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June 2003

N E W S E X T R A

Humpty Dumpty and HMRC


“When I use a word,” Humpty Dumpty said in a rather scornful tone, “it means just what I choose it to mean - neither more nor less.”

Alice Through the Looking-Glass, Lewis Carroll

Humpty Dumpty’s claim is preposterous, but sometimes it seems that the HMRC follows the same principle in interpreting tax law to mean whatever they would like it to mean.


This is particularly true in the area of Income Tax enquiries.  Before Self Assessment, there were no statutory rules, except those giving HMRC the right to apply to the Commissioners (an independent tax tribunal) for a notice requiring documents to be handed over by the taxpayer or some connected third party.  HMRC therefore developed its own procedures, some of which were ratified by case law, but most of which became accepted without any legal backing.


When Self Assessment was introduced, the legislation contained for the first time a statutory framework for the conduct of Income Tax enquiries.  The inspector must now open and close the enquiry with formal notices, but has some additional powers to require the production of documents; the taxpayer has the right to appeal against notices to produce documents, and can ask the Commissioners to close the enquiry where it is dragging on unnecessarily. 


HMRC seems to resent these attempts to control what it can do in an enquiry, as shown by some of the guidance in its own Enquiry Manual (EM) available on the Internet.

Private Bank Statements

HMRC has long been obsessed with the idea that people in business will use their private bank accounts to conceal business income.  Before Self Assessment, it was standard practice to request private bank statements during an enquiry, simply because there was no law to say that they could not.

The Self-Assessment legislation limits HMRC to what they “may reasonably require for the purpose of determining whether ……… the return is incorrect or incomplete.”  Basically, this means that they can look at the documents used to prepare the return, or anything else which they have good reason to believe contains information which should have been on the return.  It is not a licence to rummage through the taxpayer’s affairs on the off-chance of finding something omitted from the return.

In several places, the Enquiry Manual tries to overcome this limitation with arguments which range from dubious to illogical.

EM1561 states, “It is our view that in principle private bank, building society or credit card account records can reasonably be required under Section 19A for the purpose of checking the accuracy of a tax return.”  Humpty Dumpty would be proud!  That is truly a case of HMRC interpreting words to mean what they would like them to mean, with no attempt at logical argument to support their view.

EM2223 then states, “Taxpayers may sometimes argue that non-interest earning private bank accounts have no bearing on the accuracy of the return, in order to disguise the fact that these accounts contain information relevant to the return and which might not otherwise come to light.”  Like a red rag to a bull, this will make the Inspector more determined to pursue the request, convinced that the taxpayer is trying to hide something.

Note that the last quote refers to “non-interest earning” accounts because, if an account pays interest, the Inspector will try to convince the taxpayer that the statements must be produced to verify the interest entered on the tax return.  In fact, the interest can be verified by the interest certificates issued by most banks and building societies nowadays;  I have seen an Inspector become visibly annoyed when I did that to frustrate attempts to obtain private bank statements.

Worst of all is the guidance in EM2221, which deals with requests for private bank statements at the start of an enquiry, along with the business records.  While admitting that this should not be done as a matter of course, it offers a wholly illogical and impossible argument to determine when it should be done.  The guidance suggests that the Inspector should telephone the accountant before issuing the enquiry notice, to ask about the quality of the taxpayer’s records then, if they were not very good, request private bank statements with the business records.  In fact, the law does not allow the Inspector to ask any questions before issuing the enquiry notice, so the guidance is impossible to follow.  I have put this point to HMRC’s Service Delivery Support office, but their Assistant Director (Compliance), Graham Black, has refused to answer it.

Contract Settlements and Closure Notices

At the end of enquiry, HMRC has always liked to collect arrears of tax through a contract settlement.  This is an offer by the taxpayer to pay a lump sum to cover unpaid tax, interest and penalties, and has suited HMRC because they do not have to issue tax assessments, calculate interest and issue penalty notices.  This was never a statutory procedure but was supported by case law as being a legal end to the enquiry.

The Self-Assessment legislation removes this discretion from HMRC and requires every enquiry to be concluded with a closure notice.  I emphasise that the law allows HMRC no choice in this.

Despite that, EM6001 advises Inspectors, “Where penalties are being sought you should normally aim to conclude the enquiry by means of a contract settlement”, and later,  “You should be careful not to issue a closure notice……….”  The only reason for this is that the HMRC computer system would then automatically generate things which are not part of the contract settlement, such as additional interest and penalty charges.  Well, if that is the case, they should fix the computer rather than try to bend the law to suit its inadequacies.

EM6001 further states, “Once a contract offer has been accepted, it has the same effect as the issue of closure notice.”  Who says so, Humpty Dumpty?  The only argument put forward by HMRC to support this view is old case law, which is of no relevance in determining the meaning of later statutory provisions.  I have put this point also to Service Delivery Support, and Graham Black has again refused to answer.  In December 2007, I persuaded the Commissioners to direct HMRC to issue a closure notice in an enquiry which they had already “closed” with a contract settlement.  That decision proves that a contract settlement does not have the same effect as a closure notice, otherwise the Commissioners would not have given the direction. 

Tax Credit Enquiries

When HMRC took over the payment of state benefits in the form of Tax Credits, they inherited the old Social Security legislation covering assessments, appeals and enquiries.  Although Tax Credits are handled by a separate department within HMRC, the Enquiry Officers are qualified Tax Inspectors.

What is done in a Tax Credit enquiry is much the same as an Income Tax enquiry: the business records are thoroughly reviewed to ensure that income has been correctly declared.  What is different is that the Social Security law does not give the same protection afforded to a taxpayer under the Taxes Acts, such as the right to apply for a closure notice.

The first time one of my clients was subjected to a Tax Credit enquiry, I did not become aware until six months later.  As I learnt more, I realised that my client had, in effect, been subjected to an Income Tax enquiry by proxy, without me being aware of it.  HMRC denied this all of the way up to the Tax Credit Office in Preston, whose Assistant Director Customer Services, Barrie Rushton, wrote this to me on 13 February 2002:

“Before we can open an enquiry into a WFTC/DPTC application, we ask permission from the Inspector of Taxes.  As a courtesy, we also inform the Inspector when our enquiry has been completed.  This helps to prevent any duplicate enquiry action being taken.  I can confirm that we told Mr. A. we had found nothing untoward with his WFTC application and that our enquiries were concluded.  The Inspector was advised that the enquiry was completed and told of the result.”


So the Tax Credit Officer tells the Inspector that an enquiry is starting, does all the same work as an Income Tax enquiry, then tells the Inspector of the outcome.  And that does not amount to a back-door tax enquiry?  Well, to everyone except Humpty Dumpty and HMRC, I am afraid that it does.


“When I use a word,” Humpty Dumpty said in a rather scornful tone, “it means just what I choose it to mean - neither more nor less.”

Alice Through the Looking-Glass, Lewis Carroll
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