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ABOUT THIS BOOK
This is the thirtieth edition of Tolley's Tax Guide, which is one of the range of Tolley annuals on all aspects of taxation.
The Guide is updated annually to incorporate the changes in law and practice that occur each year, and is published this year soon after the passing of Finance Act 2011.
The aim of the book is to provide clear and concise guidance on all aspects of taxation that are likely to be encountered day-to-day by tax advisers and personal and business taxpayers. It deals with income tax and capital gains tax (including self-assessment), corporation tax, inheritance tax, value added tax and stamp taxes. There are also chapters on council tax and business rates, national insurance contributions and statutory sick pay, statutory maternity pay, adoption and paternity pay. There are numerous examples to demonstrate how the provisions work in practice.
Tax planning opportunities in the various areas are highlighted as 'tax points' at the end of most chapters.
This edition gives the position for the tax year 2011–12 and covers all legislation, HMRC's published guidance and other relevant sources of information including the provisions of Finance Act 2011. Where appropriate the position for earlier years is also explained.
All chapters have been revised to incorporate the many changes that have taken place since the previous edition, and there is a useful summary of the main changes.
The general law, as opposed to tax law, is not always the same in Scotland and in Northern Ireland as in England and Wales. Except where otherwise stated, this book is concerned with the law in England and Wales. Readers in Scotland and Northern Ireland should take advice if in any doubt.
Any comments on this publication will, as always, be welcomed by the publishers.
LexisNexis
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Part III Employment

10     Employments — taxable income and allowable deductions
INTRODUCTION
[10.1]
The tax law relating to employment income is contained in the Income Tax (Earnings and Pensions) Act 2003 (ITEPA 2003), as amended by later Finance Acts. ITEPA 2003 deals with employment income (Pts 2–8), pension income (Pt 9) and social security benefits (Pt 10). This chapter discusses employment income and taxable social security benefits. All statutory references are to ITEPA 2003 unless otherwise stated. Pensions are dealt with in CHAPTERS 16 and 17.


BASIS OF CHARGE (SS 1–13, 682–686)
[10.2]
The legislation covers the employment earnings of employees and directors. Tax on such earnings is normally collected by employers through the Pay As You Earn (PAYE) scheme, which also deals with the collection of national insurance contributions (NICs). Class 1 NICs are payable by employees and employers and accounted for by employers along with the tax on the earnings, and Class 1A NICs on employee benefits are payable by employers only and accounted for at the year-end (see 10.56). Employees' and employers' NICs are discussed in CHAPTER 13.
It is often hard to decide whether someone is employed or self-employed — see CHAPTER 19. If an employer wrongly treats an employee as self-employed, he is liable for the PAYE and NICs that should have applied, with only limited rights of recovery from the employee of his share. The worker who is classed as employed rather than self-employed will find significant differences in his allowable expenses, the timing of tax payments and the liability for NICs.
Most agency workers are required to be treated as employees. The agency is usually responsible for the operation of PAYE but the client is responsible if he pays the worker direct. Agencies are normally required to deduct PAYE tax and NICs from payments to construction workers supplied by them.
Anti-avoidance
IR35 rules
[10.3]
Special rules known as the IR35 rules prevent the avoidance of tax and NICs by operating through a personal service company rather than being employed directly (see 19.6 to 19.14). All employers have to state on their PAYE annual P35 forms (see 10.55) whether or not the IR35 rules apply to any worker listed on the return (see 19.14). Further rules were introduced from 6 April 2007 in relation to 'managed service companies', which were already subject to the IR35 rules but were used to avoid tax and NIC liabilities in different ways. Such companies are now subject to separate rules rather than the IR35 rules. Payments to those working for such companies are treated as employment income if they would not otherwise be so treated, and various other special provisions apply. See 19.15.


Sale of income from personal occupation (ITA 2007, ss 773–789)
[10.4]
This prevents those with high personal earning potential, such as entertainers, avoiding tax by means of contracting their services to a company in which they hold the shares and thereby turning income into capital by later selling the shares at a price reflecting the personal earnings.


Employment income provided through third parties (Part 7A)
[10.5]
Finance Act 2011 introduces anti-avoidance legislation aimed at employees, directors and employers who use arrangements involving trusts and other vehicles to avoid, reduce or defer income tax liabilities on rewards of employment, or to avoid restrictions on pensions tax relief. The legislation will apply in certain circumstances where employees and their employers enter into arrangements which result in a payment of money or the provision of an asset by a third party rather than the employer. The legislation creates a tax charge applying to—
(a)     certain loans of money or assets to the employee by the third party;

(b)     the earmarking of money or assets for the employee by the third party, and in very limited circumstances by the employer; and

(c)     the outright payments of money or transfer of assets to the employee by the third party;


where these would not otherwise be taxed as earnings from employment (see, in particular 10.26 and 10.58).
Third party intermediary arrangements are often used in addition to registered pension schemes to remunerate individuals above the annual and lifetime allowances (for example employer-financed retirement benefit schemes — see 16.41), and this legislation applies to those arrangements. However, third party arrangements which are not tax avoidance will not be included.
The tax charge will be based on the sum of money made available, or on the higher of cost or market value of the asset provided or transferred. The amount concerned will be treated as a payment of employment income and subject to PAYE.
Although the legislation applies broadly from 6 April 2011, anti-forestalling measures ensure that certain events occurring on or after 9 December 2010 but before 6 April 2011 will be taxed on 6 April 2012. NIC will also be payable on the amounts chargeable to tax.
For HMRC's views on the application of the legislation see www.hmrc.gov.uk/budget-updates/march2011/drl-faq.pdf.






SOCIAL SECURITY BENEFITS (SS 660–676)
[10.6]
The tax treatment of social security benefits is complex and the detailed rules are outside the scope of this book. The table below shows which of the main social security benefits are taxable and which are exempt. See the TABLE OF RATES AND ALLOWANCES for the current amounts payable.
Employment and support allowance replaced incapacity benefit and income support for new claimants from October 2008. HMRC provide guidance on the tax treatment of grants and employment credits under the 'New Deal' programme in their Employment Income Manual at EIM01651. A list of taxable and non-taxable social security benefits can be found at EIM76100–1. A summary is provided below.
	 

	SOCIAL SECURITY BENEFITS 

	TAXABLE: 

	 

	Bereavement allowance and widowed parent's allowance* 

	Carer's allowance* 

	Incapacity benefit* (after first 28 weeks) 

	Employment and support allowance (if contribution based) 

	Industrial death benefit paid as pension 

	Jobseeker's allowance (up to the 'taxable maximum') 

	Statutory maternity pay, statutory paternity pay and statutory adoption pay 

	Statutory sick pay 

	 

	*Excluding any addition for dependent children 

	EXEMPT: 

	 

	Attendance allowance 

	Back to work bonus 

	Bereavement payment 

	Child benefit and child's special allowance 

	Christmas bonus and winter fuel allowances for pensioners 

	Disability living allowance 

	Employment and support allowance (if income-related) 

	Guardian's allowance 

	Housing benefit and council tax benefit 

	Incapacity benefit (for first 28 weeks of entitlement) 

	Incapacity benefit to those receiving the former invalidity benefit at 12 April 1995 for the same incapacity 

	Income support (except where the claimant is involved in a trade dispute and is claiming in respect of a partner) 

	Industrial injuries benefit 

	Maternity allowance 

	Pension credit 

	Severe disablement allowance 

	Tax credits (see 2.33) 

	War widow's pension 

	 




HEALTH AND EMPLOYMENT INSURANCE PAYMENTS (ITTOIA 2005, ss 735–743)
[10.7]
Benefits payable under an insurance policy taken out to cover periods of sickness or unemployment are exempt from tax. Such policies include mortgage protection policies, permanent health insurance and insurance to meet domestic bills etc. Various conditions must be satisfied, in particular no deduction must have been received for the premiums in calculating taxable income.


PERSONS LIABLE (PT 2)
[10.8]
Liability to tax on earnings depends on the individual's country of residence, ordinary residence and domicile. Broadly, residence normally requires a person to be physically present in the country at some time in the tax year, ordinary residence means habitual residence and domicile is the country regarded as the individual's permanent home — see CHAPTER 41.
An individual who is resident, ordinarily resident and domiciled in the UK is normally charged to tax on world-wide earnings. Non-residents are liable to tax on their UK earnings.
Personal reliefs are available only to UK residents and specified categories of non-resident (see 41.29). An individual is not entitled to personal reliefs for any tax year for which he claims the remittance basis (see 41.14). Liability to UK and overseas tax may be varied by double taxation agreements. See 41.16 regarding UK residents working abroad and 41.32 regarding a non-resident's UK earnings.


TAXABLE EARNINGS (SS 9–13)
[10.9]
Pay for income tax purposes includes wages, salaries, commissions, bonuses, tips and certain benefits in kind. To count as pay, earnings must be 'in the nature of a reward for services rendered, past, present or future'. See CHAPTER 15 for lump sum payments received on taking up or ceasing employment.
Pay for the purpose of Class 1 NICs is broadly the same as pay for income tax. There are, however, still some instances where the treatment differs, and it is essential to study carefully the employers' guides provided by HMRC. Employers' Class 1A NICs are payable on virtually all benefits in kind on which tax is paid by employees earning £8,500 per annum or more and directors (see below), except where the benefits are included in a PAYE settlement agreement and contributions are paid under Class 1B (see 10.59).
Pay for Class 1 NICs is not reduced by charitable payments under the payroll deduction scheme (see 43.27), nor by the employee's occupational or personal pension contributions. Employer contributions to employer-financed registered company pension schemes, or to certain other employer-finance schemes, or an employee's registered pension plan, do not count as earnings for either tax or NICs — see CHAPTERS 16 and 17.
The NIC treatment of tips depends on how the tips are paid. HMRC booklet E24 'Tips, gratuities, service charges and troncs' deals with the treatment of such items for tax and NICs, VAT and the national minimum wage. The booklet makes it clear that payments made by a tronc master are not liable to NICs providing the money was not originally paid to the employer, and the employer does not decide the allocation of the payments, directly or indirectly. PAYE does not apply if the customer gives a cash tip directly to the employee or leaves it on the table and the employee keeps it without the involvement of the employer. However the employee should notify HMRC of any tips received and tax will usually be deducted by an adjustment to the employee's PAYE tax code. The 2010 version of the guide is available at www.hmrc.gov.uk/helpsheets/e24.pdf.
If an employer pays a bill that the employee has incurred and is legally liable to pay, this counts as the equivalent of a payment of salary. The employee is charged Class 1 NICs, but not income tax, at the time the employer pays the bill. The employer will show the payment on the year-end form P11D or P9D (see 10.58), and the tax on it will be included in the amount of tax the employee owes for the year. Details of the NIC and P11D treatment of various common benefits can be found in HMRC booklet CWG5(2011) Appendix 1, see www.hmrc.gov.uk/guidance/cwg5.pdf.
Employers must deduct and account for tax and Class 1 NICs under PAYE when they provide pay in certain non-cash forms — see 10.21.
Tax is charged on the earnings received in the tax year if an employee is resident, ordinarily and domiciled in the UK, no matter what period the earnings relate to. Certain expenses incurred may be deducted in arriving at the taxable earnings — see 10.12.
Employees earning £8,500 per annum or more and directors — P11D employees (ss 216, 217)
[10.10]
Form P11D is the employer's annual return of expenses and benefits (see 10.58) and a P11D employee is taxed not only on cash pay but also on the cash equivalent of benefits in kind. All directors and employees earning £8,500 a year or more, including benefits, are P11D employees. Full-time directors earning less than £8,500 are not P11D employees unless they own or control more than 5% of the ordinary share capital or, in the case of a 'close company', they are entitled to more than 5% of the assets on a winding up. All part-time directors are P11D employees unless they work for a charity or non-profit making organisation and earn less than £8,500. The legislation used to refer to P11D employees as 'higher-paid' employees.


Lower-paid employees (P9D employees)
[10.11]
Employers report taxable benefits and expenses for non-P11D employees at the year end on form P9D (see 10.58). Non-P11D employees are not normally taxed on benefits unless they can be turned into cash, and the amount treated as pay is the cash which could be obtained. For example, if a non-P11D employee is given a suit which cost the employer £250 but which is valued second-hand at only £30, the employee is taxed only on £30. A non-P11D employee escapes tax on the benefit of use of a car, unless he has the choice of giving up the car for extra wages. In that event, the car could be turned into cash at any time by taking up the offer, so he would be treated as having the extra wages — the rule at 10.38 applies only to P11D employees. Some benefits are chargeable on all employees — see 10.21.
Benefits provided by an employer, under a contract that the employer has made, must be distinguished from payments by the employer of bills that  the employee is legally liable to pay. Such payments do not escape tax or Class 1 NICs — see 10.9.




ALLOWABLE EXPENSES AND DEDUCTIONS (SS 229–236, 316A, 333–360A, 555–564; ITA 2007, s 128)
[10.12]
In arriving at taxable pay, an employee can deduct expenses that he is obliged to incur and pay as holder of the employment and that are incurred wholly, exclusively and necessarily in the performance of the duties of that employment. Relatively few expenses satisfy this stringent rule. Others are specifically allowable by statute or by concession. See 10.45 for the treatment of work-related training costs paid or reimbursed by the employer. HMRC provide guidance on various expenses and benefits at www.hmrc.gov.uk/paye/exb/index.htm
An employee can also deduct qualifying travelling expenses. He is entitled to relief for the full cost he is obliged to incur in travelling in the performance of his duties or travelling to or from a place he has to attend in the performance of his duties, as long as the journey is not ordinary commuting between his home and his permanent workplace or private travel (i.e. travel for a private rather than business purpose).
Site-based employees with no permanent workplace are allowed the cost of travelling to and from home (unless the job at the site is expected to last for more than 24 months, in which case the site counts as a permanent workplace). The 24 month rule does not allow home to work travelling expenses to be claimed by someone whose employment, as distinct from temporary place of work, is expected to last 24 months or less. The full cost of meals and accommodation while travelling or staying away on business is allowable as part of the cost of travel. Business travel includes travelling on business from home where the nature of the job requires the employee to carry out his duties at home (but doing work at home for convenience rather than because of the nature of the job does not turn home into a workplace). Where a journey has both a business and a private purpose, the expense will be allowed if the journey is substantially for business purposes. As far as NICs are concerned, they will normally only be payable if the employer makes a payment to the employee that exceeds the cost of a business journey. Payment by the employer of congestion charges in London (or elsewhere) will in the first instance count as an employee benefit where an employee uses his own car, and will be offset by an equivalent allowable expense if incurred on business travel.
In most cases the employer will reimburse allowable expenses, so that expenditure is balanced by the employer's payment. Where this is not the case, the employee needs to claim tax relief himself.
Employee using own transport for business
[10.13]
There is a statutory system of tax-free approved mileage allowances for business journeys in an employee's own transport. He is taxable only on any excess over the approved rates. Employers will report any such excess on the year-end form P11D or P9D (see 10.58). The mileage rates are as follows:
	 
	 
	 

	Cars and vans: 
	First 10,000 miles in tax year 
	45p per mile 

	 
	Each additional mile 
	25p per mile 

	Motor cycles 
	 
	24p per mile 

	Cycles 
	 
	20p per mile 

	 
	 
	 


If the employer pays less than these amounts, the employee can claim tax relief for the additional amount paid. The rates may be altered by the Treasury by means of regulations, and the 45p rate above was increased from the previous rate of 40p from 6 April 2011.
[10.14]
For NICs, the NICs-free rates for motor cycles and cycles are the same as for tax. For cars and vans, the NICs-free amounts are based on the 45p rate for 10,000 miles regardless of the business miles travelled. The total amount paid in the pay period (whether as a rate per mile or regular or one-off lump sum payment) is compared with the NICs-free amount for the number of business miles travelled and Class 1 contributions are payable on any excess. If an employee is paid less than the NICs-free amount there is no relief for the balance.
[10.15]
If an employee carries fellow employees on business trips, either in his own car or van or an employer's car or van, and receives mileage allowance payments (see 10.13), the employer may pay up to 5p per mile for each fellow employee free of tax and NICs. The employee cannot claim any relief if the employer does not pay an allowance.
[10.16]
See 7.5 regarding VAT and fuel for business vehicles.


Other expenses
[10.17]
Flat rate expenses allowances are available for the upkeep of tools and special clothing in various occupations, although this does not stop an employee claiming relief for the actual cost if that is higher. The flat rate expenses currently allowable are listed in HMRC's Employment Income Manual at EIM32712. The cost of normal clothing is not allowed even if it costs more than the employee would normally pay and he would not wear the clothes outside work.
If it is necessary for an employee to work at home, he may claim the appropriate proportion of the cost of light, heat, telephone calls, etc, but not council tax.  Reasonable expenses payments by employers to cover additional household expenses where an employee regularly works at home under homeworking arrangements are exempt from tax. HMRC have stated that up to £3 a week may currently be paid without supporting evidence of actual costs. They will allow a similar deduction for expenses met by the employee himself. See HMRC's Employment Income Manual at EIM32760–32830 for their views on when relief for homeworking expenses is allowable. See also 10.28 regarding exempt benefits, some of which enable employers to provide those working at home with furniture, supplies etc, without a tax charge, where private use is insignificant. See also 30.21.
An employee away from home overnight on business is exempt from tax and NICs on payment or reimbursement by his employer of incidental personal expenses such as newspapers and telephone calls so long as they do not exceed a VAT inclusive amount of £5 a night (£10 if outside the UK) and certain conditions are met.
Other allowable expenses include contributions to a registered pension scheme (see CHAPTERS 16 and 17), charitable donations under the payroll giving scheme (see 43.27) and most professional subscriptions that are relevant to a job. The cost of business entertaining is not allowed, but the disallowance may fall on the employee or on the employer depending on how payment is made. A deduction cannot be claimed for entertaining expenses paid out of salary or out of a round sum allowance. If an employee receives a specific entertaining allowance from his employer or he is specifically reimbursed for entertaining expenses, he is not taxed on the amount received, but no deduction for it can be claimed by the employer in calculating his taxable profit (see 10.58 for the PAYE treatment).
An employee can claim a deduction in calculating the tax on his earnings for:
(a)     Capital allowances (see CHAPTER 22) if he buys equipment that is necessarily provided for use in his job. The allowances are restricted by reference to any private use, and are not available for expenditure on a car, van, motor cycle or cycle, for which mileage allowances are available instead (see 10.13).

(b)     Interest on money borrowed to finance the purchase of such equipment (restricted by any private use proportion). Relief is given for the tax year of purchase and the three following tax years.


An employee does not have to pay either tax or NICs on any payment by his employer to meet the cost of directors' liability insurance, professional indemnity insurance and work-related uninsured liabilities (provided the main purpose(s) of the payment is not the avoidance of tax). If he meets the cost himself he may treat it as an allowable expense. This treatment is extended to payments made by him or his employer at any time up to six years after the end of the tax year in which the employment ends.
Tax relief for a loss in employment may be available in limited circumstances. HMRC state that the loss must arise directly from the conditions of the employment and the employee must be contractually obliged to suffer a part of the employer's loss, for example a salesperson responsible for bad debts arising from orders taken by him. If the relief is available it may be claimed against the total income of the year of loss or the previous year, or both, and any unused loss may be treated as a loss for capital gains tax purposes (see 25.7). Relief is denied with effect from 12 January 2009 for employment losses derived from arrangements, one of the main purposes of which is the avoidance of tax.




EXPENSES PAYMENTS AND REIMBURSED EXPENSES
Dispensations (s 65)
[10.18]
The strict application of the rule for allowable expenses would require all expenses payments to employees to be treated as employment income, leaving the employee to claim relief for the allowable part. To avoid a lot of unnecessary work, expenses payments that would not give rise to a tax liability may be the subject of an HMRC dispensation enabling them to be excluded from P11D returns.
Examples of expenses for which a dispensation may be granted are travelling and subsistence allowances on an agreed scale and professional subscriptions. Dispensations are not normally given for round sum allowances and may be denied in respect of a controlling director of a company unless the expenditure is vouched by independent documentation. HMRC provide guidance in the Employment Income Manual at EIM30050.


