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September 2003

N E W S E X T R A

Ten Tips on Avoiding Problems in a Tax Enquiry


Under self assessment, anyone who submits a tax return can be subjected to a tax enquiry.  Often there is a reason why a return is selected, but others are chosen randomly, so everyone is at some risk of an enquiry.  It is a wise precaution, therefore, to make sure that the records will stand up to scrutiny.

1. Keep records up-to-date throughout the year


Business records should be updated daily, weekly or at worst monthly depending on the type of business and the number of transactions.  In the view of the HMRC, records are likely to be more accurate when they are written up contemporaneously.


It is surprisingly easy for a trained eye to spot records which have been written up entirely after the year-end.  A tax inspector who sees that is likely to suspect that the records presented were prepared just for the tax return, and the “real” records are somewhere else.

2. Use a separate bank account for the business


People are sometimes tempted to use their private bank account for their business, in order to avoid the charges on a business account.  In a tax enquiry, the statements will then have to be presented with the business records, because they contain business transactions, but they will inevitably contain a lot of private items as well.


HMRC has no right to review private receipts and payments but, given the opportunity, the tax inspector will undoubtedly do so.  There is then no telling what perfectly innocent transactions may arouse the suspicion of the tax inspector.

3. Make sure that sales are supported by proper documentation


Although HMRC says that tax inspectors are not under instructions to look for undeclared income, my experience is that they will usually try to discredit the sales records, by looking for uninvoiced sales or missing invoice numbers.  They can then claim that the sales figure is unreliable and there must be other, unrecorded sales.


Businesses which issue sales invoices should ensure that a numbered invoice is issued for each sale, and that no invoice numbers are duplicated or left unused.  If a prenumbered sales invoice is cancelled or spoilt, then it should be retained to prove that it was not issued.  Retail businesses should retain till rolls to support sales figures in the books.


HMRC is very keen on seeing appointment diaries for businesses such as hairdressers, although it is debatable whether they are really part of the accounting records.  Businesses which use diaries should bear in mind that the tax inspector could want to see them; it is best to cross out things which did not happen, so the tax inspector does not think that a missed appointment is another sale.

4. Obtain invoices for all business expenses


It is important to have invoices for all but the most minor of business expenses.  Without supporting documentation, the tax inspector could try to disallow the expense in the accounts.


There are some businesses which have to make purchases from people who are unwilling to issue invoices.  In the antiques trade, for instance, people selling their own furniture tend to be unreasonably suspicious about why a dealer wants their name and address and a signature on a receipt.  In such cases, the trader should record at the time whatever is known about the seller, with a vehicle registration number, if relevant.

5. File invoices so that they are easy to find


A tax inspector will become irritated, and therefore more difficult to deal with, if it is difficult to match invoices with entries in the business records.  Folding invoices and putting them in envelopes week by week or month by month may seem like a good idea, but only if nobody ever wants to look at them again.  It is much better to file them in a ring binder where they are easy to review.


VAT-registered businesses should generally file invoices in the same order as they are entered in the VAT records, as they also have to make life easy for the VAT inspector.  The same system is also good for other businesses, although an alternative is to file in alphabetical order.

6. Make a proper valuation of stock and work-in-progress


Businesses which have trading stock and work-in-progress should make a proper valuation each year, as requested in my year-end letter.  Stock and work-in-progress are normally valued at cost, not selling prices.


In the end, stock and work-in-progress adjustments only move profit from one year to another, but this will not stop HMRC looking at the accuracy of the figures.  If the tax inspector can find nothing else wrong, an increase in stock will increase the tax bill, with interest and penalties.  The tax inspector is judged on what adjustment he obtains to increase the tax for the year under review, regardless of whether it will also reduce the tax for the following year.

7. Record any unusual circumstances affecting the trade


Exceptional events such as illness, bad weather or road works may cause a temporary drop in sales.  Conversely, events such as an antique fair in town could dramatically increase sales for a short time.


It is always worth noting such circumstances in the books when they arise.  This is a lot easier than trying to remember what happened on a particular day two years ago, when the tax inspector asks why there were no takings.

8. Retain documentary evidence of investment income


It is now standard practice for interest certificates and dividend vouchers to include a note that they are important documents, to be retained for tax purposes.  Despite this, many people still throw them away or mislay them.


Someone who does not retain these documents will be seen by the tax inspector as not very conscientious, therefore someone who could well have forgotten to enter some income on the tax return.

9. Keep evidence of major non-taxable receipts


There is no tax liability on receipts such as lottery winnings, inheritances or gifts from relatives.  Unfortunately, there is case law which allows HMRC to treat any receipts as taxable, unless the taxpayer can prove otherwise.


When such items are received, there will often be supporting documentation, such as a solicitor’s letter, or you could record your winning appearance on The Weakest Link.  If nothing else, the cheque should be photocopied before being banked.

10. Retain records of assets chargeable to Capital Gains Tax


Tax returns which include a capital gain have a much higher chance of being selected for enquiry.  I often have problems when people sell an asset which has been held for a long time, because they cannot remember when it was bought, what it cost, or what was spent on improvements.


The commonest non-business assets potentially liable to Capital Gains Tax are property and shares.  It is therefore important to retain records of such items.  If a property has ever been lived in by the owner, it is also important to know the dates to be able to claim the main residence exemption.
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