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Fundamental changes are being made to the IR35 rules, which have effect from 6
April 2017. The changes affect workers with contracts with public sector bodies,
where the worker’s services are provided through their own limited company (“per-
sonal service company” or “PSC”). This note is based on the draft rules, which have 
not been finalised.

IR35

IR35 rules apply where a worker provides services 
through a PSC but, if they had been provided directly 
to the end client, the worker would have been treated 
as an employee. Under standard IR35 rules, the client 
pays the fees charged by the PSC as normal. The PSC 
would then either pay out all of its net income (as 
calculated for IR35 purposes) as salary I pension, or 
it will be required to pay PAYE and NIC on a deemed 
payment of salary. From April 2017, where the client 
is a PSB, the obligation to account for PAYE and NIC 
passes to the PSB (or to the agency where relevant).

Public Sector Bodies (“PSBs”)

For the purpose of these rules, a PSB is defined as a 
public authority caught by the Freedom of Information 
Act (FOIA).It also includes wholly owned subsidiaries 
of public authorities, or companies owned 100% by a 
number of different public authorities.

Examples:

• Government departments.

• Armed forces.

• NHS, and General Practitioners and Dentists with 
NHS patients.

• Local authorities.

• Police.

• Maintained schools and higher education authorities.

• Academy schools.

• Universities.

• Companies owned by the above.

In relation to companies where the FOIA only applies in 
a limited way, the company is only treated as a public 
body where it is wholly owned by a single public body.

Personal Service Companies (“PSCs”)

PSCs are caught by the new rules if the worker has an 
interest of more than 5% in the shares of the company, 
or rights to more than 5% of distributions from it, or to 
more than 5% of assets on a winding up. In calculating 
the 5%, any shares owned by relatives of the worker 
are taken into account. Interests may be held directly 
or indirectly.

The definition of PSCs also includes partnerships. 
For example, partnerships are caught where a worker, 
alone or together with relatives, is entitled to 60% or 
more of the profits. There are further circumstances in 
which partnerships are caught, which would need to 
be considered but are outside the scope of this note. In 
practice, the use of a partnership as a PSC is rare.
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In Practice

Under the new rules, when a PSC engages with a PSB, 
the PSB has the responsibility of deciding whether the 
‘IR35’ rule applies (i.e. whether the worker would be 
an employee had he been engaged personally). HMRC 
will make available an online tool to assist with making 
that decision, which HMRC will accept as binding 
provided that the inputs into the tool are correct. HMRC 
expects the on-line tool to be available in March 2017.If 
the engagement is obtained via an agency, the agency 
will be required to ask the PSB whether the IR35 rules 
will apply and to advise the agency accordingly. The 
agency is then required to deduct PAYE if IR35 applies. 
If there is a chain of agencies or intermediaries, it is the 
one that pays the PSB that must deduct the PAYE.

The worker will then supply certain details to the 
public body (NI number, date of birth etc.).The above 
procedure emphasises the fact that IR35 tests have to 
be applied on an engagement by engagement basis. It 
is sometimes incorrectly believed that a company can 
somehow be outside IR35, perhaps because it has a 
large number of clients. In fact, even a company with 
numerous clients can potentially fall within IR35 as 
regards one or more particular contracts.

Payments

If IR35 applies, the PSB (or agency) will be required to 
deduct PAYE and NIC from payments made to the PSC. 
The PSB will pay over the PAYE and NIC to HMRC and 
file the normal returns under Real Time Information 
(RTI) procedures. This is best illustrated by an example. 
This example is taken from HMRC’s technical note. The 
PAYE and NIC figures in this example are illustrative, 

and have been rounded.

Rebecca IT Ltd

Rebecca supplies her services to a government 
department via her PSC. Rebecca IT Ltd, at 
£6,000+VAT of £1,200 per month. The fee is wholly 
for her time: there are no additions for travel or other 
expenses (see below).

The position of each party is set out opposite:

Public Sector Body

     £

Fee charged by Rebecca IT Ltd   6,000

VAT      1,200

Total invoiced amount    7,200

Less:

PAYE deducted by PSB    -1,400

NIC (employee’s) deducted by PSB   -400

Payment to Rebecca IT Ltd   5,400

The PSB also pays employer’s NIC of £700 to HMRC

Rebecca IT Ltd

     £

Sum received by Rebecca IT Ltd   5,400

Less: VAT paid to HMRC    -1,200

Brought into the accounts of Rebecca IT  4,200
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Paid to Rebecca as net pay,                               -4,200
attributable to the PSB contact                                                         
(“End ofLine Remuneration”) 

Retained                                                                0

As Rebecca IT Ltd is caught by IR35, it would normally 
be required to account for PAYE and NIC on a deemed 
payment of £6,000. However, as this has already been 
accounted for by the PSB, Rebecca IT Ltd has no 
further liability.