Removal and relocation expenses (ss 271–289)
[10.19]
When an employee moves home because of his job, qualifying removal expenses and benefits are exempt from income tax up to a maximum of £8,000 per move, providing they are incurred, broadly speaking, during the period from the date of the job change to the end of the next following tax year. In order for the expenses and benefits to qualify for relief various conditions must be satisfied. Allowable expenses include expenses of disposing of the old property and buying another, removal expenses, providing replacement domestic goods, travelling and subsistence, and bridging loan expenses (see 30.19).
Employers do not have to operate PAYE on qualifying expenses payments, even if they exceed £8,000, but PAYE applies to non-qualifying expenses payments. Qualifying expenses payments and benefits in excess of £8,000, and non-qualifying expenses and benefits must be reported on year-end forms P11D and P9D.
Where an employer makes a payment to an employee to compensate him for a fall in value when he sells his home, the payment is fully taxable as earnings. It does not qualify for relief as a relocation expense. See 10.20 regarding selling the home to the employer or a relocation company and sharing in a later profit.
As far as NICs are concerned, employees are charged Class 1 contributions on all relocation expenses payments that are not eligible for tax relief. No contributions are payable on qualifying removal expenses and benefits up to £8,000. Class 1A employers' contributions are payable on non-eligible relocation benefits and on any excess of qualifying relocation expenses and benefits over £8,000.


Sale of home to relocation company or to employer (TCGA 1992, s 225C)
[10.20]
Where there is a guaranteed selling price scheme, the treatment depends on the precise details of the scheme. There will, however, be no taxable benefit where an employee sells his home to the employer or a relocation company at market value and pays his own selling expenses. HMRC guidance is available in the Employment Income Manual at EIM03130.
Where the employee has a right to share in any later profits when the home is sold, he will be exempt from capital gains tax on any additional amount paid to him to the same extent as he was exempt on the original sale, providing the later sale occurs within three years. Part of the original gain may have been chargeable because the home had not always been the main residence, or had been let, etc., in which case the same proportion of the later amount will be chargeable.




BENEFITS IN KIND FOR ALL EMPLOYEES — SPECIFIC CHARGES
[10.21]
All employees and directors, no matter how much they earn, pay tax on the provision of living accommodation and non-exempt vouchers (see 10.22 and 10.25). There is also a tax charge if a loan from the employer is written off by reason of the employee's employment. For P11D employees, this applies even if the employment has ceased (see 12.15). Loans written off are reported on year-end forms P11D and P9D (see 10.58). Class 1 NICs are charged at the time of write-off.
Tax has to be accounted for under PAYE where pay is provided in the form of 'readily convertible assets', i.e. stocks and shares (see below), gold bullion, futures or commodities that may be sold on a recognised investment exchange such as the Stock Exchange; assets subject to a fiscal warehousing regime; assets that give rise to cash without any action being taken by the employee; assets in the form of debts owed to the employer that have been assigned to the employee, and assets for which trading arrangements exist or are likely to come into existence. All shares and other securities are within the definition of readily convertible assets unless the employer company is entitled to a deduction for them in calculating corporation tax payable (see 11.1 and 11.3). The convertible assets provisions apply equally where vouchers and credit tokens are used to provide the assets, and they apply to agency workers and to those working for someone in the UK but employed and paid by someone overseas. Benefits chargeable under the convertible assets provisions are referred to as notional pay. They would have been taxable in any event, but charging tax under PAYE accelerates the payment date for the tax (see 10.52). Pay in the form of convertible assets is similarly charged to Class 1 NICs.
PAYE also applies where pay is provided in the form of the enhancement of the value of an asset owned by the employee (such as paying premiums to increase the value of an employee-owned life policy).
See CHAPTER 11 for the detailed provisions dealing with share and securities options and incentives provided by the employer. Where an employee is taxable under ITEPA 2003 when a risk of forfeiture of shares or securities is lifted, or when shares or securities are converted into shares or securities of a different class, PAYE and Class 1 NICs must be applied if the shares or securities are readily convertible assets. PAYE and, for options granted on or after 6 April 1999, Class 1 NICs must also be charged on any gains realised when a share or securities option is exercised (other than under an HMRC approved scheme) or is assigned or released. Unapproved options granted before 6 April 1999 were liable to Class 1 NICs when they were granted.
Living accommodation (ss 97–113, 313–315, 364)
[10.22]
If the employer provides an employee or a member of the employee's family or household with living accommodation, the employee is charged to tax on the amount by which its 'rental value' (see below), or the rent paid by the employer if higher, exceeds any rent the employee pays. For leases of ten years or less entered into on or after 22 April 2009 a lease premium paid is to be treated as if it were rent and spread over the period of the lease. There is no charge to tax if:
(a)     the employer is an individual and the accommodation is provided in the normal course of his domestic, family or personal relationships; or

(b)     the accommodation is provided by a local authority under its usual terms for non-employees; or

(c)     the employee is a representative occupier, for example, a caretaker; or

(d)     it is customary for employees (e.g. police officers, clergymen) to be provided with living accommodation for the better performance of their duties; or

(e)     the accommodation is provided for security reasons.


Where the accommodation provided by a company falls within (c) or (d) above, a director qualifies for exemption only if he does not have a material interest in the company (for which see 10.10) and either (i) he works full-time for the company or (ii) the company is non-profit-making or established for charitable purposes only.
A limited exemption applies for holiday homes outside the UK where the property is bought through the taxpayer's own company, for legal or other reasons, and the taxpayer is a director or other officer of the company who would otherwise be liable to tax because the property is available to him — see guidance in HMRC Employment Income Manual EIM11374. Anyone who could show they had paid tax for years before 2008–09 was able to claim a repayment. It was not previously possible for an employer to claim overpaid Class 1A national insurance contributions, but a claim may now be made in writing on or before 6 April 2015, see www.hmrc.gov.uk/thelibrary/tax-paye/nics-refund-holiday-homes.htm.
The 'rental value' is the rent that would be payable if the property was let to the employee at an annual rent equal to the 'annual value', and the annual value is the rent that might be expected to be charged if the employee paid the council tax and other charges usually paid by a tenant, and the landlord paid for repairs and maintenance. HMRC practice for a UK property is to take the gross rateable value under the old system of rates. For a property outside the UK, HMRC take the amount of rent that could be obtained on the open market.
Additional charge
[10.23]
The charge for living accommodation is increased where the accommodation cost more than £75,000 except, broadly, in cases where the annual value is taken to be the open market value (such as non-UK properties). The extra charge over and above the rental value is calculated as follows:
((Cost less £75,000) × appropriate %) less the amount by which any rent the employee pays exceeds the rental value.
The cost is the purchase price of the property plus the cost of any improvements incurred before the start of the tax year, less any payment by the employee in reimbursement of the initial cost or improvements, or for the grant of the tenancy. The appropriate percentage is the official rate of interest chargeable on beneficial loans, as at the beginning of the tax year. This rate remains at 4% p.a. from 6 April 2011. 
If, throughout the period of six years up to the date the employee first occupied the accommodation, an interest in it was held by the employer, the person providing it, or another person (other than the employee) connected with either of them, cost is substituted by—
(i)     the market value of the property at the date it was first occupied by the employee; plus

(ii)     the cost of any improvements made between that date and the beginning of the tax year concerned; less

(iii)     any payment by the employee in reimbursement of the initial cost or improvements, or for the grant of the tenancy.


Example 1
	 
	 
	 

	Employee A first occupied a house provided by his employer on 1 March 2008. His employer had acquired the house in 2001 at a cost of £100,000. Improvements were carried out in January 2007 at a cost to the employer of £2,000. Further improvements were carried out in May 2008 at a cost of £10,000, of which A contributed £4,000. The market value of the house on 1 March 2008 was £200,000. 
	 

	The additional charge in 2011–12 is computed as follows— 
	 

	Market value of property at 1 March 2008 
	£200,000 
	 

	Add: Cost of improvements carried out between 1 March 2008 and 5 April 2011 
	10,000 
	 

	 
	210,000 
	 

	Deduct: A's contribution to cost of improvements 
	4,000 
	 

	 
	206,000 
	 

	Deduct: 
	75,000 
	 

	Excess over £75,000 
	£131,000 
	 

	£131,000 @ 4% (official rate at 6 April 2011) 
	£5,240 
	 

	 
	 
	 


The basic and, where appropriate, additional charges are proportionately reduced if the property is provided for only part of the year, and also to the extent that any part of the property is used exclusively for business. Where the accommodation is provided for more than one employee at the same time, the total benefit charges are restricted to what would have been charged on a single employee.


Other benefits in connection with living accommodation
[10.24]
If an employee is exempt under one of headings (c) to (e) in 10.22 above, he is also exempt from both tax and NICs on the payment of council tax and water charges by the employer. If he is not exempt, such items paid by the employer count as pay for both tax and Class 1 NICs.
Where other benefits are provided in connection with the accommodation, an employee is chargeable on their value whether or not he is chargeable on the rental value, but if he is exempt from the charge on letting value under headings (c) to (e) above the charge for other benefits cannot exceed 10% of his net earnings excluding those benefits. Net earnings means earnings after deducting allowable expenses including, where appropriate, contributions to registered pension schemes and capital allowances.




Vouchers (ss 73–96A, 266–270A)
[10.25]
The vouchers rules generally apply to all employees and are wide-ranging.
Cash vouchers are treated as earnings and are taxable through the PAYE system at the time the voucher is provided, as are both cash vouchers and non-cash vouchers exchangeable for readily-convertible assets (see 10.21).
Most other non-cash vouchers are taxable, although not through the PAYE scheme. Where HMRC use their power to exempt minor benefits from tax (see 10.26), non-cash vouchers in connection with such benefits are also exempt. There is a general provision enabling regulations to be issued to exempt non-cash vouchers that are used to obtain specified exempt benefits.
The employer has to provide HMRC with details of the cost of providing non-exempt vouchers and the cost of goods or services obtained through the provision of employer's credit cards. Tax on the value of the vouchers is usually collected by a PAYE coding adjustment.
Exempt non-cash vouchers include transport vouchers for lower-paid employees of passenger transport bodies, vouchers in connection with a works bus service, or to obtain a parking space for a car, motor cycle or bicycle at or near the workplace, or in connection with cycles or cyclists' safety equipment provided by the employer, vouchers provided by third parties for corporate hospitality, vouchers for incidental overnight expenses within the limits stated at 10.17, vouchers used in connection with sporting or recreational facilities and childcare vouchers (see 10.29).
There is still a derisory exemption of 15p per day for meal vouchers, providing they are available to all employees, non-transferable and used for meals only. Any excess over 15p is taxable, details being shown on forms P11D and P9D. It is proposed to abolish this exemption in 2012. No tax arises on free canteen meals that are provided to staff generally as long as they are not provided as part of a salary sacrifice or flexible benefit arrangement from 2011–12 onwards, so the meal voucher rules discriminate against employers who are too small to have their own canteen.
Class 1 NICs are payable on most non-cash vouchers, subject to various exceptions which mainly mirror income tax provisions such as those indicated above and the childcare voucher exemption dealt with in 10.29. See further HMRC National Insurance Manual NIM02416.
Non-cash vouchers are valued for NICs as for tax purposes, but unlike the tax position, they must be dealt with on a weekly basis rather than at the year end. Vouchers in connection with employer-provided cars and car fuel for such cars are charged under Class 1A rather than Class 1 (see 10.43).
See 10.59 re accounting for tax and NICs on non-cash vouchers through the taxed award scheme.




BENEFITS IN KIND FOR P11D EMPLOYEES (SS 62–191, 201–220, 237–249, 261–265, 316–325A, 326A)
[10.26]
P11D employees are charged to tax on all expenses payments received (unless covered by a dispensation, see 10.18) and on the cash equivalent of virtually all benefits provided either direct to the employee or to his family or household. Benefits in the form of accommodation, supplies or services used in performing the duties of the employment either on the employer's premises or elsewhere are exempt despite some insignificant private use unless they are motor vehicles, boats, or aircraft, or they involve extension, conversion etc. of living accommodation. This exemption may cover the provision to homeworkers of furniture and equipment, stationery and supplies, providing any private use is insignificant.
The provision of computer equipment is covered under the 'accommodation, supplies and services' exemption outlined above. The use of a computer provided under an arrangement entered into before 6 April 2006 with an annual benefit value up to £500 is exempt, with only an excess being chargeable. See 10.40 regarding telephones.
HMRC have the power to make regulations exempting minor benefits. They have used it, for example, to exempt private use of equipment, services or facilities provided to disabled people (e.g. wheelchairs) to enable them to do their work.
An employer's provision for an employee of one health screening assessment and one medical check-up per tax year does not give rise to a taxable benefit. The exemption does not extend to the employee's family or household, nor to a diagnosis or treatment for the employee (except in certain circumstances where the treatment is provided whilst the employee is abroad on business).
Finance Act 2011 introduces tax relief for the reimbursement or payment by an employer of an employee's fees for registering under the Protection of Vulnerable Groups Scheme. This scheme was introduced in Scotland in February 2011, but similar schemes are being considered for the rest of the UK.
The charging rules include benefits provided by someone other than the employer, except for corporate hospitality (providing it is not arranged by the employer and is not in return for services rendered by the employee) and gifts costing not more than £250 in total from any one donor. See 10.58 for the year-end requirements for third parties providing benefits.
[10.27]
The cash equivalent of a benefit is normally the extra cost to the employer of providing the benefit (including VAT where appropriate, whether recovered or not) less any contribution from the employee. See 10.31 for the calculation of the benefit of use of an asset provided by the employer.
Non-taxable benefits
[10.28]
The main benefits that are not chargeable to tax are:
•     Free or subsidised meals or light refreshments provided in a staff canteen by the employee's own or another employer, so long as the meals etc. are available to staff generally and are not provided as part of a salary sacrifice or flexible benefit arrangement from 2011–12 onwards.

•     Employer's contributions to a registered occupational or personal pension scheme and the provision of pension information and advice costing not more than £150 per year.

•     Directors' liability or professional indemnity insurance etc, subject to anti-avoidance provisions. (see 10.17).

•     Provision of parking facilities for motor vehicles, cycles, motor cycles and vans at or near the workplace.

•     Sporting and recreational facilities provided either by the employee's own or another employer.

•     Counselling services to redundant employees and welfare counselling services available to employees generally.

•     Health screening and medical check-ups (see 10.26).

•     The provision of eye care tests and/or corrective glasses in connection with an employee's use of visual display units.

•     Certain childcare provision (see 10.29).

•     Commissions, discounts and cashbacks available to employees on the same basis as to members of the general public (because such benefits do not arise from the employment). To escape tax, cashbacks must be provided under a contract separate from the employment contract and not be given gratuitously.

•     Mobile telephones (see 10.40).

•     Employer-provided cycles and cyclist's safety equipment, providing they are available to staff generally and used mainly for journeys between home and work and for business journeys. The provision by the employer of 'qualifying meals' on official cycle to work days is also not taxable, although it is proposed to abolish this exemption in 2012.

•     Certain works bus services providing the services are used mainly for journeys between home and work, free or subsidised travel on local public stopping bus services used by employees for journeys between home and work, and employer support for other bus services used for such journeys providing employees do not obtain the services on more favourable terms than other passengers. The use of works buses on workdays for trips of up to 10 miles (20 miles return) to local shops or other amenities is also not taxable.

•     The benefit of one or more annual staff parties and functions, providing the cost to the employer for each person attending is not more than £150 a year including VAT. If, say, there were three annual functions at £70 each per employee, the exemption would cover two of them and the employee would be taxed on £70.

•     Long service awards for those with 20 or more years' service, providing no such award has been made within the previous ten years. The value of the award must not exceed £50 for each year of service. Such awards may be tangible assets or shares in the employer company (or a group company). Cash payments and cash vouchers are excluded.


See also HMRC Helpsheet HS207 for further details.
No taxable benefit arises where benefits such as air miles, points to obtain gifts, etc. are obtained by employees in the same way as members of the public, even though the purchase relates to the business. If, however, employers distributed air miles, etc. under an incentive scheme tax would be charged.
There is no taxable benefit when emergency personnel working for the fire, ambulance and police services have to take their emergency vehicles home when on call.
Employees are not taxed on the provision of medical treatment or insurance that relates to treatment outside the UK when on a business trip. Payments for medical expenses abroad, and insurance against such expenses, also escape NICs.
Scholarships to employees' children are caught unless they are fortuitous awards paid from a trust fund or scheme open to the public at large under which not more than 25% of the total payments relate to employees.
Special rules apply to share option and incentive schemes (see CHAPTER 11), the use of cars and vans and the provision of cheap loans (see 10.32 to 10.38, 10.39 and 10.42).


Childcare (ss 270A, 270B, 318–318D)
[10.29]
The benefit of a workplace nursery provided by an employer alone or with other employers, local authorities, etc., but with each employer being partly responsible for finance and management, is exempt from both tax and NICs. This exemption also applies to another employer's staff if they are allowed to use the nursery facility while working at the provider's premises.
The provision by employers of 'qualifying childcare' is also exempt from both tax and NICs to the extent of £55 a week per employee who joined the scheme before 6 April 2011, tax and NICs being charged on any excess over the exempt amount. Where an employee joins an employer-supported childcare scheme involving vouchers or contracted childcare on or after 6 April 2011 the employer will be required to estimate the employee's likely annual earnings and for those whose expected level of earnings is between the basic and higher rate limits (see 2.5) the exempt limit will be £28 per week. For those with expected earnings exceeding the higher rate limit the exempt limit will be £22 per week. The exempt limit for those with earnings below the basic rate limit will remain at £55 per week. Qualifying childcare can be contracted for with a local childminder or nursery or provided by childcare vouchers, but there is no exemption if the employer provides cash to cover employees' own childcare expenses. In the case of vouchers, the voucher administration costs are also exempt.
There are very detailed conditions to be complied with for the limited exemption to apply, but the main requirements are that the scheme must be generally available to all employees other than those with earnings at or near the national minimum wage, the child must be the employee's child or a child who lives with the employee for whom the employee has parental responsibility, and the childcare must be registered or approved childcare. This does not include care by the employee's spouse or partner, or by a relative either in the child's home or in the relative's home unless the relative also looks after one or more unrelated children. A person is a 'child' until 1 September following his or her 15th birthday (or 16th birthday for a child who is blind or disabled).
HMRC guidance on childcare generally is available at www.hmrc.gov.uk/childcare.
[10.30]
The effect of childcare provision on tax credit entitlement needs to be carefully considered because a reduction in the employee's own childcare costs through having the vouchers will affect the childcare element of working tax credit, while additional income up to £10,000 is ignored when making year-end adjustments to the tax credits award (see 2.35).


Use of employer's assets (ss 205–210)
[10.31]
A tax charge normally arises each year if an employee is allowed private use of an asset that belongs to his employer, the amount of the charge usually being the private use proportion of 20% of the cost of the asset plus any expenses, such as a rent or hire charge incurred in connection with the provision of the benefit.
Different rules apply to living accommodation (see 10.22) and cars and vans (see 10.32 to 10.39). There is normally no tax charge on cycles and cyclists' safety equipment (see 10.28). There is a specific exemption for private use of computers provided before 6 April 2006 (see 10.26).
If an asset that has been used or has depreciated is given to the employee, then if it is a car, or a computer made available before 6 April 2006, cycle or cyclists' safety equipment provided as indicated in 10.28, the employee is charged to tax on its market value. For any other asset, he is charged to tax on the higher of its market value at the date of the transfer to him and the original market value less the benefits already charged to tax (either on him or on others). See Example 2.
Example 2
	 
	 
	 
	 

	Television set cost employer £1,000. Used by director for two years, then given to him or any other P11D employee when market value is £100. 

