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3 Personal service companies: recent debate 

Summary 
In April 2000 the Labour Government introduced new rules for the tax treatment of 
personal service companies in the light of concerns that this corporate form was being 
exploited to avoid tax.   

Individuals working in a number of fields often provide their services to clients through a 
personal service company (PSC), rather than taking up employment with that client.  The 
client pays the service company for the work they have done, without deducting income 
tax under PAYE or National Insurance contributions (NICs). There are several possible tax 
advantages to this type of arrangement.  First, the range of expenses which the PSC may 
set against its taxable profits will be much wider than that allowed an employee to set 
against his taxable income.  Second, there will be a cash-flow benefit in avoiding tax being 
deducted at source each month.  Third, the individual may be in a position to receive 
dividends out of their service company, as an alternative to only being paid a salary, and 
this form of income would not be subject to NICs. 

After a long and contentious consultation exercise, provisions were introduced in the 
Finance Act 2000 with effect from the 2000/01 tax year.  The rules cover any engagement 
where: a worker provides services under a contract between a client and an intermediary; 
and, but for the presence of the intermediary, the income arising would have been treated 
as coming from an office or employment held by the worker under the existing rules used 
to determine the boundary between employment and self-employment income for tax 
purposes, if the individual had contracted directly with the client. In these cases, the 
intermediary is required to account for tax on this payment in just the same way as 
employee earnings (ie, charge income tax under PAYE and Class 1 NICs). This legislation 
governing intermediaries is often referred to as ‘IR35’, after the number of the Budget 
press notice which first announced this measure. 

Although IR35 remained controversial in the decade after its introduction the Labour 
Government showed no interest in withdrawing it.  In July 2010 the Coalition 
Government announced the newly-established the Office of Tax Simplification (OTS)  
would review small business taxation, and this would include exploring “alternative 
legislative approaches to IR35.”1  The OTS completed its report just before the 2011 
Budget. It set out several options for reform, including a merger of income tax and NICs 
which would make IR35 obsolete.  In the absence of major structural change the OTS 
suggested that IR35 might be suspended with a view to being abolished, or amended to 
exempt certain businesses, or retained but with certain changes in their application.2  In 
the 2011 Budget the Government announced that IR35 would be retained “as abolition 
would put substantial revenue at risk,” though its administration would be improved.3   

In 2012 there were concerns about the numbers of senior staff in the civil service being 
employed through a PSC.  In May that year the then Chief Secretary to the Treasury, 
Danny Alexander, gave details of a review of these arrangements, and of changes to the 
way departments could appoint individuals ‘off payroll’. The Minister also announced a 
consultation – foreshadowed in the 2012 Budget – on amending IR35: in brief, anyone 
providing their services through a PSC who had been taken on with a senior, controlling 
role for their client would be taxed as an employee.4 In the Autumn Statement the 
                                                                                               
1  HM Treasury press notice 29/10 20 July 2010 
2  Office of Tax Simplification, Small business tax review, March 2011 pp5-6 
3  Budget 2011, HC 836 March 2011 para 2.203. HMRC publish guidance on the IR35 rules on Gov.uk. 
4  HC Deb 23 May 2012 cc1159-70; HC Deb 23 May 2012 cc67-8WS; HMRC, Consultation into the Taxation 

of Controlling Persons, 23 May 2012 

http://www.hm-treasury.gov.uk/d/ots_small_business_interim_report.pdf
http://webarchive.nationalarchives.gov.uk/20130129110402/http:/cdn.hm-treasury.gov.uk/2011budget_complete.pdf
https://www.gov.uk/ir35-find-out-if-it-applies
http://www.publications.parliament.uk/pa/cm201213/cmhansrd/cm120523/debtext/120523-0002.htm#12052368000004
http://www.publications.parliament.uk/pa/cm201213/cmhansrd/cm120523/wmstext/120523m0001.htm#12052357000017
http://customs.hmrc.gov.uk/channelsPortalWebApp/channelsPortalWebApp.portal?_nfpb=true&_pageLabel=pageLibrary_ConsultationDocuments&propertyType=document&columns=1&id=HMCE_PROD1_032074
http://customs.hmrc.gov.uk/channelsPortalWebApp/channelsPortalWebApp.portal?_nfpb=true&_pageLabel=pageLibrary_ConsultationDocuments&propertyType=document&columns=1&id=HMCE_PROD1_032074
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Government announced it would not proceed with this proposal “because HMRC’s new 
approach to policing IR35, along with the measures introduced in the public sector this 
year, are sufficient to prevent the loss through disguised employment in this way.”5  

In in its first Budget following the 2015 General Election, the Conservative Government 
confirmed it would “engage with stakeholders this year on how to improve the 
effectiveness of existing intermediaries legislation.“6 A discussion document was published 
later that month; responses were invited by the end of September 2015.7  

One question raised in the paper  was whether the onus for determining whether IR35 
applied or not should be placed on the client, rather than, at present, the PSC itself: 
“under such an arrangement, those who engage a worker through a PSC would need to 
consider whether or not IR35 applies (in the same way as they would need to consider 
whether a worker should be self-employed or actually be an employee), and, if so, deduct 
the correct amounts of income tax and NICs as they would for direct employees.” The 
paper also asked for views on whether the tests to determine if IR35 applies could be 
simplified, “such as requiring an engagement to last a certain minimum amount of time 
to be considered one of employment.”8   

In November 2015 there were reports that the Government was planning that any 
contractor whose placement lasted more than a month would have to go onto the client’s 
payroll as their employee.9  However, despite expectations, the Government has given no 
further details of how it intends to take this forward.10 It is worth underlining that the 
discussion document states, “if the government decides to proceed with reforming the 
rules, any proposals will undergo a full consultation so that interested parties can 
contribute their views for consideration.”11       

There have continued to be concerns over employment intermediaries facilitating the 
avoidance of employment taxes. In the 2014 Budget the Coalition Government confirmed 
proposals to tackle the use of offshore intermediaries to avoid tax, and to prevent 
agencies based in the UK using contrived contracts to disguise employment as self-
employment.12 The Coalition Government also raised concerns regarding the way in which 
workers engaged through an employment intermediary were claiming tax relief on travel 
and subsistence expenses. In July 2015 the current Government launched a consultation 
on this issue,13 and in the Autumn Statement it confirmed that from 6 April 2016, tax 
relief on these expenses would “be restricted for individuals working through personal 
service companies where the intermediaries legislation applies.”14    

This note discusses these developments; a second note discusses the introduction of IR35 
and its first years of operation.15 

                                                                                               
5  Cm 8480, December 2012 para 2.103 
6  Budget 2015, HC 264, July 2015 para 2.183 
7  Details are collated on Gov.uk. 
8  HMRC, Intermediaries Legislation (IR35): discussion document, 17 July 2015 p8 
9  “Crackdown on personal service companies could raise £400m in tax”, Guardian, 6 November 2015; 

“Osborne to close tax loophole of staff being paid 'off the books'”, Daily Mail, 6 November 2015 
10  The issue has been raised several times in PQs: for example, PQ21182, 11  January 2016, PQ22025, 20 

January 2016, and, PQ30179, 14 March 2016. 
11  Intermediaries Legislation (IR35): discussion document, 17 July 2015 p10 
12  Budget 2014, HC 1104, March 2014 paras 2.194-5 
13  Budget 2015, HC 264, July 2015 para 2.182 
14  Cm 9162, November 2015 para 3.20. see also, Budget 2016, HC901, March 2016 para 2.39. 
15  Personal service companies : introduction of the IR35 rules, Commons Briefing Paper 914, 20 May 2011 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/221550/autumn_statement_2012_complete.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/443232/50325_Summer_Budget_15_Web_Accessible.pdf#page=100
https://www.gov.uk/government/consultations/intermediaries-legislation-ir35-discussion-document
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/446242/Intermediaries_legislation_IR35-discussion_document.pdf
http://www.theguardian.com/politics/2015/nov/06/crackdown-on-personal-service-companies-could-raise-400m-in-tax
http://www.dailymail.co.uk/news/article-3307960/Osborne-close-tax-loophole-staff-paid-books-follows-furore-BBC-stars.html
http://www.parliament.uk/written-questions-answers-statements/written-question/commons/2016-01-06/21182
http://www.parliament.uk/business/publications/written-questions-answers-statements/written-question/Commons/2016-01-12/22025
http://www.parliament.uk/business/publications/written-questions-answers-statements/written-question/Commons/2016-01-12/22025
http://www.parliament.uk/written-questions-answers-statements/written-question/commons/2016-03-08/30179
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/446242/Intermediaries_legislation_IR35-discussion_document.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/293759/37630_Budget_2014_Web_Accessible.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/443232/50325_Summer_Budget_15_Web_Accessible.pdf#page=100
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/479749/52229_Blue_Book_PU1865_Web_Accessible.pdf#page=122
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/508193/HMT_Budget_2016_Web_Accessible.pdf#page=101
http://www.parliament.uk/business/publications/research/briefing-papers/SN00914/personal-service-companies-introduction-of-the-ir35-rules
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1. IR35 : the intermediaries 
legislation 

Individuals offering their services to a succession of clients often do so 
by using an ‘intermediary company’.  There are two broad types of 
intermediary, relating to the amount of control the worker has over the 
financing and management of the company: personal service companies 
(PSCs) and managed service companies (MSCs).  Individuals using a PSC 
to sell their services are usually the director of the company as well, with 
full control over the business.  By contrast MSCs are usually operated by 
a scheme provider who may run a large number of these one-person 
companies; the worker him or herself has no control over the business.   

Channelling the profits of the company through the company offers 
certain tax advantages compared with working as the employee of a 
client, and having income tax and NICs deduced by the employer under 
PAYE.  However, during the 1990s the tax authorities became 
concerned that in many cases individuals were simply using this 
corporate form as a cover, and looking more closely at the terms and 
conditions under which they were working showed that they were for 
all intents and purposes employees. 

In a review of the taxation of small businesses, prepared for the 
‘Mirrlees Review’ of the UK tax system, Claire Crawford and Judith 
Freedman set out the advantages to individuals working in this way: 

The main tax advantages of incorporation as compared with 
employment and self-employment are threefold. First, corporate 
tax rates are lower than income tax rates, especially where the 
small companies’ rate applies … This means that shareholders of 
owner-managed companies, in particular those in the higher tax 
rate bracket, may shelter income for investment by the company, 
having paid only corporation tax on it at a lower rate than income 
tax. Eventually they will have to pay income tax if they take any 
gains as dividends, but if they sell or liquidate the company they 
may be able to convert some part of their income to a capital 
gain, which is generally taxed at lower rates.16 

Second, incorporation provides an opportunity to convert income 
from labour into income from capital, which enables shareholders 
to take income from the company in the form of dividends or 
capital gains not subject to NICs.  

Third, incorporation may offer the opportunity for an owner to 
split shareholdings with other family members so that the whole 
of the income is taxed at a lower rate than would be the case if it 
was all received by one shareholder …  

To give an example of the interaction between these factors, in 
the case of a one-person company the lowest possible tax rate 
combined with benefits entitlement is achieved by the company 
paying the single owner-manager a low salary (equivalent to their 
personal allowance (tax free threshold)). The company then either 
retains profits which are taxed only at the small companies’ 
corporation tax rate, or pays them out by way of dividends, which 

                                                                                               
16  [Many intermediary companies would not have this option because they would have 

to pay out much of the corporate income for living purposes.] 

http://www.ifs.org.uk/publications/mirrleesreview/
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are not subject to NICs and which also carry a credit for 
corporation tax paid.  

For example, in 2008–09, applying this method means that an 
incorporated owner-manager whose business makes £25,000 
gross annual profits pays only 16.1% (£4,035) of this in tax, 
compared with 27.0% for an employee and 21.9% for a self-
employed individual earning the same amount … To improve their 
tax position further, the owner-manager could also give shares in 
his company to other family members and distribute dividends 
accordingly.17 

It was in response to this practice that in 2000 the Labour Government 
introduced legislation to prevent the use of PSCs to convert labour 
income into dividend income – the IR35 rules;18 equivalent legislation to 
counter the exploitation of MSCs was introduced in 2007.  Focusing on 
IR35, the legislation requires individuals to consider the nature of any 
job of work they take on, as if the PSC had not been in place: as the 
department’s basic guidance to the rules explains: 

Broadly, [IR35] applies to those engagements where – 

• you personally perform services for another person (the 
client);  

• the services are provided not directly with the client but 
under arrangements involving an intermediary; and  

• the circumstances are such that, if you had provided the 
services directly to the client under a contract between you 
and the client, you would have been regarded for income 
tax purposes as an employee of the client and/or, for NICs 
purposes, as employed in employed earner’s employment 
by the client.  

In addition you must receive or have rights entitling you to receive 
a payment or benefit that is not employment income …  

It is therefore necessary under the legislation to construct a 
hypothetical contract between the worker and the client based 
on all the circumstances including the terms and conditions of 
relevant contracts and the actual substance of the arrangements 
between the parties. Subject to meeting the other conditions, if 
that hypothetical contract would be one of service then the 
engagement is within the legislation.19 

As Crawford and Freedman comment, “this places heavy reliance on 
the finding of a legal relationship of employment, on which the law can 
be very unclear in borderline cases”: 

Where these rules apply, the client pays the PSC gross. Salary paid 
by the PSC to the worker is subject to PAYE and NICs rules in the 
usual way. In addition, to the extent that the PSC does not pay 
out its entire earnings as salary, the PSC is treated as paying a 

                                                                                               
17  “Small business taxation” in, Dimensions of tax design : the Mirrlees Review, 

Institute for Fiscal Studies 2010 pp1049-1050 
18  The provisions formed s60 & schedule 12 of the Finance Act 2000. They are now 

consolidated in the Income Tax (Earnings & Pensions) Act (ITEPA) 2003: specifically, 
chapter 8 to part 2 of the Act (ss 48-61). 

19  HMRC, IR35 … The circumstances in which the legislation applies, (retrieved 
14/2/2014). 

http://www.ifs.org.uk/uploads/mirrleesreview/dimensions/ch11.pdf
http://www.ifs.org.uk/publications/7184
http://www.hmrc.gov.uk/ir35/leg-applies.htm
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further salary of this retained sum to the worker. Benefits in kind 
paid to the PSC are taxed in the same way as employee benefits 
and the restrictive employee deduction rules are applied to 
expenses. Relief is given to prevent double taxation, and a small 
deduction is allowed for expenses of running the PSC. 

The impact of the tax liabilities is on the individual worker and not 
the client, however, so that there has been no reduction of the 
incentive to large businesses to insist that those providing services 
to them incorporate. Initially the legislation was designed to put 
some of the onus onto the clients and this might have altered 
behaviour but, following business complaints, the liability was 
placed on the PSC itself. 

Thus it is that some workers find themselves in a situation in 
which they must incorporate in order to obtain work, or are 
starting up with only one client with a view to development, but, 
in these circumstances, are vulnerable to this complex anti-
avoidance legislation. Arguably, the involvement of the 
problematic employee status test in the determination of whether 
IR35 applies has made the legislation unworkable, unenforceable, 
and uncertain in its application …  

Taxpayers covered by this provision also pay tax as employees but 
without the benefits of employment. This could be the worst 
possible outcome, since it remains a trap for the unwary and 
increases compliance costs and encourages costly structuring to 
avoid the legislation, but is unlikely to raise very much revenue.20 

As an illustration of the continuing uncertainty over how the rules 
should work, in June 2010 the journal Taxation reported on a case 
where the Tribunal ruled in favour of the taxpayer in an appeal which 
concerned a series of contracts undertaken when IR35 was first 
introduced.21 

  

                                                                                               
20  Dimensions of tax design …, 2010 p1051 
21  “An unexpected victory”, Taxation, 10 June 2010 
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2. Review of IR35 by the Office of 
Tax Simplification 

The Coalition Government set out its priorities for taxation in its 
agreement published in May 2010.  In this the new Government stated 
that it believed “the tax system needs to be reformed to make it more 
competitive, simpler, greener and fairer” and in particular that it would 
“review IR35, as part of a wholesale review of all small business 
taxation.”22 In its first Budget in June 2010 the Coalition Government 
confirmed that it “remained committed to a review of IR35 and small 
business tax”23 and the next month announced that this would be one 
of the first projects of a new independent body to advise on tax reform: 
the Office of Tax Simplification.24   

The terms of reference for this review gave a little more detail on the 
work the OTS was expected to produce on IR35 – an extract is 
reproduced below: 

In conducting this review, the Office will provide an initial report 
to the Chancellor by Budget 2011 that:  

• examines evidence and identifies the areas of the tax 
system that cause the most day-to-day complexity and 
uncertainty for small businesses;   

• recommends priority areas for simplification; and  

• considers the impact of any simplification in these areas on 
different business sectors, including large business.  

Once the Government has considered the initial report the Office 
will be asked to produce specific recommendations on tax 
simplification for small businesses.  

IR35 legislation  

The Government has already indicated that reviewing IR35 
legislation is a priority and that it will seek to replace it with 
simpler measures that prevent tax avoidance but do not place 
undue administrative burdens or uncertainty on the self-
employed, or restrict labour market flexibility.  

