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Increasing compliance with the off-payroll working
rules in the private sector (IR35)

From April 2020, private sector businesses are to become responsible for assessing the employment status of
individuals hired on a contingent basis. This change means that the business, agency, or other third party paying
the contractor, will be required legally to pay employer’s National Insurance (NI) contributions on top of rates
paid out to individuals deemed to be within scope of the off-payroll rules.

What are the off-payroll rules and what is their purpose according to HMRC?

1. HMRC claims that the off-payroll working rules (IR35) ensure that limited company contractors pay the same
amount of tax as an employee when they are deemed to be working as an employee.

2.  HMRC maintains that contractors operating outside of the rules pay significantly less tax than an equivalent
employee. However, following the April 2016 increases to dividend tax, the difference between tax
obtained from limited company contracting and employment income is negligible [1].

3. Despite HMRC vilifying contractors, the perceived shortfall is caused mainly by corporations who hire
workers falsely as self-employed to circumvent their employer’s NI and workers’ rights liabilities.
Figures taken from an illustrative example in HMRC's own consultation [2] show that roughly 84% of
HMRC's perceived tax shortfall is due to missing employer’s NI contributions [3].

4. The off-payroll rules seek to reclaim the avoided employer’s NI by classing these workers as ‘employed for
tax purposes only’, while denying them employment rights. This type of practice is exploitative and is the
subject of a separate Government consultation [4]. However, HMRC refuses to consider this issue within
the remit of the off-payroll consultation.

5. HMRC purports that non-compliance costs will reach £1.3bn a year by 2023/24 but incorrectly bases its
calculations on the assumption that contractors and employees get paid the same amount.

6. Contractors typically charge 30% more than their permanent counterparts, partly to compensate for the
absence of employment rights and job security. When this is factored in, contractors, in fact, generate
more tax than employees.

What does an extension of the off-payroll rules mean for the private sector?

7. The off-payroll rules will affect all UK self-employed workers and likely millions of organisations which
source contingent labour to meet otherwise often unattainable work demands.

8. Ernst & Young (EY) found that 95% of businesses expect to be impacted significantly by the off-
payroll rules, with more than half expecting changes to be disruptive [5].

9. Government says small businesses will be exempt from this burden, yet exactly how many remains
unclear. HMRC has claimed within its summary of consultation responses [6] that “over 95% of businesses
will not need to apply the reform”. However, in a separate document published on the very same day, HM
Treasury stated that ‘the smallest 1.5m businesses’ [7] won't be affected, meaning that the rules could
impact potentially 4.2m of the UK’s 5.7m businesses.



10. Non-compliance in the public sector has shown that organisations are willing to circumvent the rules by
blanket assessing contractors as ‘employed for tax purposes’ before deducting their 13.8% employer’s
NI liability from the contractor’s income [8]. As a result, thousands of legitimate contractors have
been exploited by off-payroll, despite HMRC's insistence that the rules don’t impact the self-employed.

11. In the private sector, many hirers are expected to force workers into false self-employment to avoid
this extra cost, denying them employment rights in the process.

Employed or self-employed? Employment status needs to be assessed on a

case-by-case basis

lan would be considered as
self-employed for this contract

Jemimawould be consideredas an
employee for this contract

lan is an IT contractor who offers his services
through a limited company. He is hired by a
Government department to design and develop a
specific piece of software. The timescales for
completion of the project are at lan’s discretion
and he has the right to use someone else to
complete the services. lan can work off-site and is
permitted to work for other organisations while
working on this contract, providing his work with
the client department isnt compromised. lan has
complete autonomy over how work is delivered
but is required to provide monthly progress
reports to his client.

This is a real-life example. Despite being
clearly outside the scope of IR35, lan was
challenged by HMRC at a tax tribunal. The
Jensal Software Ltd v HMRC ruling [9] resulted in
a comprehensive victory for lan, raising concerns
over HMRC's ability to police the legislation
it is seeking to reform.

The NHS needs locum nurses to help alleviate staff
shortages across a number of hospitals and hires
Jemima on an ad-hoc basis over six-months. She is
required to use hospital equipment while working at
the hospital and, although she often needs to use her
best judgement at work, she needs to adhere to strict
health and safety procedures. Because of this,
Jemima’s client deems her to be ‘employed for
tax purposes’ and unlawfully deducts its
employer’s NI liability from her earnings. Jemima
loses roughly a third of her earnings as a result of her
new tax status, once the withdrawal of expenses has
been taken into account. Jemima considers this
decrease in earnings as too significant and looks for
work opportunities abroad, thereby stretching the
resources at this hospital even thinner.