	Tax will be charged on the following amounts: 

	For use of asset, 20% × £1,000 = 
	 
	£200 
	per annum 

	On gift of asset, higher of 
	 
	 
	 

	(i) £100 
	 
	 
	 

	(ii) £1,000 – (2 x £200) = £600 
	 
	£600 
	 

	 
	 
	 
	 




Motor cars (ss 114–153, 167–172)
[10.32]
The benefit of private use of a car made available by reason of employment is charged to tax according to the price of the car, certain accessories and the 'appropriate percentage' (see below) based on the car's CO2 emissions figure. An additional charge is made in respect of car fuel provided for private use (see 10.36). HMRC guidance is available at www.hmrc.gov.uk/cars, which includes an online car benefit calculator.
The price of the car for this purpose is normally the manufacturer's list price including VAT and delivery charges. There are detailed rules to determine when the cost of accessories is to be added to the price of the car. The cost of mobile phones and any equipment provided for use in the performance of the duties, or provided to enable a disabled person to use a car or to enable the car to run on road fuel gas, is excluded.
Where an employee pays towards the initial cost of a car or accessories, a contribution of up to £5,000 is deducted from the list price. The appropriate percentage is then applied to the net figure. An £80,000 cap applied to the adjusted list price before 6 April 2011.
There is a special rule for classic cars. Cars valued at more than £15,000 and at least fifteen years old at the end of the tax year are taxed according to their open market value (up to the £80,000 ceiling for years prior to 2011–12) if that is more than the price of the car.
Disabled drivers of automatic cars who hold a blue badge may use the list price of an equivalent manual car in computing their car benefit.
If a car is provided for only part of the year (for example, in the year when employment starts or ceases) the charge is proportionately reduced. It is also proportionately reduced if the car is incapable of being used for a period of 30 consecutive days or more. Where a car is replaced during the year, the appropriate proportion of each benefit figure is charged. Employers are required to notify HMRC of certain changes (see 10.55).
Any contribution an employee makes to his employer for the use of the car is deducted from the car benefit charge. The car benefit charge covers the whole benefit obtained from the use of a car, except the expense of providing a driver, which is charged in addition but may be the subject of a claim for allowable expenses. For example, for employees driving company cars in London no additional taxable benefit arises where the employer pays the congestion charge. Employees using their own cars will, however, only be entitled to relief where the charge is incurred in the course of business travel (see 10.12).
Calculation of benefit
[10.33]
The amount calculated as set out in 10.32 is multiplied by the 'appropriate percentage' (but see below regarding 'discounts' applying before 6 April 2011) according to the level of the car's carbon dioxide emissions to find the 'cash equivalent' of the benefit. The CO2 emissions figure is recorded on the vehicle's registration certificate but it can also be found via the 'vehicle enquiry' link at www.taxdisc.direct.gov.uk.
For cars registered on or after 1 January 1998 the appropriate percentage for 2011–12 is:
•     0% if the car cannot in any circumstances emit CO2 by being driven,

•     5% for cars with CO2 emissions of 75 grams per kilometre driven or less,

•     10% for cars with CO2 emissions of more than 75 g/km but not more than 120 g/km, and

•     15% (the 'basic percentage') for cars with emissions of more than 120 g/km but not more than 125 g/km*.


* This 125 g/km threshold was 130 g/km in 2010–11.
The basic percentage is increased by 1% for every 5 g/km above the 125 g/km threshold, up to a maximum of 35%. If the car's CO2 emissions figure is not a multiple of 5, it is rounded down accordingly. 
The 0% and 5% rates apply for five years up to 2014–15, after which they will revert to 9% and 10% respectively, subject to any future announcement by the Government. 
Changes in 2012–13 will introduce a 'relevant threshold' of 100 g/km. The rate for emissions of exactly 100 g/km will be 11% and will increase by 1% for every 5 g/km above the 100 g/km threshold, up to the maximum of 35%. The appropriate percentage of 10% will apply to cars with CO2 emissions of more than 75 g/km but not more than 99 g/km (94 g/km for 2013–14 onwards).
The appropriate percentage is increased by 3% for diesel cars, subject to the overall maximum of 35% (but see 10.32).
See the TABLE OF RATES AND ALLOWANCES for the appropriate percentages.
The appropriate percentage for cars registered before 1 January 1998, and for cars with no approved carbon dioxide emissions figures, is as follows:
	 
	 
	 

	Engine size 
	Pre–1.1.98 cars 
	Cars with no  
approved emissions  
figures 

	0–1400cc 
	15% 
	15%* 

	1401–2000cc 
	22% 
	25%* 

	2001cc and over 
	32% 
	35% 

	 
	 
	 


*plus 3% supplement for diesel cars
The appropriate percentage for cars with no cylinder capacity and no approved emissions figure is 0% for cars which cannot produce CO2 emissions under any circumstances (see above) and 35% for other cars (or 32% if registered before January 1998).
Discounts
[10.34]
Before 6 April 2011, the appropriate percentages described above were reduced as follows, as set out in regulations:
•     3% for hybrid cars (i.e. those capable of being propelled by electricity and petrol) registered after 31 December 1997;

•     2% for cars registered after 31 December 1997 and propelled solely by road fuel gas;

•     2% for bi-fuel cars (i.e. those capable of being propelled by petrol and road fuel gas); and

•     2% from 2008–09 for cars registered after 31 December 1997 and capable of being propelled by bioethanol or a mixture of at least 85% bioethanol and unleaded petrol ('E85').


From 6 April 2011 there will no longer be any discounts for alternative fuels following revocation of the regulations.
For 2010–11 and earlier years diesel cars registered after 31 December 1997 and before 1 January 2006 which met a European standard for cleaner cars (which became mandatory on 1 January 2006) were not subject to the diesel supplement. From 6 April 2011 all diesel cars will be subject to the diesel supplement.
Example 3
	 
	 
	 

	Car benefit charges for 2011–12 for car costing £15,000 

	 
	 
	£ 

	Petrol car with rounded emissions figure of 190 g/km 
	28% 
	4,200 

	Diesel car with rounded emissions figure of 220 g/km 
	35%* 
	5,250 

	* The diesel supplement is only 1%, to bring the charge up to the maximum 35% 

	 
	 
	 






Pool cars and shared private use
[10.35]
It is possible to escape tax and Class 1A NICs on the benefit of use of a car if it is a pool car as defined, but the conditions are restrictive. A pool car is one where the private use is merely incidental to the business use, the car is not normally kept overnight at an employee's home, and the car is not ordinarily used by only one employee to the exclusion of other employees.
Where private use of a car is shared, the charge is calculated as if the employee had exclusive use and then reduced on a 'just and reasonable' basis.


Car fuel charge
[10.36]
An additional charge is made if, in addition to being provided with a car, an employee is provided with car fuel for private use.
The car fuel scale charge is based on a set figure, fixed at £18,800 for 2011–12 (£18,000 for 2010–11). This figure is multiplied by the 'appropriate percentage' (see 10.33). The charge is proportionately reduced where an employee stops receiving fuel part way through the year, unless he again receives fuel in the same tax year, in which case the full scale will apply. There is no charge for cars propelled by electricity only.
There is no reduction in the car fuel charge for a contribution to the cost of fuel for private journeys. To escape the fuel charge an employee must reimburse the whole cost of private fuel to the employer, or pay for it himself in the first place. He should keep detailed records of both business and personal mileage to confirm that the amount reimbursed for private mileage is correct, remembering that travel between home and work is regarded as private mileage (see 10.39 relating to the contrasting position for vans).
HMRC publish advisory fuel rates which an employer may use to reimburse the cost of business mileage an employee has incurred or to recoup the cost of private mileage where the employer paid for the fuel. These rates will be accepted as not giving rise to taxable benefits or Class 1 NICs liability but higher rates may be acceptable where, for example, the employer can show that employees need a particular type of car to cover rough terrain.
The advisory fuel rates from 1 June 2011 are as follows:
	 
	 
	 
	 
	 

	 
	Petrol 
	LPG 

	0–1400cc 
	15p 
	11p 

	1401–2000cc 
	18p 
	13p 

	2001cc and over 
	26p 
	18p 

	 
	 
	 

	 
	Diesel 
	 

	0–1600cc 
	12p 
	 

	1601–2000cc 
	15p 
	 

	2001cc and over 
	18p 
	 

	 
	 
	 
	 
	 


Hybrid cars are treated as petrol for this purpose.
The corresponding rates from 1 March 2011 to 31 May 2011 are:
	 
	 
	 
	 

	 
	Petrol 
	Diesel 
	LPG 

	0–1400cc 
	14p 
	13p 
	10p 

	1401–2000cc 
	16p 
	13p 
	12p 

	2001cc and over 
	23p 
	16p 
	17p 

	 
	 
	 
	 


The corresponding rates from 1 December 2010 to 28 February 2011 are:
	 
	 
	 
	 

	 
	Petrol 
	Diesel 
	LPG 

	0–1400cc 
	13p 
	12p 
	9p 

	1401–2000cc 
	15p 
	12p 
	10p 

	2001cc and over 
	21p 
	15p 
	15p 

	 
	 
	 
	 


Earlier rates are set out at www.hmrc.gov.uk/cars/advisory_fuel_archive.htm.


National insurance contributions and VAT
[10.37]
The provision of a car for private use and of private fuel for the car also attracts Class 1A employers' (but not employees') NICs — see 10.43. The amounts of the car and fuel benefits for tax purposes are used to determine the Class 1A amounts payable. Employers also have to account for VAT on private fuel provided to both P11D and non-P11D employees whether the car is provided by them or owned by the employee — see 7.5. VAT does not apply to the provision of the car itself, even if the employee makes a payment for private use (unless the employer recovered all of the input VAT on the car, or leases it from a lessor who reclaimed the input VAT on it — see 7.4 — in which case a payment by the employee would attract VAT).


Salary alternative
[10.38]
The increasing cost of providing employees with cars and private fuel has led many employers to offer employees extra salary instead. The tax and NICs for a P11D employee are based on what the employee actually gets, either salary or use of a car.




Vans (ss 114–119, 154–164, 168, 169A)
[10.39]
The benefit of private use of a van (i.e. a goods vehicle with a design not exceeding 3,500 kilograms) made available by reason of employment is charged to tax. For tax years 2010–11 to 2014–15 the cash equivalent of the benefit is nil where the van cannot in any circumstances emit CO2 by being driven, and is £3,000 in any other case.
There is no charge where a van is provided mainly for business use, and private use is restricted to commuting, with any other private use being insignificant. HMRC say insignificant private use would include trips such as an occasional trip to the tip, or to the local shop, but not regular supermarket shopping. See 10.28 for exemption in relation to emergency vehicles.
The taxable benefit is reduced proportionately if the van is not provided for the whole year, or is unavailable for 30 consecutive days or more. The taxable amount is also reduced by any payment by the employee for private use.
Where there is shared use of a van, the charge is calculated as if the employee had exclusive use and then reduced on a 'just and reasonable' basis.
Where the employer provides fuel for private use in a van which does not satisfy the 'mainly for business use' requirements outlined above, there is a separate fuel charge of £550, reduced appropriately for shared vans. The provisions in 10.35 regarding pooled and shared cars apply equally to pooled and shared vans, and salary alternative position in 10.38 applies equally to vans.


Mobile telephones, home telephones and internet access (ss 316, 316A, 319)
[10.40]
The provision to an employee of a single mobile phone, including line rental and private calls paid directly by an employer on that phone, is exempt.
Before 6 April 2006 this exemption covered the provision of phones both to an employee and to his family and household. Where such provision was made, the exemption continues to apply to those particular phones.
Provision of a mobile phone solely for business use is exempt under the general rule discussed at 10.26 (accommodation, supplies or services used in performing the duties of the employment) so long as any private use is not significant.
HMRC previously regarded a personal digital assistant (PDA), such as a Blackberry, as a mobile phone, despite its other functions, including the ability to access the internet and emails. They now regard it as a computer — see 10.26.
If the employee contracts to pay the bills for the phone, but the bills are paid by the employer, or the employer reimburses the employee, the employee is liable to tax and Class 1 NICs on the amount paid by the employer, less an appropriate deduction for business calls.
[10.41]
If an employer pays an employee's home telephone bills, then unless private use is insignificant the employee is taxed on the payments, but he is entitled to a deduction for the proportion relating to the business calls (but not any part of the line rental). Class 1 NICs are payable on the amount paid by the employer for the line rental and private calls.
If the employer is the subscriber rather than the employee, then unless any private use is insignificant the employee is taxed on the cost of the line rental and calls, less any amount made good to the employer, and the employee may claim an expenses deduction for the business calls. The employer is liable for Class 1A NICs on both the line rental and the calls, unless the employee has made good the cost of private calls, or private use is insignificant. If on the other hand there is a clear business need for the telephone to be provided, and the employer has procedures to ensure that private calls are kept to a minimum, the employee may not be taxed either on the line rental or the calls if the cost of the calls is insignificant compared with the total cost. In this event Class 1A contributions would not be due either.
If an employer pays for broadband internet connection in an employee's home solely for work purposes, any private use being insignificant and no breakdown being possible between work and private calls, and the cost of the package is not affected by the private use, the cost of the connection will not be a taxable benefit. If the employee pays for the internet connection and is reimbursed by his employer, it will not usually be possible to identify a separate business element, so that the employee will be taxed on the reimbursement and will not be entitled to any expenses deduction. However, payments made by an employer to reimburse the employee for 'reasonable additional costs' incurred whilst working at home may be exempt from tax. HMRC guidance indicates that such costs would include a broadband subscription where an employee who does not have a broadband connection needs one in order to work from home, but payments to an employee who already subscribes for broadband would not be exempt.


Cheap loans (ss 173–191)
[10.42]
If an employer lends an employee money interest-free, or at a rate of interest below the official rate, the employee is charged to tax on an amount equal to interest at the official rate (see below) less any interest paid.
This does not apply if the loan qualifies for tax relief either in calculating the employee's income (see 2.14) or as a deduction from business profits or rental income, and the whole of the interest would qualify for tax relief. Such wholly qualifying loans are exempt from the charge. If part of the interest on the loan would not qualify for relief, tax is first calculated on the full amount of the loan at the official rate and then reduced by the appropriate tax saving on both the beneficial loan interest and any interest actually paid.
The official rate of interest has been fixed at 4% p.a. from 6 April 2010 (see 'Official rate of interest — cheap loans' in the TABLE OF RATES AND ALLOWANCES). The rate is varied by Treasury Order and is normally fixed in advance for the whole of the tax year, but may be changed during the year to reflect significant changes in interest rates. For a list of earlier rates see www.hmrc.gov.uk/rates/interest-beneficial.htm
There is no tax charge on loans made to employees on commercial terms by employers who lend or supply goods or services on credit to the general public despite the interest paid being less than the official rate. Nor is there any charge if the total of all non-qualifying beneficial loans to an employee does not exceed £5,000 at any time in the tax year.
If the loan is written off, the employee is charged to tax on the amount written off whether he is still employed or not, with Class 1 NICs also applying (but see 12.15 for controlling directors of close companies).
The above provisions relating to cheap loans apply where on or after 22 March 2006 employers enter into low cost 'alternative finance arrangements' with their employees (such arrangements usually being made to comply with Islamic law prohibiting the payment of interest).


Class 1A NICs (SSCBA 1992, ss 10, 10ZA, 10ZB, 10ZC and Sch 1; SI 2001/1004, Pt 3)
[10.43]
Class 1A NICs at 13.8% (12.8% before 6 April 2011) are payable only by employers, not by employees. They are payable on virtually all taxable benefits in kind provided to P11D employees unless the benefits have already been charged to Class 1 contributions, or to Class 1B contributions under a PAYE settlement agreement (see 10.59). See 10.56 for the way in which Class 1A contributions are accounted for.
The amounts liable to Class 1A are taken from forms P11D (see 10.58), the relevant P11D boxes being colour coded and marked 1A. Any amounts made good by the employee are taken into account. The total on which contributions are payable is shown on form P11D(b) (see 10.55) and is then multiplied by the relevant percentage to give the amount payable. Payment is due by 19 July following the end of the tax year.
Benefits covered by a dispensation (see 10.18) are not shown on forms P11D and are not liable to either tax or Class 1A contributions. If a benefit shown on form P11D is fully offset by a matching deduction for tax purposes (or is covered by the insignificant private use provisions at 10.26), Class 1A contributions are not payable and the total Class 1A amount shown on form P11D is adjusted accordingly. Where, however, there is both business and private use, Class 1A contributions are payable on the full amount, even though for tax purposes the employee may claim a deduction for the business proportion in his tax return. However, following a tribunal decision, HMRC now accept that this was not the case for the tax years 2003–04 to 2005–06, and certain tax deductions should not have been disregarded in calculating Class 1A NICs. Some employers may therefore be entitled to refunds of Class 1A NICS for these periods. Although the claim date for 2003–04 has now passed, claims for 2004–05 can be made by 5 April 2012 and for 2005–06 by 5 April 2013. For full details see www.hmrc.gov.uk/thelibrary/tax-paye/nicsrefund2003–06.htm.
Where private fuel is provided for use in an employee's own car from an employer's own pump, or is provided by means of an employer's credit card, garage account or agency card and the garage is told that the fuel is being bought on behalf of the employer, Class 1 contributions are not due but Class 1A contributions are payable. Where private fuel is supplied in other circumstances, Class 1 contributions are payable. See 10.13 for the treatment where a mileage allowance is paid.
Where goods or services are obtained through a company credit card for the personal use of the employee, Class 1 contributions are payable. Where the goods or services are obtained on behalf of the employer, and the supplier is told that that is the case, contributions are not payable unless the goods or services are then transferred to the employee, in which case Class 1A contributions are payable.
For details of Class 1A contributions payable on benefits such as home telephones, company cars, vouchers and removal and relocation expenses, see under the individual benefit headings.




TRAINING AND EDUCATION
Scholarship and apprentice schemes
[10.44]
Employees on full-time and sandwich courses at universities and colleges lasting one year or more may receive tax-free pay while they are on the course of up to £15,480 for the academic year 2007–08 beginning on 1 September 2007 and subsequent years (HMRC Statement of Practice SP 4/86 revised in August 2007). This exemption also applies for NICs.


Work-related training courses (ss 250–260)
[10.45]
An employee is not taxed on the payment or reimbursement by his employer of the cost of work-related training, including not only directly job-related training but also training in health and safety and to develop leadership skills appropriate to the employee. As well as the direct costs, the exemption covers learning materials, examination fees and registration of qualifications. Travelling and subsistence expenses are allowed to the same extent as they would be for employment duties. HMRC consider that generally, training cannot be 'work-related' unless the trainee is employed by the employer when the training is undertaken, but they recognise that in some cases the link between the employment and the pre-commencement training will be strong enough that the reimbursement will qualify for exemption.


Retraining costs (s 311)
[10.46]
Where a retraining course in the UK for up to two years is made generally available to appropriate employees, the employee is not assessed on the course costs and any incidental travelling expenses paid for by the employer. The employee must have been employed full-time or part-time for at least two years, must leave the employment within two years after the end of the course, and must not be re-employed within two years after leaving.




SUMMARY OF MAIN BENEFITS PROVISIONS
[10.47]
	 
	 
	 

	BENEFIT 
	AMOUNT CHARGEABLE TO TAX FOR P11D EMPLOYEES* 

	Use of car 
	Charge based on 35% of list price, reduced according to the car's carbon dioxide emissions 

	Car fuel for private motoring 
	£18,800 × percentage used to calculate benefit of use of car 

	Parking facilities 
	Not taxable 

	Use of van 
	Charge of £3,000 (but reduced to nil where there are zero CO2 emissions) where there is unrestricted private use, and £550 for private fuel where the use does not satisfy the 'mainly for business use' requirement. Proportionate charge for shared vans 

	Living accommodation 
	Letting value plus 4% of excess cost of property over £75,000 (unless accommodation is job-related) 

	Provision of services and use of furniture in living accommodation 
	Cost of services plus 20% p.a. of cost of furniture (but charge cannot exceed 10% of other reckonable earnings from the employment if exempt from living accommodation charge as indicated in 10.22) 

	Use of other assets (excluding heavy commercial vehicles) 
	20% of cost 

	Vouchers other than meal vouchers (see 10.25 for exemptions) and childcare vouchers 
	Full value 

	Use of employers' credit cards 
	Cost of personal goods and services obtained 

	Medical insurance 
	Cost to employer 

	Beneficial loans 
	Interest at official rate (see 10.42) less any interest paid, but no charge if non-qualifying loans total £5,000 or less. 

