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Background to IR35 

Introduced in April 2000 to address tax avoidance by individuals working as an 

employee through their own limited company (PSC) i.e. disguised employment. 

 

 

 

END 

CLIENT MSP? AGENCY PSC WORKER 

Key determinants of Employment Status 

•Mutuality of Obligation   

•Control   

•Right of Substitution   

•Business Risk    

•“Part & parcel” 
 
 

Inside IR35 = subject to PAYE/NI. 

Determine the employment status  

of worker and tax accordingly. 
(Liable for unpaid Tax & NI). 
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“Loss” of taxation (IR35 non 

compliance) to the 

Exchequer of £1.3 billion pa 

(Private Sector) by 2023/4. 

  

HMRC estimates that 1/3 of 

PSCs should fall inside IR35 

and be taxed as 

employees. However, only 

10% of that 1/3 are actually 

taxed correctly. 

  

Note: This also means that 

HMRC believes that 2/3 of 

PSCs are correctly outside 

IR35. 

Why are changes being made? 

Plethora of workers, 

in a variety of roles, 

are increasingly 

being payrolled via 

a PSC (abuse 

which HMRC 

cannot police). 

HMRC do not 

have the 

resources to 

ensure PSCs are 

compliant. 
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IR35 in the public sector – from April 2017 

•Changes in Public Sector only, from April 2017. 

•Responsibility for determination of employment status moved to the end-client. 

 

 

END 

CLIENT MSP? 

AGENCY 

(FEE 

PAYER) 
PSC WORKER 

•HMRC introduced online employment status assessment tool (CEST). 

•Fee payer responsible for deducting correct tax and National Insurance. 

Deduct appropriate  

tax and NI (based on end-

client’s determination) 

Determine the Employment  

Status of worker  
(using “reasonable care”) 
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` 

But, there were problems with the public sector implementation 

1. The changes were rushed in. 

2. Public sector end–clients were slow to react. 

3. End – clients introduced blanket bans.  

All workers automatically assumed to  

be caught by IR35. 

4. This was the safe/cautious approach,  

but where was the “reasonable care”? 

5. The legality of blanket bans was 

questionable and also put some of  

these businesses at a needless competitive 

disadvantage. Many subsequently reversed 

this stance. 

6. There seemed to be no route for the 

contractor to appeal against the final  

end–client determination. 

7. Contractors demanded rate increases  

or left their roles and would only work  

in the private sector. 

8. The CEST tool was considered 

incomplete/inadequate e.g. Did not 

address Mutuality of Obligation  

(key plank in determining employment 

status). Also, over-emphasis on Substitution. 

9. Unclear whether the fee payer or the  

end-client was responsible for the under-

deducted tax/NI in the event of an incorrect 

determination. 

10.Potential employment rights claims. 

11.New Umbrella Companies emerged, many 

offering to reduce workers’ tax burden. 

12. Initially, considerable angst but things  

have gradually calmed down. 
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IR35 in the private sector – what is going to happen? 

• Announced in 2018 Budget (Nov 18) that the Public Sector  changes  

   will be rolled out to the Private Sector – effective April 2020 

 

• Consultation on the proposed changes was launched  

   on 5th March 2019 (closed on 28th May 2019) 

 

• Response to consultation and draft legislation was published  

   on 11th July 2019 

 

• On 22nd August, 2019 HRMC issued preliminary user guidance for  

   end-clients, intermediaries, agencies and fee payers. 

 

• Final legislation later in 2019 

 

• What are the key points/ proposals? 
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IR35 in the private sector – key proposals 

10. It is unlikely that the 

proposals will change 

ahead of final legislation 

1. Will not apply to small 

businesses (end-clients) 

where  

2 of 3 criteria apply:- 

 

Turnover  

< £10.2 million 

 

Balance Sheet total  

< £5.1 million 

 

No. of employees  

< 51 

2. CEST tool is being 

updated by HMRC.  

This will be available 

“later in 2019” 

3. Responsibility for 

determining employment 

status (for tax purposes) 

will lie with end-clients 

5. Information must be 

passed down the supply 

chain to fee-payer  

and worker 

6. It will be legislated that 

end-clients must 

introduce an appeal 

process for workers to 

challenge the initial end-

client assessment / 

determination 

8. PROBABLY, initially with 

fee-payer but could pass 

to end-client if lack of 

“reasonable care” 

9. Could also pass to end-

client if fee-payer is 

unable to pay (even if the 

end-client has taken 

“reasonable care”) 

11. Measures will be 

introduced to deal with 

schemes which are 

specifically aimed at 

avoiding the 

legislation/tax. 

4. End–client has duty  

of “reasonable care”  

in determining  

that status 

7. Not totally clear where 

liability for unpaid tax/NI 

lies if incorrect 

determination is made 

using reasonable care 
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What action should end-clients be taking now? 

