
  

THE IR35 RIPPLE EFFECT

IR35 is a piece of government legislation introduced in 2000 to deal 
with a form of tax avoidance where individuals would avoid their legal 
obligation to pay tax by supplying their services through an intermediary 
(e.g. a Personal Service Company (PSC)) to an end-user client.

Under this legislation, the PSC determined the status of the person providing the services and deducted the 
appropriate tax. This measure changed for the public sector in April 2017 with the end-user client now being 
responsible for determining the status of the individual. From April 2021, this variation will be extended to 
large and medium-sized businesses in the private sector.

This is one of the biggest changes in Employment and Tax law in recent years. It will undoubtedly have a 
widespread effect on the private sector, as it will shift the responsibility for determining individual’s tax status 
and collecting the appropriate level of tax and National Insurance Contributions (NIC’S) via PAYE to end-
user clients or intermediaries nearest to the PSC where an agency is used. Where the person providing the 
services is deemed to be a worker within the IR35 rules, the end-user client or the responsible intermediary 
will bear the responsibility of reporting and paying tax and National Insurance Contributions.
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There is an exemption for companies that meet two or more of the following criteria:

•	 An annual turnover of not more than £10.2 million

•	 A balance sheet of not more than £5.1 million; and

•	 Not more than 50 employees.

However, if circumstances change and the company cannot meet two of the above criteria for two consecutive 
financial	years,	it	will	become	a	medium	or	large	company	and	thus	no	longer	exempt	from	the	new	rules.

There has been considerable confusion over the new rules, which has been compounded by a lack of clarity 
from Westminster.  This has led to knee jerk reactions from some employers, mainly in the banking sector, 
who have tried to eliminate the risk by no longer engaging contractors working through PSC’s or by imposing 
blanket IR35 determinations on all contractors. This approach is not advised as it could lead to action being 
taken where a determination is incorrect.

These	new	rules	will	impose	a	significant	administrative	and	financial	burden	on	the	end-user	clients.	To	
prepare for these new rules and minimise the ripple effect once the IR35 stone has been thrown, large and 
medium-sized companies should ensure they undertake the following actions:

• Consider whether the small companies’ exemption applies and if it does not, calculate the number of 
workers and contractors in the business.

• Carry out an audit of your current contracts or statements of terms, whether written or oral and assess 
whether from the terms and the reality of the working relationship, they would be deemed employees.  
One of the key tests is personal service – whether the employer would accept a substitute for the contractor 
if the need arose. If they are not deemed employees, they will not be caught by the new rules. You must 
carry	out	this	process	with	reasonable	care	and	must	confirm	your	assessment	giving	reasons	in	a	
Status	Determination	Statement	(SDS).	The	end-user	client	must	therefore	have	fit-for-use	processes	and	
documents to enable them to accurately determine the existence and status of these contractors.

•	 Provide	the	SDS	to	the	contractor	and	allow	them	to	challenge	this	if	needed,	before	the	first	payment	is	
made. HMRC will inevitably check the SDS so it is essential for companies to provide a clear method, enough 
detail on the decisions and reasons for this and keep any relevant paperwork.

•	 Ensure	the	contracts	with	the	PSCs	reflect	the	new	rules;	a	likeness	with	the	terms	of	the	contract	and	the	SDS,	
a clause enabling the end-user client from deducting the tax and NIC’s if IR35 applies and tax indemnities.

• Consider whether there are ways to amend working arrangements and possibly re-negotiate some of the 
terms to ensure that the contractors are not caught by the new rules.

• Look to the future and consider how future recruitment of contractors will be handled and ensure staff 
receive adequate training on this.

For more information, please contact us.
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Although helpful, the brief information included in this document is intended as a guide only and does not constitute legal advice. For more detailed information 
regarding any of the matters raised in this document tailored to suit your specific circumstances please contact a member of our team.
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