
 What is IR35 and off-payroll working? 

IR35 is a piece of UK tax legislation relating to off-payroll working.

The off-payroll working rules apply if a worker provides their services through an intermediary 
to close a loophole in the tax system. The intermediary will usually be the worker’s own 
personal service company (PSC) where the worker would pay less tax. 

However, despite a contract being with a limited company, the reality is more like that of an 
employer-employee relationship, where the worker would be taxed as an employee. This is 
referred to as a deemed employee.

The IR35 legislation looks to identify the ‘deemed employees’ and ensure they are taxed 
correctly, however IR35 can impact those operating genuinely through a limited company due 
to the subjective nature of the legislation. 
The rules make sure that workers, who would have been an employee if they were providing 
their services directly to the client, pay broadly the same tax and National Insurance 
contributions (NICs) as employees. Where IR35 applies, it shifts the burden for collecting tax 
from the PSC to the client who engages the worker through their payroll.

Who does it affect? 

Originally, the legislation applied to the 
working relationship between public 
bodies and PSCs. However, in Autumn 
2018 the government confirmed the off-
payroll rules would be extended to large 
and medium sized companies in the 
private sector from 6th April 2020.   

You may be affected by these rules if 
you are:

• A worker who provides their services 
through their PSC

• A client who receives services from a 
worker through their PSC

• An agency providing workers’ services 
through their PSC. 
If the rules apply, tax and National 
Insurance contributions must be 
deducted from fees and paid to HMRC.



What counts as a small company? 

Specifically, a company is small in a tax 
year in which it satisfies two or more of the 
following requirements:

• Its annual turnover is not more than £10.2 
million.

• Its balance sheet total is not more than 
£5.1 million.
• It has no more than 50 employees.

In addition, a company is always small for its 
first financial year.

Which contracts does it apply to?

The legislation targets PSCs, partnerships 
and individuals that act as intermediaries 
in providing the services of an individual 
to perform services personally for a public 
authority (or from 6 April 2020, for medium 
and large clients in the private sector).

The rules do not affect workers supplied 
by an employment agency or umbrella 
company, where the workers are already 
treated as employees of the agency under 
the agency rules, set out in sections 44-46 
of ITEPA 2003 or workers supplied through 
a managed service company (MSC) that 
operates PAYE on the payments to workers 
in accordance with Chapter 9 of Part 2 of 
ITEPA 2003 unless the MSC is also a PSC. 

It has the added advantage that HMRC 
will be bound by the output of the service 
unless it has been obtained fraudulently. 
The CEST has been constructed to take 
account of the judgments of the courts and 
tax tribunals on deemed employment status.  

You can use the Check employment status 
for tax (CEST) service to help you decide if 
the off-payroll working rules apply.

The CEST asks a number of questions 
about the nature of the relationship between 
the worker, the intermediary and the client. 
Questions will focus on aspects of the 
engagement such as any right of substitution, 
the tasks that the worker undertakes and 
the basis on which they undertake them, 
scheduling, location, provision of equipment, 
materials or transport, how the worker is 
paid, disciplinary matters, benefits and/or 
whether the worker represents the client, 
either internally or to third parties. These 
questions are derived from the judgments 
in a large number of cases on employment 
status that have come before the tribunals in 
recent years.
 
When the questionnaire has been 
completed, the CEST gives an assessment 
of employment status and instructs the party 
that has completed it (client, worker or agency 
paying the worker’s intermediary) what steps 
to take next. HMRC states that it will be 
bound by the outcome of the test, provided 
that the data has not been manipulated to 
reach the result by fraudulent means.When the rules apply

The rules apply if a worker provides services 
to a client through a PSC, but they would be 
classed as an employee of the client if they 
were contracted with them directly.
Responsibility for determining “deemed” 
employment status lies with the client. 
Although there is no obligation to use the 
online check on employment status for tax 
(CEST) provided by HMRC, in practice, 
the need to determine the status of a large 
number of workers is likely to make it the 
default option. 



Information flow of the determination and dispute resolution process

Having determined the worker’s deemed employment status, the client must inform both the 
worker and (if applicable) the agency that pays the intermediary of the outcome of the review 
and, if requested, provide a written response as to the how the conclusion on employment 
status was reached. (At the very least, it would be appropriate to send the worker or agency 
a copy of the CEST questions and responses).

In the case of ongoing contracts, this must be done before the due date for the first payment 
under the contract. For new contracts, status should be determined before services are 
performed under the contract and, ideally, before the contract is signed. (The deemed 
employment status is likely to affect negotiation of the contract price). If the client fails to inform 
the worker or respond to a request for information within 31 days of receiving it, responsibility 
as deemed employer passes to the client.

Responsibility for operating PAYE

Responsibility for deducting tax under PAYE, using Real Time Information reporting, lies with 
the fee-payer (which, in most cases, will be the party that pays the intermediary). 

If there is a chain of entities between the client and the intermediary, it is the lowest UK entity 
in the chain (that is, the one that pays the intermediary) that must operate PAYE.

What should clients and contractors do? 

It is crucial that you are able to demonstrate to HMRC, that the PSC is not a vehicle used to 
disguise employment status.
In order to limit the risk of an arrangement being judged inside IR35 and the off-payroll rules, 
contracts should include the following:

• The right to provide a substitute which is a factor in the assessment of tax and employment 
status. Although, one factor on its own will not typically means the worker is inside IR35 or 
outside IR35, it is worth ensuring the PSC contract has a genuine right of substitution. If the 
contractor has used this right to provide a substitute in practice, this will strengthen the case 
for belonging outside IR35. It is worth noting that the CEST tool will automatically class the 
contractor inside IR35 if there is no substitution clause in the contract.



• Avoid mutuality of obligation to provide and accept work is another factor in assessing 
tax and employment status. It would appear from case law, that including a notice period in 
the contract will point towards a conclusion that there is mutuality of obligation, so this should 
be avoided if possible.
• The PSC should be subject to as little control as possible, which is also another factor in 
assessing tax and employment status. If possible, the contractor should be free to set their 
own hours and place of work to determine how the work is done.
• Contracts should, if possible, be structured by reference to completion of a project or 
piece of work, rather than by duration. Similarly, payment should be structured by reference 
to completion of a project, rather than time worked. If possible, some element of financial 
risk and reward (other than payment of fees) should be incorporated into the contract. For 
example, penalties/bonuses can be included for early/late completion of work.
• The PSC should ideally maintain insurance in respect of claims arising out of services 
provided by you and this should be specified in the contract.
• The worker should not be integrated into the client company more than is absolutely 
necessary. For example, the worker should not be held out as a member of the company, 
should not be subject to its policies and procedures, and should not be entitled to participate 
in employee-type benefits.
• If possible, the PSC should provide its own equipment, rather than the client providing this 
to you.
• Neither the PSC nor the worker are tied to one client but are free to work for others.
• Although not determinative, it is still helpful to state in the contract that the relationship is not 
intended to be one of employment.

Disclaimer
The information contained in this briefing is for general information purposes only.

The information is provided by McCabe and Co Solicitors and while we endeavour to keep 
the information up to date and correct, we make no representations or warranties of any kind, 
express or implied, about the completeness, accuracy, reliability, suitability or availability with 
respect to these materials or the information, services, or related graphics contained in it. Any 
reliance you place on such information is therefore strictly at your own risk.

In no event will we be liable for any loss or damage including without limitation, indirect or 
consequential loss or damage, or any loss or damage whatsoever arising from loss of data or 
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