Rebecca

         £
Gross pay (as shown on P60                                
provided by PSB)                                                     6,000

PAYE (paid py PSB)        -1,400

NIC (paid by PSB)         -400

Net          4,200

Rebecca shows the above amounts on her tax return, 
and not the End of Line Remuneration of £4,200 
paid by Rebecca IT Ltd. If Rebecca IT Ltd has other 
assignments with private sector clients, Rebecca IT 
may have to apply IR35 to those payments. A P60 from 
Rebecca IT Ltd would be required for salary payments 
made by that company (or deemed payments under 
IR35 rules).

Tax Implications

When Rebecca completes her personal tax return, 
she will use the P60 information provided by the PSB. 
She will not enter the salary received by Rebecca IT 

Ltd in respect of this income. If she makes Student 
Loan Repayments, these must be dealt with via the 
tax return - they will not be deducted by the PSB. 
The corporation tax liability of Rebecca IT Ltd will be 
calculated based on the amount received by the PSC 
net of VAT £4,200 less the ‘end of line remuneration’ 
paid to Rebecca £4,200. In this example, therefore, 
there would be no corporation tax liability, regardless 
of whether Rebecca IT Ltd paid an actual salary. But if 
Rebecca Ltd chooses to distribute income by dividend 
rather than salary, Rebecca will pay dividend tax on the 
dividend. This means tax will be paid twice on what is 
effectively the same income: once via PAYE and again 
via dividend tax. Under the draft legislation, there does 
not appear to be any mechanism for giving relief for 
the double taxation suffered. 

Travel and Subsistence and Other Expenses

Payments for expenses can be made by the public 
body without deducting tax in the following cases:

a. Payments are in respect of materials used in 
providing the service;

b. Payments are for travel and subsistence, where 
those expenses would be allowable had the worker 
been directly employed. This rules out travel to 
the normal place of work, but would allow tax free 
payment of expenses to a temporary workplace, under 
the normal rules that apply to travel and subsistence 
payments, including mileage allowances paid in 
accordance with HMRC approved rates.

c. Payments are made for other expenses which would 
be deductible if the worker had incurred them as an 
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wholly. exclusively and necessarily incurred in the 
performance of the duties. ‘End of Line’ Remuneration 
paid by PSC In the simplified example of Rebecca IT 
above, it is clear that the payment made by the PSC 
to the worker related to the contract with the public 
sector body. The payment can be made via the payroll 
of the PSC. but in this simple example, no PAYE or 
NIC would be payable by the PSC. Matters will not 
always be so straightforward. The PSC may have more 
than one contract, some of which may be within and 
others outside of these rules. When the PSC makes a 
payment to the worker, the PSC is required to identify 
payments which can “reasonably be taken to be” for 
the services provided to the public sector body. These 
payments can then be made without deducting PAYE. 
whereas other payments made by the PSC may be 
subject to PAYE, either as salary or as a deemed 
payment under IR35 rules.

Other Implications

Although the worker in these arrangements will receive 
a P60, she will not in fact be an employmnt of the 
company. The PSB will not be required to apply auto-
enrolment procedures for pensions.

Umbrella Companies and Managed Services 
Companies

An umbrella company is a form of intermediary 
company that is used to supply the services of multiple 
workers to multiple clients. Typically, the worker will 
have shares in the company, in designated share class 
specifically for him.

A managed Service Company is another form, 

of intermediary company where some or all the 
administrative services such as billing are carried on by 
the provider.

Where the PSC is engaged via a complaint umbrella 
company or a Managed Service Company, the public 
body will make the payment without deduction of tax. 
The umbrella company or MSC will be required to apply 
the existing IR35 procedures, as normal.

Concluding Note

The effect of the new PSC legislation is that the tax 
suffered by workers using PSCs will be the same as if 
they were employees.

However, they will continue to bear the cost of 
operating a PSC and will not obtain any tax relief for 
these costs.

Public sector bodies will incur additional NIC costs 
on contracts caught by IR35. In addition, if they fail 
to correctly classify contracts as being within IR35 
and fail to deduct PAYE and NIC, HMRC would be 
able to assess the PSB for the PAYE and classifying 
engagements, rather than take its own view.

The PSC has no right of appeal against the decision 
by the PSB as to whether the IR35 applies. Whilst 
representations can be made to the public body, it is 
they who take the decision.

HMRC expects to raise the grand total of £20 - £25 
million a year from this measure. This contrasts with 
the £440 million it believes it is losing through non-
compliance with IR35. The implication must be that 
the vast majority of this loss arises from PSC contracts 
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employee. They would then need 
to represent costs compliance 
with IR35. The implication must be 
that the vast majority of this loss 
arises from PSC contracts with 
private companies. It will therefore 
be no surprise if the legislation is 
passed to bring private companies 
into the same regime as public 
sector bodies.

Notice to readers:

This note summarises the position 
based on the draft Finance Bill 
clauses published in December 
2016, which are subject to 
consultation process and the 
usual parliamentary process, and 
are therefore subject to change. 
Whilst every effort has been 
made to ensure accuracy, the 
firm cannot be held responsible 
in any way for consequences 
arising from the information given. 
Professional advice should be 
taken before embarking on any 
particular course of action.
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If you would like to  
discuss this in further 
detail, please get in 
touch with our friendly 
advisor below.
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