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HM Revenue and Customs ("HMRC") Unauthorised Tax Charges on Pension Scams – unintended consequences?

The issue

Over the last few years it has become apparent that the application of unauthorised payments tax charges has had some serious consequences for individuals who have been unwittingly scammed out of their pension scheme savings. It also has a significant impact on transferring schemes.

Background

Individual members of an authorised pension scheme receive tax relief on contributions. In return for this tax relief, members and schemes must abide by government tax rules. Unauthorised payments are payments made outside of these rules and include the situation where a member transfers to another arrangement and either takes a cash sum before age 55 (as a loan or other cash sum) or takes a cash payment greater than 25% of his fund in any one year. Doing this incurs a tax penalty of up to 55% of the cash received.

Scammers typically fool scheme members into transferring their benefits to a scheme by telling them they can access their funds early. Scammers are very credible and as a result, many thousands of people have been duped in this way and face tax penalties on top of the loss of their pension savings.

The penalty is made up of an unauthorised payments charge of 40% of the unauthorised payment received and an unauthorised payments surcharge of 15% where the member received a payment of more than 25% of their “pot” value. The scheme that makes the unauthorised transfer payment might also receive a scheme sanction charge of between 15% and 40% of the unauthorised payment amount.

When the tax rules were introduced, they were intended to punish and deter those who would access their savings early to deliberately avoid or evade tax. Such people were usually wealthy, and usually tax-advised.

Since the late 2000s, it has become clear that ordinary scheme members, who will often not understand how pension schemes and tax rules apply, have been persuaded by unscrupulous and clever scammers to transfer their savings from legitimate pension schemes to what look like bona fide pension vehicles and have convinced them that taking cash out is permitted. In many cases the remaining funds are lost and, in some cases, the promised cash is not even paid to the individual.

Tax penalties have been applied by HM Revenue and Customs ("HMRC") to individuals found to have received unauthorised payments, initially known as “pension liberation” or “pension reciprocation schemes” before being recognised to be pension scams. Transferring schemes, ie schemes that

release funds to one that turns out to be a scam, can also be subject to a tax penalty, although this to date appears to have been applied solely to transfers to overseas pension schemes (ROPS), not on the HMRC qualified schemes list at the point of transfer.

In many cases, the human cost of scams and the tax charges are very serious. The scammed individuals have already lost much of their pension savings and face the tax penalties on top. Where they cannot or do not pay the tax charge, HMRC levies interest for every year unpaid. Even more

cruelly, the demands for interest have been known to drop through people’s letterboxes at Christmas time. Some people have suffered real hardship, mental stress and some have committed suicide.

A Case Study

To illustrate, Ms F, a former member of the BBC pension scheme and at that time living in Spain, was advised in 2011 by a UK authorised and regulated firm, to transfer her benefits to one of the Ark pension schemes, which was itself a UK registered scheme, but which subsequently was found to be used to facilitate unauthorised payments. I have met Ms F on a couple of occasions and have seen the impact of this matter on her mental health.

Without requesting or expecting it, Ms F was given a loan from the Ark scheme. She had thereby unwittingly received an unauthorised payment. Ms F is dyslexic and may have been confused by the paperwork presented to her by her adviser.

Despite the strong evidence that she is an innocent victim, Ms F is being treated as if she had deliberately attempted to defraud HMRC by taking an unauthorised payment from the Ark Pension Scheme. A significant tax penalty has been levied against her and while her case continues, interest is added to that penalty, increasing the debt year by year.

Ms F’s predicament has impacted her health and that of her partner. The regular demands for ever- greater sums of money from HMRC are making matters worse.

The Pensions Regulator replaced the incumbent Ark schemes pension trustee with Dalriada, an independent trustee. Given the number of problems with theses schemes and, in particular, the need for Dalriada to challenge the scheme sanction charges levied against them by HMRC, it will be some time before there is sufficient certainty to enable the Ark schemes to be wound up and there is a risk that members will not see a significant portion of their original pensions, especially if the tax charges are ultimately paid. This means Ms F will probably have lost a large part of her pension savings and will have tax and interest to pay on top.

Somewhat ironically, at the time when the unauthorised payments were made by the Ark scheme, HMRC appears to have had some concerns about the adviser, as well as the Ark model, but did not stop them. This resulted in more people being sucked into the scheme.

Ms F has been trying for years to get to the bottom of the scheme and has amassed an impressive number of documents and information about the various parties to the case. Despite this, she is unable to make any real progress. Recently, to their credit, FCA agreed to review her case and help her where they can, but to date, no action has been taken.

In another recent example, another victim, Mr W sent an email to us on 27th March saying the

following: “… I am completely stressed   due to the recent phone call to me from HMRC questioning the loan payment, explained to them over and over again..They've continued to question me like I am the criminal even though the whole scam is under investigation. I'm working 12 nights in a stressful

job to make ends meet. HMRC seem to be oblivious to fact that if it wasn't for them allowing scammers to register their fraudulent schemes with their nonchalance attitude, law abiding hard working people like myself would not have succumbed to their scams so easily and lost our life savings.” We believe this shows the human suffering behind pension scams.