1. Do not wait until 
April 2020 before 

doing anything 

6. Discuss  
potential  

solutions 

2. Clients should 
make sure they 

are aware of and 

familiar with the 

legislation 

7. Establish 
processes to deal 

with the transition of 

existing PSCs and, 
going forward, to 

deal with new PSCs 
(Two very different 

challenges) 

3. Clients should 
understand the 

PSCs providing 

services to them 

(directly or via an 

Agency)and 

what they are 

doing 

8. Do not agree 
 PSC contracts 

with a term 

beyond 5th  

April 2020 

4. Start to 
understand those 

roles in terms of 
employment status 
(CEST and/or third 
party assessment) 

and in terms of 
importance to their 

business 

9. APPRECIATE THE IMPORTANCE OF 

KNOWING AND UNDERSTANDING THE SUPPLY 
CHAIN.  There are increasingly inherent risks 
to the end-client of not knowing their supply 

chain participants(and how they do 
business) 

5. Enter 
discussions with 

those Agencies 

supplying PSCs 

10. Do not panic! 
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To what extent are end-clients vulnerable under IR35? 

1. End-clients are required to advise agency 

and the worker about IR35 status and how they 
have reached the status determination. 

 

2. This should be before a contract is entered 

into or before the worker starts the assignment. 

 

3. Failure to provide this information makes the 
end-client liable for any underpaid tax/NI. 

 

4. Not taking “reasonable care” will result in 
potential liability. 

 

5. Fraud/deliberate misleading will result in 

potential liability. 

 

6. Potential liability where HMRC is unable  

to recover tax/NI from the fee payer 

(agency) even if the end-client has taken 

“reasonable care”. HMRC believes 

(hopes?) this will encourage end-clients  

to use compliant agencies and to properly 

understand their supply chain. 
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An update to all  

Search PSC drivers was 

distributed in early 

September.  
 

What has Search communicated to driving PSCs? 

Extract from letter to driving PSCs. 

  

As a driver, the proposed changes are likely to have a significant impact upon 

how you are taxed (and upon the amount of employee’s national insurance that 

you pay).  

  

The tax authorities (HMRC) have a very clear view on the employment status of 

drivers. They believe that:  

  

“….. in road haulage it is rare for someone to be genuinely self-employed unless 

they are an owner-driver”. 

  

Effectively this is saying that, except in certain circumstances, perhaps including 

drivers who drive and own their own vehicle, HMRC believes that a driver is 

employed for tax purposes (i.e. “inside IR35”). 

  

As a result of this view, from 6th April 2020, the vast majority of driving roles are likely 

to be viewed as “inside IR35” and, therefore, earnings arising from those roles will 

be subject to tax and national insurance. 
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Exactly what is HMRC’s position with regards drivers? (1) 

In correspondence 

between HMRC and the 

Road Haulage Association 

dated 5th April 2016, Mark 

Frampton, then of the 

HMRC’s employment status 

policy department, stated: 

 

 

 “In road haulage, it is rare for someone to be genuinely 

self-employed unless they are an owner-driver. 

 

“Whether someone is employed or self-employed, is not a 

matter of choice but is determined by the particular terms 

and conditions under which a person works. 

 

“Broadly, someone is self-employed if they are in business 

on their own account and bear the responsibility for the 

success or failure of that business. They will be employed if 

they personally work under the control of their engager, 

and do not run the risks of having a business themselves”. 
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Exactly what is HMRC’s position with regards drivers? (2) 

Consider HMRC’s internal 

Employment Status Manual 

as used for guidance by 

HMRC’s Inspectors. This 

manual considers the 

employment status of a 

number of specific roles, 

some in driving. 

ESM4210 - Particular occupations: lorry drivers - general 

Drivers who only provide their labour, driving vehicles 

owned, maintained, and insured by contractors (third 

parties), are likely to be employees. Drivers who also provide 

the means of transport, that is the vehicle, are likely to be 

self-employed even if they work mainly for one principal. The 

vehicle may be one which they own or lease (see ESM4211). 
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Exactly what is HMRC’s position with regards drivers? (3) 

However, don’t think that a vehicle leasing arrangement will automatically suggest self-employment. 

 

If a driver claims that he or she is providing a lorry 
which has been leased from the haulier for 
whom he or she is driving, the arrangements 
should be examined carefully. Agreements, 
which succeed in establishing a driver as self-

employed, are likely to: 
 
• give the lessee total control of, and 

responsibility for, the vehicle for the duration 
of the lease. 

• make the lessee responsible for the 

maintenance, insurance and fuel. 
• provide for a commercial rent protecting the 

investment of the lessor. 
• result in the driver being responsible in law for 

obtaining an operator’s licence from the 
Vehicle and Operator Services Agency 

(VOSA). 
 