Therefore, in its initial report to the Chancellor, the Office should 
also:  

• identify and provide evidence of the complexity and 
uncertainty created by IR35;  

• consider alternative legislative approaches that would be 
simpler and create certainty while ensuring that, where 
intermediaries are used to disguise employment, any 
income that is effectively employment income is taxed 
fairly; and  

                                                                                               
22  HM Government, The Coalition: our programme for government, May 2010 p30, 

p10 
23  HC 61 June 2010 para 1.69 
24  HM Treasury press notice 29/10 20 July 2010 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/78977/coalition_programme_for_government.pdf
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• consider the scope for tax avoidance and the extent to 
which alternatives to IR35 would affect it.  

The focus of this work should be exploring alternatives to IR35. 
However, the Government will be interested in issues in relation 
to the structure of the tax system and the employment status test 
more generally. This may have a bearing on wider issues about 
employment status and the boundary between employment and 
self-employment, including the impact on larger businesses.25  

The next month the new director of the OTS, John Whiting, was 
interviewed by the then editor of Taxation, Mike Truman.  One of the 
issues Mr Truman raised was the Office’s work on IR35, and in response 
Mr Whiting noted that the immediate abolition of IR35 from the statute 
books was highly unlikely, arguing “for all the hot air it generated, there 
were real abuses that IR35 was meant to tackle. If it were abolished, 
they could come out again”: 

Mike Truman (MT): How far will the small business review go? 
As soon as you pull at one string of it, you could unravel the 
whole lot. 

John Whiting (JW): Well, it specifically includes IR35, and a lot of 
people have already interpreted that as ‘we’re going to abolish 
IR35’. Now, just a minute: in some ways that’s not a bad starting 
point: i.e. can we at least streamline IR35? But if we’re going to 
make any serious progress we should look at the whole thing. 
Does that mean looking at the whole subject of sole trader v 
employee v company? Yes, it possibly does. We might have to 
come up with an initial report that says we’ve got to look at the 
whole thing to make a real impact. 

MT: So, without asking you to be definite, you’d be reasonably 
happy if by Budget 2011 you had outlined the scope for a further 
consultation? 

JW: That’s clearly one possibility, but I’ll be hoping for a lot of 
input between now and then from people who have been 
thinking about it for some time. So, perhaps we can plot more of 
a course. What I don’t want to do is add another bit of sticking 
plaster to what is already quite a ramshackle structure. If that 
disappoints people by not committing to abolish IR35 by the end 
of the week, well, sorry. 

MT: Even if IR35 is abolished in due course there is still that fault 
line to deal with between casual employees and freelance 
workers. One way to abolish it would be to come up with tests 
like those planned for the construction industry. 

JW: Or you start removing the differential between these different 
statuses. I don’t want to rule anything out or anything in at this 
stage, but we need an overall look at this. As far as I am 
concerned, IR35 is not very effective and we need to look at what 
gives rise to that. For all the hot air it generated, there were real 
abuses that IR35 was meant to tackle. If it were abolished, they 
could come out again. Maybe people have to accept that if we 
simplify to make things easier, it may make some of the edges 
rougher. 

                                                                                               
25  These terms of reference are now collated with other material on the OTS’ review on 

the Gov.uk site.  

https://www.gov.uk/government/publications/small-business-tax-review/small-business-tax-review-terms-of-reference
https://www.gov.uk/government/publications/small-business-tax-review
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MT: Would that involve divorcing the employed/self-employed 
distinction for tax from the one used in other legislation? 

JW: Personally, I wouldn’t want to do that. I’d prefer to get them 
harmonised and going in the same direction. IR35 was also meant 
to ensure that those who really were employees got employment 
benefits, but that never happened.26 

A few days before the 2011 Budget the OTS published an interim report 
on simplifying small business taxation.  Introducing this work Mr 
Whiting noted “we’ve suggested ways forward on … IR35, though it’s 
clear there is no easy solution there.”27  The then chairman of the OTS, 
Michael Jack, noted in the foreword to the report, “of all the topics we 
tackled, [IR35] proved the thorniest”: 

It encapsulates the tension between HMRC, who are tasked with 
applying the tax code in order to protect and gather revenues, 
and individual businesses who see IR35 as a barrier to them 
running profitable small enterprises with all the risks that this 
involves.28 

The report took the position that “genuine and long lasting 
simplification can only be brought about through major structural 
change” and, with particular relevance to IR35, suggested that the 
Government should look at the integration of income tax and NICs.  Of 
course by reducing the differential between the rates of tax charged to 
different incomes and legal forms, this change could “remove much of 
the pressure on the employment and self-employment boundary and 
should result in the IR35 legislation being obsolete.”  However, given 
the magnitude of this change the authors went on to make a number 
of other suggestions for improving IR35 in the medium term: 
introducing a new ‘business test’ to bring clarity to the exact scope of 
the rules; improving the administration of the rules; or, suspending the 
rules to monitor what preventative function they actually served.29 

Notably the OTS found there was “no reliable data … as to the current 
numbers affected by IR35”, though “HMRC data from forms P35 [the 
annual tax return employers must complete] in 2007/08 and 2008/09, 
show that 70,000-75,000 declare themselves as service companies 
annually. Of these, 30,000 applied IR35 or the Managed Service 
Company legislation in 2007/08, while in 2008/09 this number had 
dropped to 9,500.30”  Further to its discussions with the industry, 
Treasury and HMRC, as well as reviewing practice in other countries, the 
OTS argued that “there is probably no clear cut legislative alternative 
that addresses the concerns of all the parties … [but in many] instances 
IR35 as it stands is not effective, either for the individuals affected or for 

                                                                                               
26  “All to play for”, Taxation, 4 August 2010 
27  OTS press notice, Initial simplification ideas for small businesses tax unveiled, 10 

March 2011  
28  Office of Tax Simplification, Small business tax review, March 2011 p3 
29  Small business tax review, March 2011 pp5-6 
30  Concerns have been raised with this data as the questions are reported to have 

caused difficulties. Some ignored the questions on the basis that there is no legal 
definition of a “service company” or that answering the questions would trigger an 
IR35 investigation. HMRC’s service company definition is also wide enough to 
capture small incorporated companies, for example, an accountancy practice with 
multiple clients, premises and staff not affected by IR35. 

https://www.gov.uk/government/news/initial-simplification-ideas-for-small-businesses-tax-unveiled
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/199183/05_ots_small_business_interim_report.pdf
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the Exchequer.”  In its view there were three lead options to improve 
the current situation (emphasis added): 

From the perspective of simplification, abolition of IR35 delivers 
the greatest improvement, providing individuals with certainty 
over tax status and removing legislation … The OTS’s view is that 
a commitment from the Government to the integration of income 
tax and NICs, would lead to a reduction in the tax motivation for 
incorporation, and would limit the long term cost of this option. 
… The largest element of the fiscal risk is likely to come from the 
incorporation of current employees and the movement of workers 
out of umbrella companies. This may be exacerbated by the 
squeeze on salaries in the current economic climate and the 
aggressive marketing strategies used in the IR35 industry to 
encourage individuals to incorporate. The OTS is not in a position 
to calculate the amounts at risk but it could clearly be significant; 
work on the figures is needed and must be realistic … 

Many people have told the OTS that after 10+ years of 
experience, the burden of IR35 has fallen, simply because it is well 
known. Individuals organise themselves to fall outside as a matter 
of routine … Improving HMRC’s IR35 administration processes 
will deal with the issues raised to OTS including the fear of 
investigation, the length of time an investigation takes and will 
enable individuals to self certify their IR35 status with certainty 
saving time and costs. This option would also address the lack of 
consistency by HMRC in handling IR35 cases … 

[Alternatively the Government might] consider the introduction 
of a genuine business test to exempt certain businesses 
from IR35 entirely. This proposal would establish a range of simple 
tests that those within the ambit of IR35 could apply to their 
situation and be able to depend on the outcome through having a 
‘safe haven’. This aim would be that the great majority (90%+) of 
such businesses would know that they were outside IR35, and 
attention (of advisers, businesses and HMRC) could focus on the 
remainder. The test would be in addition to the current rules and 
the uncertainty these create. 

The OTS received views from some of our Consultative Committee 
in support of this option and some very strong views against, on 
the basis that it adds another layer of complexity and is therefore 
not a simplification. The key problem would be how the tests 
were defined. To give one illustration, consider the one that 
suggests that a business with X or more customers would be 
outside IR35. How would customer be defined? A common sense 
definition could work, but what happens when a legal challenge 
is mounted? What sales would a customer have to receive to 
count?31 

The report gives further background to the history of IR35 and analysis 
of these policy options – though, as Mr Jack noted in the report’s 
foreword, “no one method of reform currently commands universal 
support … any future decision on, for example, abolishing IR35 
altogether would require underpinning by a much better quality of data 
than presently seems to be available.”32 

 

                                                                                               
31  Small business tax review, March 2011 pp39-42 
32  Small business tax review, March 2011 p3  For further analysis see Annex C to the 

report (pp51-65) 
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3. Budget 2011: response to IR35 
review  

In the run-up to the 2011 Budget there was some speculation that the 
Government was going to announce a wholesale merger of income tax 
and NICs, along the lines suggested by the OTS.  This was not to be.  In 
his Budget speech on 23 March 2011 the Chancellor, George Osborne, 
announced that the Government would consult on merging the 
operation of income tax and NICs; the Chancellor went on to make 
clear that any reforms would not result in NICs being extended to other 
forms of income, or the end of the contributory principle: 

For decades, we have operated income tax and national insurance 
as two fundamentally different taxes and forced businesses large 
and small to operate two completely different systems of 
administration, with two different periods and bases of charge. 
The resulting anomalies are legion, and it imposes totally 
unnecessary costs and complexity on employers and costs the 
taxpayer in the extra burden that it places on Her Majesty's 
Revenue and Customs.  

So I am announcing today that the Government will consult on 
merging the operation of national insurance and income tax.  I am 
not proposing that we extend national insurance to pensioners, or 
to other forms of income, or that we abolish the contributory 
principle. Our purpose is not to increase taxes; it is to simplify 
them, and this huge task will therefore require a great deal of 
consultation and take a number of years to complete, but it is 
time we took this historic step to simplify dramatically our tax 
system and make it fit for the modern age.33 

Further to this in the Budget report the Government announced that 
IR35 would be retained “as abolition would put substantial revenue at 
risk.”  However it was committed to making “clear improvements in the 
way IR35 is administered.”34   

There was relatively little comment on this issue in the first reactions to 
the Budget, though the then editor of Taxation, Mike Truman, wrote a 
piece strongly critical of the Government’s decision not to merge 
income tax and NICs: “at a stroke … any prospect of removing tax-
driven incorporation has been removed … without extending NICs, 
either as a retained separate charge to maintain the contributory 
principle or as part of a merged tax, there is no solution to the business 
vehicle problem”: 

[Of the options for reforming IR35 set out in the report, the 
Government has gone for] … retaining IR35 but improving its 
administration. This will involve a dedicated helpline to offer 
‘greater pre-transaction certainty’, more guidance on the cases 
HMRC consider to be outside the scope of IR35, and to restrict 
reviews to high-risk cases which will be handled by specialist 
teams. Again, this would have been fine as a temporary solution 
on the basis that IR35 would shortly become irrelevant once the 
merger of tax and National Insurance had happened. But as a 

                                                                                               
33  HC Deb 23 March 2011 cc954-5 
34  Budget 2011, HC836 March 2011 para 2.203 
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permanent solution it is hardly likely to be satisfactory …I don’t 
want to give the impression that the Small Business Review has 
achieved nothing. There has never previously been any progress at 
all on the road to integration of tax and NI; even the limited 
amount of progress which the Budget documents suggest would 
be worthwhile. 

Just making NI cumulative and aligning thresholds and definitions 
would be a significant step, albeit that when employees realise 
this might mean them paying NICs on benefits in kind, things are 
likely to turn a little nasty. But, to state the obvious, the OTS 
report was a review of small business taxation, not of tax and NI 
integration. The reason that the latter keeps coming back onto 
the table is because it is the only obvious way to remove the fault 
lines between personal service companies, self-employment and 
employment. As I read it, the Budget has failed to catch this 
political hot potato, and has blocked from the start any possibility 
of true integration of tax and NICs. I can only hope that I am 
wrong, and that once the first steps of integrating the operation 
of the two charges is underway, the government will be prepared 
to revisit the reform that we really need.35 

In a letter to the OTS in May 2011 Treasury Minister David Gauke stated 
that he had asked the department “to undertake a thorough overhaul 
of the administration of this area of the tax system”; the Minister’s 
letter gave more details on the Government’s rationale: 

The OTS report highlights that integrating income tax and NICs 
and reducing the difference between the tax rates on different 
incomes and legal forms could result in the IR35 legislation 
becoming obsolete. However, recognising the long timescale for 
introducing any major structural changes, your report also 
suggests three options on IR35 that could be introduced in a 
relatively shorter timescale. 

The first option presented in the OTS report is to suspend IR35 
with a view to potentially abolishing it in the longer term. I share 
your view that purely from the perspective of simplification this 
would be a positive step. However, as you acknowledge, in places 
IR35 remains an effective deterrent and the fiscal risks of 
suspension are both significant and immediate. In light of this, the 
Chancellor and I concluded that suspension was not the right 
option. 

The OTS report identifies two alternatives to suspension, the first 
to improve the administration of IR35, and the second to replace 
it with a business test. In the context of IR35's administration, 
your report highlights that after more than ten years of experience 
the burden of IR35 has fallen, although it is apparent that a 
genuine fear of the legislation remains within the freelance 
workforce. When considering the options you presented, it was 
clear to me that a fresh look at how HMRC administer IR35, as 
the OTS suggests, would bring about improvements to the current 
situation. I could also see that replacing IR35 with a business test 
could provide an opportunity to give businesses greater certainty - 
but I came to the conclusion that it would be very challenging to 
devise a test that would work for business and HMRC. 

As the OTS report confirms, there is no easy answer on IR35. The 
Chancellor and I carefully weighed the options you presented in 
making our decisions at Budget. Reflecting this, and the 

                                                                                               
35  “Missing the catch”, Taxation, 7 April 2011 
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substantial risks from suspension of the legislation, we decided 
that the best option is to retain IR35 with a commitment to 
achieve clear improvements in administration. 

I have asked HMRC to undertake a thorough overhaul of the 
administration of this area of the tax system. HMRC will focus on 
providing pre-transaction clarity and certainty and restoring trust. 
The changes to be made will include setting up a dedicated 
helpline staffed by specialists, publishing guidance on those types 
of cases HMRC view as outside the scope of IR35, targeting 
compliance activity by restricting reviews to high risk cases and 
setting up an IR35 Forum which will monitor HMRC's new 
approach. To ensure consistency, HMRC have invited candidates 
drawn from those involved in the OTS review of IR35 review, to 
participate in this forum. Overall, I hope the OTS will be able to 
endorse this approach, which I believe has real potential to 
remove much of the uncertainty and to improve transparency for 
business.36   

For some critics of IR35 the Government’s decision must have been a 
considerable disappointment, although the Professional Contractors 
Group – a lobby organisation that was set up initially in response to 
IR35 being introduced – welcomed the establishment of the IR35 
Forum, mentioned in the Minister’s letter.  In a press notice issued by 
the Group, their chairman, Chris Bryce, said: “with the IR35 Forum, we 
have a chance to make a real difference to the uncertainty around IR35 
and issues such as the unacceptable length of many IR35 investigations. 
We take this challenge very seriously and are determined to deliver 
clarity, transparency and consistency for our members and the freelance 
community.  We are determined to clean up HMRC’s administration of 
IR35 once and for all.”37  The Forum was established the next month.38  

One outcome of this forum was the department publishing some 
guidance in May 2012 on how it applies these rules in practice – which 
included a series of ‘Business Entity Tests’: a number of questions based 
on twelve aspects to the way a business was operating (such as its 
premises, or its advertising) to illustrate if the business concerned was 
likely to fall under IR35.39 In answer to a PQ in November 2012, the 
Treasury Minister David Gauke said that following this, “initial 
indications show a positive improvement in HMRC’s administration of 
IR35.”  Mr Gauke went on to say, “HMRC will be reviewing their new 
approach to IR35 during summer 2013. The results and any findings of 
this review will be initially shared with the IR35 Forum and published 
once they have been finalised.”40 

The department’s approach to administering IR35 was criticised recently 
in a report by a House of Lords Committee, established by the House on 
an ad hoc basis in November 2013. In their report, published in April 
2014, the Committee agreed that the abolition of IR35 would be 

                                                                                               
36  Letter from Exchequer Secretary to Michael Jack, Chairman, OTS, 9 May 2011 
37  PCG press notice, Treasury Minister commits to working with freelancers for real 

improvements to IR35, 5 May 2011 
38  Details of the Forum’s work are on Gov.uk. 
39  HMRC, Intermediaries Legislation (IR35) - Business entity tests, May 2012. See also, 

“Fearsome prospect”, Taxation, 31 May 2012 & “IR35: new guidance and 
consultation”, Tax Journal, 1 June 2012. 

