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IR35 Guide 2018
Whether you’re an Agency, a Client or a Contractor it is essential to be familiar with the
basics of IR35.
IR35 only applies to workers operating through limited companies, also called Personal
Service Companies or PSCs. It does not apply to umbrella company workers, direct
employees on PAYE payrolls, or self-employed sole traders.

What is IR35 and who does it apply to?
IR35, or Intermediaries Legislation, is a piece of tax legislation that first came about back in
2000 designed to combat tax avoidance from what HMRC saw as “disguised employment”
by individuals supplying services through limited companies.
The rules have evolved and changed in the years since their introduction but essentially the
purpose is to identify workers who would be classed as employees if you removed the fact
they operate via a limited company.
In the eyes of HMRC if someone is doing the same work, in the same place, in the same
way as an employee, they should be taxed as an employee.
To quote HMRC:
“The aim of the legislation is to eliminate the avoidance of tax and National Insurance
Contributions (NICs) through the use of Intermediaries, such as Personal Service
Companies or Partnerships, in circumstances where an individual worker would otherwise,
for tax purposes, be regarded an employee of the client”.

Determining IR35 status
Determining the IR35 status for a particular contract hinges on whether the worker would
be classed as an employee if they were not working through a limited company.
If they are determined as “caught by” or “inside” IR35, they are deemed as a “disguised
employee” and relevant tax implication will apply.
If they are determined as “not caught by” or “outside” IR35, they are deemed to be
genuinely a business in their own right, supplying services in a business to business
transaction.
The IR35 status of an assignment dictates how tax and National Insurance is handled,
therefore the amount of money they take home week on week will be affected. If an
assignment is classed as inside IR35, most of the income paid to the limited company will
be subject to PAYE tax and National Insurance deductions.
It is important to stress that IR35 status applies to the Contract or Assignment, not the
individual worker. This means that in the course of their contracting career they may be
offered both IR35 caught and not caught contracts, with different tax treatment for each.

Caught or not caught?
There are two main factors which drive IR35 status - the written contract between the
limited company and the agency or end client and how it reflects in actual working
practices, day to day.
In the case of an IR35 investigation, HMRC will consider both elements to decide whether
the relationship is one of employment or one of business to business services. They will
also review the entire supply chain, which will likely mean a review of any agreement
between the Agency and the Client.
The tests which determine IR35 status are complex and have evolved out of decades of
case law. Among other factors, the following “tests of employment” may be applied:
Mutuality of obligation - Is the agency or client obliged to offer work and is the worker
obliged to take it?
Substitution - Is the personal service of the worker required, or can they send a
substitute to do the work? (Be careful as a replacement is not a substitution)
Control - What degree of control does the client have over what, how, when and
where the worker completes the work?
For a contract to be classified as caught by IR35, the tests must indicate an employment
relationship in all 3 of the above areas. HMRC will try to establish whether the relationship is
one of employment, or one of business to business services.

HMRC CEST Tool
HMRC have developed an online tool known as CEST - Check Employment Status for Tax.
This tool is designed to assist workers, clients and other relevant parties to ensure that a
contracts IR35 status is correctly determined.
CEST uses a series of questions to determine whether the worker is employed or
self-employed for tax purposes.
HMRC have said that CEST is the only IR35 decision-making tool they will stand by.
However, it is worth noting that they also state that use of CEST is not compulsory, nor do
they have a formal appeal process if you think an outcome has been determined
incorrectly.

Visit CEST Tool

Who determines an IR35 status?
At present there are two sets of rules in play, historically, the individual director of the
limited company carried the responsibility for determining the IR35 status of their contracts.
By agreeing to and signing-off annual company accounts and corporation tax returns for
their Personal Limited Company, the individual gave a presumed declaration that they had
operated outside of IR35. Likewise in the event of an IR35 investigation by HMRC, where
they found that the determination was incorrect, the individual was liable for any and all
underpaid Tax, National Insurance and penalties.
However, in the Budget of 2016, the government set the wheels in motion for substantial
change. HMRC took the view that only a small number of limited company contractors
were correctly classifying themselves as operating outside of IR35, and as a result, the
treasury was missing out on a considerable amount of tax revenue. It was widely agreed
that the Public Sector was to get its “own house in order first”.

Public Sector Reform
From April 2017, for contractors engaged in the public sector, responsibility for determining
the IR35 status switched from the individual contracting company to the Public Sector
Body engaging them. If the Public Sector Body decided that the contract is within IR35,
then the party paying the Personal Service Company – the “fee-payer” – must tax the
contractor at source, exactly as they would an employee on their payroll.