	Loans written off 
	Amount written off 

	Workplace nursery 
	Not taxable 

	Free or subsidised canteen meals 
	Not taxable if available to all employees (but see 10.28 for anti-avoidance provisions) 

	Pension provision under approved schemes 
	Not taxable 

	* 
	Non-P11D employees escape tax on benefits except for the following, which are taxed on the same basis as for P11D employees: 

	 
	Living accommodation 

	 
	Vouchers other than meal vouchers and childcare vouchers 

	 
	Use of employers' credit cards 

	 
	Loans written off 

	 
	 
	 


Example 4
	 
	 
	 
	 
	 

	An employee is paid a salary of £30,000 in 2011–12. 

	He is provided with a two-year old 1500 cc petrol driven company car with a list price of £15,000, and carbon dioxide emissions of 170g per kilometre driven. The car is maintained by the employer, including the provision of private petrol and a mobile phone for business and private use. 

	The employee receives an overnight allowance amounting to £649, in respect of which HMRC has granted a dispensation to his employer. 

	He pays hotel and meal bills on business trips amounting to £1,540 and spends £500 on entertaining customers. These expenses are reimbursed by his employer. Home telephone bills amounting to £350 are paid by his employer, of which the business use proportion of the calls, as evidenced by the employee's records, amounts to £200. 

	He receives a round sum expenses allowance of £1,200 out of which allowable expenses of £200 are paid. 

	The taxable employment income is: 

	 
	 
	£ 
	£ 
	 

	Salary 
	 
	30,000 
	 

	Charge for use of car (£15,000 × 24%*) 
	 
	3,600 
	 

	Car fuel charge (£18,800 × 24%) 
	 
	4,512 
	 

	Mobile phone (exempt) 
	 
	— 
	 

	Overnight allowance (covered by dispensation) 
	 
	— 
	 

	Hotel and meal bills reimbursed 
	 
	1,540 
	 

	Entertaining expenses reimbursed 
	 
	500 
	 

	Home telephone account paid by employer 
	 
	350 
	 

	Round sum expenses allowance 
	 
	1,200 
	 

	 
	 
	41,702 
	 

	Less: 
	Hotel and meal bills reimbursed 
	1,540 
	 
	 

	 
	Entertaining expenses reimbursed (disallowed in calculating tax on employer's profit) 
	500 
	 
	 

	 
	Proportion of telephone account relating to employment 
	200 
	 
	 

	 
	Other allowable expenses 
	200 
	2,440 
	 

	Employment income 
	 
	39,262 
	 

	 
	 
	 
	 
	 


National insurance. As well as the salary, pay for Class 1 NICs will include the round sum expenses allowance (except to the extent of any identified business expenses).
A private telephone use figure that is supported by the employee's records is accepted for NIC purposes, so that Class 1 contributions in this example will be due only on £150. If there are no such records, pay for Class 1 NICs includes payment of telephone bills, unless the telephone contract is in the employer's name, in which case the employer will be charged Class 1A contributions.
The employer will also pay Class 1A contributions at 13.8% on the car and fuel charges of (3,600 + 4,512) = £8,112. Class 1A contributions are not payable on business expenses that are wholly offset by a matching expenses allowance for tax, so there is no liability on the reimbursed hotel and entertaining expenses.
HMRC dispensations are effective for Class 1 and Class 1A NICs as well as for tax, so there will be no NICs on the overnight allowance.
Value added tax. The employer will pay output VAT on the car fuel by reference to a scale rate of £378** per quarter (£326 before 1 May 2011), unless no input VAT is being claimed on fuel for any motor vehicle. The input VAT on the mobile phone will be restricted according to the private use proportion, unless the employee pays for the private use, in which case the employer must account for output VAT on the amount received from the employee (see 7.5).
* % charge for car with CO2 emissions of 170g – see 10.33
** VAT charge based on CO2 emissions of 170g — see 7.5


PAYE (SS 682–712; SI 2003/2682)
[10.48]
The object of the PAYE system is to require employers to collect and account for tax and NICs on employment income. Employers also have to collect student loan repayments.
Online filing
[10.49]
Almost all employers are now required to file their annual PAYE returns (see below regarding 'in-year' information) electronically rather than on paper and there are penalties for non-compliance (see 10.57). From 6 April 2011 almost all employers are also required to send online the 'in-year' forms P45 Part 1 (details of employee leaving work), P45 Part 3 (new employee details) and P46 (employee without a form P45) and similar information relating to pensioners. Again penalties apply for non-compliance. For the few exceptions who are exempt from filing online see www.hmrc.gov.uk/paye/payroll/year-end/paper-filing.htm.
Large employers with 250 or more employees are also required to make PAYE payments electronically and penalties are charged for late payment (see 10.57). HMRC guidance is provided at www.hmrc.gov.uk/payinghmrc/paye.htm.
HMRC intend to introduce Real Time Information (RTI), a new system that will improve the operation of PAYE. A pilot will begin in 2012 with volunteer employers and software providers and, subject to successful completion of the pilot, RTI will be introduced for all employers in 2013. Under RTI employers will report tax and NIC deductions at the same time they pay their employees, rather than at the tax year end.


Operating the PAYE system
[10.50]
Detailed guidance on the operation of the PAYE system is available at www.hmrc.gov.uk/paye and in the Employer Helpbook E13, 'Day-to-day payroll'. Other PAYE forms and publications can be found at www.hmrc.gov.uk/paye/forms-publications.htm.
Before 6 April 2011 employers could use the Employer's CD-ROM provided by HMRC to deduct tax and Class 1 NICs from the weekly or monthly pay (including any statutory sick pay or statutory maternity, paternity or adoption pay). From 6 April 2011 this has been replaced by Basic PAYE Tools software which is downloadable from their website. Employers can also use paper tax tables supplied by HMRC but they must still file electronically in most cases as outlined above. Alternatively employers may choose to use one of the commercial software packages available.
Employers must make monthly payments (but see below regarding quarterly payments) of the total tax and student loan deductions due, and the total employees' and employer's Class 1 NICs, net of (a) recoveries relating to statutory payments and (b) any NIC rebate in relation to contracted out pension contributions (see 13.11).
The payments to HMRC must be made within fourteen days after the end of each income tax month ending on the 5th of the month, i.e. by the 19th of each month, or by the 22nd of the month for electronic payments. If the due date falls at the weekend payment must be made by the previous Friday. Employers must notify HMRC at www.hmrc.gov.uk/payinghmrc/paye-nil.htm if there is no PAYE/NIC due for the month, quarter or previous year. This will prevent HMRC sending payment reminders.
Interest and penalties are charged on any unpaid PAYE amounts (see 10.57). If during the tax year the cumulative tax paid by an employee exceeds the cumulative amount due, the excess is refunded to him by the employer, who then deducts it from the amount due to HMRC.
Employers who expect their average net monthly PAYE payment to be less than £1,500 may pay quarterly instead of monthly.
Pay records will sometimes need to be kept even though no tax or NICs are payable, for example where the pay is above the NICs lower earnings limit but below the earnings threshold. In such cases year-end forms P14/P60 need to be completed (see 10.55).
Finance Act 2011 introduces legislation allowing HMRC to make regulations enabling them to require a security from employers for PAYE that is seriously at risk. The measure introduces a criminal offence for non-payment of the security. Amendments will also be made to the NIC regulations to the same effect. The aim is to implement the policy on or after 6 April 2012.
For details on NICs, see CHAPTER 13. For details of statutory sick pay and statutory maternity etc. pay, see CHAPTER 14.


Code numbers
[10.51]
Employers calculate tax using code numbers notified by HMRC on form P9 or using the specified 'emergency' procedure where no code number is received. Once a code number is issued it remains in force from year to year until HMRC notify a change. A change in code number may result from a claim by the employee for further reliefs or allowances.
A code represents the tax allowances an employee is entitled to, such as personal allowances and allowable expenses in employment, less any deduction to collect the tax due on other income such as the state pension, savings interest or employee benefits such as cars or loans, or to collect underpayments arising in earlier years. Allowances may be restricted in order to limit the tax relief given on certain allowances to tax at 10%, and any restriction will vary according to whether the employee is expected to pay basic, higher, or additional rate tax.
The code number is the amount of allowances less the last digit. For example, if allowances total £7,475 the code number is 747. The code effectively spreads the tax allowances evenly over the tax year. This means that if an employee earns some extra pay in a pay period there is no extra tax-free allowance to set against it, so that the whole of the extra suffers tax.
Most codes are three numbers followed by a suffix L, P, Y or T. Code suffix L denotes the basic personal allowance of £7,475. Code P denotes full personal allowance for those aged 65 to 74. Code Y denotes full personal allowance for those aged 75 and over. The code suffixes enable HMRC to implement changes in allowances by telling employers to increase relevant codes by a specified amount. Suffix T means that the code is only to be changed if a specific notification is received from the tax office. A code T may be requested by a taxpayer who does not want his status to be disclosed in this way to his employer. Code 0T means that all allowances have been used elsewhere and income is taxed at the employee's relevant tax rates. From 6 April 2011 it must be used on employment income of a new employee who fails to complete a form P46, on pension income of a person still in receipt of employment income from the employer paying the pension, and on payments (other than in connection with employment related securities) to a person who has left an employment and the P45 has already been completed.
Some codes have a prefix K instead of a suffix. Prefix K enables tax to be collected during the year where the amount of an employee's taxable benefits or an employed pensioner's state pension exceeds available allowances. The tax deducted under a K code cannot exceed 50% of cash pay (but see 10.52 re notional pay). Other codes are BR, which means basic rate tax applies; NT, which means no tax is to be deducted; and D0, which means that all pay is to be taxed at the higher rate because all allowances, and the basic rate band, are used against other income; D1 which means all pay is to be taxed at the additional rate.
HMRC normally collect an underpayment of less than £2,000 via a PAYE coding adjustment unless the employee asks them not to do so. This will increase to £3,000 from 6 April 2012. Coding adjustments may also be made to give effect to reliefs such as losses (see 25.6).


Payments in non-cash form (notional payments) (ss 696, 710)
[10.52]
Where employers provide employees with certain assets that are readily convertible into cash (see 10.21), PAYE and Class 1 NICs must be charged on the amount which, using the employer's best estimate, is likely to be chargeable as employment income, and accounted for in respect of the pay period in which the asset is provided, whether or not the employee has sufficient pay in that period to enable the tax and employee's NICs to be deducted. Any such tax and NI that is not deducted from pay should be made good by the employee within 90 days from the time the asset is provided. If the employee does not do so, the unrecovered amount must be shown as further pay on year-end forms P9D or P11D. The 50% overriding limit on deduction of tax under K codes (see 10.51) is ignored when dealing with the deductions for notional payments.


Tax tables
[10.53]
Tax Table A shows the cumulative free pay based on the tax code for each tax week or month, and it includes the adjustments needed to increase the tax collected from employees with K codes by increasing taxable pay. Table B shows the tax due on taxable pay to date at basic rate of 20% up to the basic rate limit, Table C1 shows the tax due at the higher rate of 40% and Table C2 shows tax due at the additional rate of 50%. Table D is non-cumulative, and is a higher and additional rate tax ready reckoner for use with Table C and for D codes.


Changing jobs or retiring
[10.54]
When an employee leaves his job, then unless the employer will be paying a pension, the employer should complete form P45, which is in four parts. He sends the first part to HMRC and gives the employee the other three parts, parts 2 and 3 being for the new employer and part 1A for the employee to retain (he will need it if he has to fill in a tax return, and he needs to retain it in any event as part of his tax records — see 10.60). The P45 shows the total pay, tax to date in the tax year, the code number in use and whether student loan deductions are to be made. Passing the form to the new employer when the employee starts another job enables the employer to continue to deduct tax on the correct basis. Statutory redundancy pay and certain other amounts received when the employee leaves are not normally treated as pay, but they may be subject to tax under special rules (see CHAPTER 15).
If an employee cannot produce form P45 to his new employer, the employer will ask him to complete and sign form P46, indicating whether (A) this is his first job since 6 April and he has not received certain benefits or a pension, or (B) this is now his only job but since 6 April he has had another job or received certain benefits, but he does not receive a state or occupational pension, or (C) he has another job or receives a pension. The P46 procedure enables employers to deduct tax on a cumulative basis straight away for those who tick box A, so that they get the benefit of the personal allowance from the beginning of the tax year. If the employee ticks box B, he will be allocated a single person's allowance, code 747L, on a non-cumulative basis (called week 1 or month 1 basis), which means he will get only one week's (or month's) proportion of the allowance against each week's (month's) pay. If he ticks box C he will pay tax at the basic rate. Form P46 also asks the employee to indicate whether he has a student loan, other than one required to be repaid through his bank or building society account. HMRC will notify revised codes as appropriate after receiving forms P46. If the employee does not sign form P46, the employer will send the form to HMRC and deduct tax from his pay on a non-cumulative basis using code 0T (see 10.51).
Employees seconded to work in the UK must complete form P46 (Expat).
Forms P46 are sent to HMRC unless the employee earns less than the PAYE threshold. Forms P46 for such employees must be retained by the employer, together with details of the employee's name, address and amount of pay. If the employee's earnings equal or exceed the NIC lower earnings limit (£102 a week for 2011–12), a form P11 (deductions working sheet) must be prepared. NI numbers should be shown on forms P46, but if the employee cannot provide the number, or gives an incorrect number, HMRC will notify the correct number to the employer when they get the form. A voluntary NI number tracing service is available where form P46 is not sent in.
If the employee is retiring on pension, the employer will send a form P46 (Pen) to HMRC, the information required being similar to that provided on form P45, and give the employee a copy, which he will need if he fills in a tax return. The employer will deduct tax from the pension on a week 1 or month 1 basis (see above) until HMRC tell him what code number to use. Where the employee starts to receive pension payments in addition to employment payments, a form P46 (Pen) must still be submitted to HMRC and the employer must deduct tax on a non-cumulative basis using code 0T (see 10.51).
If an employee dies, all four parts of form P45 are sent to HMRC, with 'D' marked in the box at the foot of the form and the employee copy of year-end form P60 (see 10.55) is scrapped.


Employers' records and returns
[10.55]
Employers must keep records of their monthly payments in respect of net income tax and net Class 1 NIC payments (see 10.50). The totals should be recorded monthly or quarterly either on the employer payment record, form P32 or in the payslip booklet. Employers are required to keep PAYE records for at least the current tax year and the previous three tax years. However, the self assessment rules require businesses to retain records for longer than this (see for example 9.25).
Details must be provided to HMRC at the year end for all those who are or have been employed in that year at a rate of pay equal to or exceeding the Class 1 NIC lower earnings limit (£102 a week for 2011–12), even if no tax or NIC payments have been made because the employee's earnings are below the level at which tax and NICs become payable (£136 a week for 2011–12, being the secondary threshold above which employers must pay NIC, see 13.2). As mentioned in 10.49 most employers must file their end of year returns online. The online filing methods include commercial payroll software, HMRC's Basic PAYE Tools, HMRC's free 'online Return and Forms—PAYE' service via their website, an agent or payroll bureau and Electronic Data Interchange. An employer is not restricted to using just one method. He could, for example, have an agent file the P14s and file the P35 himself using HMRC's free service, see further www.hmrc.gov.uk/paye/payroll/year-end/annual-return.htm#5. HMRC do not accept returns submitted using magnetic media as having been filed online and, therefore, the number of payroll packages that support such means is reducing rapidly. As a result, returns filed via magnetic media will not be accepted from 2010–11 year end onwards.
Form P14 must be submitted online with form P35 by the majority of employers. For those who may continue to file paper year end returns (see 10.49) the form P14 is in three parts. Two parts are sent to HMRC (one of which is for NIC purposes) and the third is the form P60 which must be given to the employee showing the total pay (including any statutory sick pay and statutory maternity/paternity/adoption pay), student loan deductions and tax and NICs deducted in the year. Forms P60 must be provided on paper. P60s relating to former employees are scrapped. Where necessary, employers may issue duplicate P60s (clearly marked as such). Forms P14 also show separate figures for the total statutory sick pay paid in months for which the employer recovered part of it (see 14.12) and the total statutory maternity etc pay.
The forms to be sent to HMRC at the year end are:
•     Two copies of form P14 (or substitutes)

•     Form P35 showing for all employees and former employees the total tax, NICs and student loan deductions due, and the amounts recovered by deduction from NIC and tax payments or directly from HMRC in respect of statutory sick pay and statutory maternity etc. pay (see 14.12 and 14.23). The amounts paid in respect of statutory sick pay and statutory maternity etc. pay do not need to be shown

•     Forms P11D and P9D for all current and former employees (for details see 10.58)

•     Form P11D(b), which is a combined return for employers' Class 1A contributions and for declaring either that forms P11D are attached for all relevant employees or that no expenses payments or benefits have been provided.


See 10.49 above regarding compulsory online filing. If no P35 and P14s are due for the tax year the employer may now notify HMRC online and receive an immediate acknowledgement email.
The deadline for sending in forms P14 and P35 is 19 May, and the deadline for forms P11D, P11D(b) and P9D is 6 July. Those who were in employment at the end of the tax year must be given year-end form P60 by 31 May after the tax year, and also a copy of form P11D or P9D as appropriate by 6 July. Copies for employees who left after 5 April may be sent to the last known address. Employers may consider it appropriate to provide copy P11Ds and P9Ds to employees who left during the tax year, but they are not required to do so unless the employee makes a written request (within three years after the end of that year).
Employers have to give HMRC details of new and changed arrangements for the provision of cars and car fuel to employees on form P46 (Car). The form must be submitted within 28 days after each quarter to 5 July, 5 October, 5 January and 5 April. The form does not need completing if the employer replaced one car with another.


National insurance contributions
[10.56]
Employers' Class 1A NICs (see 10.43) are calculated annually from the P11D entries, the boxes on the P11D relevant for Class 1A contributions being colour coded. The total of the amounts liable to Class 1A contributions is recorded on form P11D(b) as indicated above and multiplied by the appropriate percentage (13.8% for 2011–12, 12.8% before 6 April 2011), and the payment is sent to HMRC Accounts Office using a special Class 1A payslip. The due date for payment is 19 July after the relevant tax year, i.e. by 19 July 2012 for 2011–12. For payments made electronically the payment date is 22 July. When a business ceases, Class 1A contributions are due within 14 days after the end of the income tax month in which the last payment of earnings is made. If a business changes hands, the employer before the change must similarly pay over Class 1A contributions for any employee not continuing with the new owner within 14 days after the end of the final month. The liability for payment of the Class 1A contributions for continuing employees falls on the successor.