Schemes and administrators

Where the ceding scheme or the scheme making the unauthorised payment charge suffers such a tax penalty, the whole fund will be reduced, to the detriment of all members of the scheme. In some cases, such schemes have passed on these scheme sanction charges to their third-party administrators to pay, on the basis that the administrators are seen as responsible for making the transfer payment to a scam.

Given the scale of pension scams, third party administrators are concerned that scheme sanction charges for historical cases could put them out of business. Some administrators are now adding the risk of such penalties to their risks registers and consider the downside to be material. HMRC have advised me that a four year statute of limitations applies to tax penalties, so unless HMRC have already indicated that they have opened an investigation into a transfer, it is unlikely that cases predating 2015 will now be subject to a charge. None the less, the penalties for cases already under investigation and those that could come to light since 2015 could be significant, as it is recognised that the number of scams have increased in recent years. The charges are also unfair, because schemes who made the transfers at the request of the members were as unaware of the scams as the members. It is only since 2013 that awareness of scams has increased and only since 2015, with the launch of the Code of Good Practice on Combating Pension Scams, have schemes had clearly defined due diligence to follow to help identify suspicious cases. HMRC has discretion to waive the scheme sanction charge against a scheme if the scheme can show “good faith” at the time of making the payment. I am unaware of any such discretion being applied in practice. In discussion, HMRC has informed me that they would not waive such charges against schemes, as doing so could weaken their chances of success in a tax tribunal against an individual.

HMRC may also apply a “good faith” test to individuals, but only in respect of any 15% surcharge levied on them for receiving an unauthorised payment in excess of the 25% of fund level. The 40% tax charge has no such defence.

HMRC stance

We have met with HMRC on three occasions to attempt to persuade them that applying unauthorised payments charges to victims and to schemes is unfair. There appears to be no discretion available to HMRC in such cases, which is unfortunate and perhaps rather outdated.

HMRC claims they only levy the tax as required by the law. They believe that individuals have other routes to follow when scammed, such as Victim Support, the Financial Ombudsman Service (FOS) and in some cases, the Financial Services Compensation Scheme (FSCS). HMRC will take into account real hardship and may consider giving individuals time to pay. Ms F was out of time for FOS, was not told about Victim Support and the FSCS rejected her claim as out of their jurisdiction. To date there is no tangible independent support for pension scam victims.

Possible solution

We have asked HMRC to consider a legislative change to give an amnesty to victims of pension scams and especially against cases of pension liberation. We have suggested time limiting such an amnesty to transfers and payments pre-February 2014. They have agreed to an internal workshop

to discuss this. If they could carve out an amnesty for the Ark victims alone, it would be a very positive gesture to a small number (possibly 600 people) of innocent victims. None of the options would create a precedent in HMRC’s legitimate claims against tax evaders.

Under its Tax Payers Charter, HMRC is expected to treat its customers as honest and assume they are telling the truth, unless HMRC have good reason to believe otherwise. Innocent victims of scams should be permitted this courtesy.

The proposed changes

It appears that the most logical means of addressing the proposed amnesty for members of certain "liberation" schemes would be through amendment to the 2004 Finance Act that sets out the unauthorised member payments regime, coupled with preparation of accompanying regulations to deal with the detail of the amnesty.

Amendment to Finance Act 2004

One option under s.164 (Authorised member payments), might be to:

(i) create additional regulations pursuant to 164(1)(f) (giving rise to "payments of a description prescribed by regulations made by the Board of Inland Revenue" that constitute authorised payments). Such regulations could carve out an exception in relation to certain pension schemes. The difficulty with using this provision could be its prospective nature: referring to the only payments a registered pension scheme "is" authorised to make… - the payments we are concerned with are all in the past.

Alternatively, would it be possible to:

(ii) amend s.164(3) to add reference to the Commissioners may by regulations make provision "(d) having effect that the making by certain prescribed pension schemes of prescribed payments prior to [1 January 2014] are to be treated as authorised member payments [in the circumstances set out in such regulations]."

Otherwise, something to the same effect could conceivably be added as a fresh sub-clause of s.164 (or of a subsequent clause) referring to regulations.

Content of Regulations Listing of affected schemes

Thereafter, it is suggested that regulations could be produced that list very specifically the schemes recognised by HM Revenue and Customs ("HMRC") as being registered and as having given rise to unauthorised member payment charges on the basis of suspected pension scams. This should include the Ark schemes but need not (and arguably should not) be so limited, as it would be fairer to include other similar schemes.

Limited to payments before a particular date

As per above, the proposal would be to limit this carve-out/amnesty to particular schemes and for payments made prior to a particular date. 1 January 2014 has been proposed above given a number of members of suspected scam schemes might have transferred prior to the Pensions Regulator's

Scorpion campaign commencing (on 14 February 2013) but not received the payment that has been classed as being unauthorised until some time later. The Pensions Ombudsman has used this campaign date as the start of due diligence expectations on schemes (see the 2018 Mr N determination).