Current Private Sector Engagements
In the private sector, it remains the responsibility of the Personal Service Company Director
to determine the IR35 status of each Assignment and apply deemed payments on their
income if their contract is caught by IR35.
In the Autumn 2017 Budget, the government announced a consultation on possibly
extending the public sector IR35 rules to the private sector. It looks increasingly likely that
the way IR35 is applied will be the same across the board. This means that every
assignment or contract taken by a PSC will have an IR35 status determined at source which
will control which taxes need to be applied.

The Impact of IR35
If a contract is deemed as caught by IR35 (regardless of who makes that determination), the
gross earnings will be subject to “deemed payments”, in other words the PSC will pay the
same amount of tax and NIC as any other employee.
This means that the take home pay between PSC and Umbrella contracting will be very
similar, although both are probably better than being employed directly.

What is the best way to work?
Umbrella Company Vs Limited Company
When it comes to contracting, freelancing or working as a locum, there are two common
ways to operate and ultimately get paid. There are advantages and disadvantages of each
so in this section of the guide, we will look at these in more detail.

Limited Company (PSC)
Operating as limited company or PSC, gives a worker total control of their business
activities and traditionally provides a higher take-home pay. However, owning a business
comes with several legal obligations and if a contract is caught by IR35 they will still need
to manage all of the administration. This will often mean that although the “Take Home
Pay” will be similar to an Umbrella Employee, the worker still has to take into account the
substantial cost of running a Limited Company, including Accountancy Fees, Marketing
Costs, Insurances etc.

Advantages
Control - With a limited company, workers have complete control over their business
activities which also means they are more likely to be recognised as an independent,
professional business.
Take-home pay - Traditionally a limited company can provide a higher take-home pay
as the worker can decide on the most tax efficient way of taking money from their
company. (This will not be the case if the contract is caught by IR35).
Engage in multiple activities - Since they are running their own business they can
undertake business activities outside of normal contracts and if these are not caught by
IR35, income from them will not be subject to deemed payments.

Disadvantages
Setting up - Setting up a company comes with costs, including the need for a
company to be Incorporated, Registered Address, establish Directors and create an
Articles of Association document. A business bank account will also be required; these
often have a cost associated.
Legal obligations - As a Director of a limited company the worker will be responsible
for managing company accounts and ensuring they are working in a compliant
manner, including correctly applying the IR35 rules.
Retaining financial records - It is a legal requirement to retain financial records for at
least 6 years from the end of the last company financial year they relate to.
Cost of closing the company - When deciding to cease trading the Director is
responsible for the costs of closing the business and following the correct legal process
for doing so. This is likely to run into hundreds of pounds.

Umbrella Company
Umbrella companies engage flexible workers under an employment relationship. The
Umbrella Company takes care of all the PAYE Tax, National Insurance Contributions and all
the related administration, so it is a very simple way to work.

Advantages
Quick and easy to set up - Registering with a compliant Umbrella company is usually
simple and can be done quickly online or over the phone. Workers will need to agree to
a contract and complete a Right to Work check in order to continue.
Minimal paperwork - To get paid the worker will just need to submit a timesheet to
either the Agency or Client for authorisation. Some Umbrella companies also offer
faster payments and SMS pay alerts to make admin even easier and to give the worker
peace of mind.
Taxed at source – No one needs to worry about calculating PAYE Tax and National
Insurance Contributions, all of this is done by the Umbrella company and reported to
HMRC weekly.
Statutory benefits - As an employer, the Umbrella Company will offer statutory
employment benefits, including at least 28 days paid holiday, Sick Pay, Maternity and
Paternity pay etc.
Additional cover and perks - Since many Umbrella companies look after a large
number of employees, you can benefit from comprehensive insurance cover and other
perks and discounts.
Zero Cost – As the Umbrella company does not charge a worker for set up, leaving or
administration there is no cost associated to this way of working. Umbrella Companies
negotiate improved rates for their workers and simply take a small margin on any weeks
worked.

Disadvantages
Lack of control – A worker will not likely have as much control over the business
activities as they would do with their own limited company.
Expenses - Dependent on your Umbrella arrangements you may need to claim your
expenses through a Self-Assessment Tax Return or a P87 at the end of the year.
Unscrupulous providers - Certain providers are operating tax avoidance schemes
under the disguise of Umbrella companies. Always use an FCSA-accredited Umbrella
company to ensure you are not left with an unexpected tax bill.

Conclusion
This is an extremely interesting time for anyone who works within the UK’s Flexible
workforce. There are seismic changes on the horizon that are likely to reshape the way in
which workers are engaged. The Government is urgently assessing the impact of things like
IR35, Intermediaries Reporting, The Taylor Review and will be looking to implement and
update the way in which it, the govenment and HMRC consider employment.

Talk to us about IR35
If you are concerned or have questions on how IR35 if or could affect you please do not
hesitate to contact the team or visit our IR35 Hub for all the up to date help and advice.
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www.liquidfriday.co.uk

Visit IR35 HUB