This example is a scenario faced currently by thousands
of locum nurses [8]. The NHS is one of many public
authorities failing to comply with the off-payroll
rules, subjecting its workers to exploitation as a
result.

How has HMRC misrepresented the off-payroll rules?

12. HMRC's recent track record in IR35 tribunal cases shows that it struggles to interpret
the IR35 rules. Its defence for Jensal Software Ltd v Revenue & Customs [9] was error-strewn
and suggests that the taxman’s stance on IR35 isn’t to be trusted. HMRC claims that 90% of
contractors do not comply yet has only fully won three of the last 11 cases in court.

13. HMRC falsely claims that mutuality of obligation (MOO) exists where one party agrees to work
for another in exchange for payment. This interpretation was roundly rejected by IR35 Forum
members [10], as well as an IR35 tribunal Judge, who stated: “That would be true of every
contract, both employment and for services, otherwise the contract would not exist at all” [11].

14. HMRC maintains that the reform is not retrospective and claims that historic cases won't be
targeted [7]. The taxman is also embroiled currently in multiple high-profile IR35 cases where it
is seeking to secure retrospective income tax and NI payments from broadcasters [12].

15. The taxman continually denies the issue of non-compliance, whereby public authorities hire



contractors through umbrella companies that deduct employer’s NI from contractor payslips,
despite evidence to show that this non-compliant practice is rife [8].

16.

Although the legislation requires organisations to assess each engagement on a case-by-case

basis, HMRC actively encouraged NHS Trusts to conduct blanket assessments in a
September 2017 webinar, stating: “You don’t have to do an in-depth exercise in each case” [13].

17.

An initial £550m spike in income tax and NI payments via Pay As You Earn (PAYE) has been

treated as evidence of heightened public sector compliance by HMRC [7], ignoring
unanimous warnings from consultation respondents that a full compliance cycle can’t be
analysed until 2019 [14].

18.

HMRC's interpretation of the Government-commissioned IFF research report was

condemned widely as unrepresentative and biased by consultation respondents because
it failed to consult with contractors or agencies. Others accused HMRC of cherry-picking

preferable statistics from the report to feature within its consultation, to portray the reform
in @ more positive light [14].

19.

The CEST tool, developed by HMRC to help contractor clients assess employment status

accurately, is inconsistent with the employment case law underpinning IR35. HMRC
maintains that CEST's results are accurate, though it conceded in a Freedom of Information (FOI)
response to ContractorCalculator that it has no evidence to substantiate this claim [15].

20.

Following severe criticism of CEST from experts in response to its consultation [14], HMRC has

pledged to work with stakeholders to fix the tool; in doing so acknowledging that it is not fit
for purpose.

What can the private sector learn from the public sector reform?

Question Facts HMRC claim
Have the off- At this stage, it's impossible to tell. To accurately evaluate the The off-payroll
payroll rules fiscal impact of the off-payroll rules, any increase in income tax via rules resulted in an
increased PAYE and NI needs to be considered alongside the inevitable additional £550m
HMRC's tax yield| reduction in Corporation Tax and Dividend Tax payments, the raised in income
from public figures for which will be in the tax returns for January 2019. Until tax and NICs from
sector these are disclosed, how far the off-payroll rules have increased the public sector in
contingent HMRC's tax yield remains unknown. The increased cost of hiring their first year.
workers? contingent labour to public authorities, which one public authority

in the HMRC-commissioned IFF report [16] said was between 10%

and 15%, also needs to be considered.
Have public There is overwhelming evidence to suggest that public authorities Almost all public

authorities been
compliant with
the reform and
assessed
contractors on a
case-by-case
basis?

have not been compliant with the rules, with many imposing

unlawful blanket rules that make all contractors deemed caught by

IR35 without receiving an assessment.

e A survey by the Freelancer and Contractor Services Association
(FCSA) found that 50% of public authorities hadn't
conducted IR35 assessments for their contractors, while an
additional 26% applied blanket rulings [17].

e A study of 450 healthcare locums by ContractorCalculator and
the Independent Health Professionals Association (IHPA) found
that 60% of NHS locums were subject to blanket rules, while
50% were informed that they wouldn’t be hired unless they
were on an umbrella company’s payroll [18].

e A survey of public sector contractors by Qdos Contractor found
38% reported having been subject to blanket assessments
since April 2017 [19].

e FCSA claims to have collected evidence that a significant

authorities are
compliant with the
reform, having
made assessments
on a case-by-case
basis. The £550m
increase in PAYE
and NI since the
Off-Payroll rules
began is evidence
of heightened
compliance.




number of public bodies took a blanket approach to status
assessment, including NHS Trusts, local authorities and central
Government bodies [20].

e HMRC claims blanket assessments happen in just 10% of cases.
Even with this lowballed estimate, the Association of
Recruitment Consultancies (ARC) observes that roughly
100,000 contractors are set to be affected unfairly if the
rules are extended to the private sector [21], based on
HMRC's estimation that contractor headcount is circa 1Tm.

