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HMRC has the power to reduce penalties in special circumstances. These are taken to be:
•
•

uncommon or exceptional, or
where the strict application of the penalty law produces a result that is contrary to the
clear compliance intention of that penalty law.

The fact that HMRC has not lost tax when considering the supply chain as a whole is
explicitly ruled out in law as a basis of penalty mitigation. This means that if you fail to
charge VAT in a situation in which your customer could have reclaimed that VAT (the
Exchequer has not lost money) a penalty of between 30% and 100% may still be imposed,
subject to any mitigation.

HMRC has the power to suspend penalties. A suspended penalty will not be applied provided
that a taxpayer meets conditions imposed by HMRC for pre-agreed period of time. In the
event that the taxpayer fails to keep his side of the penalty suspension agreement the
suspended penalty immediately becomes payable.

An entitlement to adjust a VAT return does not mean that a penalty is not due
A taxpayer may be able to adjust a mistake made in an earlier period on a current VAT return.
Alternatively, there may be a requirement to make a separate error notification to HMRC.
Obligations and rights as regards error correction are not based on whether the original error
was careless or deliberate but are dictated by statutory value thresholds pertaining to error
adjustment. Smaller errors can be adjusted on a current VAT return larger errors cannot.
The crucial points as regards the application of penalties are:
•

An entitlement to make an adjustment without informing HMRC does not prevent an
error from being careless or deliberate.

•

If a taxpayer believes an error to be careless, or is unsure and wishes to be certain of
securing mitigation, he should inform HMRC even if he is permitted to adjust the error on
a VAT return.

•

The law requires that a taxpayer takes "reasonable steps" to inform HMRC when an error
is discovered. If he does not then the original error automatically becomes classified as
careless, even if it was not a careless error at the time it was made. When a taxpayer
adjusts an error above the error adjustment value threshold on a VAT return then HMRC's
policy is that the taxpayer has failed to take reasonable steps.

We often encounter situations in which businesses prefer to adjust VAT returns rather than
make a separate disclosures. They worry about attracting HMRC's attention by making a
disclosure and there is a sense that "it's a technicality, HMRC won't mind". However, this
fails to recognise that:
•

HMRC does not view voluntary disclosures of errors as a bad compliance indicator.
Quite the contrary, HMRC is more likely to select a business that it has not had contact
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with for a number of years for an inspection than a business that has demonstrated that it
takes VAT seriously by spotting and adjusting errors.
•

By failing to follow the correct procedure the business has exposed itself to a potential
30% penalty.

But the error worked in HMRC's favour!
An error that leads to an overpayment of tax will not be penalised. However, adjusting that
error incorrectly may lead to a penalty. The following example involving Joe reproduces a
section of HMRC guidance, the emphasis we have added!

HMRC example
Joe received a VAT repayment that he was entitled to. Due to a posting error he mistakenly accounted
for the receipt to HMRC as taxable sales in his next VAT return. The large size of the output tax related
error meant that Joe should have notified HMRC via the VAT error correction report process.
However, he mistakenly corrected the error in his next VAT return.
We carried out a pre repayment credibility check. When prompted, Joe explained what he had done.
We decided that the error was careless because a prudent VAT taxpayer should have been aware of the
error correction return adjustment limit. This meant Joe was liable to an inaccuracy penalty of 15%
minimum for a prompted disclosure.
In these precise uncommon and exceptional circumstances, where Joe had mistakenly paid his VAT
refund back to HMRC and clawed it back via his next VAT return instead of notifying HMRC using the
error correction process, we would consider reducing the penalty to a more appropriate level through
special reduction. The reduced penalty would take into account these relevant facts but still be
sufficient to encourage Joe to comply with the error correction report requirement for larger VAT
errors in future.

In this example the Exchequer has benefited from Joe's error (effectively Joe provided the
government with an interest free loan). Joe was entitled to have his overpayment of VAT
refunded. However, Joe is considered deserving of a penalty because "He asked for his
refund in the wrong way".

Not dealing with mistakes quickly can lead to a penalty
On discovering an error a taxpayer is required to correct the position. As regards VAT
penalties, the law dictates that if such a taxpayer does not take "reasonable steps" to inform
HMRC then the error will be reclassified as careless even if it was not careless when it was
originally made.

Accepting an incorrect assessment can lead to a penalty
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If HMRC issues an assessment that is too low and HMRC is not notified of this within 30
days then a careless error penalty will be applied. This would, for example, be the case if a
VAT return is submitted late and HMRC issues an estimated assessment that is too low and
the taxpayer does not notify HMRC within 30 days.

You can suffer a penalty on money that you never received
If HMRC examines a claim and decides that it is invalid then not only may you not receive
the money you asked for but you may be fined 30% or more of the amount you requested.
This would apply also if a claim is simply reduced. Of course HMRC does needs to show
that the overstated claim contained a careless or deliberate error.
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