40  HC Deb 29 November 2012 cc435-6W 

https://www.gov.uk/government/groups/ir35-forum
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unwise “if the legislation has the Exchequer protection effect claimed 
for it by HMRC”, though it raised doubts about these revenue 
estimates, and suggested the guidance offered by HMRC for taxpayers 
was “far from satisfactory”: 

Her Majesty’s Revenue and Customs (HMRC) told us that such a 
measure would put £550 million of revenue at risk. This figure is 
an estimate41 and was not, in our view, directly substantiated by 
any publicly available information. Given that the justification for 
maintaining the IR35 provisions relies almost entirely upon this 
calculation of a deterrent effect, we believe that HMRC should 
publish a detailed assessment to justify maintaining the IR35 
legislation.  

If IR35 is to be maintained, the guidance which is currently made 
available to those affected must be improved. We recommend 
that HMRC undertake a full consultation on how the Business 
Entity Tests could work better to provide greater certainty to 
taxpayers. HMRC’s Contract Review Service [a telephone helpline 
established to advise individuals of the likelihood of a particular 
contract falling within IR35] needs to be improved; in addition 
they should provide greater clarity as to the questions asked 
concerning service company usage on annual tax returns. In 
addition, the membership of the IR35 Forum should be 
reviewed.42  

It is worth noting that the then Exchequer Secretary, David Gauke, 
declined to give evidence himself, or to have Treasury officials appear 
before the Committee, on the grounds that the Committee’s enquiry 
“was concerned with HMRC’s application of the legislation.”43 

In June 2014 the Government published its response to the report; this 
included an assessment of the cost of abolishing IR35, which put the 
direct Exchequer cost at £30m, but the total impact, taking into account 
the responses of individuals and directors, at £550m. The department 
noted that, “these behavioural assumptions are inherently difficult to 
estimate.”44 The Government’s response to the other principal 
recommendations, highlighted above, were as follows: 

Guidance for taxpayers: “HMRC acknowledges that the IR35 
guidance can be improved. A comprehensive review of the 
guidance has taken place during which HMRC worked closely 
with stakeholders to understand user needs. The new guidance 
will be published shortly. HMRC is committed to keeping the 
guidance under review to ensure that it remains up to date and 
responsive to user needs” (para 2.48).  

The Revenue’s helpline service: The IR35 Forum was set up in 
2011/12 as part of a wider review by HMRC of the administration 
of IR35. Working with HMRC, the Forum is now looking at how 
the revised administration arrangements have worked and what 
further improvements can be made. That work includes a review 
of the Contract Review Service; its use and barriers to its use, and 

                                                                                               
41  [HMRC officials gave some details of the methodology in written evidence to the 

Committee: Select Committee on Personal Service Companies, Oral and written 
evidence, April 2014 p164] 

42  Personal service companies, HL Paper 160 of 2013-14, 7 April 2014 pp54-5, p5 
43  op.cit. p8 
44  The estimate is for 2010/11. For details see annex 1 to, Personal service companies: 

the Government’s response, Cm 8878, 9 June 2014 pp13-14. 
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will report and make recommendations to the IR35 Forum during 
2014. The Committee’s recommendations will be considered by 
HMRC as part of this review” (para 2.46) 

The Business Entity Tests: “A review of the Business Entity Tests 
forms one strand of [HMRC’s] wider review of IR35 administration 
… HMRC is working … with members of the IR35 Forum to 
gauge the use and impact of the Business Entity Tests and will 
report and make recommendations to the IR35 Forum during 
2014” (para 2.50). 

Questions on the tax return: “working with stakeholders, HMRC 
will undertake a full review of these questions on the personal tax 
return (SA100) and RTI end of year declaration: their form, 
purpose and clarity, with a view to making any necessary changes 
at the earliest practicable date” (para 2.24). 

Membership of the IR35 Forum: “HMRC is committed to working 
with the Forum, values the feedback the Forum provides, and will 
look for further ways to demonstrate it is receptive to this 
feedback. HMRC is also looking at membership of the IR35 Forum 
as part of the wider review of IR35 administration and will report 
and make recommendations to the IR35 Forum during 2014” 
(para 2.54).  

Following concerns raised by the IR35 Forum that the Business Entity 
Tests were being misused, HMRC announced that they would be 
withdrawn, with effect from April 2015.45 In March 2015 HMRC 
published an updated assessment of the cost of withdrawing IR35 – 
which still put the Exchequer impact of abolishing the rules at £550m. It 
also provided a calculation of the administrative cost to businesses in 
complying with IR35. In the latter case, HMRC estimated that the 
annual administrative burden was £16m.46 

 

                                                                                               
45  IR35 Forum: Minutes for Meetings (see minutes for meetings on 24 July 2014 & 5 

November 2014). See also, HMRC, Business Entity Tests, May 2012 (archived page) 
46  HMRC, IR35: Estimating the administrative burden, 12 March 2015 
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4. Off-payroll appointments in the 
public services 

In early 2012 the practice of individuals using PSCs to mitigate their tax 
liability came back into the news, with publication of the arrangements 
made for paying the Chief Executive of the Student Loans Company 
(SLC), Ed Lester.  Mr Lester took his post on an interim basis in May 
2010 before taking up a permanent position in February 2011.  Initially 
Mr Lester had been paid through a PSC rather than being paid directly, 
as the SLC’s 2010/11 Annual Report made clear.47  

On 2 February the Government confirmed that PAYE and NICs would be 
deducted from Mr Lester’s income in future.48 However, the likelihood 
that similar ‘off payroll’ arrangements were in place elsewhere in the 
Civil Service – including the Department for Health - was strongly 
criticised by Members and in the press.49 The Chief Secretary to the 
Treasury, Danny Alexander, announced that he had requested all 
Departments to carry out an internal audit of appointments by the end 
of March 2012: “across Government, if any appointments that do not 
provide value for money are found, whether agreed by this Government 
or the previous one, I have urged Departments to seek to unwind them 
as quickly as possible and as quickly as is compatible with securing good 
value for public money.”50   

Of course, the existence of a PSC would not show, in itself, that an 
individual was avoiding tax – this is the purpose of IR35, as noted 
answer to a PQ sometime after this controversy: 

Mr Gregory Campbell: To ask the Chancellor of the Exchequer if 
he will review the use of personal service companies as a means 
of tax avoidance. 

Mr Gauke: Personal Service Companies are not in themselves 
avoidance vehicles and contribute to the flexibility of the UK 
labour market. 

Where Personal Service Companies are used for the purpose of 
avoidance, anti-avoidance legislation: the intermediaries 
legislation (commonly known as IR35), already exists to ensure the 
right tax and national insurance is paid where individuals attempt 
to avoid paying tax and national insurance on what is in effect 
employment income. 

As part of the OTS recommendations set out in their review of 
small business HMRC has improved the way in which it 
administers IR35, including strengthening its specialist compliance 
teams which tackle avoidance of employment taxes, increasing 
the number of investigations where IR35 is the main risk this year 

                                                                                               
47  Student Loans Company Annual Report 2010/11 p42 
48  HC Deb 2 February 2012 cc 995-6 
49  For example, “Civil servants’ union chief says tax schemes must stop”, Guardian, 16 

February 2012; “Civil servant tax probe widens”, Financial Times, 17 February 2012; 
EDM 2728 of 2010-12, Income tax liabilities, 20 February 2012; HC Deb 23 February 
2012 c926W & cc929-30W; HC Deb 7 March 2012 cc 737-8W 

50  HC Deb 2 February 2012 cc 1001-2 
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by tenfold and clarifying the application of the legislation to 
officeholders.51 

Notably in the press coverage of Mr Lester’s case, and of similar 
arrangements at the Department of Health and some primary care 
trusts, generally there was reference to a potential tax saving made by 
the individuals involved. 

The status of the Government’s review was set out by the then 
Economic Secretary, Chloe Smith, in her response to a debate on pay 
and consultants in the public sector in Westminster Hall on 13 March; 
an extract from her comments is given below: 

We do not believe that tax avoidance is appropriate in the public 
sector. Indeed, it is expressly … forbidden … in a document 
entitled “Managing Public Money” … All bodies covered by that 
guidance are covered by the Chief Secretary’s review … [This] will 
consider the extent to which use is made of arrangements 
whereby the tax position of appointees can be perceived to be 
minimised, and will make appropriate recommendations. The 
review will include individuals being paid through PSCs.52 

The Minister also addressed the separate if related question of IR35, as 
Cathy Jamieson MP had asked if “the Minister will say … how it will be 
modernised and changed.” 

The hon. Member … will know that in the Budget last year, 
following a review by the independent Office of Tax 
Simplification, the Chancellor announced that IR35 would be 
maintained, but that Her Majesty’s Revenue and Customs will 
take forward options for improving its administration.53 

At the time some in the business community expressed concern that 
critics had ignored the advantages of PSCs for companies and 
freelancers, quite separate to the vexed question of tax – though Chris 
Bryce, the chairman of the Professional Contractors Group, argued that 
the controversy had demonstrated that IR35 should be reformed: 

Chris Bryce, chairman of PCG, which represents freelance 
workers, said: “We have an almost hysterical witch hunt to clamp 
down on the very sector in the economy which is actively growing 
… If you want the right person for the role and it is a temporary 
role, using a freelancer is a perfectly good way of doing 
business.”  

His words were echoed by Stuart Davis, chairman of the 
Freelancer and Contractor Services Association, who said: “At a 
government level, the importance of a flexible workforce is 
misunderstood. They tend to operate a ‘one size fits all’ mentality. 
“If it means they are discouraging entrepreneurial methods of 
getting people into the workforce that would give me concern.” 
Representatives of both groups will meet officials at Revenue & 
Customs tomorrow for the last meeting before the Budget of a 
task force set up to review the laws preventing paying people 
through companies if they are in effect a full-time permanent 
employee. … 

                                                                                               
51  HC Deb 5 February 2014 c254W. see also, HC Deb 23 February 2012 c930W 
52  HC Deb 13 March 2012 c22WH 
53  HC Deb 13 March 2012 c22WH 
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Mr Bryce said: “IR35 is a complete mess. It’s a dog’s dinner and 
has been since it was introduced in 2000. It is an unworkable 
piece of legislation and should be repealed.” He recommended 
shifting the onus of complying with the rules from the employee 
to the employer.54 

A similar point was made by the professional commentator, Simon 
Sweetman, writing on the AccountingWeb site: 

It is of course true that the original IR35 proposals would have 
placed a responsibility on the “employer” and that heavy lobbying 
by the major accountancy firms changed this. Whether or not that 
was the intention at the time, this scattered the problem so widely 
among a myriad of small companies that it became - as we have 
seen - impossible for HMRC to police. That is a cause of gross 
unfairness because detection is simply a matter of luck, and many 
people who ought to be employees (according to the law) make 
the reasonable assumption that nobody will ever catch up with 
them.55 

As the department’s review of pay agreements continued, there were 
press reports that more than 2,000 individuals may have been engaged 
‘off payroll’, by providing their services through a PSC.56  In a second 
piece on AccountingWeb, Mr Sweetman suggested this was not as 
shocking as some headlines had presented it: 

Margaret Hodge [Chair of the Public Accounts Committee] is 
shocked (and so is Danny Alexander) by the revelation that “2000 
senior civil servants are using companies to avoid or mitigate tax”. 
But is it what it seems? …  It would be surprising – and genuinely 
shocking – if any of these were real career civil servants. Most of 
them are contractors on short term contracts and it is a fact that 
some government departments insist on taking them on through 
companies to avoid creating employment rights : the rest, one 
suspects, are people brought in from the private sector, who bring 
their limited companies with them. Such people will not, 
technically, be civil servants at all…  

The recommendation is that everyone taken on for more than six 
months should go on the payroll (not, you notice, that they 
should have IR35 status checks, though that would seem the 
correct way to proceed). It seems that some 40% have been in 
place for more than two years (though whether on single 
contracts or repeated short ones we do not know). Much was 
made of the difficulty of breaking contracts, but surely all 
departments have to do is ask HMRC for an IR35 ruling. And if – 
as many of them may be – they are office holders, there is no 
question but that they ought to be on PAYE.57 

In his 2012 Budget the Chancellor, George Osborne, did not mention 
this issue, though the Budget report indicated that the Government 
would consult on reforming these rules from 2013: 

The Government will introduce a package of measures to tackle 
avoidance through the use of personal service companies and to 
make the IR35 legislation easier to understand for those who are 
genuinely in business. This will include: 
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• strengthening up specialist compliance teams to tackle 
avoidance of employment income; 

• simplifying the way IR35 is administered; and 

• subject to consultation, requiring office holders/controlling 
persons who are integral to the running of an organisation 
to have PAYE and NICs deducted at source by the 
organisation by which they are engaged. (Finance Bill 
2013).58 

The consultation was launched on 23 May, when the Chief Secretary 
gave details to the House of the Treasury’s review of these ‘off payroll’ 
appointments.  In his statement Mr Alexander confirmed that over 
2,400 appointments had been found – though over 40% of these 
related to IT specialists: 

The review looked at the extent of off-payroll engagements in 
Government Departments and their arm’s length bodies. With 
respect to the NHS, the review was limited to the boards of NHS 
organisations. None the less, the “Managing Public Money” 
guidance, and the new principles that I will set out today, apply in 
full to the NHS. The review could not include either local 
government or the BBC, which are not under direct control from 
central Government … nor does it include devolved 
Administrations … 

Let me be clear to the House: the review published today did not 
seek to identify evidence of tax avoidance—that is the role of Her 
Majesty’s Revenue and Customs … Let me also make it clear there 
are circumstances where it may be necessary and appropriate for 
an employer to appoint an individual off payroll—for instance, 
where Departments need to employ specialists to carry out short-
term roles when there is no available civil service expertise. That 
practice will continue. However … I can tell the House that the 
review has identified more than 2,400 off-payroll engagements in 
central Government Departments and their arm’s length bodies 
that were live on 31 January this year ... 

That lack of transparency cannot continue, so today each 
Department involved is publishing on its website a list of off-
payroll appointees who, as of 31 January, were engaged at an 
annual cost to the Department of more than £58,200. The 
majority of cases relate to technical specialists; in fact, more than 
40% relate specifically to IT specialists. The data also show that 
70% of cases relate to arm’s length bodies. About 10% of the 
cases relate to payments made directly to a personal services 
company. More than 85% relate to intermediaries such as 
employment agencies, where it is not possible to know whether 
the individual is or is not using a personal service company. The 
other 5% relate to the self-employed, who are therefore subject 
to self-assessment in the normal way …   

About 900 of the cases—approximately 40%—date back longer 
than two years. In fact, more than 20 cases date back more than 
10 years, which some might consider an astonishing length of 
time to be on a contract. It is also worth noting that since January 
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this year, more than 350 off-payroll contracts identified by this 
review have since ended. In about 10% of those cases the 
individual remained with the Department but is now on the 
payroll.59 

Mr Alexander announced a number of changes to departmental 
practice when ‘off payroll appointments’ were agreed: 

Today I can announce new tighter rules on off-payroll 
appointments. First, the presumption is that in the future the most 
senior staff must be put on the payroll. Secondly, all Departments 
must put in place provisions that allow them to seek formal 
assurance that anyone paid a senior rate and employed off-payroll 
for more than six months is meeting their income tax and national 
insurance obligations in full. If that reassurance is not provided 
when requested, Departments should terminate the contract. 

Finally, these new tighter rules will be monitored carefully and any 
Department that does not comply will be fined up to five times 
the cost of the salary by the Treasury. In addition to those 
changes, we have shared all the detailed information from the 
review with HMRC, which will be able to take any further action it 
decides is necessary in individual cases. There will be no lengthy 
transition period for the new rules, either. They will be 
implemented by September this year and will be applied to 
existing contracts too, subject to value for money. Departments 
will report to Parliament on the outcome as part of the 2012-13 
annual report and accounts process.60 

The Minister went on to give details of HMRC’s consultation on 
changing the application of IR35 to individuals given a ‘controlling’ 
function in the client’s organisation: 

When IR35 was introduced 10 years ago, it was comparatively 
rare for controlling persons of an organisation to work through a 
personal service company. In the past few years, however, there 
have been high-profile reports of that happening, so today the 
Government are also consulting on the Budget proposal that all 
so-called “controlling persons” must by law be on the payroll of 
their organisation. This proposed tightening of the rules will apply 
to any organisation, be it public or private. It is right that when an 
individual is in a position to control the major activities of an 
organisation, they should be on the payroll of that organisation.61 

In response many Members focused on the incidence of these 
arrangements, though, speaking for the Opposition, Rachel Reeves 
concurred that this aspect to IR35 “clearly needs to be addressed.”62 

The consultation paper gave more details on the Government’s 
rationale: 

The IR35 legislation places the obligation on the PSC to operate 
income tax and National Insurance in the relevant circumstances. 
This means that even where the appropriate tax and National 
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Insurance for the circumstances of the case is being paid, that is 
not going to be clear and transparent to the engaging 
organisation. There is no reason it should be as the contract for 
the work has been made between the engaging organisation and 
the PSC under normal commercial practices. 

The Government believes that, because of their role in an 
organisation, controlling persons should be required to meet their 
income tax and National Insurance obligations in a way which is 
transparent to their engager. This is not currently possible where 
they work through a PSC.  

