.  

In recent years tax professionals 
have noticed an increase in CRA’s use 
of net worth audits against taxpay-
ers. Th e CRA appears to be targeting  
their net worth audits to cash-based 
businesses, owner-manager busi-
nesses and illegal businesses (such as 
drug dealers).  

Th e following will attempt to answer 
two primary questions, fi rst, what is 
a net worth audit and second, what is 
the burden on a taxpayer faced with a 
net worth audit. 

What is a Net Worth Audit?

A net worth audit is a two-step audit 
by the CRA. First, the Agency will 
look at the taxpayer’s assets and liabil-
ities at the beginning and end of the 
tax year and determine the increase 
and/or decrease in the taxpayer’s net 
worth.  Second, the CRA will review 
the taxpayer’s expenditures for that 
same tax year and compare them with 
standards of expenditures according 
to Statistics Canada. 

Th e net worth method relies on the 
concept that when a taxpayer accu-
mulates wealth during a tax year, he 
shall either invest it or spend it. For 
an auditor conducting a net worth 
audit, they will consider an increase 
in the taxpayer’s net worth through-
out the year as taxable income.  From 
that starting point, the auditor will 
add all non-deductible expenditures 
to the taxpayer’s net worth and then 
compare the taxpayer’s net worth at 
the beginning of the taxation year and 
the taxpayer’s net worth at the end of 
the taxation year.  Any increase in the 
taxpayer’s net worth will be consid-
ered income for tax purposes. 

Interestingly, at the audit stage, the 
CRA has essentially free reign in their 
assessment and interpretation of the 
taxpayer’s net worth.  Indeed, CRA 

may assume facts or use general sta-
tistics from Statistic Canada in their 
assessment; in most instances, to the 
taxpayer’s detriment. 

Burden is on the Taxpayer

It is important to understand that 
because the Canadian tax system is a 
self-assessing system, the onus is on 
the taxpayer to rebut all of the Minis-
ter’s assumptions and fi ndings.  

Th e Courts have consistently taken 
the view that once CRA issues a reas-
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sessment based on a net worth audit, 
the taxpayer must rebut all of CRA’s 
assumptions and fi ndings by either:

1. Challenging whether the net 
worth assessment is needed or is 
the most appropriate method of 
computing the taxpayer’s income; 
or

2. Challenging every specifi c aspect 
of the net worth assessment cal-
culations. 

In the context of a net worth audit, 
the taxpayer’s onus of proof is a 
considerable one.  Indeed, in most net 
worth audits, the auditor will have re-
quested all available taxpayer records 
including, but not limited to, a list of 
all inventories, physical assets, debts 
to creditors, bank records, securities, 
and any other statements of assets.  

From the documentation provided, 
the auditor may have interpreted 
some book entries and assume facts 
that may not be accurate, however, 
the onus is on the taxpayer to provide 
proof to clarify, explain and rebut 
all of the auditor’s assumptions and 
interpretation of facts.

When combating a net worth audit, 
the devil is in the details. Every item, 
interpretation and assumption of the 
auditor must be analyzed in great 
detail and dissected for correctness. 

Indeed, with every error found, the 
trustworthiness of this inherently un-
trustworthy method is called further 
into question.  

If the matter is to proceed before the 
Tax Court of Canada, pointing out the 
auditor’s errors in their interpretation 
shall contribute to discrediting the 
auditor’s fi ndings and tilt the judge’s 
opinion in favor of the taxpayer. 
However, the taxpayer will also need 
to provide evidence explaining and 
clarifying the increase in his net 
worth over the year. 

A valid explanation, such as the re-
ceipt of an inheritance, will undoub-
tly favor the taxpayer in his pursuit 
of rebutting the auditor’s fi nding.  
However, if the taxpayer lacks any evi-
dentiary documentation attesting his 
point then the matter becomes one 
of credibility; something a taxpayer 
should always avoid. 

Conclusion

Maintaining well-organized docu-
ments and fi nancial records is truly 
the sole solution for succeeding over 
a net worth audit. Indeed, document-
ing all receipts of signifi cant funds 
received during the taxation year, es-
pecially any foreign funds, is the very 
best way to beat a net worth audit.  

My former colleague Arthur Drache 
once wrote: “good paper almost 
always will prevail, but in a contest 
of your unsupported word against 
CRA, you’ll almost always lose.”  Th is 
remains the gold standard in a net 
worth audit.

If you are the subject of a net worth 
audit, we highly recommend you con-
sult with your accountant and lawyer.  

Tierney Stauff er LLP would be glad 
to assist and advise you.  If you have 
any questions, please do not hesitate 
to contact us.

Disclaimer: Th is article is provided  as an information resource and is not intended 
to replace advice from a quaifi ed legal professional and should not be relied upon to 
make decisions. In all cases, contact your legal professional for advice on any matter  
referenced in this document before making decisions. Any use of this document does 
not constitute a lawyer-client relationship. 
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