Interest and penalties 
[10.57]
As stated at 10.50, interest is charged if PAYE and NICs are paid late. HMRC will charge daily interest on late payments of PAYE and NICs, but the charge will be made after the end of the tax year once the year end returns have been submitted and they can verify the payments which should have been made each month. For Class 1A, interest runs from the due date of payment, i.e. from 19 July 2012 for the 2011–12 payment (or 22 July for electronic payments). For recent rates of interest, see the TABLE OF RATES AND ALLOWANCES.
In addition to interest, from 6 April 2010 late payment penalties also apply to the monthly, quarterly and annual PAYE periods. The penalties range between 1% and 4% with further penalties of 5% being due if the payment continues to be late. Employers must notify HMRC either using their PAYE payslip booklet, by phoning, or via an online form if no payment is due for a particular PAYE period. HMRC provide guidance at www.hmrc.gov.uk/paye/problems-inspections/late-payments.htm.
Automatic penalties are payable by employers who do not send in end of year forms P14 and P35 by 19 May  or who send in incorrect returns. Previously by concession a penalty was not charged if the end of year forms were received on or before the last business day within seven days of the filing date but this concession was withdrawn on 31 March 2011. The penalty payable for late filing is £100 for every 50 employees (or part of 50) for each month or part month the return is late. For example, an employer with 110 employees who does not send in his 2010–11 return until 10 September 2011 (between three and four months late) would be liable to a penalty of £300 × 4 = £1,200. Additional penalties are payable if the failure continues beyond 12 months. Legislation has been introduced to align across the taxes the penalties for failure to comply with filing obligations. Although  they have been phased in for some taxes they do not yet apply to PAYE, but will  replace the above penalties in due course (see 9.49).     
Penalties for a careless or deliberate error in most PAYE returns apply broadly from 1 April 2009, although they apply for 2010–11 onwards for forms P11D(b). The penalties are based on a percentage of potential lost revenue, with reductions for disclosure (see 9.44).
Penalties may be charged if an employer sends part or all of the year end form P35 on paper or magnetic media when it was required to be filed online. The penalty applies whether or not the return is filed on time and even if a subsequent return is filed online. The amount of the penalty depends on the number of P14s included in the return and is up to a maximum of £3,000.
Penalties may also be charged if employers fail to file their in-year forms (P45 and P46) online. The penalty ranges from £100 up to a maximum of £3,000 depending on the number of forms that should have been filed online. The first penalties will be issued for the quarter ended 5 April 2010.
Penalties are also charged for late filing of forms P11D and P9D (see 10.58). For each form, there is an initial penalty of up to £300 plus up to £60 a day if the failure continues.
The monthly penalties of £100 per 50 employees for late P14s and P35s also apply to late P11D(b) Class 1A NICs returns (due date 6 July as indicated above, although the form states that penalties will be charged if it is not submitted by 19 July).


Forms P11D and P9D
[10.58]
Employees who complete self assessment tax returns must include details of expenses payments and benefits from their employers. Employers are therefore required to provide all current employees (and former employees if they so request) with copies of forms P11D or P9D as appropriate (see 10.55).
Forms P9D show taxable benefits and expenses payments for those earning less than £8,500 (see 10.11). The main items are expenses payments totalling more than £25 for the year (other than those wholly for business purposes), payment of an employee's bills, gifts (at second-hand value), non-cash vouchers (including the excess of meal vouchers over 15p a day), and living accommodation.
Forms P11D show the cash equivalents of benefits for employees earning £8,500 per annum or more and directors (see 10.10). HMRC provide optional working sheets for working out the cash equivalents for living accommodation, cars and fuel, vans, mileage allowance payments and passenger payments, beneficial loans and relocation expenses. Employers do not take into account any reduction an employee is entitled to for the business proportion of an expense. These reductions are dealt with by employees on their tax returns. Employers' Class 1A contributions are based on the P11D figures, and employers therefore have to pay full contributions on benefits where there is mixed business/private use (see 10.43). This has the effect of costing the employer 13.8% (12.8% before 6 April 2011) on a business expense, albeit reduced by the income tax or corporation tax relief on that amount.
P11Ds and P9Ds do not have to show amounts covered by a dispensation (see 10.18) or by a PAYE settlement agreement (see 10.59), and employees similarly need not show such amounts in their own tax returns. It is sensible for employers to make sure employees know what items are covered in this way and the Class 1A liability makes it important for employers themselves to ensure that dispensations are obtained if appropriate.
Where employees receive a specific amount for entertaining expenses, employers must state on P11Ds or P9Ds whether the expense has been disallowed in calculating tax on their business profits. In that event, the employee is able to offset the expenses payment received by an equivalent expenses claim (see 10.17).
An employer must include in P11Ds and P9Ds any benefits he has arranged for a third party to provide (for example, where another group company provides cars or medical insurance). The onus of providing the information falls on the third party rather than the employer if the employer has not arranged for the third party to provide the benefits, and the third party must provide the information to the employee by 6 July after the end of the tax year. The rules for benefits provided directly by third parties do not apply to gifts costing not more than £250 per year or to corporate hospitality. Third parties do not need to send details of the taxable benefits to HMRC unless they receive a return requiring them to do so. Class 1A contributions are payable on taxable third party benefits, including non-cash vouchers (see 10.43). See 10.59 re the liability for paying the Class 1A contributions.
See 10.5 regarding anti-avoidance provisions relating to employment income provided through third parties.


PAYE settlement agreements and taxed award schemes
[10.59]
Employers may enter into a PAYE settlement agreement (PSA) with HMRC, under which they make a single annual payment covering the tax and NICs on certain benefits and possibly expenses payments. Items covered by the PSA are not shown on year-end forms P35, P14, P11D and P9D and employees are not subject to tax or NICs on them. The scheme covers items which are either minor or occasional, or are made in circumstances when it would be impracticable to apply PAYE (e.g. on shared benefits). Details are in HMRC Statement of Practice SP 5/96. PAYE settlements frequently include payments for those who had been treated as self-employed and are reclassified as employees.
As far as NICs are concerned, employers pay a special class of contributions, Class 1B, at 13.8% (12.8% before 6 April 2011) on the benefits etc. taxed under the PSA plus the tax thereon, to the extent that there would have been an NIC liability under Class 1 or Class 1A. Both the tax payment under the PSA and the Class 1B contributions thereon are payable by 19 October after the end of the tax year to which the payment relates. For payments made electronically the payment date is 22 October. Interest is charged from the due date if the payment is made late.
Employers and third parties who operate formal incentive award schemes are able to enter into arrangements known as taxed award schemes (TAS), which work in a similar way to PSAs. Employers operating such schemes directly (but not third parties) may use a PSA instead if they wish. Employers have to account for Class 1 or Class 1A NICs as the case may be on non-cash vouchers or other benefits provided to employees, where the vouchers/benefits are provided directly or where the employers arranged for them to be provided by a third party. They also have to pay Class 1 contributions on the tax paid under a TAS. Where non-cash vouchers or other benefits are provided by a third party (whether under a TAS or not), Class 1A rather than Class 1 contributions are payable. Where the employer has not arranged for the awards to be provided, third parties must pay the Class 1A contributions on the award, and if they also pay the associated tax, they are liable for the Class 1A contributions on the tax payment. Third parties may use the TAS accounting arrangements to make payment. Guidance is provided in HMRC's Employment Income Manual at EIM11235.


Employees' records and self-assessment
[10.60]
All taxpayers are required to keep records relating to their tax liabilities (see 9.25). Most employees will not need to fill in tax returns, because their tax will usually be dealt with through the PAYE system (see 9.27), but they should still keep records for the statutory period in case there is any query. Employees need to keep records for 22 months from the end of the tax year (or 15 months after the return was submitted if later), unless they are also self-employed or receive rental income, in which case the period is 5 years 10 months (or such earlier date as may be specified in writing by HMRC). In both cases, if HMRC are conducting an enquiry into the taxpayer's affairs (see 9.31), the period is extended until the enquiry is completed.
The main records employees need to keep are year-end certificates P60 and forms P11D or P9D, forms P45 when they change jobs or Form P46 (Pen) if they retire on pension, and records, receipts and vouchers to support expenses claims. They should also keep any other records that relate to their employment income, such as coding notices, information relating to employee share schemes, information relating to earnings abroad (and proof of any foreign tax deducted), etc.




TAX POINTS
[10.61]
Note the following:
•     Smaller employers in particular face an onerous burden in dealing with obligations to deduct and account for tax, NICs and student loan repayments. Payroll software can alleviate the problem, but there are severe penalties for getting things wrong so businesses need to be sure that their systems can cope. Almost all employers are now required to file their year-end PAYE returns and in-year information online (see 10.49).

•     The imposition of employers' Class 1A NICs on taxable benefits in kind has removed the main advantage of paying such benefits. A significant tax and NIC advantage in respect of non-P11D employees, and an employee's NIC saving for P11D employees earning less than the upper earnings limit of £817 a week, may be available. Even where there is no such saving, it may be possible to provide benefits for less than the employee would have paid himself, by use of in-house services, staff discounts, etc.

•     Employers pay Class 1A NICs on benefits even if the employee claims an equivalent deduction as a business expense in his tax return. Employers should in those circumstances seek a dispensation so that the item is not reckoned as a benefit in the first place.

•     Where tips are received, great care needs to be taken in relation to the PAYE, NIC and national minimum wage treatment as set out in HMRC booklet E24.

•     The 'pecuniary liability' trap should be borne in mind. Tax (and NICs) may be avoided for non-P11D employees on certain payments providing the employer is legally responsible for paying them, for example, heat and light in employer-provided living accommodation and home telephones. Payment by an employer of an employee's debt counts as pay for all employees and must be reported on year-end forms P11D and P9D. Class 1 NICs are payable at the time of the payment.

•     Travelling expenses from home to a permanent workplace are not deductible in calculating taxable earnings unless the nature of the employee's job requires him to carry out his duties at home. Area representatives and those holding part-time employments, such as consultants and tribunal members, should seek to establish that their place of employment is at their home or other workbase, making their travelling expenses from that base deductible.

•     HMRC have introduced a new framework for compliance checks which apply to some taxes including PAYE from 1 April 2009. Details can be found at www.hmrc.gov.uk/about/new-compliance-checks.htm. See also HMRC Business Brief 36/10 which explains the factsheets which HMRC will issue to customers during a compliance check.

•     HMRC test payroll software packages and award a payroll standard kitemark to those that meet the PAYE requirements.

•     HMRC offer to help small businesses in various ways with PAYE problems, including offering workshops and presentations, see www.hmrc.gov.uk/payeonline/help-with-filing.htm and www.hmrc.gov.uk/bst/index.htm.

•     Employers will find it costly if they do not comply with the requirements of the PAYE scheme. To give two examples, failing to apply the P46 procedure properly for new employees who do not produce form P45 could make the employer liable to pay the tax that should have been deducted from the amount paid; if forms P11D and P9D are not properly completed and sent in promptly for each current or former employee, employers face severe penalties.

•     Forms P11D are increasingly subject to close scrutiny and testing by HMRC as to their accuracy, for example through visits to business premises, knowledge of directors' personal circumstances and a close inspection of the position as regards loans to directors. Care should therefore be taken to ensure that all sections of the form are correctly completed, and in particular that all expenses of the employee met by the employer are declared (except those covered by a dispensation or PAYE settlement agreement), a claim being made by the employee in his annual tax return for a corresponding deduction if the expenses are allowable for tax.

•     The definition of 'earnings at the rate of £8,500 per annum' includes certain car expenses met by the employer as well as the car and car fuel charges. This brings some employees whose salary is less than £8,500 into the P11D reporting net.

•     The total cost in tax, NICs and VAT of the provision of private car fuel to employees has risen dramatically and in many cases it will be cheaper, as well as far more straightforward in terms of reporting requirements, to pay the employee extra wages to compensate him for buying his own private fuel.

•     An employee's contribution towards the cost of a car (maximum £5,000) and payments for the private use of a car both reduce the car benefit charge, but payments by the employee for car fuel are not taken into account unless they cover the whole cost of private use.

•     If a car is provided for a relative of a P11D employee, the benefit will be charged on the car user rather than the P11D employee if the car user is also an employee and the duties of the employment are such that the car is required in the performance of those duties (e.g. where the employee is a commercial traveller) and would be provided to any employee in equivalent circumstances.

•     If an employee is required to use his own vehicle, motor cycle or bicycle in employment, mileage allowances based on HMRC approved mileage rates (see 10.13) may be received from the employer free of both tax and NICs. If he pays his own running expenses, he can claim the approved rates for the business miles. If the employer pays him a mileage allowance below the approved rates he can claim an allowance for the shortfall for tax but not NIC purposes.

•     If an employer arranges for his employees earning less than £8,500 per annum to eat at a local café which sends the bill to the employer, the employee avoids tax on the provision of the meals. This will not work for P11D employees unless the café can provide a private room, which then effectively becomes the works canteen.

•     There is no tax on an interest-free loan to a P11D employee to buy a season ticket unless the total loans at a nil or beneficial interest rate that are outstanding in that tax year from the employee exceed £5,000.

•     An employee is charged to tax on benefits arising from employment even though the employer is not the payer. The most common example is tips (but see 10.9). Another example is where one of the employer's suppliers pays for the employee to have a foreign holiday as a sales achievement reward. Such a supplier may operate a 'taxed award scheme' under which he accounts for the tax. The employee must be provided with relevant details of all third party benefits to enable him to complete his tax return, but he is responsible for the entries on the return.

•     Third party benefits to employees in the form of corporate hospitality, such as entrance to and entertainment at sporting and cultural events, and non-cash gifts to an employee from a third party costing not more than £250 in a tax year, are exempt providing the benefits and/or gifts are not procured by the employer and are not related to services performed or to be performed in the employment.

•     HMRC frequently reviews the list of professional subscriptions which are allowable in computing the taxable pay of an employee. An employee should therefore check if his own subscription has not so far been allowed, see www.hmrc.gov.uk/list3/index.htm.

•     If an employee occasionally works very late, he is not charged to tax if his employer pays for his transport home, although it is proposed to abolish this exemption in 2012. Those who regularly work late get no such exemption, although exemption applies if the employer pays for the transport home because of a temporary breakdown in regular home to work car sharing arrangements.

•     'Payment' for PAYE purposes can be triggered much earlier than when money changes hands, especially as regards directors (see CHAPTER 12).

•     Under self-assessment, an individual needs to keep records relating to his tax affairs — see 10.60. HMRC provide guidance at www.hmrc.gov.uk/sa/record-keeping.htm.
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11     Employee share options and awards
Part III Employment

BACKGROUND
[11.1]
Tax law provides various incentives to encourage employees and directors to participate in their employing companies. HMRC guidance recognises that studies have shown that 'when the interests of employees are aligned with those of their employer through shareholdings in the employer company, there is a correlation with increased company productivity'. Four statutory arrangements are designed to 'encourage employees to hold shares in their employer'.
However, stringent and lengthy anti-avoidance provisions exist to block arrangements designed to reward employees without attracting the appropriate amount of tax and national insurance contributions (NICs). There have been many changes in this area but most have not affected the approved schemes set out in legislation. These are:
•     SAYE linked share option schemes ('Sharesave') — see 11.10

•     Company share option plans (CSOPs) — see 11.12

•     Enterprise management incentive (EMI) share option schemes — see 11.13

•     Share incentive plans (SIPs) — see 11.19


Statutory references in this chapter are to the Income Tax (Earnings and Pensions) Act 2003 (ITEPA 2003) unless otherwise stated. HMRC guidance is available at www.hmrc.gov.uk/shareschemes and in HMRC's Employment-Related Securities Manual and Employee Share Schemes User Manual.
The legislation applies to employment-related 'securities'. Employment-related means, broadly, acquired in connection with an employment. Securities include shares, debentures, loan stock and other securities issued by companies, and a wide range of other financial instruments including options, futures, contracts for differences and rights under contracts of insurance.
Reporting requirements (ss 421J–421L)
[11.2]
There is a general requirement to report certain events relating to shares and securities obtained by reason of an employment. Form 42 is provided at www.hmrc.gov.uk/shareschemes/ann-app-schemes.htm for this purpose, and comprehensive guidance notes are also provided. The information must be submitted to HMRC's Employee Shares and Securities Unit before 7 July following the tax year in which the event occurred, or 30 days from the date of issue if later, and there are penalties for non-compliance. The facility to file the forms online was suspended from 1 April 2010 as part of an overhaul of HMRC IT infrastructure. Therefore annual share scheme returns will only be accepted in paper format at the Employee Shares and Securities Unit in Nottingham.
The reportable events include:
•     a person's acquisition or deemed acquisition of securities, or an interest in securities or a securities option, where the acquisition is pursuant to a right or opportunity available by reason of his employment or another person's employment;

•     a 'chargeable event' in relation to restricted securities, restricted interests in securities, convertible securities or interests in convertible securities;

•     the doing of anything that artificially enhances the market value of the securities and gives rise to a tax charge on 'non-commercial increases';

•     an event which discharges a 'notional loan' that arose where, for example, securities were acquired for less than market value;

•     a disposal of securities for more than market value in certain circumstances;

•     the receipt of a benefit from securities or interest in securities giving rise to taxable employment income;

•     the assignment or release of an employment-related securities option in certain circumstances; and

•     the receipt of a benefit in money or money's worth in connection with an employment-related securities option.


There are, however, a large number of exceptions from the reporting requirements. These include transfers of shares in the normal course of family or personal relationships, share for share exchanges, and rights and bonus issues.
Form 42 is not used for most events relating to approved schemes. For example, form 34 is used to report the grant or exercise of options under SAYE-related share option schemes; form 35 is used to report the grant or exercise of options under a company share option plan; form 39 records the award of shares to an employee under a share incentive plan; and the grant of options within specified limits under an enterprise management incentives (EMI) scheme is reported on form EMI40 (but the grant of an option outside the limits would be reportable on form 42).


PAYE tax and NICs (ss 696–702)
[11.3]
Employers are required to operate PAYE, and account for tax and Class 1 NICs, when shares etc. that are 'readily convertible assets' (see 10.21) are acquired by a person (not necessarily the employee) and the right or opportunity to make the acquisition is available by reason of an employment of that person or any other person outside the terms of an approved scheme.
Shares etc. are readily convertible assets if they may be sold on the Stock Exchange or arrangements exist or are likely to exist for them to be traded. These provisions apply to shares etc. acquired directly and through the exercise of unapproved options that were granted on or after 27 November 1996. They also apply where tax is charged when a share or securities option is assigned or released (see 11.7), or a chargeable event occurs under the anti-avoidance provisions outlined in 11.6.
Where shares etc. acquired in such circumstances are not readily convertible assets, neither Class 1 nor Class 1A NICs are payable, but tax is chargeable through the self-assessment system (see 11.34). From 10 July 2003, however, shares etc. that would not otherwise be readily convertible assets are automatically treated as such (except for the purposes of the share incentive plan rules at 11.27) if no corporation tax deduction is available under the provisions at 11.32. Where the chargeable event takes the form of a receipt of money, or of an asset which is a readily convertible asset, PAYE etc. applies regardless of whether or not the scheme shares are themselves readily convertible assets (ss 698, 700). Where the tax treatment of readily convertible assets is retrospectively amended (as it was in FA 2006 in relation to securities options — see 11.7), the deemed payment date for PAYE purposes will be the date the relevant Act is passed, except in relation to PAYE arising from the FA 2006 provisions, for which the deemed payment date was 6 April 2007. Detailed and complex provisions apply as to the way in which the payments are treated, including re-allocating the payments to the appropriate tax year and providing revised PAYE forms.
In the case of share options granted on or after 6 April 1999 that relate to shares that are readily convertible assets, NICs are payable when the options are exercised. Because of the unpredictable timing and amount of a company's liability to pay employer's secondary contributions on unapproved options, employees and employers may make formal joint elections to HMRC for the employees to pay the employers' secondary NICs when the option is exercised. Such elections need HMRC approval. Alternatively the employer and employee may make an agreement for the contributions to be paid by the employee. In this event the formal liability remains with the employer. In either case, any amount paid by the employee will reduce the amount chargeable as employment income in respect of the option for tax purposes (but not for NICs). It will not affect the corporation tax deduction allowable to the company (see 11.32), nor the allowable cost of the shares for capital gains tax (CGT), but see 11.8. The same provisions have applied since September 2004 in relation to chargeable events in respect of restricted securities and convertible securities (see 11.6).