The Government has concluded that the most effective way to 
achieve the right level of transparency is for the engager to 
deduct income tax and National Insurance at source for payments 
they make to controlling persons in the same way as they do for 
their other employees and not to make payments direct to any 
PSC those controlling persons may work through for any other 
purposes. This requirement will provide the necessary assurances 
to the engaging organisation in a transparent way. It will also 
reduce the loss of the relevant tax and National Insurance to the 
Exchequer.63 

It went on to give some details of how it would work in practice and 
what its remit would be: 

This provision would place the responsibility of deducting the tax 
and National insurance payments on the engaging organisation as 
well as making them liable for the relevant employer’s National 
Insurance contributions. The IR35 legislation places this 
responsibility on the PSC. Placing the responsibility back onto the 
engaging organisation in the case of controlling persons removes 
some of the incentive for engaging organisations to encourage 
workers to be engaged through personal service companies as 
they will no longer make the National Insurance savings … 

The Government proposes that a controlling person is defined as 
someone who is able to shape the direction of the organisation 
having authority or responsibility for directing or controlling the 
major activities of the engaging organisation during the year. This 
would be someone who has managerial control over a significant 
proportion of the organisation’s employees and/or control over a 
significant proportion of the budget of the organisation.64 

It was intended that micro businesses would not have to apply the new 
rules: 

We want to exclude ‘micro businesses’ who engage controlling 
persons through a PSC from this provision. A micro business, is 
defined by the EU as a business which employs fewer than 10 
persons and whose turnover and or balance sheet does not 
exceed €2million (approximately £1.7million.) This is because the 
burden on these micro businesses would be disproportionate and 
we would not want to discourage enterprise.65 

The consultation document did not give any figures for the potential 
Exchequer impact of these changes, simply noting that further details 
would be published “in due course.”  Responses were invited by 16 
August 2012. 
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However, in December 2012 the Government announced it would not 
proceed with proposal. In a summary of the responses it had received, 
HM Revenue & Customs explained that there were considerable 
concerns that this would be a disproportionate response which would 
pose a serious risk to genuine commercial arrangements: 

There were considerable concerns about the administrative 
burden new and potentially complex rules could place on 
businesses; including smaller businesses and organisations who 
could struggle with its application. 

It was felt that the tax status of a worker engaged through an 
intermediary was not the concern of the client. While public 
sector arrangements must be open, the private sector is a 
different environment where such transparency is not critical. 
Notably feedback from trade bodies suggested that if an 
organisation felt they needed assurances from persons engaged 
through a PSC that the arrangement was not abusive, then the 
worker would be prepared to offer up evidence to satisfy 
concerns. One respondent said: ‘in the private sector it is already 
common practice for commercial agreements between end-user 
clients and recruitment firms to place strict obligations and 
indemnities upon the recruitment firm to ensure the payment by 
the PSC/individual of all appropriate taxes and national 
insurance’.66 

In addition there had been a consensus among respondents that the 
existing rules were sufficient to prevent the exploitation of these 
arrangements to avoid tax: 

Respondents were broadly in agreement that the correct 
application of IR35 should prevent the overwhelming majority of 
instances in which a PSC is being used to avoid tax and National 
Insurance. It was suggested that educating businesses about the 
difference between a short term, high impact appointment and 
deemed employment could eliminate some misapplication of the 
current rules. One respondent said: ‘The first alternative would be 
to enforce the IR35 legislation more effectively. The rules of IR35 
introduced in April 2000 were implemented to deal with precisely 
this problem.’ 

Many respondents felt that the tax affairs of an individual were 
not the concern of the client, but if an organisation wanted to 
avoid questions over an arrangement they could decide to put all 
senior appointees on the payroll or ask to see an accountant’s 
certificate.67 

As a consequence the Government concluded that the changes to 
policing IR35, announced in Budget 2012, along with the changes 
announced in May to recruitment practices in the public sector, would 
be sufficient to prevent tax avoidance through disguised employment. 
Provision would be made in Finance Bill 2013 to “strengthen the 
existing intermediaries’ legislation (IR35) to put beyond doubt that it 
applies to office holders for tax purposes.”68 The decision appears to 
have been welcomed; John Whiting at the Chartered Institute of 
Taxation said that it was a “practical and proportionate way forward”, 
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because provisions requiring deduction of tax at source “would have 
added unnecessary complexity to the tax system and would have added 
to administrative burdens in the private sector who were not the causes 
of the problem.”69   

Following this, the Government published most of the Finance Bill 2013 
in draft; this included this small change to the IR35 rules.70 As noted 
above, the intermediaries legislation is consolidated in the Income Tax 
(Earnings & Pensions) Act (ITEPA) 2003: specifically, chapter 8 to part 2 
of the Act. Section 49(1) specifies those engagements covered by IR35: 

(a) an individual (“the worker”) personally performs, or is under 
an obligation personally to perform, services for the purposes of a 
business carried on by another person (“the client”), 

(b) the services are provided not under a contract directly between 
the client and the worker but under arrangements involving a 
third party (“the intermediary”), and 

(c) the circumstances are such that, if the services were provided 
under a contract directly between the client and the worker, the 
worker would be regarded for income tax purposes as an 
employee of the client.  

It was proposed to amend the wording of this section to make it clear 
that the rules apply to office holders; s49(1)(c) would read as follows:71 

“(c) the circumstances are such that— 

(i) if the services were provided under a contract directly between 
the client and the worker, the worker would be regarded for 
income tax purposes as an employee of the client or the holder of 
an office under the client, or 

(ii) the worker is an office-holder who holds that office under the 
client and the services relate to the office.” 

The 2013 Budget confirmed this change would go ahead.72 Provision to 
this effect is made in s22 FA 2013.73 

As noted, the Treasury’s review of the use of PSCs had not extended to 
the BBC. In July 2012 Public Accounts Committee took evidence from a 
number of witnesses on the use of PSCs in the public sector – and this 
also included officials from the BBC. As the Committee noted in a 
report, published in October, the BBC gave a commitment to consider if 
its arrangements were appropriate:74 

The BBC has identified 25,000 off-payroll contracts, including 
13,000 contracts for ‘talent’, but cannot provide any assurance 
that these individuals are paying the correct amount of tax. The 
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BBC told us that the use of freelance workers is a key part of their 
business model. However, the BBC accepted that many of its 
contracts with presenters who are paid through personal service 
companies could share the same features as typical PAYE 
employment contracts. Although the BBC told us it provides 
information on its off-payroll arrangements to HM Revenue & 
Customs, it has no means of ensuring that its freelancers are 
paying the right amount of tax.  

The BBC told us that it would be carrying out a detailed review of 
its off-payroll arrangements. The BBC’s review should specifically 
consider whether the contracts resemble typical employment 
contracts, their duration and the number of repeat contracts, and 
the salaries involved. The review should set out how it will gain 
assurance that its staff pay the right level of income tax and 
national insurance on their income. 

The BBC’s review was completed in November that year; in this it 
announced that it would change its approach to taking on freelancers: 
specifically –  

We no longer intend to adopt our previous position of engaging 
on air talent with long-term contracts through service companies. 
Instead, we will:- 

• Introduce a more objective and specific employment test to 
ensure that if an individual clearly displays the 
characteristics of an employee, they will be engaged as 
staff with tax and NIC deducted at source rather than 
through a service company. 

• Work with HMRC to develop objective and consistent 
criteria for the tax treatment of on air talent to give us the 
confidence to engage these individuals directly as sole 
traders where they meet the criteria without the risk of 
misclassification set out above.75 

In turn the Committee welcomed the outcome of this review: 

We welcome the action taken by the BBC to address our previous 
findings on its off-payroll arrangements. The BBC commissioned a 
review of its arrangements in response to our concerns and is 
planning to review all 6,123 contracts that it has with personal 
service companies. The BBC Trust should monitor progress in 
completing these reviews and the BBC’s use of personal service 
companies, and inform this Committee of any issues that it 
identifies.76 

Subsequently the corporation gave some details of the impact of this 
approach on the number of freelancers it would have on its books.77 

In March 2014 the then Chief Secretary, Danny Alexander, published 
the Treasury’s first review of Departments’ compliance with the new 
rules for off-payroll engagements; full details were given in a written 
Ministerial statement.78 Mr Alexander announced this review at Treasury 
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Questions the same day, noting that “compliance with those rules has 
been high, but details have been passed to Her Majesty’s Revenue and 
Customs in 125 cases where appropriate assurances have not been 
received, and I have imposed financial sanctions on two Departments 
that have breached the rules.”79 

In their report the Lords Select Committee on Personal Service 
Companies touched on this issue, suggesting that, “the Government’s 
guidance on off-payroll engagements in the public sector [is] being 
implemented inconsistently across departments, and that the full extent 
of these engagements within Government [is] not yet known”: 

The Treasury Review of off-payroll appointments provided only a 
limited assessment of the extent of such engagements; large areas 
of public service provision, such as local government and some 
health services, were not included in its scope. We recommend 
that the Government carry out an assessment of the extent to 
which off-payroll engagements are used elsewhere in the public 
sector, including by those earning less than £58,200 per annum 
…  

[The Treasury’s new rules] were formalised in Procurement Policy 
Note (PPN) 07/12, published by the Cabinet Office in August 
2012. The PPN sets out illustrative contract clauses which allow 
assurances about tax arrangements to be sought; these were to 
be inserted into all new contracts (and contract renewals) from 
August 2012 … [As this guidance] currently appears to be applied 
inconsistently across departments, we recommend that Her 
Majesty’s Treasury take a leading role in ensuring consistency of 
application and that it should go to greater lengths to monitor the 
implementation of [the PPN] across Government departments.80 

The Government did not accept either of these recommendations. On 
the scope of its review, it noted that this “went further in requiring that 
departments should determine whether it was appropriate to seek 
assurance from individuals earning less than £220 per day or who had 
been engaged for less than six months.” On the question of the 
Treasury taking a ‘leading role’, the Government said: 

Cabinet Office and HM Treasury have published guidance on the 
assurance process and required departments to detail their 
implementation of these recommendations in their end of year 
accounts. HM Treasury released a review of compliance with these 
recommendations in March 2014. 

By reporting this information in departments’ end of year 
accounts, it is clear that Accounting Officers, in accordance with 
their wider responsibility for managing public money, are 
responsible for ensuring that the information is correct and that 
the risk of tax avoidance by off payroll workers that they have 
engaged is minimised. Departments are able to seek guidance 
from HMRC and HM Treasury as required.81 

A second review of off-payroll appointments was completed by HM 
Treasury in March 2015. This found that 95% of departments were 
“broadly compliant”, though the Ministry of Defence and the 
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Department of Health were fined for two breaches of the rules.82 Over 
the year government departments had sought assurances from 2,505 
contractors that their tax affairs were in order. In 257 cases, “contracts 
were terminated or came to an end before assurance was received.”83 

In his 2016 Budget speech the Chancellor George Osborne set out a 
number of measures to reduce tax avoidance & evasion, and as part of 
this he announced that, “public sector organisations will have a new 
duty to ensure that those working for them pay the correct tax rather 
than giving a tax advantage to those who choose to contract their work  
through personal service companies.”84 The Budget report gave some 
details of this new duty: 

Off-payroll engagement in the public sector  

1.148 Some individuals who work through their own limited 
company are undertaking jobs that would ordinarily mean they 
are employees of the business that they are working for. In those 
circumstances, existing legislation on off-payroll working requires 
them to pay broadly the same taxes as employees. However, non-
compliance with these rules is costing the taxpayer around £440 
million a year – and these costs are rising (HMRC analysis of 
taxpayer data.)  

1.149 Public sector bodies have a responsibility to taxpayers to 
ensure that the people working for them are paying the right tax. 
From April 2017, where the public sector engages an off-payroll 
worker through their own limited company, that body (or the 
recruiting agency if the public sector body engages through one) 
will become responsible for determining whether the rules should 
apply, and for paying the right tax. This strengthens the public 
sector’s role in ensuring that the workers it engages comply with 
the rules. 

1.150 The government also recognises that the current rules are 
seen as complex and can create uncertainty. It will therefore 
consult on a simpler set of tests and online tools that will provide 
a clear answer as to whether and when the rules should apply.85 

It is estimated this measure would raise £265m in 2017/18, though 
considerably less in later years.86 HMRC published a short note 
alongside the Budget on the proposed scope of the rules, and the 
mechanism for paying the right amount of tax, with a few worked 
examples.87  It plans to consult over the summer, and include legislation 
to give effect to these changes in Finance Bill 2017, and in matching 
NICs legislation. 
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5. Recent developments 

5.1 Offshore intermediaries 
In the 2013 Budget the Coalition Government announced that it would 
consult on proposals to tackle tax avoidance by intermediary companies, 
based offshore, who provided labour services to UK companies. A 
review of these arrangements had found that at least 100,000 
individuals were employed through an intermediary company that had 
no presence, residence or place of business in the UK.88 In many cases 
employees were unaware that their payroll was located offshore and tax 
was being avoided on their earnings.89 Subsequently HMRC estimated 
that “at least £100m” was not being remitted.90 

A consultation paper on the detail of these changes was published on 
30 May 2013.91 In this the Government identified two difficulties in 
ensuring that the correct amounts of tax were being paid in these 
circumstances. First, complex structures involving several intermediaries 
in a chain of arrangements between the employer and the end client 
meant HMRC might be unable to pinpoint who the end user actually 
was. Second, offshore employers were able to exploit the different tests, 
set out in tax and NICs legislation, for determining liability: 

Tax Legislation  

Section 689 of the Income Tax (Earnings and Pensions) Act (ITEPA) 
2003 applies where there is an offshore employer who is 
supplying workers who are working in the UK for a UK business. 
Under this legislation the UK business will be responsible for 
making deductions of income tax and remitting this to HMRC 
through the Pay As You Earn (PAYE) system, where the offshore 
employer has not already made these payments.  

Although the legislation places responsibility onto the UK 
business, that business is often unaware that the employee is 
being paid by an offshore employer. It is also difficult for HMRC to 
establish that the employee is being paid by an offshore employer 
and so compel the UK business to operate PAYE.  

If there is no UK place of business then, under Section 7 Taxes 
Management Act (TMA) 1970 the worker will be responsible for 
making a return through self assessment to account for their 
income tax. However, the worker is often unaware of the 
arrangements that are in place or that there is a requirement on 
them to make a return. 

National Insurance Legislation  

Paragraph 9 of Schedule 3 to the Social Security (Categorisation 
of Earners) Regulations 1978 (SI 1978/1689), known as the “host 
regulations”, may apply where there is an offshore employer but 
the worker is working in the UK for a UK company … [The 
regulations place] the requirement to pay employer and deduct 
employee NICs on the UK end user of the labour/end client where 
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the worker provides their personal service. Offshore employers will 
often claim that there is no requirement for personal service of 
the worker, or that they are supplying a composite service, so the 
host regulations do not apply … 

As with PAYE the UK end client may not know that the worker is 
supplied by an offshore employer and HMRC has difficulty in 
identifying such cases.92 

Although offshore employers might decide to make voluntary payments 
of income tax and employee NICs for the workers they supply, HMRC 
had “little power to check that these are correct or to ensure that they 
are made on time.”93 

To tackle this problem the Government proposed a new two-part test: 
in the first instance, the offshore employer would be responsible for 
accounting for tax and NICs. Should the offshore employer default on 
these obligations, the responsibility would pass to the business that 
contracted directly with the end client – ‘Intermediary 1’ as shown in 
the diagram below: 

 

 

If the worker’s services were provided by an offshore employer without 
any intermediary, the obligations to pay tax and NICs would pass to the 
end client. 

To help HMRC’s enforcement of these rules, intermediaries would be 
required to hold information about the way in which workers they 
placed were paid and engaged, and to make quarterly returns of this 
information.94 

In October 2013 the Government published a revised approach, in the 
light of the responses it had had.95  A majority of respondents had 
raised three concerns about this two-part test: 
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• Offshore employers might willingly default on their obligations, 
knowing these would pass to the relevant intermediary or the end 
user. Other intermediaries in a supply chain would have no 
incentive to reveal the true nature of a worker’s engagement, 
because they would never be liable for any debts. 

• The requirements placed on businesses in the supply chain to 
keep records and submit returns would be onerous, especially 
where these arrangements were complex. 

• The proposals would add complexity to the existing law. 

As an alternative approach the Government proposed that in these 
circumstances ‘Intermediary 1’ would be wholly and immediately 
responsible for accounting for the tax and NICs of all workers ultimately 
engaged by an offshore business: 

The Government has evaluated the role of employment businesses 
and agencies, and concluded that it is reasonable to expect 
employment businesses and agencies to undertake due diligence.  

Their role is supplying temporary labour to businesses and the 
Government believes that it is reasonable for the end client to 
expect that the appropriate amount of tax and NICs has been paid 
in respect of those workers. This is why obligations will fall 
immediately and wholly to Intermediary 1, and in the case of a 
default, will not be passed on to the end user.  

Where there are no onshore intermediaries, in a similar way to the 
existing legislation, the end user of the labour will be liable for the 
accounting and payment of employment taxes. Intermediary 1, or 
in certain cases the end user, will be responsible for making 
returns in respect of these obligations through Real Time 
Information (RTI). 