Moreover, the date of 14 February 2013 is of more significance for industry in that this marked a time when there should have been greater awareness of the risk of liberation when considering whether to allow a pension transfer. It is not fair to assume the same level of awareness on the part of members of pension schemes, who will no doubt have largely been oblivious to the Regulator's Scorpion campaign. The Code of Good Practice setting out specific due diligence checks for schemes was not published until 2015.

Good faith/lack of knowledge

The regulations could specify that members of the schemes identified by HMRC would be accepted as not having received or made an unauthorised member payment provided:

(a) the payment was made before the date given (i.e. proposed 1 January 2014); unless

(b) the member knew that the payment would have, at the time it was made, constituted an unauthorised payment charge for the purposes of the 2004 Finance Act [or did not act in good faith].

This builds in scope for HMRC to maintain a harder line with any members they consider were sufficiently aware of the tax risks when receiving the payments. This can guard against letting those who set the relevant schemes up "off the hook" to the extent they have joined schemes and liberated their own pensions. We also appreciate that in some circumstances members have possibly had greater awareness as a result of being warned by the alleged scammers and encouraged to keep quiet. Even then, there might be a case for allowing leeway though as members will rarely have appreciated quite what they were doing.

We would, in any event, expect the burden to be on HMRC to show the knowledge of the member concerned in order to remove the benefit of an amnesty.

Proposed general amnesty

There will only be a finite number of schemes/members/payments affected by the above proposed change. It would, as a result, be our view that the cleanest and fairest way forward would be to disapply the unauthorised member payments regime in relation to these.

This would recognise that there was a particularly stark period during which there was a problem with pension liberation/scam schemes, that this arose primarily through individuals being exploited at a time of economic uncertainty, coupled with scammers exploiting the relative ease with which a pension scheme could be set up and registered with HMRC prior to the more recent changes brought in to the scheme registration process.

The scope for allowing pension liberation has been significantly reduced as a result of legislative change as well as through much improved industry awareness that should alert most pensions providers and trustees to the dangers of a transfer when a member refers to receiving a payment.

This was, therefore, an exceptional period, and the proposed legislative change does not risk setting a precedent or encouraging future pension liberation models as there would never again be the same justification for allowing an amnesty like this. Indeed, it would be unfair to allow members

who were unfortunate enough to get caught up in liberation to be penalised as a result of what were in effect legislative gaps and a lack of industry awareness.

Alternative repayment approach

If, notwithstanding the above, it is considered to be going too far to allow a full tax amnesty in relation to these members, an alternative approach would be to add a repayment requirement. This would fit most probably after (a) following an "and" and before the "unless" provision:

(b) the payment received is repaid to the scheme concerned by [date].

The operation of this is less clear in relation to the payment when it has purportedly been "made" by the member rather than "received" (which is the case with, for example, the charges levied against members of the Ark schemes). However, there might be a way of addressing that specifically.

The date for these purposes would need to be reasonable and allow sufficient time for members to repay, particularly given many will not have the means to repay. Depending on which schemes were included, circumstances might vary as to ability to repay into the schemes concerned to the extent any have been deregistered or wound up, or the period expired since the payment received (this would have a resonance with the time to repay principles in pension overpayments for complaints before the Pensions Ombudsman. However, again, there ought to be a means of addressing this.

There ought also to be a safeguard for those members who genuinely are unable to repay given economic hardship. It would not be fair to see such members penalised. Equally, it would be unfair for those who are able to repay, to have their repayment simply absorbed back into the scheme and distributed among those who have not repaid. The trustees making any distributions should have regard to this.

There ought also to be provision to build in suspension of pursuit of tax charges pending the timeframe allowed for repayment. This should apply retrospectively to the point where the tax charges, sometimes protective claims by HMRC, were levied.

Building in a repayment requirement does therefore have scope to make the regulations more complex although it is an option.

Scheme sanction charges

Aside from addressing the individual unauthorised member payment charges, the regulations should address the scheme sanction charges levied against the ceding and receiving schemes. We consider it is only appropriate that these be removed as well, given those will otherwise also impact upon the future of the affected members by reducing the assets remaining in the affected schemes.

Cost of the solution

The proposed solution would mean a cost to HMRC in terms of lost revenue for those cases affected, but would be limited, as the proposal is for a targeted, time bound amnesty. Assuming 1,000 people are impacted in the period, and assuming an average transfer value of £100,000 and payments received by the members of £25,000 each, the tax given up would amount to £10 million (based on

£25 million in payments, taxed at 40%). For those suffering a 15% surcharge and for scheme sanction charges, the additional tax given up could be around a further £10 million, costing a total of

£20 million in total. In the scheme of tax revenue, this is a relatively small sum. It would correct a

grave injustice and avoid people falling back on the state due to hardship in retirement.

Summary

1. Victims of pension scams are typically not tax-evaders, they are ordinary people who are persuaded by sophisticated operators to transfer and take some of their pension monies early.

2. HMRC should not assume that ordinary people understand complex pensions regulations, especially where HMRC themselves have failed to find a scheme wanting.

3. HMRC should treat scams victims as telling the truth unless proven otherwise.

4. Tax rules should be changed to give HMRC the power or discretion to remove the tax penalties for scams victims and for transferring schemes/administrators for payments made/received before 1 January 2014 by effectively treating them as authorised.
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