Other provisions
[11.4]
Subject to certain restrictions, employers can get tax relief for the costs of setting up approved share option schemes and approved share incentive plans, and see the relief at 11.32 for the cost of providing shares for employee share schemes. For capital gains tax (CGT) purposes, on the grant of an option under an approved or unapproved scheme, the employer is treated as receiving the amount, if any, paid by the employee for the option (rather than market value, which usually applies to non-arm's length transactions — see 4.24), so no tax charge on chargeable gains arises.
Shares acquired under SAYE linked share option schemes, approved share incentive plans or approved profit sharing schemes may be transferred free of CGT into an Individual Savings Account up to the annual limit for ISA investments (see 36.28) even if they are unquoted. There is no similar provision in relation to enterprise management incentive share options, but favourable CGT treatment applies to such options. Shares acquired under SAYE schemes or share incentive plans may be transferred into personal pension schemes and tax relief obtained thereon (see 17.12).
Special rules apply where employees of universities and other research institutions acquire shares in 'spinout' companies formed to develop intellectual property (IP) that the employees helped to create. The value of the IP will not be taken into account at the time it is transferred to the spinout company, thus removing a potential tax and NIC charge at that time, and various other provisions in this chapter are disapplied.
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SHARE AWARDS OUTSIDE APPROVED SCHEMES
Issue of shares for less than market value (ss 446Q–446W)
[11.5]
If shares are issued at a price equal to the current market value, with the price being paid by agreed instalments, no charge will arise under the general charging provisions since full market value is being paid, and this will apply even though the market value has increased by the time the shares are paid for. Any growth in value of the shares is liable only to CGT.
A director or an employee who acquires shares other than under the approved schemes and does not pay the full price for shares immediately is, however, regarded as having received an interest-free loan equal to the deferred instalments, on which tax is charged at the beneficial loans interest rate (see TABLE OF RATES AND ALLOWANCES) unless the total of all beneficial loans outstanding from that director or employee in the tax year, including the deferred instalments, does not exceed £5,000 (see 10.42). The loan is regarded as being repaid as and when the instalments are paid. Any amount written off is taxed as employment income at that time; any amount so taxed is taken into account for CGT purposes when the shares are disposed of.
The notional loan provisions do not apply if, on or after 2 December 2004, something affecting the shares has been done as part of a scheme to avoid tax and/or NICs. Instead the amount that would have been treated as a loan is treated as employment income in the tax year when the acquisition takes place.


Anti-avoidance rules
[11.6]
There are wide ranging anti-avoidance provisions in relation to employment-related shares and securities. They do not apply in relation to shares that comply with the provisions of approved schemes, but enterprise management incentive schemes (see 11.13) are not regarded as approved schemes for this purpose. The provisions apply to advantages gained not just by the employee but by 'associated persons'. 'Associated persons' include the person who acquired the shares (if not the employee), persons connected with the employee (or with the person who acquired the shares) and members of the same household as the employee (or person who acquired the shares). The definition of 'connected' is broadly the same as in 4.8. There are exemptions from some of the provisions where the shares are acquired under a public offer, or are shares in an employee-controlled company or where the event in question affects all the company's shares of the same class and the majority of them are held by outside shareholders; these exceptions apply in respect of restricted shares, convertible shares and post-acquisition benefits.
The anti-avoidance provisions under which tax and NIC charges may arise fall under the following headings:
•     Restricted securities (ss 422–432)

•     Convertible securities (ss 435–444)

•     Securities with artificially depressed market value (ss 446A–446J)

•     Securities with artificially enhanced market value (ss 446K–446P)

•     Securities acquired for less than market value (ss 446Q–446W — see 11.5)

•     Securities disposed of for more than market value (ss 446X–446Z)

•     Post-acquisition benefits from securities (ss 447–450)


If the securities concerned are readily convertible assets, the amounts chargeable will be liable to PAYE tax and Class 1 NICs (see 11.3).
From 6 April 2008 the provisions listed above (and those in 11.7 relating to unapproved options) apply if the individual concerned is UK resident at the time of acquisition, regardless of whether or not he is ordinarily resident. However, if the remittance basis applies (see 41.14), any foreign securities income (broadly any securities income received from a foreign employer where employment duties are performed wholly outside the UK) will be exempt except in certain circumstances where the main purpose is the avoidance of PAYE and NIC. For employment related securities acquired after 6 April 2008 pursuant to the terms of an option granted before that date, the 'old' rules are still relevant, and certain provisions do not apply to individuals who were resident but not ordinarily resident in the UK at the time of acquisition of the security or option. See further HMRC Employment-Related Securities Manual ERSM160300.
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EXERCISE, ASSIGNMENT, RELEASE ETC. OF OPTION (ss 420, 471–484, TCGA 1992, SS 119A, 120, 144, 144ZA–144ZD)
[11.7]
Where a director or employee is granted an option to acquire shares or securities (referred to as shares etc. in what follows) by reason of employment (whether his own or someone else's), there are various circumstances in which a tax charge can arise. However, favourable tax treatment is given for options under approved schemes (see 11.10 to 11.18). Securities options such as call options are excluded from the tax charging provisions unless they were acquired on or after 2 December 2004 for the purpose of avoiding tax or national insurance.
Where the option is granted other than under an approved scheme, an income tax charge arises when the option is exercised on the difference between the open market value at that time and the cost of the shares. If the shares are readily convertible assets, the tax will be collected through PAYE, and Class 1 NICs will also be payable, although the employee may agree to pay the employer's secondary Class 1 NICs (see 11.3).
For both approved schemes and other options, where a right to acquire shares etc. is assigned or released, an income tax charge arises on the amount received. The same applies where the option holder realises a gain or benefit by allowing the option to lapse, or granting someone else an option over the shares etc. The same comments apply as above if the shares etc. are readily convertible assets.
These tax charges apply on the exercise, assignment or release of the option by any associated person and not just by the employee (i.e. the person by reason of whose employment the option was granted). 'Associated persons' include the person to whom the option was granted (if not the employee), persons connected with the employee (or with the grantee) and members of the same household as the employee (or grantee).
A tax charge also arises on the amount or market value of any benefit received, in money or money's worth, by the employee (or an associated person) in connection with the option, which might include, for example, sums received for varying the option or as compensation for its cancellation.
Whatever the reason for a tax charge, any amount paid for the option itself and expenses incurred in connection with the exercise, assignment, release or receipt of benefit are deductible in determining the taxable amount.
[11.8]
For CGT, the amount taxed as income on exercise of an unapproved employee shares etc. option often counts as part of the cost of acquisition of the shares etc. (as does anything paid for the option itself). However, HMRC have changed their view in relation to shares acquired on the exercise of an option before 10 April 2003. The acquisition cost of such shares is the market value of the shares at the time the option was exercised, and no deduction is allowed for any amount charged to income tax on the exercise. See HMRC Briefs 30/2009 and 60/2009 for full details.
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GRANT OF OPTION (S 475)
[11.9]
No income tax liability arises on the grant of an option, unless exceptionally the option is granted at a discount under a company share option plan scheme (see 11.12). (The cost figure taken into account for CGT is, however, subject to anti-avoidance provisions.) Where a discount is charged to tax on the grant of an option it is deducted from the amount chargeable when the option is exercised.
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SAYE LINKED SHARE OPTION SCHEMES (SS 516–519, SCH 3; TCGA 1992, Sch 7D; ITTOIA 2005, Pt 6 CH 4)
[11.10]
These HMRC-approved schemes enable an employer company to grant to employees and directors an option to acquire shares in the company in the future at today's price, the shares eventually being paid for out of the proceeds of a linked Save as you Earn (SAYE) scheme. No income tax charge arises on the grant of the option, and there is no charge on the difference between cost and market value of the shares when the option is exercised. HMRC guidance is provided in the Employee Share Schemes User Manual at ESSUM30100.
Contributions of between £5 and £250 per month are paid for up to five years, and are normally deducted from pay, under an SAYE contract with a bank or building society. The employee/director will normally be able to exercise the option after three years, five years or seven years, when the SAYE contract ends. The contributions will be of an amount that will secure as nearly as possible, when interest is added, the repayment of a sum equal to the exercise price. Interest and bonuses added to contributions are tax-free.
Various conditions must be met. In particular the scheme must be available to all full-time directors and all employees with a stipulated length of service which cannot be set at more than five years, and all members of the scheme must participate on similar terms. Part-time employees must be included, but part-time directors may be excluded.
An individual cannot participate if he has a material interest (or has had one at any time in the previous 12 months) in either a close company (see 3.27) whose shares may be acquired as a result of exercising the options or a close company controlling the company whose shares may be acquired. A material interest is defined, broadly, as owning or controlling (alone or together with certain associates) more than 25% of the ordinary share capital or rights to more than 25% of the assets in a winding up.
The shares to be acquired must be ordinary shares in the company that established the scheme or a company which controls it. If the employing company or the part of its business in which the employee works is sold or otherwise leaves the group operating the scheme, the scheme may provide for the employee to exercise the option within six months after that event, but if this results in the employee exercising the option within three years of joining the scheme, any gain arising is charged to income tax and NICs (see 11.3).
An employee who has been transferred to an associated company which is not participating in the scheme may nonetheless be permitted by the scheme rules to exercise his option within six months after his savings contract matures. If an employee dies before completing the contract, the option may be exercised within 12 months after the date of death. If an employee leaves through injury, disability, redundancy or retirement, the option may be exercised within the following six months. An option held by an employee leaving for any other reason must lapse, unless he had held it for at least three years, in which case he may be permitted to exercise it within six months after leaving.
Regardless of the treatment of the option, the SAYE contract itself may be continued by an employee after he leaves, by arrangement with the savings body, so that the benefit of receiving tax-free interest and bonuses at the end of the contract (see below) is retained. Contributions will then be paid direct to the savings body.
The price at which the option may be exercised must not normally be less than 80% of the market value of the shares at the time the option is granted. The employee does not get tax relief for the SAYE contributions but he gets the benefit of tax-free interest and bonuses at the end of the contract, and when the shares are taken up there is no income tax charge on the excess of the market value over the price paid. If the shares are not taken up, the employee retains the proceeds of the SAYE contract together with the tax-free interest and bonuses.
The scheme must not stipulate a minimum monthly contribution higher than £10 and it must not have features that discourage eligible employees from participating. Companies may require scheme shares to be sold if an employee or director leaves the company, thus helping family companies who wish to ensure that their control is not diluted, and scheme rights can be exchanged for equivalent rights in a company taking over the employer company.
Capital gains tax
[11.11]
The CGT base cost of the shares is the price paid by the employee both for the option and the shares, so that when they are disposed of, the benefit of acquiring them at less than their market value is then partly lost, because the gain is charged to tax (except for the benefit of any unused annual exemption). The employee has, however, had the benefit of the SAYE tax-free interest and bonuses. See 11.31 for the special CGT rules for identifying share disposals with acquisitions. If the opportunity is taken to transfer the shares into an Individual Savings Account (ISA) within 90 days of exercise of the option and within the annual ISA limits (see 36.24), the capital gain on the transfer to the ISA is tax-free.
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COMPANY SHARE OPTION PLAN (CSOP) SCHEMES (SS 521–526, SCH 4; TCGA 1992, Sch 7D)
[11.12]
Options under company share option plans must not be granted at a discount (i.e. at an option price below the current market value of the shares) and the total market value of shares that may be acquired under the option and any other approved options held by the employee under the company share option plan must not exceed £30,000. Providing the scheme complies with these and other conditions, there is no tax charge when options are granted. If, exceptionally, an option is granted at a discount, the discount is taxed as employment income for the tax year in which the option is granted, though the amount taxed is deductible in computing any amount that falls to be taxed subsequently, for example on exercise of the option after the scheme has had its approval withdrawn, or in determining the amount of any interest-free loan under 11.5. HMRC guidance is provided in the Employee Share Schemes User Manual at ESSUM40100.
There is no income tax charge when the option is exercised, providing it is exercised between three and ten years after it was granted. There is also no income tax charge if the option is exercised within three years after it was granted but within six months of the employment coming to an end because of injury, disability, redundancy or retirement. Where the income tax exemption applies, tax (i.e. CGT) is payable only at the time of disposal of the shares. The total amount paid for the shares, including any discount charged to income tax when the option was granted and any amount paid for the option itself, is deducted from the proceeds in calculating any capital gain. See 11.31 for the special CGT rules for identifying share disposals with acquisitions. If options are exercised in breach of the stipulated time limits or at a time when the scheme is not an approved scheme, they are taxable in the same way as unapproved options, with PAYE tax and NICs applying if the shares are readily convertible assets (see 11.7). PAYE also applies if the option is exercised more than ten years after it was granted.
Both full-time and part-time employees may be included in a scheme, but only full-time directors are eligible. HMRC guidance indicates that 'full-time' is taken to mean a working week of at least 25 hours excluding meal breaks. In contrast to SAYE linked share option schemes at 11.10, there is no requirement that the scheme be made available to all directors and employees who are eligible.
An individual cannot participate if he has a material interest (or has had one at any time in the previous 12 months) in either a close company (see 3.27) whose shares may be acquired as a result of exercising the options or a close company controlling the company whose shares may be acquired. A material interest is defined, broadly, as owning or controlling (alone or together with certain associates) more than 25% of the ordinary share capital or rights to more than 25% of the assets in a winding up.
The shares to be acquired must be ordinary shares in the company that established the scheme or a company which controls it. Anti-avoidance provisions apply to options granted on or after 24 March 2010 to prevent the exemption for options over shares in an unlisted company which is under the control of a listed company. There was a transitional period of six months during which the scheme rules could be amended in order to prevent withdrawal of HMRC approval of the scheme.
Schemes may provide that participants must exercise their options when their employment ends but may also provide for options to be exchanged for equivalent options in a company taking over the employer company. The scheme may provide for options to be exercised within one year after the employee's death.
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ENTERPRISE MANAGEMENT INCENTIVE SHARE OPTIONS (SS 527–541, SCH 5; TCGA 1992, Sch 7D)
[11.13]
Small, higher-risk companies may offer their employees enterprise management incentive (EMI) share options, subject to a limit of £3 million on the total value of shares in respect of which there are unexercised share options. Providing the scheme rules are complied with, there will normally be no income tax or employers' and employees' NICs to pay on the exercise of the option. There is no requirement for the scheme to be registered, but notice must be given when options are granted (see 11.16). HMRC guidance is provided at www.hmrc.gov.uk/shareschemes/emi-new-guidance.htm.
For an option to be a qualifying EMI option, the company must be a qualifying company (see 11.14), the employee must be an eligible employee (11.15), and certain conditions must be satisfied in relation to the option itself (11.16).
Qualifying companies
[11.14]
For a company to be a qualifying company, the following conditions must be satisfied. The company may be either quoted and unquoted:
(a)     The company must not be a 51% subsidiary, or otherwise controlled by another company and persons connected with that company.

(b)     If the company has subsidiaries, they must be 51% owned, except for property managing subsidiaries, which must be 90% owned.

(c)     The company's (or if relevant, the group's) gross assets must not exceed £30 million.

(d)     For options granted by a 'single company' on or after 21 July 2008, the company must have fewer than 250 'full-time equivalent employees'. The number is calculated by taking the number of full-time employees and adding 'just and reasonable' fractions for other employees. Directors (but not employees on maternity or paternity leave, or students on vocational training) are counted as employees for this purpose. In the case of a parent company, employees of both the parent and its subsidiaries count towards the limit. HMRC regard 'full-time' for this purpose as a standard working week, excluding lunch breaks and overtime, of at least 35 hours.

(e)     Broadly, the company or group must carry on one or more qualifying trades on a commercial basis and with a view to profit. It had previously been a requirement that the trade be carried on  wholly or mainly in the UK, but for options granted on or after 16 December 2010 this rule is relaxed so that a company is only required to have a permanent establishment in the UK. Qualifying trades exclude:

dealing in land, commodities, futures, shares, securities or other financial instruments;

dealing in goods other than in an ordinary trade of wholesale or retail distribution;

banking, insurance, money-lending, debt-factoring, hire-purchase financing or other financial activities;

leasing or receiving royalties or licence fees (with certain exclusions);

legal and accountancy services;

property development;

farming or market gardening, woodlands, forestry activities and timber production;

hotels, nursing homes or residential care homes; and

shipbuilding, producing coal, or producing steel (in relation to options granted on or after 21 July 2008).




Eligible employees
[11.15]
The employee must be employed by either the company whose shares are the subject of the option or that company's qualifying subsidiary. He must be required to work, on average, at least 25 hours a week or, if less, 75% of his working time (which includes time spent in both employment and self-employment). He and his associates must not have a 'material interest' in the company. A material interest is defined, broadly, as owning or controlling more than 30% of the ordinary share capital or, where the company is a close company, rights to more than 30% of the assets in a winding-up.


Qualifying options
[11.16]
Various other requirements must be met in relation to the option itself. The principal additional requirements are:
(i)     The option must be granted for commercial reasons to recruit or retain an employee and not for tax avoidance purposes.

(ii)     An employee may not hold unexercised options (including any CSOP options — see 11.14) in respect of shares with a total value of more than £120,000 (from 6 April 2008) at the time the options were granted. Any excess share options are not qualifying options. In addition, if an employee has been granted EMI options with a total value of £120,000 (from 6 April 2008), then whether or not the options have been exercised or released, any further options granted within three years after the date of the grant of the last qualifying EMI option are not qualifying options.

(iii)     The total value of shares in respect of which there are unexercised qualifying EMI options must not exceed £3 million.

(iv)     The shares that may be acquired under the option must be fully paid, irredeemable ordinary shares, and the option must be capable of being exercised within ten years from the date it is granted and must be non-transferable.


The company must give notice of the option to HMRC within 92 days after it is granted, together with such supporting information as HMRC require and also a declaration from the relevant employee that he meets the 'working time' requirement (see 11.15). HMRC provide form EMI1 for this purpose and have the right to correct obvious errors in the notice within nine months, and to enquire into an option within 12 months after the 92 day period. The enquiry may be made to the company or, in relation to whether the 'working time' requirement is met, to the relevant employee. If at the conclusion of an enquiry, HMRC decide that the qualifying option requirements have not been met, the company and the relevant employee have the right to appeal against the decision.


Income tax and NICs
[11.17]
There is no charge to tax or NICs when the option is granted. Providing the option is exercised within ten years after it was granted, there is also not normally a tax charge when it is exercised except to the extent that the market value when the option was granted (or when it was exercised if lower) exceeds the amount paid for the shares. There are, however, detailed provisions about disqualifying events. Where tax is charged on the exercise of the option, Class 1 NICs would be payable if the shares were readily convertible assets (see 11.3). The anti-avoidance rules at 11.6 apply to shares acquired under qualifying options as they do to shares acquired under unapproved schemes.


Capital gains tax
[11.18]
The excess of any sale proceeds for the shares over the sum of the amount paid for them plus, in certain circumstances, any amount charged to income tax (see 11.17) is charged to CGT. However, HMRC have changed their view in relation to shares acquired on the exercise of an option before 10 April 2003. The acquisition cost of such shares is the market value of the shares at the time the option was exercised, and no deduction is allowed for any amount charged to income tax on the exercise. See HMRC Briefs 30/2009 and 60/2009 for full details. See 11.31 for the special CGT rules for identifying share disposals with acquisitions.
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SHARE INCENTIVE PLANS (SS 488–515, SCH 2; ITTOIA 2005, ss 392–396, 405–408, 770; TCGA 1992, Sch 7D)
[11.19]
Companies may set up a share incentive plan or SIP (previously referred to as an all-employee share ownership plan), under which employees may allocate part of their salary to acquire shares in their employer company (known as partnership shares) without paying tax or NICs, nor will employers' NICs be payable. Employers may also award free shares to employees, including extra free shares (matching shares) for employees who have partnership shares.
SIPs are operated through a trust and the trustees hold the shares for the employees until they are taken out of the plan or sold. A parent company may have a group SIP for itself and its subsidiaries. The legislation is lengthy and complex, and what follows is only an outline. HMRC guidance for employers and advisers is provided at www.hmrc.gov.uk/shareschemes/sip_employers.htm.
General rules
[11.20]
HMRC approval is required for the SIP and provision is made for approval to be withdrawn if a 'disqualifying event' occurs, such as the SIP being operated in a way that does not comply with the legislation. The company may appeal within 30 days against the refusal of HMRC approval or the withdrawal of approval.
The SIP must be available to all eligible employees and must not contain features which would discourage eligible employees from participating. Employees must be entitled to participate on the same terms (but taking into account remuneration, length of service and hours worked), and the SIP must not have features likely to have the effect of conferring benefits wholly or mainly on directors and employees on higher levels of remuneration. The SIP must not contain arrangements for loans to any of the employees. Shares must be withdrawn from a SIP when an employee leaves the employment. The SIP may provide for employees to lose their free or matching shares if they leave within three years, and for employees who leave to be required to sell their shares.