¢ Non-compliance within the NHS has resulted in its practices
being the subject of a judicial review [22].

e Jolyon Maugham QC told a Commons Select Committee on
BBC pay that non-compliance among public authorities is
forcing contractors into false employment: “They are saying
everybody is an employee in circumstances where the law does
not support that conclusion” [23].

Do the off-
payroll rules
made it harder
for public
authorities to
hire contingent
labour?

Public authorities have suffered notable difficulties sourcing

contractors since the off-payroll rules were implemented.

e According to research from the Association of Professional
Staffing Companies (APSCo), 70% of recruiters claim contract
placements in the public sector have dropped [24].

e An August 2017 study conducted by ContractorCalculator
found that 27% of contractors left the public sector after the
reform went live and 38% of them couldn't be replaced [25].

e Harvey Nash also found that 49% of contractors surveyed seek
contract opportunities exclusively in the private sector [26].

e The IFF study noted that 32% of central bodies had reported
struggles in filling contractor vacancies [16].

e Asurvey of 115 public sector hiring managers by the Chartered
Institute of Personnel and Development (CIPD) found that 51%
of respondents lost contractors immediately following the
reform, while 71% reported struggling to retain contractors
[27].

e A National Audit Office (NAO) report found that a number of
contractors, notably those in IT and project management, left
the BBC in response to the Off-Payroll rules [28].

The reform has not
made it harder for
public authorities
to fill vacancies.

Has the reform

There is substantial evidence pointing towards a significant increase

For the majority of

increased in contractor rates following the implementation of the reform. public authorities,
contractor e APSCo found that 45% of recruiters reported increasing the reform has not
rates? charge rates for contractors in the public sector [24]. resulted in an
o Harvey Nash found that 42% of contractors claimed to have | !Ncrease in rates
increased their rates to counter the tax increase caused by charged by
their deemed employment status [26]. contractors.
e The IFF also acknowledged that 28% of central bodies
reported increases in gross hourly rates [16].
Have public Many high-profile organisations and projects, including National The reform has had
sector Rail and HS2, experienced difficulties following the reform, while no negative effects
authorities and | staff shortages within the NHS have resulted in a patient care crisis. | on the labour
projects e ContractorCalculator found that 71% of projects were market, and

suffered as a
result of the
reform?

delayed or cancelled in the immediate aftermath [25].

e An October report by Transport for London (TfL) attributed a
project delay of more than three months to a significant
number of contractors leaving after the reform [29].

e ContractorCalculator and the IHPA found that roughly a
quarter of locums left the NHS following the reform, with
87% of respondents claiming the reform has impeded patient
care drastically [18].

e According to a survey of more than 800 contractors by the

changes in public
sector recruitment
were due to natural
fluctuations in the
workforce.




Association of Independent Professionals and the Self
Employed (IPSE), 40% of public sector contractors witnessed
project delays and 35% said they had seen costs rise
following the public sector reform [27].

e CIPD found that 52% of public sector hiring managers
reported rising costs, delays and even project cancellations
following the changes [27].

e Though HMRC's IFF research report estimated that it cost
public bodies on average £7,550 to implement the Off-Payroll
rules [16], an NAO investigation found that costs incurred by
the BBC in ensuring compliance totalled £1.5m — almost 200x
more than HMRC's figure [28].

Can CEST be
trusted to help
hirers accurately
determine IR35
status?

No. There is a growing body of evidence indicating that CEST is not

fit for purpose.

e HMRC has acknowledged that CEST assumes MOO [30] — a key
factor when assessing IR35 — to be present in all contractor
engagements. This is incorrect.

e Barristers and IR35 legal experts have advised that CEST
cannot be trusted to give an accurate representation of
employment status [30].

e In a letter to the Financial Secretary to the Treasury, the
Institute of Chartered Accountants in England and Wales
(ICAEW) advised that CEST was not suitable for use in the
private sector [31].

e ContractorCalculator re-tested CEST against 24 employment
status cases which HMRC claims CEST was tested to ascertain
its accuracy. It found that in only 58% of cases did CEST
provide the right answer for the right reasons [32].

e Another FOI request by ContractorCalculator found that CEST
was not assessed formally under Government’s own Digital
Services Standards [33].