This new approach is illustrated below: 96 

 

The consultation document had also asked about the implications of its 
proposals for the oil and gas sector, where very many individuals will be 
working offshore. Respondents raised two particular concerns: first, that 
the use of ‘Joint Operating Agreements’ to govern the organisation of 
oilfields made it very difficult to apply this model – in particular, 
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distinguishing between an end user of the labour, and Intermediary 1.97 
The second concern was that the contractural chains in the oil and gas 
sector were highly complex, with hundreds of contracts and sub-
contracts used in a single installation.  As an alternative, the 
Government proposed specific legislation for this sector.98 

Legislation to make this series of changes was split three ways: first, the 
Finance Act 2014 made the necessary changes to income tax, and 
brought in the new requirements for record-keeping and returns;99 
second, changes to NICs were made by secondary legislation;100 third, 
the certification scheme for the oil and gas sector was introduced by the 
National Insurance Contributions Act 2014.101   

In the latter case, the main purpose of this legislation was to introduce a 
new ‘Employment Allowance’ – a £2,000 cut in employer NICs for all 
businesses and charities, from April 2014.102  When the Bill was 
published in October 2013 the Government published an updated 
impact assessment; this put the Exchequer saving from these changes as 
a whole at £80-£90m a year.103 

 

5.2 Disguised self-employment 
In December 2013 the Coalition Government published a second 
consultation, on proposals to prevent employment agencies being able 
to label workers as self-employed, by means of contrived contractural 
terms, so as to avoid tax and NICs.104 In the past this has been a 
problem in the construction industry but the evidence is that the 
practice has become  more widespread: 

The use of intermediaries to facilitate false self-employment 
started in the construction industry as a way to reduce the risk to 
engagers of incorrectly engaging workers on a self-employed 
basis. However, this type of avoidance facilitated through 
intermediaries is now widespread in a number of other sectors 
including driving, catering and the security industry. In those other 
sectors, there is evidence of existing permanent employees being 
taken out of direct employment and being moved into false self-
employment arrangements involving intermediaries. These 
intermediaries often require the worker to pay a fee of between 

                                                                                               
97  op.cit. pp11-2 
98  op.cit. pp12-3. Annex B to the document gives a worked example (pp24-25). 
99  HMRC, Offshore employment intermediaries (Tax Information & Impact Note), 

December 2013. See also, “Unguided missile”, Taxation, 16 January 2014. Debate 
on these provisions is discussed below. 

100  SI 2014/635 (Offshore intermediaries) & SI 2014/572 (UKCS). Some details are given 
on HMRC’s site: Offshore employment intermediaries (ret’d 25/6/2014) 

101  The Bill, explanatory notes and details of the Bill’s progress are collated on the 
Parliament Bill page. The background to the Bill is examined in Library Research 
paper RP13/60, 20 November 2013; its scrutiny in the House is discussed in Library 
standard note SN6761, 26 February 2014. 

102  Guidance on the new Allowance is on the Gov.uk site. 
103  HMRC, Offshore Employment Intermediaries: proposed NICs changes for Oil and 

Gas Workers, October 2013. These estimates were confirmed in Budget 2014: HC 
1104, March 2014 p59 (Table 2.2 – item bb).  

104  HMRC, Onshore Employment Intermediaries: False Self-Employment, December 
2013. A second Library paper gives more background on this issue: Self-employment 
in the construction industry, CBP196, 4 December 2015. 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/264617/2._Employment_intermediaries.pdf
http://www.hmrc.gov.uk/news/news240314.htm
http://services.parliament.uk/bills/2013-14/nationalinsurancecontributions.html
http://www.parliament.uk/briefing-papers/RP13-60/national-insurance-contributions-bill-bill-112-of-2013-14
http://www.parliament.uk/briefing-papers/SN06761/national-insurance-contributions-bill-201314-parliamentary-scrutiny
https://www.gov.uk/claim-employment-allowance
https://www.gov.uk/government/publications/offshore-employment-intermediaries-proposed-nics-changes-for-oil-and-gas-workers
https://www.gov.uk/government/publications/offshore-employment-intermediaries-proposed-nics-changes-for-oil-and-gas-workers
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/264649/Onshore_employment_intermediaries_-_false_self_employment.pdf
http://www.parliament.uk/business/publications/research/briefing-papers/SN00196/selfemployment-in-the-construction-industry
http://www.parliament.uk/business/publications/research/briefing-papers/SN00196/selfemployment-in-the-construction-industry
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£10 and £25 per week, further reducing any benefit to the 
worker of these arrangements. 

There are a number of ways which intermediaries are exploiting 
the legislation to facilitate the avoidance of employment taxes. 
Sometimes the worker is simply labelled as self-employed. In other 
cases the intermediary will set up the contract with the worker so 
it allows that the worker could send someone else to do their job. 
In reality this could not, and does not, happen.105  

The consultation document summarised the way that agencies have to 
account for tax and NICs in relation to payments made to a worker they 
have placed with a client, if the worker meets certain criteria – 
principally, that they provide their services personally: 

The existing legislation in this area comprises separate legislation 
which applies to Income Tax and NICs … 

Income Tax Legislation 
The income tax legislation is contained at sections 44-47 of the 
Income Tax (Earnings & Pensions) Act (ITEPA) 2003 [the ‘Agency 
legislation’]. For the legislation to apply to a person’s 
engagement, four conditions (under s44(1) (a) –(d) of the 
legislation) all must be met: 

(a) The worker personally provides, or is under an obligation 
personally to provide, services to another person. This is where an 
intermediary supplies a worker to an end client; 

(b) The services are supplied by or through an intermediary or 
third party under the terms of an agency contract; 

(c) The worker is subject to (or to the right of) supervision, 
direction or control as to the manner in which the services are 
provided; and 

(d) Any payments are not already taxed as employment income. 

The worker must be providing their services under the terms of an 
agency contract. The legislation defines an agency contract as 
being: “A contract made between the worker and the agency 
under the terms of which the worker is obliged to personally 
provide services to the client.” 

Where the above conditions are met, the payment received by the 
worker is treated as being in consequence of an employment 
between the intermediary (agency) and worker. This means that 
the intermediary (agency) must deduct Income Tax at source from 
the worker. Similar provisions apply for National Insurance. 

National Insurance Legislation 
The relevant National Insurance legislation is contained within The 
Social Security (Categorisation of Earners) Regulations 1978: 

• Schedule 1, Column (A) paragraph 2 and Column (B) 
paragraph 2; and 

• Schedule 3 Column (A) paragraph 2 and Column (B) 
paragraph 2. 

and the Northern Ireland equivalent (The Social Security 
(Categorisation of Earners) (Northern Ireland) Regulations 1978). 

                                                                                               
105  op.cit. p7 
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These Regulations dictate that a person (the worker) will be 
treated as being an “employed earner” for the purpose of NICs 
when they meet the conditions in the Regulations. When 
someone is an employed earner for NICs then employer NICs is 
payable by the employer (or deemed employer for NICs purposes 
i.e. the intermediary) and the worker has to pay Class 1 employee 
NICs rather than Class 2 and Class 4 NICs that apply to the self-
employed. 

The tests in the NICs legislation are very similar to those in the tax 
legislation. They require the worker to be subject to, or the right 
of, direction, supervision or control and that the worker provides 
their services personally.106 

Many intermediaries avoiding tax and NICs were doing so by exploiting 
the test that agency workers should provide their services personally: 

[These intermediaries] … attempt to sidestep this test by claiming 
that there is no obligation for the worker to provide their services 
personally. This may be done by including a clause in the contract 
that states the worker is able to send someone else to do their 
work. In fact this is often not the case because in reality the 
engager wants that specific worker. There is often collusion 
between the parties, as they all benefit from presenting the 
worker as being self-employed. In such cases it can be difficult for 
HMRC to prove that the reality of the situation is different from 
that presented in the contracts.107 

The consultation document set out three scenarios that intermediaries 
have used to disguise the worker’s employment status: 

In the first scenario the employer of the worker moves a number 
of their existing employees from being employed directly to 
engaging them through an intermediary on a self-employed basis. 
The duties that the workers undertake remain the same; it is only 
the employment status of the worker that changes. 

In the second scenario a new worker may agree terms with the 
engager including pay but the engager then stipulates the worker 
must be paid by a specific employment intermediary or they will 
not be engaged.  

A third scenario involves the supply of temporary labour to an end 
client by an Employment Business. The Employment Business 
sources the labour, (possibly via other intermediaries) but will give 
the worker no choice other than to be self- employed. This 
happens even where the worker is clearly under the control of the 
end user and has to perform the work personally. 

In these cases workers often lose their employment rights because they 
are not classified as an employee, and receive little or no financial 
reward for doing so: 

In all of these scenarios the worker may be unaware that they are 
engaged on a self-employed basis and may only discover they are 
not employed when they attempt to claim holiday pay, sick pay or 
redundancy pay. In such circumstances the worker will not 
register with HMRC as self-employed and may have a large 
unexpected tax bill at the end of the year. In other cases the 
worker is aware that they are being engaged as self-employed 

                                                                                               
106  op.cit. pp13-14. Annex A to the document sets out the legislation. Guidance on its 

application is given in HMRC’s Employment Status Manual, from para EMS2000. 
107  op.cit. p10 

http://www.hmrc.gov.uk/manuals/esmmanual/Index.htm
http://www.hmrc.gov.uk/manuals/esmmanual/esm2000.htm


  Number 05976, 30 March 2016 34 

and are incentivised to do so for a small increase in pay. This rarely 
makes up for the important benefits that the worker has given up. 
On other occasions the worker is given little choice but to accept 
the engagement terms as this is the only way they are able to find 
work. 

The worker is usually charged a fee by the intermediary of 
between £10 and £25 per week. This is charged even where the 
worker is only working for one day a week; meaning the worker 
takes home very little for their day’s work. HMRC have seen 
examples where workers have mistaken the fee to the 
intermediary for a deduction at source for tax. 

The engager and employment intermediary often share between 
them the employer NICs and employment rights savings, with the 
worker receiving very little, if any, financial benefits from these 
arrangements.108 

As a solution the Government proposed that the personal service test 
should be removed, and the legislation focus on “whether the worker is 
subject to, or the right of, supervision, direction or control as to the 
manner in which the duties are carried out.” For these purposes, control 
would mean “that anyone is able to exercise control, or have the right 
to exercise control about how the work is carried out” 

Other factors will also be considered such as the worker being 
able to decide when to carry out the work or where but these on 
their own will not be sufficient to bring someone within the 
legislation. So if a worker has to carry out their work between 
certain hours because, for example, this is the only time that the 
site is open, and has to carry out the work on site but can decide 
how to do their work and beyond complying with the 
specification there is no checking of the work then they would be 
outside of the legislation. However, if someone is able to 
supervise and could ask for the work to be done in a different 
way or different work to be done then the worker would be 
within the legislation.109 

The onus for proving that someone did not meet this control test – and 
was, in fact, self-employed – would lie with the intermediary. As with 
the Agency legislation, the Government did not anticipate the new rules 
applying to PSCs – as those supplying services through a PSC would not, 
generally, meet all of the relevant criteria. Draft legislation and guidance 
were included in the consultation document, and the Government 
proposed the new rules would take effect from 6 April 2014.110 

The Government confirmed it would proceed with these proposals in 
the 2014 Budget; these changes were forecast to raise £445m in 
2014/15, falling to £425m in 2015/16.111 Legislation to give effect to 
these proposals was included in the Finance Bill 2014, with certain 
amendments in the light of the responses received.  Two principal 
concerns were raised by respondents: that the legislation was being 
introduced too quickly, and that the control test would be difficult to 
operate in practice. The Government resisted any delay in the 

                                                                                               
108  HMRC, Onshore Employment Intermediaries: False Self-Employment, December 

2013 pp11-12 
109  op.cit. p15 
110  op.cit. para 4.4, para 4.8, Annex C 
111  Budget 2014, HC 1104, March 2014 p58 (Table 2.2 – item s). 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/264649/Onshore_employment_intermediaries_-_false_self_employment.pdf
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implementation date, but acknowledged concerns about situations 
when intermediaries are actively misled by a business as to whether a 
worker meets the control test or not: 

Almost half of stakeholders raised concerns both over the shorter 
consultation period and that the legislation was being introduced 
too quickly, suggesting that the measure should take effect from 
April 2015 instead. Having considered these arguments the 
Government believes delaying implementation would provide the 
opportunity for new avoidance arrangements to be put in place 
and therefore implementation will not be delayed …  

The majority of respondents thought the control test would be 
difficult to operate in practice. Some accountancy firms, 
accountancy bodies and recruitment representative bodies were 
concerned about a company’s ability to prove a negative i.e. that 
there is no control over the worker. In response to these issues 
HMRC is developing extensive guidance to illustrate the control 
test. 

Stakeholders were particularly concerned that they may be 
provided with fraudulent documents purporting either no control 
or right of control or that the worker had had income tax and 
NICs deducted through PAYE by a business further down the 
contractual chain. The Government recognises the concerns which 
have been raised about the level of due diligence required in order 
to try and ascertain supervision, direction or control. The 
Government has therefore amended its proposal such that where 
the company has been provided with fraudulent documents PAYE 
liability will sit with the body providing these documents.112 

The response document gives an illustration of how this would work in 
practice:113 

 

There were also concerns as to how precisely the legislation interacted 
with the IR35 rules. The Government reiterated that it was not the 
policy intention to change the way the two sets of rules interacted:   

In most cases the agency legislation has never applied, and will 
continue not to apply, to PSCs because the agency legislation 
does not apply where: 

The remuneration is already taxed as employment income because 
of other provisions in the Taxes Acts, or 

                                                                                               
112  Onshore Employment Intermediaries: False Self-Employment - Summary of 

Responses, 13 March 2014 pp3-4. At this time HMRC published guidance on the 
control test, available on its consultation page. 

113  Onshore Employment Intermediaries … , 13 March 2014 p15 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/290046/Onshore_Intermediaries_False_Self_Employment_Summary_of_Responses.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/290046/Onshore_Intermediaries_False_Self_Employment_Summary_of_Responses.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/290051/Definition_of_Supervision_Direction_or_Control_with_supporting_examples.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/290051/Definition_of_Supervision_Direction_or_Control_with_supporting_examples.pdf
https://www.gov.uk/government/consultations/onshore-employment-intermediaries-false-self-employment
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/290046/Onshore_Intermediaries_False_Self_Employment_Summary_of_Responses.pdf
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The remuneration is not in consequence of the worker providing 
their services under the contract 

This means that where a worker withdraws profits from their 
limited company as salary (employment income), the agency 
legislation would not apply because income tax and NICs will 
already have been deducted. It will also not apply in most cases 
where profits are withdrawn as dividends as this is a return on 
capital distribution, not remuneration in consequence of the 
worker providing their services.114 

Given those concerns, HMRC published a technical note to clarify their 
approach.115 

Following the publication of the Bill, the Treasury Minister David Gauke 
announced that both the income tax provisions – in the Bill – and their 
NICs counterpart – in secondary legislation – would be supported by a 
targeted anti-avoidance rule, or ‘TAAR’: 

We have introduced legislation which amends the agency 
legislation in the Social Security (Categorisation of Earners) 
Regulations 1978 (“the 1978 regulations”) to tackle avoidance, 
through false self-employment facilitated by intermediaries, of 
national insurance contributions (“NICs”). We have also 
introduced legislation, in the Finance Bill 2014, to tackle the same 
problem in relation to income tax. The amendments to the 1978 
regulations will come into force on 6 April 2014, as will the 
legislation relating to income tax (Budget Resolution No. 11, 
recorded in the Votes and Proceedings of the House of Commons 
for 25 March 2014). 

The income tax legislation is supported by a targeted anti-
avoidance rule (“TAAR”) which is intended to ensure that those 
workers who would be employees, but for the imposition of 
artificially constructed intermediary arrangements, are treated as 
employees for the purposes of tax. 

I am today announcing that we intend to introduce a TAAR for 
NICs, with retrospective effect to 6 April 2014, at the next 
available legislative opportunity. This will support the 1978 
regulations and ensure that those workers who would be 
employed earners but for the imposition of artificially constructed 
intermediary arrangements are also treated as employed earners 
for the purposes of NICs.  

The TAAR for NICs will follow the TAAR for income tax, details of 
which can be found at clause 6, section 46A of the Finance Bill 
2014 which was introduced into the House of Commons on 27 
March 2014.116 

This option had been raised in the consultation, and in its response 
document the Government gave more details as to why it had decided 
to introduce this rule: 

                                                                                               
114  Onshore Employment Intermediaries … , 13 March 2014 para 3.55-6 
115  HMRC, Interaction of PSCs with the proposed changes to Chapter 7 S44-47 ITEPA 

2003, March 2014.  
116  HC Deb 3 April 2014 cc89-90WS. A TAAR is used to frustrate avoidance schemes 

exploiting a specific area of the tax code by allowing the court to consider the 
purpose of a scheme, rather than being restricted to assess whether the scheme 
delivers the promised tax saving according to the strict letter of the law. For more 
details see, Institute for Fiscal Studies, Countering tax avoidance in the UK, February 
2009 pp25-28. 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/290046/Onshore_Intermediaries_False_Self_Employment_Summary_of_Responses.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/275993/Interaction_of_Personal_Service_Companies_with_the_Proposed_Changes_to_Chapter_7_S44-47_ITEPA_2003.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/275993/Interaction_of_Personal_Service_Companies_with_the_Proposed_Changes_to_Chapter_7_S44-47_ITEPA_2003.pdf
http://www.ifs.org.uk/comms/dp7.pdf
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The Government is aware that certain elements in the temporary 
labour market are quick to react to any legislative changes and to 
find new vehicles to reduce their income tax and NICs. The 
Government therefore intend to introduce a TAAR in the 
legislation to deter such avoidance. It is designed to enable HMRC 
to consider both  

i) the motive for setting up the arrangements – whether it is set 
up with the motive of avoiding income tax, and 

ii) what it achieves – whether it results in less income tax being 
paid. 