Eligible employees
[11.21]
Eligible employees must be employees of the company or a group company and, if so provided by the SIP, must have been an employee throughout a qualifying period of (broadly) not more than 18 months. An employee within a group satisfies the qualifying period conditions even though he has worked for more than one group company during the period. An individual cannot participate if he has a material interest (or has had one at any time in the previous 12 months) in either a close company whose shares may be awarded under the SIP or a company controlling that close company. A material interest is defined, broadly, as owning or controlling (alone or together with certain associates) more than 25% of the ordinary share capital or rights to more than 25% of the assets in a winding up. An employee cannot participate simultaneously in two or more awards of shares under different SIPs established by the same company or a connected company. Successive participation in two or more awards in the same tax year is permitted but the limits on free shares, partnership shares and reinvested dividends (see 11.23, 11.24 and 11.26) apply as if all such SIPs were a single SIP.


Eligible shares
[11.22]
There are detailed requirements for shares to be eligible shares, the main points being that the shares must be in a quoted company (or its subsidiary) or an unquoted company not controlled by another company, and the SIP shares must be fully paid, non-redeemable ordinary shares. They may, however, be non-voting shares. Shares in a 'service company', i.e. one whose main business is the provision of its employees' services to a person or persons having control of the company, or to an associated company, are prohibited.


Free shares
[11.23]
The company can award free shares in any tax year valued at up to £3,000 per employee at the time of the award. SIPs may provide for the awards to be linked to performance, statutory rules being laid down for such performance allowances. Details of the relevant performance targets must be provided to employees. Free shares must normally be kept in the SIP for a stipulated period, which may not be less than three years nor more than five years.


Partnership shares
[11.24]
Employees may authorise employers to deduct part of their salary to acquire partnership shares, such deductions reducing the pay for tax and NIC (but not pension) purposes. The maximum permitted deduction is £1,500 in any tax year, or 10% of salary if less. The minimum stipulated deduction on any occasion cannot exceed £10. Earnings of a kind specified in the SIP, e.g. bonuses or overtime payments, may be excluded from 'salary' in applying the 10% rule. The amount deducted will be held by the SIP trustees until used to acquire partnership shares. The SIP may stipulate a maximum number of partnership shares that may be purchased. Employees may stop and restart deductions to the SIP on giving written notice to the company, or may give notice to withdraw from the SIP, in which case any money held will be refunded. Any money refunded will be liable to tax and NICs. Partnership shares may be withdrawn from the SIP at any time (but see 11.27 for the tax position).


Matching shares
[11.25]
A SIP may provide for employees who acquire partnership shares to be awarded matching shares at the same time, on the basis of not more than two matching shares for one partnership share. The same holding period requirements apply as for other free shares.


Reinvestment of cash dividends and rights shares
[11.26]
SIPs may either provide that dividends on SIP shares be reinvested in further SIP shares or that they be paid over to employees. The total value of reinvested dividends cannot exceed £1,500 per employee in any tax year. Reinvested dividends are free of income tax (but do not carry a tax credit) providing that the shares acquired are held in the SIP for three years.
Trustees must normally act on an employee's instructions in relation to rights issues. This may include selling some of the rights shares in order to raise funds to acquire the remainder. No CGT is payable on the proceeds of such rights sales. Rights shares acquired in this way are treated as having been acquired when the SIP shares were acquired. If rights shares are acquired using funds other than from such rights sales, they are not SIP shares.


Income tax and capital gains tax
[11.27]
There is no charge to income tax or NICs at the time when SIP shares (including dividend shares) are awarded, nor will there be a charge on any free, partnership or matching shares held in a SIP for five years. If such shares are held for between three and five years, income tax (and Class 1 NICs if the shares are readily convertible assets — see 11.3) will be charged on the initial value of the shares, or their value at the time of withdrawal if lower. If the tax charge is based on the initial value of the shares, it will be reduced by any tax charged on capital receipts (see below). Where the shares are held for less than three years, tax (and Class 1 NICs if the shares are readily convertible assets) will be payable on their value at the time when they cease to be held in the SIP. Where the shares are readily convertible assets, the tax and NICs will be collected from employers under PAYE. The employee's PAYE amount must be paid over to the employer either by the employee or the trustees (who are empowered to dispose of an employee's SIP shares for this purpose). Tax payable in respect of shares that are not readily convertible assets will be payable through the self-assessment system (see 11.34).
If dividend shares are held in a SIP for less than three years, an amount equal to the reinvested dividends is chargeable to tax and is deemed to carry a tax credit at the rate in force at the time of withdrawal. Any dividend upper rate or dividend additional rate tax is reduced by the tax on any capital receipts (see below).
The charges on SIP shares do not apply if the employee leaves through injury, disability, redundancy, or retirement (at a specified age not less than 50), nor on the employee's death.
PAYE tax and Class 1 NICs will be charged on capital receipts (sale of rights etc.) in relation to SIP shares acquired fewer than five years earlier (three years for dividend shares). This does not apply where the trustees sell some rights shares to raise funds to buy the remainder (see 11.26).
If shares are kept in a SIP until they are sold, employees will not be liable to CGT. If employees take them out of the SIP and sell later, there will be a chargeable gain equal to the increase in value after the shares were withdrawn from the SIP.
Shares withdrawn from a SIP may be transferred free of CGT into an Individual Savings Account or ISA (see 36.28) within 90 days from the date they cease to be SIP shares.


Capital gains tax roll-over relief (TCGA 1992, s 236A, Sch 7C)
[11.28]
A special roll-over relief is available in relation to unquoted companies, which is particularly relevant where family members and family trusts wish to transfer shares to employees. The relief applies where existing shareholders (other than companies) transfer ownership of shares they hold in the company to an approved SIP that holds (either immediately or within 12 months after the transfer) 10% of the company's shares. Gains arising on the shares transferred may be treated as reducing the acquisition cost of replacement chargeable assets acquired within six months after the disposal (unless the replacement assets are shares on which enterprise investment scheme income tax relief is given (see 29.17) and subject to some special provisions relating to dwelling houses).


Shares held in existing qualifying employee share ownership trusts
[11.29]
Shares could be transferred into a SIP from a qualifying share ownership trust or QUEST without the trust or company suffering a tax charge. Such shares must be used as either free or matching shares under the plan rules. Corporation tax deductions for QUESTs no longer apply and notes on the qualifying conditions for such trusts are in earlier editions of this book.


Corporation tax (CTA 2009, ss 983–998)
[11.30]
In computing its taxable profits, the company is entitled to deduct the costs of setting up and running the SIP. It is also entitled to deduct the market value of free or matching shares at the time they are acquired by the trustees, and the excess of the market value of partnership shares on acquisition by the trustees over the employees' contributions, such deductions being made in the accounting period in which the shares are awarded. Subject to the deduction for running expenses, no deduction is allowed for any expenses in providing dividend shares.
An earlier corporation tax deduction for the provision of SIP shares may be claimed where the company makes a contribution to the SIP trustees to enable them to acquire the company's shares, providing that the shares are not acquired from a company, and that at the end of 12 months from the date of purchasing shares with the money contributed, the trustees hold at least 10% of the company's total ordinary share capital. Where that condition is satisfied, the deduction is given in the accounting period in which the 12-month anniversary falls, and no deduction is then given when the shares are awarded to employees. There are further detailed conditions, including a requirement for at least 30% of the shares acquired with the contribution to be transferred to employees within five years, and all the shares to be transferred within ten years.
Anti-avoidance provisions prevent a corporation tax deduction if one of the main purposes of the company making the payment is to obtain the deduction.


Capital gains tax treatment of shares (TCGA 1992, Sch 7D para 4)
[11.31]
Where a shareholder makes several acquisitions of shares of the same class in a company, special rules apply to a disposal on or after 6 April 2008 to identify which shares were disposed of (see CHAPTER 38). The shares are pooled together and shares disposed of are matched with the shares comprised in the pool — subject to prior rules for shares bought and sold on the same day or within the following thirty days. SIP shares are treated as being of a separate class while they are retained by the trustees. This means that any disposals of shares owned by the employee outside the SIP are not matched with SIP shares.
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CORPORATION TAX RELIEF FOR COST OF SHARES PROVIDED (CTA 2009, Pt 12)
[11.32]
A corporation tax deduction is given for the cost of providing shares for employee share schemes where the employees are taxable in respect of the shares they acquire or would be taxable if the scheme were not an approved scheme. The deduction is normally based on the market value of the shares, at the time they are awarded or the share option is exercised (whichever is applicable), less any contribution made by the employee towards them. (Payment by the employee of the company's secondary NICs is not taken into account — see 11.3.) The deductions allowed for shares provided under share incentive plans (see 11.30) take priority over this relief. This relief relates only to the cost of providing shares; it does not displace reliefs for costs of setting up or administering schemes. The shares themselves must be fully-paid, non-redeemable, ordinary shares in a quoted company, a subsidiary of a quoted company or an unquoted company not under the control of another company.
The relief is generally given for the accounting period in which the employee acquires the shares, subject to special rules for restricted shares and convertible shares.
Employee share plans will often relate to a group of companies. HMRC provide guidance relating to the transfer pricing issues (including those relating to UK–UK transactions) that may arise on such group plans. The guidance is available at www.hmrc.gov.uk/international/transfer-pricing.htm.


Part III Employment

PRIORITY SHARE ALLOCATIONS FOR EMPLOYEES (SS 542–548)
[11.33]
When shares are offered to the public, a priority allocation is often made to employees and directors. Where there is no price advantage, the general rule is that right to shares in priority to other persons is not a taxable benefit, so long as the shares that may be allocated do not exceed 10% of those being offered, all directors and employees entitled to an allocation are entitled on similar terms (albeit at different levels), and those entitled are not restricted wholly or mainly to persons who are directors or whose remuneration exceeds a particular level. This treatment still applies where the offer to employees is strictly not part of the public offer, as a result of the employees' offer being restricted to shares in one or more companies and the public offer being a package of shares in a wider range of companies.
Where employees get shares at a discount compared with the price paid by the public, the discount is chargeable to income tax. The employee's base cost for CGT is the amount paid plus the amount of the discount.
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SELF-ASSESSMENT — EMPLOYEES' RESPONSIBILITIES
[11.34]
Employees who do not get tax returns must notify HMRC by 5 October after the end of the year if they have income or gains that have not been fully taxed (see 9.27).
HMRC provide detailed guidance, in the additional information notes to the self assessment tax return, as to which items should be returned in respect of shares and options. These include amounts arising from both approved and unapproved schemes, and amounts that may have been taxed under PAYE.
Employers tick a box on forms P11D if there are taxable benefits relating to shares, but do not give details of taxable amounts, so the employee needs to obtain the relevant information himself. Since employers are required to report details to HMRC (see 11.2), they should be able to provide the appropriate figures.
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TAX POINTS
[11.35]
Note the following:
•     There is no clearance procedure under any of the anti-avoidance rules at 11.6. To the extent that charges to tax, and possibly NICs, arise under these rules other than on an acquisition or disposal, employment-related shares and securities are particularly vulnerable to uncertainty.

•     In the case of unquoted companies, the value of shares has to be agreed when appropriate with HMRC's valuation division.

•     Group employees may participate in schemes through their parent company.

•     If an employee acquires shares under an approved share option scheme and immediately disposes of them, the gain will be subject to CGT (unless covered by reliefs or exemptions). Gains on shares acquired under SAYE-linked options and  under an approved share incentive plan can be sheltered to the extent that shares valued at up to the annual limit are transferred into an ISA (see 36.28).

•     Employers face penalties if they fail to provide to HMRC the returns and information required under the provisions outlined in this chapter.

•     An approved SAYE share option scheme or share incentive plan cannot apply to a subsidiary company unless the parent is a non-close company listed on the Stock Exchange. For a company share option plan the subsidiary cannot be an unlisted company under the control of a listed company (see 11.12).

•     Unquoted companies may see disadvantages to approved share incentive plans, because they cannot choose which employees may participate, there may not be a ready market for the shares if the employee wants to sell, an immediate market valuation is not available and the effect on existing shareholders must be considered. A condition can, however, be imposed that employees must sell their shares when the employment ends.

•     Where an employee has a tax liability in connection with share schemes, he should make sure he includes the appropriate entries on his tax return (see 11.34).
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DIRECTORS AND SHAREHOLDERS
[12.1]
In family companies, directors and shareholders are usually the same people, and they can benefit from the company in various ways, e.g. the payment of remuneration, the provision of benefits or the distribution of profits through dividends.
The freedom to use company profits in the most tax-efficient manner has been challenged by HMRC in some circumstances under the 'settlements' legislation (see 12.10). Special rules now apply to personal service companies and managed service companies (see 19.6 and 19.15), and the material in this chapter is not relevant for such companies that are caught by those rules.
When considering to what extent, and in what form, to withdraw profits, the treatment for tax and national insurance contributions (NICs) is an important factor (and companies need to be aware of the comparative tax and NIC cost of paying remuneration and dividends at different profit levels). There are other considerations, in particular the effect on pensions. Remuneration and benefits are earned income in the hands of the shareholder, whereas dividends are unearned income. Only earned income is taken into account in calculating the maximum tax relievable contributions to a registered pension scheme.
Therefore, taking a low salary means that tax-efficient pension contributions are correspondingly restricted, although it is possible to contribute up to £3,600 a year to a personal pension scheme regardless of earnings level. See CHAPTERS 16 and 17.
The national minimum wage (NMW) also needs to be taken into account. Family members who are employees of the company must be paid, from October 2011, at least £6.08 per hour for those aged 21 and over, £4.98 for those aged between 18 and 20, and £3.68 for 16 and 17-year-olds. The previous rates, in force from October 2010, were £5.93, £4.92 and £3.64 respectively. HMRC guidance indicates that an exemption for work done by certain family members does not apply to a business carried on by a company.
HMRC enforce the NMW on behalf of the Department for Business, Innovation and Skills (BIS). The former Inland Revenue provided detailed guidance on the NMW and directors in Tax Bulletin 50 (December 2000), in the form of an article prepared by the Tax Faculty of the Institute of Chartered Accountants in England and Wales. The text was agreed before publication by the former Inland Revenue and the Department of Trade and Industry.
That guidance indicated that a director who does not have an 'explicit' employment contract is highly unlikely to be subject to the NMW legislation. Where such a contract (which need not be in writing) exists, however, the legislation is likely to apply — even if the company is making losses — on the basis that a worker/employer relationship has been created. HMRC indicated that where there is no express employment contract it is not normally necessary to pay the NMW to directors of new businesses; loss-making family companies; group companies; dormant companies; trade associations; companies where the director works out of a sense of public duty rather than for payment; or flat management companies.
In all cases it should be remembered that dividend income from shares jointly owned by spouses/civil partners is split according to the actual ownership (see 33.6).
Taking profits as pay
[12.2]
For 2011–12, profit taken as pay costs the company 13.8% Class 1 NICs on pay in excess of £136 a week, but the contributions are deducted in arriving at taxable profits for corporation tax purposes. Class 1 or Class 1A NICs are also payable on virtually all taxable benefits in kind (see CHAPTER 10). Employees do not have to pay NICs on the first £139 a week, but those earning £102 or more have their rights to state benefits protected. From 6 April 2011, the rate of employees' contributions on earnings between £139 and £817 per week is 12% and employees must also pay contributions at 2% on all earnings above £817 a week.
The additional cost of the employer's 13.8% NICs on pay above £136 per week for the year to 31 March 2012, after deducting tax relief at the various rates of corporation tax (see 3.12–3.14), is as follows.
	 
	 
	 

	Company's tax rate 
	Net cost of NI 

	20% 
	(on profits up to £300,000) 
	11.04% 

	27.5% 
	(marginal small profits rate on profits between £300,000 and £1,500,000) 
	10.01% 

	26% 
	(on profits of £1,500,000 and over) 
	10.21% 

	 
	 
	 




Taking profits as dividends
[12.3]
When profits are taken as dividends, the dividends are not deducted in calculating taxable profits, but the company's tax is effectively offset to the extent of the tax credits passed on to the shareholders. Tax credits are 1/9 of the cash dividend, representing a tax rate of 10% on the gross (i.e. tax-credit inclusive) amount. Basic rate taxpayers have no further tax to pay. Higher rate taxpayers with taxable income above £35,000 but below £150,001 have to pay a further 22.5% of the gross amount. Additional rate taxpayers with taxable income above £150,000 have to pay a further 32.5% of the gross amount (see 2.5 and 2.11). Non-taxpayers, on the other hand, cannot claim a refund of the tax credits.


Comparative tax rates for pay and dividends
[12.4]
For 2011–12, the effective tax rate on a given amount of profits paid as salary or dividend to a higher rate director/shareholder is as follows.
Liable to tax at 40% and already paying maximum NICs at the 12% rate 
	 
	 
	 
	 
	 
	 

	(a) Salary payment (not affected by company's tax rate, since taxable profits are reduced by the payment) 
	 
	 
	 
	 
	 

	 
	£ 
	 
	£ 
	 
	 

	Available profit 
	 
	 
	100.00 
	 
	 

	Employer's NI on salary (13.8% of 87.88) 
	 
	 
	12.12 
	 
	 

	Gross salary 
	 
	 
	87.88 
	 
	 

	Tax @ 40% 
	35.15 
	 
	 
	 
	 

	Employee's NI @ 2% 
	1.76 
	 
	36.91 
	 
	 

	Net income 
	 
	 
	50.97 
	 
	 

	Effective tax rate on available profit 
	 
	 
	49.03% 
	 
	 

	(b) Dividend payment 
	 
	 
	 
	 
	 

	Company's tax rate 
	20% 
	 
	27.5% 
	 
	26% 

	Available profit 
	100.00 
	 
	100.00 
	 
	100.00 

	Corporation tax 
	20.00 
	 
	27.50 
	 
	26.00 

	Cash dividend 
	80.00 
	 
	72.50 
	 
	74.00 

	Tax credit 1/9 
	8.88 
	 
	8.06 
	 
	8.22 

	Shareholder's gross income 
	88.88 
	 
	80.56 
	 
	82.22 

	Tax @ 32.5% 
	28.89 
	 
	26.18 
	 
	26.72 

	Net income 
	59.99 
	 
	54.38 
	 
	55.50 

	Effective tax rate 
	40.01% 
	 
	45.62% 
	 
	44.50% 

	 
	 
	 
	 
	 
	 


Liable to tax at 50% and already paying maximum NICs at the 12% rate 
	 
	 
	 
	 
	 
	 

	(a) Salary payment (not affected by company's tax rate, since taxable profits are reduced by the payment) 
	 
	 
	 
	 
	 

	 
	£ 
	 
	£ 
	 
	 

	Available profit 
	 
	 
	100.00 
	 
	 

	Employer's NI on salary (13.8% of 87.88) 
	 
	 
	12.12 
	 
	 

	Gross salary 
	 
	 
	87.88 
	 
	 

	Tax @ 50% 
	43.94 
	 
	 
	 
	 

	Employee's NI @ 2% 
	1.76 
	 
	45.70 
	 
	 

	Net income 
	 
	 
	42.18 
	 
	 

	Effective tax rate on available profit 
	 
	 
	57.82% 
	 
	 

	(b) Dividend payment 
	 
	 
	 
	 
	 

	Company's tax rate 
	20% 
	 
	27.5% 
	 
	26% 

	Available profit 
	100.00 
	 
	100.00 
	 
	100.00 

	Corporation tax 
	20.00 
	 
	27.50 
	 
	26.00 

	Cash dividend 
	80.00 
	 
	72.50 
	 
	74.00 

	Tax credit 1/9 
	8.88 
	 
	8.06 
	 
	8.22 

	Shareholder's gross income 
	88.88 
	 
	80.56 
	 
	82.22 

	Tax @ 42.5% 
	37.77 
	 
	34.24 
	 
	34.94 

	Net income 
	51.11 
	 
	46.32 
	 
	47.28 

	Effective tax rate 
	48.89% 
	 
	53.68% 
	 
	52.72% 

	 
	 
	 
	 
	 
	 


Dividends for such director/shareholders are therefore more tax-effective than salary, mainly as a result of the increase in national insurance rates from 6 April 2011. It is, however, advisable to do detailed calculations to ensure the most tax-effective position. It should also be noted that the Government is consulting on integrating the operation of income tax and national insurance which may, in future, remove the advantages of paying a dividend rather than a salary.
The Example below shows the substantial NIC saving which can be achieved by paying a dividend rather than just salary to a director/shareholder who is taxable at the basic rate.
Example 1
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Company paying tax at the small profits rate uses profits of £25,000 in the year to 31 March 2012 to make a payment to a director/shareholder who has no other income. Director does not have an explicit contract of employment so the national minimum wage should not apply (see 12.1). His personal allowance for 2011–12 is £7,475. 