¢ HMRC has also conceded that it has no detailed evidence to
support its claims regarding the accuracy of CEST [15].

e Upon its introduction, CEST was used to assess the status of
663 BBC broadcasters. Though the majority of broadcasters
had been assessed previously as self-employed via the BBC's
internal review process, which was developed by Deloitte in
liaison with HMRC, CEST claimed 92% to be caught by IR35
[28].

e Many experts have called for CEST to be either amended or
withdrawn, citing among the reasons failure to consider MOO
and the fact that it is too limited in scope to assess private
sector engagements accurately [14].

CEST is aligned

with employment

case law

underpinning IR35.

Has the reform
improved
compliance with
IR35 in the
public sector?

Not necessarily. There is evidence to suggest that this scenario is

incentivising more contingent workers to engage in tax avoidance

schemes. Meanwhile, evidence of blanket assessments from hirers
suggests that many of those now working via PAYE shouldn’t be.

e The Times found that recruitment agencies are encouraging
contingent workers into non-compliant umbrella loan-based
schemes to counter the tax loss caused by the off-payroll
rules, with new schemes continuing to emerge [34].

e As many as one in ten companies managing the payrolls of
locum workers — roughly 60 of the 550 schemes in operation —
are being investigated by HMRC for operating outside tax rules
[35].

e This has prompted a leading UK medical recruitment agency
to write to 30,000 locums, warning of the perils of these
schemes [36].

e During the first 10 months of the public sector reform, HMRC

The reform has
improved
compliance
with IR35. The
fact that there
are now more
contingent
workers
engaged on
public
authority or
umbrella
company
payroll
demonstrates
this.



reported that roughly 58,000 engagements each month were
found to be within scope of the rules, attributing this to
previous high levels of non-compliance. However, FCSA
uncovered guidance from numerous public bodies instructing
that sole traders be considered within scope, suggesting that
high volumes of sole traders are being caught
inappropriately by the reform [20].

References

1. Comparing taxes: contractors versus employees, April 2018, ContractorCalculator.

2. Off-payroll working in the private sector, May 2018, HMRC & HM Treasury.

3. Off-Payroll (IR35): 84% of perceived tax avoided is by hirers, reveal HMRC examples, July
2018, ContractorCalculator.

4. Good work: the Taylor review of modern working practices, July 2017, Department for
Business, Energy & Industrial Strategy.

5. Off-Payroll working in the private sector: consultation response, EY.

6. Off-payroll working in the private sector: Summary of responses, October 2018, HMRC & HM
Treasury.

7. Budget 2018: Increasing compliance with the off-payroll working rules in the private sector,
October 2018, HM Treasury.

8. Can umbrella companies deduct employer’s NI lawfully?, April 2018, ContractorCalculator.

9. Jensal Software Limited v Revenue & Customs.

10. HMRC dismisses IR35 Forum members’ views and courts on laws omitted from CEST, July
2018, ContractorCalculator.

11. Latest contractor IR35 tribunal win suggests HMRC knew CEST was flawed upon launch,
June 2018, ContractorCalculator.

12. BBC presenters fighting IR35: the final day in court, May 2018, ContractorCalculator.

13. Leaked HMRC webinar suggests taxman has misled the NHS on IR35, October 2018,
ContractorCalculator.

14. Off-payroll working in the private sector: Summary of responses, September 2018,
ContractorCalculator.

15. HMRC holds no detailed evidence to prove CEST accuracy claims, reveals FOI requests, April
2018, ContractorCalculator.

16. Off-Payroll Reform in the Public Sector: HMRC Research Report, May 2018, IFF Research.

17. Legal challenges to IR35 public sector reforms seem inevitable, May 2018, FCSA.

18. NHS survey: patient care services in crisis as IR35 reforms take their toll, November 2017,
ContractorCalculator.

19. Off-Payroll working in the private sector: consultation response, Qdos Contractor.

20. FCSA response to: HMRC & HMT consultation on off-payroll working in the private sector.

21. Response to consultation: ‘Off-payroll working in the private sector’, ARC.

22. IR35: new judicial review against NHSI due to incorrect IR35 assessments, October 2017,
ContractorCalculator.

23. Oral evidence: BBC pay, March 2018, Digital, Culture, Media and Sport Committee.

24, Public sector bearing brunt of new tax rules, October 2017, APSCo.

