


Example

When completing one of his VAT returns, Nilesh decides to enter an 
inflated input tax figure on his return in order to reduce his declared net 
liability. He hopes that the false return will not be selected for checking. 
In order to make the inaccuracy more credible, Nilesh creates a false 
purchase invoice which he enters in his business records. 

In this case Nilesh has taken active steps to conceal the inaccuracy 
through the creation of a false invoice specifically designed to mislead.

How will a penalty be levied?
Starting point

The starting point will be the type of behaviour that HMRC consider to 
have been involved in triggering the inaccuracy. This will be the subject of 
discussion and debate with HMRC and will be crucial in determining the 
ultimate level of penalty. The law sets out a maximum level of penalty for 
each offence as a percentage of something called ‘potential lost revenue’ 
(PLR). This is broadly the tax that has been lost to HMRC as a result of 
the offence. 

No penalty will be charged if it can be shown that the error was due 
to a simple mistake that did not amount to carelessness. In the other 
situations the maximum penalty will be as follows:

careless action 30% PLR•	
deliberate but not concealed 70% PLR•	
deliberate and concealed 100% PLR•	
accepting underassessment 30% PLR.•	

HMRC will consider each action of the taxpayer quite separately and will 
assess the penalty accordingly. They may consider that one mistake has 
arisen as a result of simple carelessness but another has a deliberate 
element to it. 

Taking account of disclosure

The law allows HMRC to reduce the penalty to take into account the 
nature and quality of any disclosure made to them. A number of issues 
emerge here.

Firstly the legislation introduces the concept of ‘unprompted disclosure’. 
Basically this will happen if the taxpayer brings the error to HMRC’s 
notice without HMRC being aware of it or having already started an 
inquiry. The law states that any other type of disclosure will be regarded 
as prompted and that will make a significant difference to the level of 
penalty.

Disclosure does not just mean bringing the matter to HMRC’s attention. 
Account will also be taken of the co-operation which is given to HMRC 
in quantifying the error and in providing access to records. Guidance in 
HMRC’s manual suggests that the reduction to be made in the penalty 
will be greatest where:

the original disclosure is full and complete and covers not only what •	
the error was but how and why it arose;
the taxpayer provides full co-operation in enabling the investigation to •	
be concluded as quickly as possible; and
the taxpayer allows HMRC access to records and documents without •	
the need to resort to formal orders.

HMRC will take these issues into account in determining the level of 
reduction which can be made to the maximum penalty. They are not 
allowed, however, to go below a minimum level which the law stipulates.

These minimum levels are as follows:

Nature of offence Max %
Min 

unprompted 
Min 

prompted

Careless action 30% 0% 15%

Deliberate no concealment 70% 20% 35%

Deliberate with concealment 100% 35% 50%

It is very obvious that there is a significant effect in making a full 
unprompted disclosure. Even in prompted disclosure situations the level 
of co-operation will make a large difference to the ultimate penalty level.

Assessing the penalty
Basic procedure

The law requires that a penalty should be formally assessed by HMRC. 
They have an important power to suspend some or all of any penalty 
which relates to careless action only. If they decide to do this, they can 
stipulate the period for which the penalty is suspended and can impose 
conditions on the taxpayer which must be complied with. At the end 
of the period HMRC will consider whether the taxpayer has met the 
conditions. If the conditions are satisfied then the penalty will be dropped. 
If they have not then the penalty can be imposed. HMRC are only likely 
to do this where they can set and measure the conditions to improve 
compliance. It is unlikely that they would agree to suspend a penalty in 
relation to a one-off item like a capital gain.

Right of appeal

Any taxpayer who has been assessed to a penalty has the right of appeal 
to the new First Tier Tribunal. This appeal can be against:

the basic imposition of a penalty at all•	
the amount of the penalty assessed •	
a decision not to suspend some or all of the penalty•	
the conditions relating to a suspension.•	

The Tribunal has the power to revoke a penalty assessment and to 
amend the amount of a penalty – including a power to increase it! They 
must still act within the parameters set out by the legislation.

Liability of an officer of a company
The penalty provisions extend to situations in which a company becomes 
liable to a penalty and the inaccuracy arose as a result of the deliberate 
action of an officer of the company. In those circumstances HMRC can 
seek to recover some or all of the penalty from the officer personally. This 
approach is likely to be followed where it is clear that the officer may have 
gained personally from the deliberate inaccuracy or where the company 
is, or is likely to become insolvent and will not have funds to pay the 
penalty.
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