This means that people who set up PSCs for a reason other than 
reducing tax – such as the limited liability protections 
incorporation provides – would not be within the TAAR. However, 
HMRC would be able to use the TAAR in the most egregious 
cases where, for instance, an agency requires all of their workers 
to set up a PSC to avoid the new legislation. HMRC will continue 
to monitor activity in these areas.117 

The provisions in the Finance Bill to make these changes were debated, 
and agreed, without amendment, on 1 May 2014.118  

Speaking for the Opposition on this occasion Cathy Jamieson, said that 
“in general terms, we are pleased that the Government are introducing 
these measures” but raised concerns as to whether HMRC had 
sufficient resources to monitor and police the new arrangements, 
particularly in relation to bogus self-employment.119 In response the 
Minister, Mr Gauke, gave an overview of these clauses: 

The avoidance [targeted by these provisions] … takes two forms: 
falsely presenting employees as self-employed, and placing the 
employer or employment business of the UK worker outside the 
UK. Both those models rely on standardised substitution clauses 
within contracts in an attempt to avoid existing agency legislation, 
and clause 16 strengthens the existing agency rules to stop that.  

The clause also introduces a targeted anti-avoidance rule to 
prevent people from setting up even more convoluted 
arrangements in an attempt to avoid the changes. We recognise 
that there may be times when fraudulent documents are provided 
to employment intermediaries. Such documents might claim that 
the worker is either already having pay-as-you-earn deducted, or 
is not subject to supervision, direction or control. To deal with that 
possibility, we have included a provision that deems the person 
who provided the fraudulent documents to be the employer for 
tax purposes.  

Clauses 17, 18 and 20 support clause 16. Clause 17 allows HMRC 
to transfer a company’s outstanding pay-as-you-earn debts to 
directors where HMRC has used the targeted anti-avoidance rule 
or the provision relating to fraudulent documents. Clause 18 
provides HMRC with the power to create legislation requiring 
employment intermediaries to keep records, to provide them to 
HMRC and to penalise the intermediaries if they fail to do so. The 
clause supports HMRC’s compliance work, ensuring that it is 

                                                                                               
117  Onshore Employment Intermediaries …, December 2013 para 4.12; Onshore 

Employment Intermediaries … , 13 March 2014 para 3.67-9 
118  Public Bill Committee (Finance Bill), Fourth Sitting, 1 May 2014 cc112-128. The 

Committee went on to briefly debate, and agree, to clause 21, which provides for 
the separate scheme for oil & gas workers, discussed above (op.cit. cc128-131). 

119  op.cit. c113, cc115-6 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/264649/Onshore_employment_intermediaries_-_false_self_employment.pdf
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https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/290046/Onshore_Intermediaries_False_Self_Employment_Summary_of_Responses.pdf
http://www.publications.parliament.uk/pa/cm201314/cmpublic/finance/140501/pm/140501s01.pdf
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targeted where the risk is highest. Clause 20 clarifies that where a 
UK employment intermediary has placed workers who are being 
employed or engaged outside the UK, it is the UK employment 
intermediary that is responsible for administering pay-as-you-
earn.120 

The Minister underlined the fact that the “clauses will not generally 
affect internationally mobile workers who come to the UK for a period 
of time and also work in other countries”: 

That is because the employers of such workers do not generally 
attempt to manipulate the existing legislation. The provisions are 
designed to target employers of people who live in the UK, work 
in the UK and, more often than not, have always lived and 
worked in the UK. We have examples of employers of UK teachers 
in Jersey, of UK nurses in Guernsey and UK crop pickers in 
Singapore—that is clearly not right.121 

Mr Gauke went on to address Ms Jamieson’s concerns as to the level of 
awareness across the industry of the new rules, and HMRC’s work to 
ensure compliance: 

HMRC and the Treasury have met extensively with people in the 
industry and representative bodies. Guidance has been published 
to ensure that people know when and how the changes will 
apply.  

As to whether this could affect the genuinely self-employed, while 
the absence of any obligation to provide a personal service has 
long been held as an indicator of self-employment, and it is also 
most unlikely for a person who is personally providing their 
services in a genuinely self-employed capacity to be under the 
supervision, direction or control of someone else, the inclusion of 
a standardised substitution clause within contracts has for too 
long been used as a way of avoiding being caught by the agency 
legislation … when someone is genuinely not under supervision, 
direction or control for the manner in which they undertake their 
duties, it is fine for them to be engaged on a self-employed 
basis… 

In terms of monitoring compliance in the construction sector 
specifically, all subcontractor payments made are returned to 
HMRC under the construction industry scheme. That will enable a 
close monitoring of the extent of non-compliance.122 

 

5.3 Tax relief for travel & subsistence expenses 
In general, the costs that employees incur in travelling to work are not 
tax-deductible – because employees do not incur these costs in carrying 
out their duties. However, tax relief is available where, as part of their 
job, someone has to travel to a separate location – a ‘temporary 
workplace’. Some agencies take on workers under ‘overarching 
contracts of employment’ (OACs), where the worker has several work 
placements. The contract covers the worker’s placement with a series of 
final clients. The agency acts as the worker’s employer, though the 
worker never works on the agency’s premises – but only at each client’s 
                                                                                               
120  op.cit. cc122-3 
121  op.cit. c123 
122  op.cit. c127 
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location. Each of these locations is classified as a ‘temporary workplace’. 
The travel and subsistence costs that the worker incurs over the length 
of the contract are then set against their tax liability.   

in July 2008 HM Revenue & Customs published a consultation paper, 
which discussed the practice of some employment agencies and so-
called ‘umbrella companies’ offering temporary workers the means to 
claim travel expenses by means of an ‘overarching employment 
contract’.123 In some cases this had led to individual workers claiming for 
expenses they had not actually incurred, and HMRC finding it difficult to 
recover the tax and NICs that should have been paid.124 A short extract 
is reproduced below, to illustrate how these schemes work: 

3.11 Most temporary workers on short-term contracts are not 
entitled to tax relief for travel expenses between home and work, 
since they will usually only work at one location during that 
employment. Travel from home to this location is not eligible for 
tax relief since it would be considered a permanent (not a 
temporary) workplace, and is not undertaken “in the performance 
of the duties” of that engagement. 

3.12 Similarly, temporary workers working through an 
employment agency are not normally entitled to tax relief for 
travel between home and work. This is because although they 
may be contracted to work on different engagements through the 
same employment agency, each engagement is treated as a 
separate employment for tax purposes, and a temporary worker 
normally attends only one workplace for all or almost all of that 
engagement. 

3.13 For the vast majority of temporary workers who are 
employed directly or through an agency, this means they are 
treated in the same way as permanent employees, who are also 
not entitled to tax relief for travel between home and work. 
However, use of an overarching employment contract allows 
temporary workers access to travel expenses, which would not 
normally be available to them. 

3.14 An overarching employment contract works by linking a 
series of separate employments, or agency assignments, into a 
single, ongoing employment. This changes what would otherwise 
be a series of permanent workplaces (for which no tax relief is due 
for travel between home and work) into temporary workplaces 
(for which relief is due). 

3.15 By using an overarching employment contract a worker can 
often claim tax relief on travel expenses between home and work 
provided the site he works at has now become a temporary 
workplace. 

The paper went on to explain that often schemes would require the 
worker to give up part of their salary to be paid travel expenses as a tax-
free allowance: 

                                                                                               
123   Workers operating through an umbrella company are employees of that company, 

though they will be working for a series of end clients on a temporary basis. The 
clients pay the company, which in turn, pays its workers, deducting tax and NICs, as 
well as a fee for its services. 

124  HM Treasury/HMRC, Tax relief for travel expenses: temporary workers and 
overarching employment contracts, July 2008 

 

http://webarchive.nationalarchives.gov.uk/+/http:/www.hm-treasury.gov.uk/media/F/2/travelexpenses_210708.pdf
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3.16 The use of overarching employment contracts often allows 
workers to arrange their affairs so that they are entitled to tax 
relief for travel expenses, but in most cases the travel expenses are 
not paid on top of the worker’s salary. Instead they are paid as 
part of a salary sacrifice arrangement. Salary sacrifice 
arrangements enable a worker to “sacrifice” a proportion of their 
salary, which is instead paid as travel expenses - free of income 
tax and NICs. 

3.17 The worker benefits as he receives a proportion of his money 
free of the income tax and NICs which would otherwise have 
been due and in this way increases his take home pay. The 
worker’s employer also benefits since the amount of salary on 
which it has to pay employer’s NICs is reduced. In some cases the 
employer adjusts the rates it pays to take account of the lower 
income tax and NICs bill so the employee does not necessarily 
obtain the full advantage of the relief to which he is entitled. 

3.18 Of course, depending on the labour market at the time, 
employers may pay some or all of the workers’ travel expenses on 
top of their salary, rather than under a salary sacrifice 
arrangement. If workers are in demand it is more likely that travel 
expenses will be paid on top of a worker’s salary rather than 
under a salary sacrifice. 

Companies may obtain a ‘dispensation’ from HMRC when paying 
employees certain expenses and benefits, to do so without 
making a full and complete return of all these payments.  There 
are obvious advantages to this arrangement in reducing 
bureaucracy and employer costs, but it comes with a compliance 
risk: 

3.19 An umbrella company or an employment agency (like other 
employers) can obtain a dispensation from HM Revenue and 
Customs (HMRC) that includes an agreement to pay scale rate 
subsistence allowances to cover the cost of meals that employees 
buy when they are at a temporary workplace. Subsistence 
expenses count among travel expenses. 

3.20 Often the employer will seek a dispensation for the 
payments it intends to make. Dispensations are issued in order to 
reduce administrative burdens on businesses and HMRC. A 
dispensation is an agreement between HMRC and the employer 
about what benefits and expenses can be paid to its employees, 
without them having to be notified to HMRC. 

3.21 Any dispensation given to a business by HMRC will set out 
the circumstances and amounts that can be claimed for that 
expense without any associated payment being reported. Where 
the employer can demonstrate the amounts it pays its employees 
broadly reflect the amounts of allowable expenditure its 
employees incur, then HMRC will also agree scale rate allowances 
that can be included within the dispensation. If a dispensation 
includes such an agreement, this means that the umbrella 
company or employment agency can pay the worker’s travel and 
subsistence expenses, without having to report these expenses 
annually to HMRC on forms P11D. 

3.22 Subsistence expenses, which count as travel expenses, are a 
common example of expenses which employers choose to 
reimburse by means of a scale rate payment rather than by 
reimbursing the precise expenditure incurred. For example, 
instead of requiring a receipt to be kept, an employer may allow a 
standard amount of £6.50 for breakfast to be claimed. 
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3.23 HMRC’s guidance for staff says that when considering 
applications, they need to be satisfied that the proposed scale rate 
payments are set at a level which broadly represents the amount 
that the employees are actually spending on allowable subsistence 
expenses. However, in the case of the disparate workforces and 
working patterns covered by an umbrella company, it may be 
difficult to arrive at a sensible amount that genuinely represents 
actual expenditure incurred by employees.125 

At the time of the Pre-Budget Report in November 2008, the Labour 
Government stated it had, “decided to leave the current rules 
unchanged. However, in the light of evidence from the consultation 
confirming poor levels of compliance in this area HMRC will refocus its 
efforts to ensure that the current regime is properly applied. If 
compliance does not improve, the Government may return to this at a 
later date.”126 

In August 2009 HMRC issued a brief, giving some details of its activity in 
this area, noting that “many lower paid workers being paid through 
such schemes do not understand the arrangements and in many cases 
are given little choice as to whether or not they are paid through such 
schemes.”  It went on to explain that it would “continue to investigate 
and challenge non-compliant Employment Businesses and umbrella 
companies and will report to ministers in due course on the outcome of 
that action and the extent of issues being discovered.”  Individual 
workers with concerns about the minimum wage or their rights as an 
agency worker were advised to report these in confidence to the Pay 
and Work Rights Helpline (0800 917 2368), whereas those with 
concerns about other employment rights should contact Acas Helpline 
(08457 474747).127   

In February 2010 HMRC consulted on the potential exploitation by 
means of this type of salary sacrifice scheme of workers earning close to 
the National Minimum Wage (NMW): 

A number of problems arise as a result of NMW workers’ 
participation in travel and subsistence schemes. Firstly, the 
reduction in their pay for tax and NICs purposes in return for the 
payment of tax and NICs free travel expenses can adversely impact 
on NMW workers’ access to earnings-related contributory 
benefits. In addition, the cases that HMRC have seen suggest a 
worker participating in a travel and subsistence scheme is only 
very slightly better off in terms of take home pay. In some 
schemes, it is the Employment Business or umbrella company 
employing the worker who retains the largest part of any financial 
benefits, with only a small proportion of these being passed on to 
the worker.  

Some businesses do not wish to implement travel and subsistence 
schemes for NMW workers as they consider that they involve 
profiting from low paid workers. Also, some businesses, for a 
number of reasons, are not able to implement such schemes. 
Such businesses suffer a competitive disadvantage compared to 
those businesses which do implement these schemes. Also, the 

                                                                                               
125  op.cit. pp 12-14 
126  Cm 7484 November 2008 para 5.104 
127  HMRC, Revenue & Customs Brief 50/09: Temporary workers: The application of Tax, 

National insurance and National minimum wage legislation, 6 August 2009 
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participation of NMW workers in travel and subsistence schemes 
gives rise to an Exchequer risk, as not all NMW pay is subject to 
tax and NICs.128  

In July it was announced that changes to the NMW regulations would 
be made to prevent home to work travel expenses counting towards 
NMW pay.  At the time the Government noted that the industry was 
strongly split on any action being taken, but that the problems created 
by the use of these schemes merited action: 

The Government received a total of 54 responses. These were split 
very much into two groups: those very strongly in favour of action 
and those very strongly opposed. More than 20 of the responses 
were received from Employment Businesses and umbrella 
companies which seemed to have implemented, or which wanted 
to implement, a travel and subsistence scheme. The vast majority 
of these were against any action being taken to prevent NMW 
workers being able to participate in these schemes. However, 
other Employment Businesses, of which a few advised that they 
were of a significant size, placing in excess of 10,000 workers 
each week, together with some representative bodies, 
wholeheartedly agreed that action should be taken.  

The Government has considered carefully the responses from 
interested parties and on balance considers that action should be 
taken in relation to these arrangements where they involve NMW 
workers. Many of the responses received pointed out that these 
schemes do involve exploitation of the low paid, with the benefits 
skewed towards the Employment Business. There is also evidence, 
even from those opposed to the proposals, that these NMW 
workers, who represent some of the most vulnerable, do not 
understand the arrangements or their implications.129 

These changes were made by Order later that same year.130 

During 2012 there was some discussion of the issue, with concerns 
raised by the Low Incomes Tax Reform Group,131 and it being raised in 
several PQs,132 including one on the specific question of the mechanism 
for providing dispensations: 

Sir Peter Bottomley: To ask the Chancellor of the Exchequer (1) 
(a) how many and (b) which employment agencies or umbrella 
companies operating travel and subsistence schemes have been 
awarded dispensations to operate such schemes by HM Revenue 
and Customs; (2) how many employment agencies or umbrella 
companies that have received dispensations to operate travel and 
subsistence schemes have been audited to verify that they are 
fulfilling the conditions of the dispensation.  

                                                                                               
128  HMG, NMW workers: Travel and subsistence expenses schemes, February 2010 para 

1.5-6 
129  A summary of responses to NMW workers: travel and subsistence expenses 

schemes, July 2010 paras 1.4-5 
130  SI 2010/3001. The regulations were debated and approved in the House in 

November & December (Second Delegated Legislation Committee, 29 November 
2010; HL Deb 8 December 2010 cc60-70GC) 

131  LITRG press notice, Tax campaigners warn of growing worker exploitation around 
misuse of limited companies, 8 November 2012 

132  eg, HC Deb 30 October 2012 c210W & HC Deb 1 March 2013 c679W, c678W. The 
latter refers to HMRC guidance for those using recruitment agencies to ensure the 
agency is complying with the law: Use of Labour Providers : Advice on due diligence, 
November 2014 

https://www.gov.uk/government/consultations/the-national-minimum-wage-travel-and-subsistence-expenses-schemes
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/190195/consult_minimumwage_expenses_responses.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/190195/consult_minimumwage_expenses_responses.pdf
http://www.publications.parliament.uk/pa/cm201011/cmgeneral/deleg2/101129/101129s01.htm
http://www.publications.parliament.uk/pa/cm201011/cmgeneral/deleg2/101129/101129s01.htm
http://www.publications.parliament.uk/pa/ld201011/ldhansrd/text/101208-gc0001.htm#10120874000221
http://www.tax.org.uk/media_centre/LatestNews-migrated/misuse_limit_comp
http://www.tax.org.uk/media_centre/LatestNews-migrated/misuse_limit_comp
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/377323/UseofLabourProviders.pdf
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Mr Gauke: HMRC does not issue dispensations to businesses to 
operate travel and subsistence schemes. 