25. Public sector IR35 reforms survey: projects crippled by contractor exodus, September 2017,
ContractorCalculator.

26. Harvey Nash IR35 Sentiment Report, Harvey Nash Recruitment Solutions.

27. IR35 has led to ‘damaging unintended consequences’ for public sector employers, June
2018, People Management.

28. Investigation into the BBC’s engagement with personal service companies, Nov 2018, NAO.



https://www.contractorcalculator.co.uk/comparing_taxes_contractors_versus_employees.aspx
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/708544/Off-payroll_working_in_the_private_sector_-_consultation_document.pdf
https://www.contractorcalculator.co.uk/payroll_ir35_perceived_tax_avoided_hirers_hmrc_543210_news.aspx
https://www.gov.uk/government/publications/good-work-the-taylor-review-of-modern-working-practices
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/752160/Off-payroll_working_in_the_private_sector_-_summary_of_responses.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/752074/IR35_web.pdf
https://www.contractorcalculator.co.uk/umbrella_companies_deduct_employers_ni_lawfully_540110_news.aspx
https://www.contractorcalculator.co.uk/docs/TC2017.00667Jensal-Software-Limited.pdf
https://www.contractorcalculator.co.uk/hmrc_dismisses_ir35_forums_members_views_543010_news.aspx
https://www.contractorcalculator.co.uk/latest_contractor_ir35_tribunal_win_cest_flawed_541510_news.aspx
https://www.contractorcalculator.co.uk/bbc_presenters_fighting_ir35_final_day_court_540710_news.aspx
https://www.contractorcalculator.co.uk/leaked_hmrc_webinar_taxman_misled_nhs_ir35_544810_news.aspx
https://www.contractorcalculator.co.uk/Docs/20180919-ContractorCalculator-Offpayrollprivatsector-summaryofresponses.pdf
https://www.contractorcalculator.co.uk/hmrc_holds_detailed_evidence_prove_cest_540010_news.aspx
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/704931/Off-Payroll_Reform_in_the_Public_Sector.pdf
http://www.fcsa.org.uk/legal-challenges-to-ir35-public-sector-reforms-seem-inevitable/
https://www.contractorcalculator.co.uk/nhs_survey_patient_care_services_crisis_ir35_537910_news.aspx
https://www.arc-org.net/wp-content/uploads/2018/08/response-to-off-payroll-private-sector-090818f.pdf
https://www.contractorcalculator.co.uk/ir35_judicial_review_against_nhsi_537410_news.aspx
http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/digital-culture-media-and-sport-committee/bbc-pay/oral/80791.pdf
http://apsco.org/article/public-sector-bearing-brunt-of-new-tax-rules-3349.aspx
https://www.contractorcalculator.co.uk/public_sector_ir35_reforms_survey_projects_536410_news.aspx
https://drive.google.com/file/d/0B43LNf5Ppa6QRGo5OHB5MTZzazZ2b3FGeGhaZUloQXZnSXVZ/view
https://www.peoplemanagement.co.uk/news/articles/ir35-damaging-unintended-consequences-public-sector-employers
https://www.nao.org.uk/report/investigation-into-the-bbcs-engagement-with-personal-service-companies/

29.
30.

31.

32.

33.

34.
35.
36.

TfL Investment Programme Report — Q1, 2017/18, Transport for London.

HMRC deliberately omitted key IR35 case law from CEST tool, reveals NHS webinar, October
2017, ContractorCalculator.

ICAEW representation 40/18: modern working practices and off-payroll working, April 2018,
ICAEW.

CEST exposed as hopelessly unreliable using HMRC'’s own test data obtained via FOI, August
2018, ContractorCalculator.

CEST was not formally assessed under Governments own standards, reveals FOI, August
2018, ContractorCalculator.

Nurses are next on taxman'’s hitlist, February 2018, The Times.
Steer clear of ‘too good to be true’ payroll schemes, May 2018, The Times.
Health warning as staff face bills for back tax, May 2018, The Times.



http://content.tfl.gov.uk/pic-20171013-agenda-item05-investment-programme-q1.pdf
https://www.contractorcalculator.co.uk/hmrc_key_ir35_case_law_cest_tool_537610_news.aspx
https://www.icaew.com/-/media/corporate/files/technical/icaew-representations/2018/icaew-rep-4018-modern-working-practices--off-payroll-working.ashx
https://www.contractorcalculator.co.uk/cest_exposed_hopelessly_unreliable_hmrcs_foi_543610_news.aspx
https://www.contractorcalculator.co.uk/cest_formally_assessed_governments_standards_foi_543810_news.aspx
https://www.thetimes.co.uk/article/nurses-are-next-on-taxmans-hitlist-pwg6rf85k
https://www.thetimes.co.uk/article/steer-clear-of-too-good-to-be-true-payroll-schemes-5bbms69xb
https://www.thetimes.co.uk/article/health-warning-as-staff-face-bills-for-back-tax-kdtbdfrg8?shareToken=5efe84906b7e51ec3cb1ae898f3ed010