 
 

An example of an agreement which fails to 
establish self-employment is one which: 
 
• leaves the control and responsibility for the 

vehicle with the haulier enabling it to be used 

by other drivers. 
• leaves the responsibility for maintenance, 

insurance, and fuel with the haulier. 
• allows the driver to ‘pay’ for the vehicle 

through a deduction from earnings based 
on, for example, hours of use, mileage, or a 

clearly non-commercial amount per day or 
week. 

ESM4211 - 

Particular 

occupations: 

lorry drivers - 

leasing 

agreements 
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Exactly what is HMRC’s position with regards drivers? (4) 

Does it make any 

difference if the 

driver is engaged on 

a series of short-term 

assignments with no 

guarantee of future 

work? 

 

ESM4212 - Particular occupations: lorry drivers –  

short-term engagements 

 

Hauliers sometimes claim labour-only drivers are not employees 

because they are engaged on a job-by-job basis with no 

guarantee of future work. Even if they are engaged on a job-by-

job basis, the contract for each engagement may well amount  

to a contract of employment. In some cases, the regularity of 

work done may indicate that there is a continuous contract. 
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Exactly what is HMRC’s position with regards drivers? (5) 

HMRC’s position on the employment status of 
drivers is pretty clear. 
 

Therefore as an end-client that is responsible 
for any underpaid tax and national 
insurance:- 
 
If you believe that a driver (operating 
through a PSC) is self-employed, you need to 
have some strong evidence to back up that 
view. If HMRC visits your company, they may 
well challenge your opinion. If successful, it is 
your company that will be liable for unpaid 
tax and NI. 
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Commercial impact of the changes 

 

1. Additional costs if a driver is inside IR35 

 

• Employer’s NI at 13.8% of pay(over threshold). 

• Apprenticeship levy at 0.5% of pay. 

• Employer’s Pension contributions at 3% of pay (over threshold). 

• Holiday Pay (only if, at or close to, NLW/NMW). 
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Commercial impact of the changes (continued) 

2. An example 

     Inside IR35  Outside IR35 

 £  £ 

 

Pay Rate     11.60  13.00 

Holiday pay     1.40   -____         

     13.00  13.00 

 

Employer’s NI (13.8%)*     1.18    - 

Apprenticeship levy (0.5%)   0.07   -          

Employer’s Pension Contributions (3.0%)**  0.30   -  

            _____   _____ 

Total Cost     £14.55   £13.00   

An additional cost of  £1.55 per hour – a 12% increase. 

 

  * Er’s NI assumes a 37.5 hour week with a weekly threshold of £166. 

** Pension contributions assume a 37.5 hour per week with a weekly threshold of £116. 
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Commercial impact of the changes (continued) 

An inside IR35 

assessment may bring 

Agency Workers 

Regulations (AWR) into 
play – in particular, pay 

parity and holiday 

entitlement. 

Workers only look for 

work in assignments 

deemed outside 

IR35.  

Workers are seduced 

by “elaborate”/non-

compliant Umbrella 

Companies. 

Workers look for 

increased pay or 

they will leave. 
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Commercial impact of the changes for the worker 

• If deemed inside IR35, the worker can either : 
 
o be paid via their PSC but subject to PAYE/NI deduction. 
o be paid by Search as an Associate. 

o be paid as an Umbrella company employee. 
 

• Material impact on net pay. 
 

Not easy to directly compare because of taxes on the PSC. However an indication  
(looking solely at the net amount initially received) is as follows: 

 
     Inside IR35   Outside IR35 

 £   £ 
Gross Pay     487.50   487.50 
PAYE (20% over £240)                            (49.50)    - 
Employee’s NI (12% over £166)                              (38.58)    -  

            _____     _____ 
Net Pay     £399.42                     £487.50  

 
On the face of it, an 18% reduction in net pay. 
 
Note: Outside IR35, income will be subject to PAYE /NI, tax on dividends and corporation tax  

once paid out by the PSC to the individual. This will reduce the 18% headline reduction. 
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Other compliance risks which apply to end-clients 

Supply Chain – Risks of liability (tax debt) transfer 

 

• Search has taken steps to ensure it understands its supply chain. 

• End-clients now need to fully understand their supply chain. 

• A variety of recent legislation makes end-clients vulnerable to short -comings in their supply chain 

o Criminal Finance Act (fraud). 

o Promoter of Tax Avoidance Scheme (POTAS) / “Enabling” legislation (Schemes contrary to what Parliament intended). 

o IR35 changes (April 2020). 

o General Anti-avoidance Rule (GAAR). 

 

Supply Chain – Other risks 

 

• Exploitation of low paid workers / “gig economy” workers. 

• NMW investigations. 

• “Good Work” Plan – December 2018. 

 

All potentially present a reputational danger to the end-client and their brand. 

 

End-clients are increasingly at risk of tax-debt transfer and to their reputation if they don’t understand the operation of their 
labour supply chain. 
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Q & A 
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