HMRC issues dispensations to cover certain payments of expenses 
for which an employee would otherwise get a full tax deduction. 
It is a mechanism which removes the need for an employer to 
report the relevant expenses payments on forms P11D or P9D and 
also removes the need for tax to be paid on those expenses and 
then reclaimed. Expenses payments covered by a dispensation are 
normally also disregarded for national insurance contributions 
(NICs) purposes. 

HMRC reviews all dispensations regularly to ensure that the terms 
and conditions under which they are issued still apply. They have a 
specialist team which reviews dispensations for those operating in 
the temporary labour market to ensure consistency.133 

In early 2012 HMRC won a major case involving salary sacrifice schemes 
used by the Reed group of employment agencies for several years.134  
The schemes had involved about 500,000 temporary workers covered 
by contracts that saw them give up a notional amount of their pay, 
receiving in turn a payment from the agency to cover lunch and 
commuting costs.  The Tribunal ruled that these arrangements were 
bogus – the arrangements being so opaque that employees rarely had 
any idea of what part of their pay was being ‘sacrificed’ – and that 
workers were actually engaged on a series of job-by-job contracts.   

In November 2012 several Members raised this issue in a debate on fuel 
duty, when they made the case that reducing avoidance in this area 
would free up resources to allow a cut in the duty rate;135 speaking for 
the Opposition, Cathy Jamieson said: 

There is a growing problem with some employment agencies 
forcing workers to become employees of umbrella companies. 
They then falsely inflate the workers’ travel and other expense 
claims, reducing tax and national insurance and pocketing the 
avoided tax as profits. Her Majesty’s Revenue and Customs 
forecast in 2008 that the cost to the Exchequer of that avoidance 
would be around £650m by 2012-13. More recent reports have 
suggested that the current tax loss could be as high as £1bn.136 

In his response to the debate the Treasury Minister David Guake argued 
that the risk to tax receipts was not as serious as made out by the 
Opposition. In setting out the Government’s general approach to 
reducing tax avoidance, the Minister alluded to HMRC’s victory in the 
courts earlier in the year (emphasis added): 

In an article, the shadow Chancellor—who, of course, is not here 
today to defend his own policies—wrote of tax avoidance: 
“Ministers have failed to take tough action to stop it happening.” 
What he did not mention was that the Ministers in question must 
have been those who consulted on the matter in 2008 and then 
decided not to change the law. Even four years on, the shadow 
Chancellor cannot stop himself briefing against the Treasury team 
of the right hon. Member for Edinburgh South West. 

                                                                                               
133  HC Deb 17 December 2012 c567W 
134  Reed Employment v HMRC [2012] UKFTT 28. For a discussion of the case see, “No 

sacrifice at all”, Taxation, 2 February 2012 
135  HC Deb 12 November 2012 cc89-141 
136  HC Deb 12 November 2012 c95 

http://www.bailii.org/uk/cases/UKFTT/TC/2012/TC01727.html
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Incidentally, HMRC has strengthened compliance in this area. 
It has, among other things, won a large case worth £158 
million. Moreover, changes in the national minimum wage 
scored an increase of £90 million, while protecting low-paid 
workers. 

The fact is that it is this Government who are reinvesting money in 
HMRC, enabling us to secure an additional yield of £7 billion by 
the end of the current Parliament. It is this Government who are 
increasing the number of people working in compliance and 
enforcement in HMRC. It is this Government who are introducing 
a general anti-abuse rule. It is this Government who have passed 
legislation to deal with disguised remuneration. None of those 
measures was introduced by the Labour party when it had the 
opportunity to do so.137 

In their 2014 report, the House of Lords Committee on PSCs noted 
concerns raised by several witnesses about the exploitation of these 
rules, to the detriment of both individual workers and the Exchequer: 

If an individual working for an umbrella company is engaged on 
an over-arching contract of employment they are able to claim tax 
deductible travel expenses covering journeys from home to work. 
Umbrella companies are able to apply for and operate an 
expenses dispensation, which allows them to omit relevant 
expenses from their annual benefit in kind (P11D) returns to 
HMRC. 

The Low Incomes Tax Reform Group (LITRG) suggested that 
individuals are often encouraged into the use of umbrella 
companies by the promise of greater levels of take home pay. 
They contend that these levels are, in fact, generated by 
understating taxable pay and overstating tax deductible expenses. 
Any understatement of pay could lead to a reduction in the value 
of National Insurance contributions, to the potential detriment of 
an individual’s long term pension entitlements. A number of 
respondents to our call for evidence raised issues with the manner 
in which umbrella companies managed expenses dispensations …  

HMRC acknowledged that abuse of expenses dispensations by 
umbrella companies was taking place. They stated that the taxing 
obligation in these cases would rest with the umbrella company 
and that, as such, HMRC would seek any tax or National 
Insurance from the umbrella, rather than the individual worker. 
Provisions exist, where appropriate, for recovering money 
personally from the officers of a company, or for transferring 
liabilities for National Insurance owed to a director of the 
company concerned. 

This approach is not reflected in some of the wider evidence that 
we heard. The LITRG suggested that any investigation into 
expense abuses by HMRC is likely to result in penalties or 
problems for the worker, rather than the umbrella company. 
Professional Passport suggested that when umbrella companies 
had, in the past, been found to be non-compliant, there had been 
“numerous examples where the umbrella shuts its doors and 
walks away leaving HMRC holding all the losses”. They also stated 
that they were not aware of any action taken against directors 
personally to recover any of these losses.138 

                                                                                               
137  HC Deb 12 November 2012 c132 
138  Personal service companies, HL Paper 160 of 2013-14, 7 April 2014 paras 174-8 

http://www.publications.parliament.uk/pa/ld201314/ldselect/ldpersonal/160/160.pdf
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In November 2014 the Low Incomes Tax Reform Group published a 
substantive report on this issue, focusing on the operation of so-called 
‘Pay Day by Pay Day’ (PDPD) schemes, which sought to evade the 
changes made to NMW legislation in 2011: 

PDPD schemes are a type of ‘umbrella’ arrangement. Under an 
umbrella arrangement, temporary workers who incur travel 
expenses receive ‘relief’ on those expenses because it converts a 
series of short-term agency posts into temporary workplaces 
under a single contract of employment. These are then ‘allowable’ 
expenses.  

In a PDPD-style umbrella scheme, the employer applies this relief 
to the amount of expenses which the employee has incurred each 
pay day, with the effect that only the balance of their wages is 
subjected to Income Tax and National Insurance. The umbrella 
employer also benefits from paying reduced class 1 secondary 
National Insurance contributions, and usually deducts a fee from 
the workers’ pay packets for operating the scheme. 

In 2011, HMRC declared PDPD schemes ‘non-compliant’, stating 
that they were ‘seeking to identify those businesses currently 
operating pay day by pay day relief models.’ In spite of this, 
LITRG’s research indicates that HMRC have not taken any PDPD 
operators to task. Indeed, up to 37% of those offering ‘umbrella 
schemes’ could still be taking on workers under PDPD-style 
arrangements ... 

LITRG Chairman Anthony Thomas, [has] said: “HMRC have 
neglected to properly address the PDPD phenomenon … The time 
has come for the authorities to not only tackle the immediate, 
unsatisfactory situation regarding PDPD, but also to take a holistic 
look at what is driving workers to use these schemes in the first 
place. One of these factors is most certainly the gaps in the 
underlying tax and national insurance rules on travel expenses. 
Another is workers’ fear of sanctions and loss of benefits if they 
refuse work, even if it is offered on terms they do not 
understand.”139 

It is not proposed to summarise the LITRG’s work, but for convenience 
the report’s executive summary is reproduced in the text box over the 
next two pages. 

 

 

 

 

                                                                                               
139  LITRG press notice, UK tax system trapping low-paid workers in travel tax relief 

schemes, 20 November 2014 

http://www.litrg.org.uk/News/2014/141120-PR-UK-tax-system-trap-lowpaid-travel-tax-relief-schemes
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Low Incomes Tax Reform Group, Travel expenses for the low-paid – time for a rethink?, 
November 2014 

Executive summary 

A combination of work insecurity along with often poor pay and disproportionate travel costs means 
that agency workers can face uniquely tough times. Further, despite them having a ‘temporary 
workplace’ in the ordinary, natural meaning of the word ‘temporary’ and having little ability to plan 
around the fixed commuting costs of those in a permanent employment, there is no recognition of 
their expenses in the UK tax system. 

Umbrella companies provide a framework within which an agency worker’s successive work locations 
can be turned into ‘temporary workplaces’ for the purposes of securing them some ‘relief’ under our 
outdated travel expense rules. 

Such arrangements are controversial – to some they are not within the spirit of the law but to others 
they provide nothing more than a ‘straightforward’ tax advantage – a bit like Personal Service 
Companies for example. This may explain why we have seen inconsistent and sometimes contradictory 
messages being sent out by policymakers on the desirability of such schemes. 

Nevertheless, they have been allowed to subsist although this has been accompanied by a seeming 
reluctance by HMRC to engage with responsible umbrella companies in reaching consensus on a 
compliant model – we think this may well have contributed to there being a vast spectrum of 
operators in the market place. 

Worried about the effect of some of the more cavalier operators on agency workers, in 2011, NMW 
legislation was introduced that essentially put an end to umbrella schemes as a means of engaging the 
labour of the low-paid. This saw many employees’ take home pay fall overnight, despite the fact that 
at least half of the consultation responses on the matter had called for the impact to be assessed in 
more detail before proceeding. 

Further, the resulting NMW legislative amendment was not wholly effective (‘imperfect’ as one judge 
described it) and in an industry full of creative thinkers, other schemes were created to exploit this – 
including one based on traditional umbrella arrangements called ‘Pay Day by Pay Day’ (PDPD). This 
claims to meet the new NMW rules but still help workers make savings, with tax and National 
Insurance contributions (NIC) being applied to the workers’ net (after-expenses) income. This essentially 
results in unreimbursed travel expense relief being administered at source by the employer, supposedly 
assessed by reference to the employee’s actual expenses each pay period – hence the name ‘Pay Day 
by Pay Day’. 

The scheme providers say that this relief-at-source mechanism is technically underpinned by the tax 
and social security legislation, and has been backed by QC opinion. However, in accordance with the 
more generally accepted interpretation of the law, these schemes fail to properly account for the 
correct tax or employee and employer NIC. 

Despite HMRC taking the unusual step of publishing two statements warning that the relief-at-source 
mechanism was ‘non-compliant’ (and also a subsequent court case involving the Gangmasters 
Licensing Authority – the outcome of which was consistent with HMRC’s position) it can hardly be said 
that the authorities have shown any assertiveness in tackling the schemes. Certain advocates of the 
scheme are unfazed in any case – convinced that the arrangements are permitted. Ultimately it seems 
that this will be a matter for the courts to decide. However, whatever the outcome, a further 
dimension to be considered is that increasing numbers of people in the tax profession and more 
widely, consider that the law underpinning unreimbursed expenses (as it is more generally accepted at 
the moment) is flawed and needs to be looked at in any case – as recent work by the Office of Tax 
Simplification (OTS) calling for changes in this area testifies 

http://www.litrg.org.uk/Resources/LITRG/Documents/2014/11/LITRG%20PAYE%20report%20FINAL.pdf
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In December 2014 the Government published a discussion document to 
ascertain how serious this problem was, and what action should be 
taken to prevent it.140 As this explained, some changes to the rules 
regarding employee expenses were already in train, while HMRC were 
engaged in a much wider review of travel and subsistence expenses: 

Alongside this review, following the Office of Tax Simplification 
(OTS) review of benefits and expenses, the government is also 
simplifying the rules for employers who wish to pay or reimburse 

                                                                                               
140  Autumn Statement, Cm 8961, December 2014 para 2.147; HC Deb 16 December 

2014 c79WS. see also, “The Q&A: HMRC proposals on overarching employment 
contracts”, Tax Journal, 16 January 2015 

 
It is hard to deny that a sensibly run PDPD scheme can (on the face of it) have some relatively useful 
features from the perspective of the low-paid agency worker in terms of helping to overcome some of 
those flaws. PDPD has therefore perhaps put HMRC in a difficult position – forcing them to confront 
the two difficult and complex concepts of umbrella arrangements and the treatment of unreimbursed 
expenses at the same time. This may explain why it seems to have been some time since PDPD 
providers were put under any real scrutiny by HMRC. 

Both of these issues look set to be debated in detail as part of the recently announced Travel and 
Subsistence review – however, by the authorities’ own admission, this is going to be a ‘slow burner’. 
Meanwhile the uncertainty over the ‘legality’ of the scheme makes its use somewhat risky, but there 
are many reasons why workers use them – sometimes they are unaware of the problems with them (or 
even how they operate even on a basic level), other times it is because they feel no choice but to use 
them. 

In the void that exists, PDPD is still being widely marketed and utilised by agency workers at or near the 
NMW. Yet involvement in such a scheme can see the workers being pursued later for underpaid tax by 
HMRC. On one view, this is unacceptable and HMRC ought instead to suppress this activity at its 
source. If HMRC consider that the schemes are non-compliant then they, as the department tasked 
with the responsibility of ‘collection and management’ of the UK tax system, should seek 
underpayments of Pay As You Earn (PAYE) at the source of the problem. The data in their various new 
sophisticated systems (such as Real Time Information (RTI)) means it should be quick and easy for their 
employer compliance function to identify the PDPD employers. 

Further, they should then build a case against a PDPD provider, so that the various arguments for and 
against the model can be tested once and for all – certainty, after all, is one of the cornerstones of a 
good tax system. 

In the mid to long term we recognise that a clampdown on PDPD (if indeed this is what the authorities 
intend) may only make things more messy as new schemes will come to market. As such, and with an 
eye on what is just and reasonable for the worker, we think it would save considerable effort all round 
if the authorities were to address the underlying anomalies in the framework that drive the need for 
agency workers to use such arrangements in the first place, rather than undertake yet further tinkering 
around the edges where complexities will flourish. 

Put simply, we think that there needs to be a ‘fix’ of the base rules that currently serve to work against 
low paid agency workers. Now that some of the issues around travel and subsistence have been aired 
in this report, we hope that there can be an informed debate as to what this ‘fix’ should look like. 

https://www.gov.uk/government/consultations/travel-and-subsistence-review
https://www.gov.uk/government/consultations/travel-and-subsistence-review
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qualifying expenses to their employees.141 As announced at 
Autumn Statement 2014, from 6 April 2016 employers will be 
able to pay or reimburse certain expenses without being required 
to report these payments to HMRC or apply for an agreement not 
to deduct tax from these payments in advance (known as a 
‘dispensation’).  

However, the exemption will not apply to expenses paid by the 
employer through a salary sacrifice scheme. This will prevent 
businesses engaging in these schemes to take advantage of the 
travel and subsistence rules to avoid paying the full amount of 
employer National Insurance on their workers’ pay. This will, in 
part, address some of the concerns raised in this paper … 

The government is also undertaking a wider review of the tax 
rules for travel and subsistence expenses with a view to 
modernising these rules to reflect current practices. However, as 
any changes introduced as a result of the wider review will take a 
number of years to come into force, this discussion paper has 
been published now as the government cannot overlook the 
current avoidance.142 

The consultation document set out two possible options to address this 
problem: either restricting expenses where a worker was supplied 
through a third party, or doing so only in cases where the worker was 
employed under an OAC: 

One way to [tackle this problem] … would be to determine that 
where the individual is supplied through a third party the 
workplace of the end client would in all cases be a “permanent 
workplace”. In this case no relief for travel from home to 
workplace, and associated subsistence, would be available. This 
would apply whatever the form of the third party. This would not 
change the position of individuals who are directly employed by 
employers for short periods as they are currently treated as 
working at a “permanent workplace” …  

The government is particularly interested in the potential impacts 
on Personal Service Companies (PSCs) of any changes to the rules 
on relief for travel and subsistence expenses available to people 
working through an employment intermediary. Those who 
provide their services through PSCs will (usually) have a single 
employment covering all of their different assignments (much like 
employees who have an OAC). This means that they will also 
often be eligible for travel and subsistence relief for home to work 
travel. However, the government will want to consider the 
impacts very carefully before taking final decisions on the overall 
approach and how it is applied in these circumstances ... 

An alternative option would be to restrict the availability of tax 
relief for travel from home to workplace, and associated 
subsistence costs, where the individual was employed by an 
intermediary specifically under an OAC. This could be 
accomplished by stopping OACs being treated for tax purposes as 
giving rise to a series of temporary “employments” under a 
permanent contract. This option would restrict access to existing 

                                                                                               
141  The exemption applies to certain business expenses that have to be paid in the 

course of the employee's work and where, if the employee had met the costs 
themselves, they would have been able to claim tax relief. For example the cost of 
maintaining tools needed for the employee's job. 

142  HMRC, Employment Intermediaries: temporary workers – relief for travel and 
subsistence expenses, December 2014 pp7-8. The deadline for responses was 10 
February 2015. 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/387335/Employment_Intermediaries_-_Temporary_workers___relief_for_travel_and_subsistence_expenses.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/387335/Employment_Intermediaries_-_Temporary_workers___relief_for_travel_and_subsistence_expenses.pdf
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rules for travel and subsistence to people employed under an 
OAC, rather than actually changing travel and subsistence rules, 
with the practical impact that the access of people employed 
under OACs to travel and subsistence is consistent with principle 
that the costs of ordinary commuting are not subject to tax relief. 
As this option would specifically or solely affect people employed 
under OACs, it would not have any impact on PSCs (unless they 
use an OAC).143 

Subsequently, in the 2015 Budget, the Government announced that 
HM Revenue & Customs would consult on proposals to restrict tax relief 
in these circumstances: 

1.250 Autumn Statement 2014 announced that the government 
would review the growing use of overarching contracts of 
employment that allow some temporary workers and their 
employers to benefit from tax relief for home-to-work travel 
expenses … As a result of the review, the government will change 
the rules to restrict travel and subsistence relief for workers 
engaged through an employment intermediary, such as an 
umbrella company or a personal service company, and under the 
supervision, direction and control of the end-user. This will take 
effect from April 2016 following a consultation on the detail of 
the changes … 

1.251 Stakeholders have also raised concerns that individuals do 
not understand how their take-home pay is affected by these 
arrangements. The government wants employment intermediaries 
to provide workers with greater transparency on how they are 
employed, and what they are being paid. The Department of 
Business Innovation and Skills will consult on these proposals on 
transparency later this year.144 

At the time the LITRG raised concerns that “in line with previous 
piecemeal reforms in this area, the proposals seem to leave some room 
for manoeuvre for ‘employment intermediaries’ to devise ever more 
ingenious new schemes”: 

The Government [has] announced that it will indeed change the 
rules to restrict relief for workers – but only where they are under 
the supervision, direction and control of the end-user. These are 
concepts open to interpretation and could therefore have the 
effect of paving the way for different, but no less abusive, 
schemes.  

Anthony Thomas, Chairman of the LITRG said: … “As we have 
reported on in the past …introducing new rules targeted on 
particular abuses, without addressing the underlying gaps in the 
system which cause people to turn to things like umbrella 
companies in the first place, just leaves the door open for other – 
often worse – arrangements to fill the void. Nothing but a 
wholesale and in-depth review taking into account not only the 
tax position of the workers, but the benefits, credits and NI 
contribution positions too, will provide a satisfactory end to this 
cycle.”145 
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expenses, December 2014 paras 69-70, para 75 
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In the Budget on 8 July the new Conservative Government confirmed it 
would proceed with this initiative,146 and published a consultation 
document which summarised the proposed change as follows: 

The government is proposing to remove tax relief for ordinary 
commuting (in general, home-to-work travel and subsistence 
expenses) for workers who are: 

• supplying personal services, 
• engaged through an employment intermediary 

(including umbrella companies, certain employment 
businesses and personal service companies); and, 

• subject to (or to the right of) the supervision, direction 
or control of any person.  

The effect of this will be that individuals whose relationship with 
their engager is such that they look and act like employees, 
cannot claim relief on the everyday cost of travelling to work, 
when employed through an intermediary. This will ensure a level 
playing field for access to tax relief for travel and subsistence.147 

The document noted that “one key concern” of respondents to HMRC’s 
discussion document had been “that any narrow action against the 
increasing use of tax reliefs by umbrella company employees in 
particular, would still allow those employed through PSCs to claim tax 
relief on travel and subsistence costs, in potentially similar 
circumstances”: 

As a consequence of the different treatment for different 
employment models, there were concerns that large numbers of 
contractors and agency workers would establish PSCs, leading to 
a potential loss to the Exchequer. The government recognises 
these concerns and has adapted the original proposals … 

[It is proposed that] where a payment is made to a worker, 
employed through an employment intermediary for travel 
between their engagers’ workplace; and: 

• the workers home, or,  
• any other place the worker visits for non-work reasons, 

or,  
• any place where the worker performs the duties of 

another job, or engagement 
and, 

• the worker is under supervision, direction or control in 
their employment, 

then, 
• these payments will likely be treated as earnings from 

employment, and therefore subject to Income Tax and 
NICs. 

These proposals will put workers, employed through an 
intermediary on the same terms as other workers, contracted 
directly or through an employment business.148 
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The document went on to set out how ‘employment intermediaries’ 
would be identified, and how they would be affected by removing this 
particular tax relief:149 

For the purposes of these changes, an employment intermediary 
will be defined as an entity, including a company, a partnership, 
or an individual, which interposes itself between a worker and the 
engager, as part of an arrangement for the worker to provide 
their personal services to the engager. An employment 
intermediary’s business must be substantially in the supply of 
labour services. Employment businesses, umbrella companies and 
PSCs will be within the definition. However, professional service 
firms that second staff to clients will not be caught by the new 
rules, as their business is not substantially in the supply of labour. 

 

 

The consultation closed on 30 September.  

In the Autumn Statement in November, the Government confirmed that 
from 6 April 2016, tax relief on these expenses would “be restricted for 
individuals working through personal service companies where the 
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intermediaries legislation applies.”150 HMRC published draft legislation 
for the 2016 Finance Bill on 9 December; this included draft provisions 
on these changes regarding travel costs, with a draft version of HMRC’s 
guidance on the new rules. HMRC’s tax information note, published at 
this time, gives a summary of this measure: 

Legislation will be introduced in Finance Bill 2016 to restrict access 
to relief for home to work travel and subsistence where a worker: 

• personally provides services to another person 

• is employed through an employment intermediary 

• is under (the right of) the supervision, direction or control 
of any person, in the manner in which they undertake their 
work 

Employment intermediary will be defined as a person, other than 
the worker or the client, who carries on a business (whether or 
not with a view to profit and whether or not in conjunction with 
any other business) of supplying labour. 

Where the worker is within the charge of the intermediaries 
legislation this measure will only apply to those contracts where a 
deemed employment payment is made, or would be made if all 
the individual’s remuneration was not being taken as employment 
income. In these circumstances the supervision, direction or 
control test will not be used.151 

The note goes on to discuss the impact this could have on individuals, 
and on businesses: 

Impact on individuals, households and families 

It is estimated that the measure will affect around 430,000 
individuals employed by umbrella companies and employment 
agencies over the course of a year. 

The precise impact on any individual is difficult to predict as it will 
depend on the hours worked, rate of pay, level of expenses and (if 
employed through an umbrella company) the level of the fee 
charged by the company. Those on low pay could benefit from 
this measure; particularly if they are claiming few expenses and 
are still paying a fee … 

Impact on business including civil society organisations 

This measure is expected to have a negligible impact on 
businesses and civil society organisations. 

Businesses may see a rise in the direct cost of hiring temporary 
and contract staff through employment intermediaries who are 
subject to the supervision, direction or control of any party. This 
rise will bring their costs in line with those employers who are 
currently taking on temporary workers without the use of 
employment intermediaries and are not benefitting from tax relief 
on travel and subsistence. 

End engagers will also need to identify whether a worker is under 
supervision, direction or control (or the right thereof) in the 
manner they under take their work and will need to agree the 
process for ensuring this information is passed to the employment 

                                                                                               
150  Autumn Statement, Cm 9162, November 2015 para 3.20 
151  HMRC, Income Tax: employment intermediaries and relief for travel and subsistence: 

tax information & impact note, December 2015 

https://www.gov.uk/government/collections/finance-bill-2016
https://www.gov.uk/government/publications/income-tax-employment-intermediaries-and-relief-for-travel-and-subsistence
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/483460/7057-draft-guidance.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/483460/7057-draft-guidance.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/479749/52229_Blue_Book_PU1865_Web_Accessible.pdf#page=122
https://www.gov.uk/government/publications/income-tax-employment-intermediaries-and-relief-for-travel-and-subsistence
https://www.gov.uk/government/publications/income-tax-employment-intermediaries-and-relief-for-travel-and-subsistence


53 Personal service companies: recent debate 

intermediary. Most end engagers will only need to take action 
where a worker is not under supervision, direction or control in 
the manner they undertake their work. Workers are assumed to 
be under supervision, direction or control, unless it is shown 
otherwise. This will not be necessary for those who are engaging 
a PSC, as the eligibility for relief will be determined based on 
whether or not the intermediaries legislation (IR35) applies.152 

It is estimated that this measure will raise £155m in 2016/17, rising to 
£175m the following year, before falling gradually to £145m by 
2019/20.153 

In the 2016 Budget the Government confirmed that it would introduce 
this legislation, to “bring the rules into line with those that apply to 
employees.”154 Certain amendments have been made in the light of 
responses to the draft legislation: 

Employment Intermediaries and tax relief for travel and 
subsistence 

As announced at the March Budget 2015 and following 
publication of draft legislation on 9 December 2015, the 
government will introduce legislation in Finance Bill 2016 to 
restrict tax relief for travel and subsistence expenses for workers 
engaged through an employment intermediary. 

Following the publication of the draft legislation, amendments 
have been made to allow grouped companies to second workers 
within the group, and to prevent the organised misuse of Personal 
Service Companies in order to avoid the restrictions. Minor 
amendments have also been made to improve clarity and correct 
errors.155 

Following the Budget the Finance (No.2) Bill 2015/16 was published on 
24 March; clause 14 of the Bill provides for this measure.156 

 

5.4 Improving the effectiveness of IR35 
In its Summer Budget the new Conservative Government also 
announced that it would publish a discussion paper on IR35, with a 
view to improve its effectiveness.157  

The paper, published later in July, did not make definitive proposals, but 
asked for views on several options, given that “non-compliance with the 
legislation is widespread.”158 It noted that it was “very difficult to create 
and enforce a system that addresses the problem of disguised 
employment which doesn’t also have some impact on those who are 
genuinely self-employed and operating through a company for 
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legitimate, commercial reasons.”159 Making administrative changes or 
strengthening HMRC’s compliance response were unlikely to tackle the 
problem, so more fundamental reform might be necessary – such as 
putting on the onus of deciding whether IR35 applied or not on the 
engager, rather than the PSC. Doing this without creating considerable 
complexities could require simplifying the tests for applying IR35.160  

The paper is discussed in more detail below. At the outset it is worth 
underlining that the Government took the view that this was very much 
a preliminary stage to any reform. It stated that would “use this stage of 
the consultation process to better understand the issues”: 

If the government decides to proceed with reforming the rules, 
any proposals will undergo a full consultation so that interested 
parties can contribute their views for consideration. The detail and 
timetable for further consultation will depend on the outcome of 
the discussions HMRC will have with stakeholders following 
publication of this discussion document.161 

Comments were invited by the end of September 2015.  

The paper argued that the incentives to ‘disguise’ employment through 
a PSC had grown “as NICs rates and the Personal Allowance have 
increased and Corporation Tax rates have fallen.”162 While the number 
of individuals paying tax under IR35 had remained “fairly static”, there 
had been a “substantial increase” in the number of PSCs: 

The government estimates that there were around 265,000 PSCs 
in 2012-13, an increase of 65,000 on the previous year alone.163 
This number is expected to continue to increase.  

Whilst many PSCs would not fall within the legislation because 
the worker would properly be regarded as self-employed, the 
government would still expect to see a larger increase in the 
number of people paying tax and NICs under IR35. In 2011-12 
around 10,000 people paid tax under IR35, an estimated 10% of 
those who should have paid tax on at least part of the income 
their PSC receives under the legislation.164 

The paper went on to discuss the problems of operating IR35, the costs 
from non-compliance, and the risk to the Exchequer should this grow: 

HMRC take a risk based approach to identify non-compliant cases 
so activity is targeted in the most cost effective way, 
concentrating on the high risk cases. However, carrying out IR35 
interventions can be complex and time consuming.  

One of the challenges is that responsibility for operating IR35 sits 
with the PSC itself and applies on a contract by contract basis. 
That means HMRC currently has to enquire into each individual 
PSC for each individual engagement, even where several PSCs are 
working for the same engager, often under what appear to be 
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the same terms. Several parties may be involved in the contractual 
chain in each case and reaching agreement with all of them on 
their understanding of the contractual arrangements can be 
complex. There is also insufficient clarity concerning each party’s 
responsibility for cooperation with HMRC interventions. … 

The government estimates that noncompliance with the 
legislation will cost the Exchequer £430m in tax and NICs receipts 
this year and, without reform, it expects this loss to continue to 
grow. There is also a risk that non-compliance will erode the 
behavioural impact of the current legislation, which would come 
at a further cost to the Exchequer. The deterrent effect of the 
legislation was estimated to protect around £520m of tax receipts 
in 2010-11.165 

The reports of both the OTS and the Lords Select Committee on PSCs 
had recognised that there were “no easy answers to reforming the 
legislation.” Nevertheless the Government argued that changing IR35’s 
administration or boosting HMRC’s compliance activity were unlikely to 
tackle the problem, alone: 

HMRC, along with the IR35 Forum, [reviewed] … the 
administrative approach to IR35 … in January 2015. Whilst this 
had some positive outcomes, it doesn’t fully address the 
shortcomings of the current rules. Another option could be to 
further improve HMRC’s compliance response but … the 
government does not believe this alone is sufficient to tackle the 
size of the problem as interventions focus on each individual 
engagement and often require input from several parties, not all 
of whom have a clear responsibility to cooperate with HMRC.166   

The paper asked for views on requiring engagers to have more of a role 
“in ensuring that the right amount of employment taxes are paid”, and 
whether the test for applying IR35 might be simplified: 

Under such an arrangement, those who engage a worker through 
a PSC would need to consider whether or not IR35 applies (in the 
same way as they would need to consider whether a worker 
should be self-employed or actually be an employee), and, if so, 
deduct the correct amounts of income tax and NICs as they would 
for direct employees … 

Many stakeholders have noted the complexity associated with 
identifying whether or not IR35 applies as being an area of 
difficulty for some. Therefore, an element of any reform could be 
to simplify the test for determining if IR35 applies. One option 
could be to align the test with that used for temporary workers in 
the agency rules, which is based on supervision, direction or 
control. Another option could be to look again at some of the 
suggestions considered by the OTS, such as requiring an 
engagement to last a certain minimum amount of time to be 
considered one of employment.167 

At this time the Government commissioned two new inquiries from the 
OTS, while confirming it would be established on a statutory basis as a 
permanent office of HM Treasury: namely, the closer alignment of 
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income tax and NICs, and, the taxation of small companies.168 The 
intermediaries legislation did not feature in the terms of reference for 
either project, though, in the latter case, the Government emphasized 
that the OTS would “liaise closely with that work stream.”169 

In early November there were press reports that Ministers were 
considering whether any contractor whose placement lasted more than 
a month would have to go onto the client’s payroll as their employee.170 
However, no official statement was made at the time and although the 
Autumn Statement confirmed changes to the tax treatment of travel 
and subsistence expenses – discussed in the previous section of this note 
– it made no mention of IR35.  

In October 2015 Treasury Minister David Gauke wrote to the House of 
Lords Committee on PSCs, to give an update on the Government’s 
response to its report; in this Mr Gauke referred to the ongoing 
consultation launched in July, and underlined that the Government 
were “looking for a solution that protects revenue and improves 
fairness in the system.”171 In answer to a PQ on 1 December about the 
Government’s response to this consultation the Treasury Minister Lord 
O’Neill said ”the discussion period concluded on 30 September, 
following the receipt of over 160 responses and 14 roundtable 
meetings. The Government is now considering the responses.”172 
Subsequently, in answer to a PQ on 20 January, the Treasury Minister 
David Gauke confirmed that this was process was ongoing: 

Asked by Dan Jarvis : To ask Mr Chancellor of the Exchequer, 
whether the Government plans to introduce a one-month time 
limit on engagements for (a) small business and (b) other limited 
company contractors before they are treated as employees for tax 
purposes. 

A Answered by: Mr David Gauke : Where people would have 
been employees if they were providing their services directly, the 
intermediaries legislation (known as IR35) requires that they pay 
broadly the same tax and National Insurance as other employees. 

The Government estimates that currently only around 10% of 
people who should pay tax on at least part of their company's 
income under these rules do so. This non-compliance is both 
unfair and estimated to cost over £400 million a year. The 
Government is therefore looking to improve the legislation in a 
way that protects the Exchequer and improves fairness. However, 
it is not the Government's intention to widen the scope of the 
rules. 

The Government published a discussion document on 17 July 
2015 that set out the issues in more detail and invited views on 
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options for reform. The discussion period closed on 30 September 
and the Government will announce next steps in due course.173 

In March 2016 the OTS completed its review of the closer alignment of 
income tax and NICs;174 the report set out a series of steps that could be 
taken, but went on to argue that a lot more work should be done on 
the impact of reform “so that informed choices on how to proceed can 
in due course be made.”175 In turn the Government has agreed the OTS 
should carry out two further reviews: the impact of moving employee 
NICs to an annual, cumulative and aggregated basis, and, the reform of 
employer NICs. The Government intends to respond in full to the OTS’ 
report when these reviews are published in autumn 2016.176  

In addition, as discussed in section 4 of this note, in Budget 2016 the 
Government announced that it would consult on reforming IR35 for 
public sector engagements, by moving the liability to pay the correct 
employment taxes from the worker’s own company to the public sector 
body or agency / third party paying the company. HMRC’s note setting 
out the scope of this measure states that “the existing intermediaries 
rules will continue as they are now for non-public sector 
engagements.”177 The Budget report makes no other mention of IR35, 
and, to date, HMRC’s consultation page on IR35 simply states, “visit this 
page again soon to download the outcome to this public feedback.” 
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