	If profit is taken as 
	salary only 
	salary and dividend 
	 

	 
	£ 
	 
	£ 
	 

	Company's tax position on the payment is: 
	 
	 
	 
	 

	Profits 
	25,000 
	 
	25,000 
	 

	Salary 
	(22,826) 
	 
	(7,475) 
	 

	Employer's NICs 
	(2,174) 
	 
	(56) 
	 

	Taxable profits 
	— 
	 
	17,469 
	 

	Corporation tax at 20% 
	 
	 
	(3,494) 
	 

	Cash dividend 
	 
	 
	13,975 
	 

	Tax credit 1/9 
	 
	 
	1,553 
	 

	Director's dividend income 
	 
	 
	15,528 
	 

	Director's tax position: 
	 
	 
	 
	 

	Salary 
	22,826 
	 
	7,475 
	 

	Dividend, including tax credit 
	— 
	 
	15,528 
	 

	 
	22,826 
	 
	23,003 
	 

	Personal allowance 
	(7,475) 
	 
	(7,475) 
	 

	Taxable income 
	15,351 
	 
	15,528 
	 

	Tax payable (£15,351 @ 20%) 
	3,070 
	 
	 
	 

	(dividends £15,528 @ 10%) 
	 
	 
	1,553 
	 

	Tax credit on dividend 
	 
	 
	(1,553) 
	 

	Tax payable 
	 
	 
	— 
	 

	 
	 
	 
	 
	 

	Disposable income: 
	 
	 
	 
	 

	Salary 
	22,826 
	 
	7,475 
	 

	Employee's NICs 
	(1,872) 
	 
	(30) 
	 

	Dividend 
	— 
	 
	13,975 
	 

	Tax 
	(3,070) 
	 
	— 
	 

	 
	17,884 
	 
	21,420 
	 

	Saving through paying dividend 
	 
	 
	£3,536 
	 

	The saving through paying the dividend is made up as follows: 
	 

	Extra income available as dividend through saving in employer's NICs (2,174 – 56) 
	2,118 
	 
	 
	 
	 

	Less 20% corporation tax thereon (i.e reduced tax relief for employer's NICs) 
	424 
	 
	1,694 
	 
	 

	On the balance of taxable profits, i.e. 17,469 − 2,118 = 15,351: 
	 
	 
	 
	 
	 

	Company pays corporation tax 15,351 @ 20% 
	3,070 
	 
	 
	 
	 

	Director saves income tax 15,351 @ 20% 
	3,070 
	 
	(—) 
	 
	 

	Reduction in employee's NICs (1,872 – 30) 
	 
	 
	1,842 
	 
	 

	 
	 
	 
	£3,536 
	 
	 

	 
	 
	 
	 
	 
	 

	The salary in the second alternative has been fixed at the personal allowance of £7,475. Fixing the salary at the Class 1 NIC secondary threshold of £7,072 would remove the liability to employers' and employees' NICs (even though rights to social security benefits would be protected because the salary was in excess of the lower earnings limit of £102 a week, see 13.2). However, some personal allowances would be wasted. 
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RETENTION OF PROFITS WITHIN THE COMPANY OR PAYMENT AS REMUNERATION OR DIVIDENDS
[12.5]
Retaining profits within the company will increase the net assets and hence the value of the shares if a subsequent sale is based wholly or partly on the underlying assets. Having already suffered corporation tax, the retained profits will thus swell the value of the shares and the potential gain chargeable to capital gains tax (CGT).
Paying remuneration or dividends may, therefore, ultimately reduce the shareholders' chargeable gains, but this must be weighed against the immediate tax cost of drawing profits, the maximum rate of CGT of 28% depending upon the individual's tax circumstances (see 4.2) and the availability of entrepreneurs' relief and other CGT reliefs (see 4.23). Reducing taxable profit by means of a permissible contribution to a pension fund from which the director will benefit will sometimes be an attractive alternative (see 12.8).
Effect on earlier years (CTA 2010, ss 37–44)
[12.6]
A decision on whether to pay remuneration or leave profits to be charged to corporation tax should not be taken by reference to the current year in isolation. The payment of remuneration may convert a trading profit into a trading loss, which, after being set against any non-trading profits of the current year, may be carried back against the profits of the previous year, both from the trade and from other sources. See CHAPTER 26.


Looking into the future
[12.7]
If all current-year profits are used to pay remuneration, there will be nothing against which to carry back any future trading losses. Expected future performance, including any imminent capital expenditure which will attract capital allowances, should therefore be taken into account in considering whether to take steps to reduce or eliminate taxable profits for the current year.
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PENSIONS
[12.8]
The current pensions regime, implemented in April 2006, applies to both occupational and personal schemes. It provides a single tax relief regime for pension savings. Tax relief is available on contributions when they are put into a scheme, subject to relevant earnings, and annual and lifetime allowance limits (see 16.14 and 16.10).
The company may have its own pension scheme, either through an insurance company or self-administered. Provided that the possible benefits under the scheme are within the parameters laid down by the legislation, the company's contributions are not taxable on the director. The contributions will be allowed in calculating the company's taxable profit providing they are wholly and exclusively for the purposes of the trade. In deciding whether this rule is breached in small and family companies, HMRC consider the overall remuneration package of directors and family members. HMRC guidance is available in the Business Income Manual at BIM46001.
A director may pay premiums himself under a personal pension plan but employees' pension contributions do not reduce earnings for employers' and employees' NICs. The company could itself contribute to the director's pension plan within the available limits, and neither tax nor NICs would be payable on the amount contributed by the company. Again this is subject to the caveat that the company's contributions must satisfy the 'wholly and exclusively' rule.
Since the income and gains of both company and personal pension funds are usually exempt from tax (but the tax credits on dividend income cannot be reclaimed), paying permissible pension contributions rather than taking salary and investing it privately will normally be a more tax-efficient method of saving for the future, although of course the pension benefits available will depend on the performance of the pension investments and on the changing legislation, with the pension funds themselves often being unavailable for many years to come. For the detailed provisions on pensions, including the introduction of mandatory workplace pension schemes from 2012, see CHAPTERS 16 and 17.
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LIMITS ON ALLOWABLE REMUNERATION AND WAIVER OF REMUNERATION (IHTA 1984, s 14)
[12.9]
Remuneration, like any other trading expense, must be incurred wholly and exclusively for the purposes of the trade (see CHAPTER 20). If it is regarded as excessive in relation to the duties, part may not be allowed as a deduction in calculating company profits. This should be borne in mind when considering payments of remuneration, either by way of cash or as benefits in kind, to members of a director's or shareholder's family. On the other hand, the national minimum wage legislation may prevent wages being paid at too low a level (see 12.1).
Employing a spouse or civil partner and children in the family company may be useful, particularly if they are not otherwise using their personal allowance, but the work done must be of sufficient quantity and quality to justify the amount paid. If children are under 16 the regulations as to permitted hours of work must also be complied with, which vary according to local bye-laws. Payments by a farmer to his very young children have been held to be 'pocket money' and disallowed in calculating the taxable profits of the farm.
A higher rate taxpayer might consider (subject to the minimum wage legislation) waiving entitlement to remuneration to assist, for example, in a difficult period of trading. See 12.10, however, regarding the possible application of the settlements rules and the possibility of legislation being enacted to counter 'income shifting'. No inheritance tax liability arises from such a waiver providing certain conditions are met. The waiver might enable the company to pay higher remuneration to other directors or family members (provided always that it is justifiable under the 'wholly and exclusively' rule) or to increase its profits available for dividends. Dividends cannot, however, be used to generate tax refunds for non-taxpayers because the tax credit attached to a dividend is not repayable.
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'INCOME SHIFTING' AND THE SETTLEMENTS RULES (ITTOIA 2005, ss 624–627)
[12.10]
The rules relating to 'settlements' prevent someone gaining a tax advantage by arranging to divert his/her income to family or friends taxable at a lower or nil rate. An outright gift of income-producing property (such as shares in the case of a family company) is outside these provisions unless, for example, (a) the gift does not carry a right to the whole of the income, or (b) the property given is wholly or substantially a right to income.
HMRC increased their use of these rules in recent years to attack some tax planning arrangements in family companies and partnerships. They gave detailed guidance and illustrations setting out their interpretation of the rules, including how they affect family companies. The illustrations included a main earner drawing a low salary from a family company so that there were higher profits out of which to pay dividends to family or friends. Many professional advisers disagreed with HMRC's detailed guidance. In July 2007 the House of Lords decided the long-running 'Arctic Systems' case in favour of the taxpayers, on the basis that, while there was a settlement, an exemption for outright gifts between spouses applied.
The Government announced immediately after the House of Lords decision its intention to make changes to the legislation in order to counter 'income shifting'. It intended to introduce new rules with effect from 2008–09 but decided to defer implementation to provide more time for consultation in the light of criticism of its proposals. It announced in the 2008 pre-budget report that given the current 'economic challenges' it was deferring action on income shifting and would not bring forward legislation at Finance Bill 2009. The Government would instead keep the issue under review. However, it reiterated that it firmly believes that 'it is unfair to allow a minority of individuals to benefit financially from shifting part of their income to someone else who is subject to a lower rate of tax'.
It is essential to look very carefully at any arrangements that are being considered, or are already in existence, and to take appropriate professional advice which should take account of HMRC's views as set out in their Trusts, Settlements and Estates Manual at TSEM4000.
See also 18.7 regarding the Office of Tax Simplification small business review.
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EMPLOYEE BENEFITS PROVIDED BY THE COMPANY
[12.11]
P11D employees, i.e. directors and employees with earnings of £8,500 or more per annum, are charged to tax on the cash equivalent of benefits provided either for them or for their family or household. Directors are caught by these provisions even if they earn less than £8,500, unless they own no more than 5% of the ordinary share capital (including shares owned by close family and certain other people) and either work full-time or work for a charitable or non-profit-making body.
NICs are also payable on virtually all taxable benefits, either Class 1 contributions payable by both employer and employee or Class 1A contributions by the employer only depending on the benefit. In most cases, therefore, it will usually be equally tax/NICs efficient, and far more straightforward, to provide cash pay rather than benefits. See CHAPTER 10 for details.
If benefits are to be provided, care must be taken to distinguish benefits provided by the company in the form of payments made on behalf of the director/employee for which the director/employee is legally responsible. Such payments are treated as pay for all employees (see 10.9), for both tax and NICs.
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GIFTS OF COMPANY ASSETS (CTA 2010, s 1064; IHTA 1984, s 94)
[12.12]
Gifts of company assets to directors and employees are covered by the benefits rules mentioned above and explained in detail in CHAPTER 10. If a close company (see 3.27) gives an asset to a shareholder who is not a director or employee, the cost is treated as a dividend and the total of the cost of the asset and the related tax credit is included in the shareholder's taxable income.
If a close company makes a transfer of value for inheritance tax purposes (see CHAPTER 5) that value may be apportioned among the 'participators' (as defined, to include shareholders and others) according to their interests in the company and treated as a transfer made by them for inheritance tax purposes. There is no apportionment, however, of any amount that is treated as the participator's income.
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LOANS FROM THE COMPANY (TMA 1970, s 109; CTA 2010, ss 455–459; TA 1988, s 826(4); ITEPA 2003, ss 173–191, 223; ITTOIA 2005, ss 415–421)
[12.13]
P11D employees who overdraw their current accounts with the company or who receive specific loans from the company, either interest-free or at a beneficial rate, are treated as having received remuneration equivalent to interest at the 'official rate' (see 10.42) on the amount overdrawn or lent, less any amount paid to the company towards the benefit they have received. This does not apply if the whole of the interest on the loans qualifies for tax relief, nor if the total non-qualifying loans outstanding in a tax year do not exceed £5,000. The loans provisions apply to loans made to a spouse, civil partner or relatives of the director or employee, as well as to the director/employee himself. Where a director or employee receives an advance for expenses necessarily incurred in performing his duties, or for incidental overnight expenses (see 10.17), the advance is not treated as a loan provided that:
(a)     the maximum amount advanced at any one time does not exceed £1,000,

(b)     the advances are spent within six months, and

(c)     the director or employee accounts to the company at regular intervals for the expenditure.


Tax effect on company
[12.14]
As well as the tax charge on the director or employee on interest-free or cheap loans, there are tax implications for the company if it is a close company in which the director or employee is a 'participator' or associate of a participator (see 3.27), and these provisions do not depend on whether any interest is charged. 'Participators' are not confined to shareholders but the rest of this chapter refers to shareholders only. Loans and advances to shareholders give rise to a tax liability on the company, unless the loan is made in the ordinary course of the company's trade, or the loan does not exceed £15,000 and is made to a full-time working director or employee who does not own more than 5% of the ordinary share capital. Where a loan does not fall within the above exceptions, the company has to notify HMRC not later than 12 months after the end of the accounting period in which the loan is made, and must pay tax at 25% on the amount of the loan or overdrawn account balance.
The due date for payment of the tax is nine months after the end of the accounting period in which the loan is made (i.e. the same as the due date for the corporation tax of that period). For companies required to pay tax by instalments under corporation tax self-assessment (see 3.22) the tax on such a loan is to be taken into account in the instalment payments. Under corporation tax self-assessment, companies show the tax on loans as part of the total tax due, but may claim an offsetting deduction if the loan has been repaid or if it has been released or written off. Where the loan is repaid after the tax falls due and has been paid by the company, the tax paid may be reclaimed. The tax repayment is due nine months after the end of the accounting period in which the loan is repaid, and will be increased by interest from that nine months date if relevant. 
Example 2
A close company with an accounting year end of 31 December makes an interest-free loan of £20,000 to a director/shareholder on 10 January 2010. The company is not liable to pay its corporation tax by instalments. The director repays the loan on:
(a)     10 September 2011


Since this is before 1 October 2011, when the company is due to pay its corporation tax for the year to 31 December 2010, the company will not have to pay tax at 25% of the loan, as the tax due is off set by the tax repayable.
(b)     10 October 2011


Since the loan has not been repaid by 1 October 2011 the company must pay tax on that date at 25%, i.e. £5,000, and cannot claim repayment of the tax until 30 September 2012.
The director/shareholder will in any event be taxed under the benefits rules on interest on the loan at the official rate from 10 January 2010 to the repayment date.
The Companies Act 2006 changed the law on loans to directors with effect from October 2007. Such loans are permitted with shareholder consent.


Loans written off or released
[12.15]
If a loan or overdrawing is written off or released by the company, the tax treatment is different for loans made to shareholders by close companies and for other loans.
If a loan by a close company to a shareholder is written off, the amount written off is not an allowable expense in calculating corporation tax, although the company can recover the 25% tax it paid when the loan was made (see 12.14). Loans written off by non-close companies are allowable in calculating corporation tax under the 'loan relationships' rules (see 26.5), except for loans between companies where one controls the other or both are under common control.
The write-off of loans does not affect the shareholder unless he is liable to tax at a higher rate. Higher rate and additional rate taxpayers are taxed as if the amount written off was income net of the dividend ordinary rate of 10%. Tax is therefore chargeable at the excess of the dividend upper rate of 32.5% (or, where applicable, the dividend additional rate of 42.5% (see 2.5)) over 10%. A loan of £10,000 will thus be regarded as income of £11,111, on which a higher rate tax payer is liable to an extra 22.5% tax, amounting to £2,500, and an additional rate taxpayer is liable to an extra 32.5% tax, amounting to £3,611.
If the borrower is not a shareholder, but the loan was obtained by reason of his employment, whether or not it is at a rate of interest below the 'official rate', the borrower is treated as having received an equivalent amount of remuneration at the time of the write-off. For a P11D employee this applies even after he has left, but not if the loan is written off on death.
The HMRC Company Taxation Manual states that where the participator or associate is an employee, the amount released or written off will attract Class 1 NICs if it is remuneration or profit derived from an employment.
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LIABILITIES IN CONNECTION WITH DIRECTORS' REMUNERATION
[12.16]
Remuneration is regarded as paid not only when it forms part of the payroll but also when it is credited to the director's current account with the company, and the liability of the company to account for PAYE and NICs arises at that time. The credit to the current account should therefore be made net of employee's tax and NICs. Drawings from the account can be made without any further liability once PAYE and NIC have been accounted for to HMRC. If a company pays remuneration to a director and bears the PAYE itself, the amount that should have been borne by the director is treated as extra remuneration and charged to tax and NIC accordingly.
Where a director receives payments in advance or on account of future remuneration this has to be treated as pay for tax and NICs purposes at the time of the advance, unless the advances are covered by a credit balance on the director's loan account or are on account of expenses as indicated at 12.13. An advance payment of remuneration is not the same as a loan. The income tax treatment of loans is stated at 12.13.
Where a director's account becomes overdrawn, or there is an increase in the amount by which the account becomes overdrawn, and the director normally receives advance or anticipatory payments, Class 1 NICs are payable on the overdrawn amount if the withdrawal is made in anticipation of a payment of earnings (see HMRC Leaflet CA44), but not if it is made in anticipation of payments which are not earnings, such as dividends (although Class 1A NIC may be due if the payment is a benefit — see 10.43). If the account becomes overdrawn, or there is an increase in the amount by which the account is overdrawn, and the director does not normally receive advance or anticipatory payments, the amount overdrawn is not earnings unless the company authorises payment of the amount overdrawn, either in writing or by the other directors agreeing verbally that they are aware of the situation. If the amounts overdrawn are properly authorised, Class 1 NICs are due on the amounts. If payment of a director's personal bills by his company is not covered by a credit balance on the director's account, and the debit to his account is made in anticipation of future earnings, Class 1 NICs are due on the amount paid. No liability to Class 1 NIC arises if the debit is made in anticipation of payments which are not earnings, such as dividends..
Directors' NICs cannot be reduced by paying remuneration at uneven rates and irregular intervals, because of the rules for calculating earnings limits. The detailed provisions are in CHAPTER 13.
If employers fail to deduct and account for PAYE and NICs when due, they may incur interest and/or penalties. Directors may also be personally liable to pay the tax on their remuneration if they knew of the failure to deduct or account for tax.
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TAX POINTS
[12.17]
Note the following:
•     The combined company/director/shareholder position should be looked at in considering the most appropriate way of dealing with available profits, and past years and the following year as well as the current year should also be considered.

•     Effective use should be made of company or personal pension funds, which should grow faster than individual investments because of their available tax exemptions. In the case of company pension funds, in calculating corporation tax, relief is only given in the accounting period when the contribution is paid to the pension scheme, so that it is not possible to reduce taxable profits of one year by making a payment in the next year and relating it back. It is therefore essential to anticipate the profit level if a pension contribution is to be used as a way of reducing corporation tax for a particular accounting period.

•     Dividend payments may affect the valuation of shareholdings.

•     Dividend income on shares in family companies held jointly by spouses or civil partners in unequal proportions is split according to their actual ownership rather than being split equally.

•     In considering the payment of a dividend instead of remuneration, the national minimum wage rules, which are enforced by HMRC, must be taken into account. The legislation does not regard family companies as a special case, although directors who do not have an explicit employment contract are unlikely to be covered by the rules.

•     The existing 'settlements' rules may prevent a person from gaining a tax advantage by diverting income to others whose income is taxable at a lower rate. It must be borne in mind that specific rules may be introduced to counter 'income shifting' (see 12.10).

•     Tax or NICs is not charged on pension contributions paid by an employer to an approved company scheme or an approved personal pension scheme. Employee contributions either to a company or private scheme reduce income for income tax purposes, but not for employees' NICs.

•     Remuneration is regarded as paid when it is credited to an account with the company in the name of a director. The fact that it is not drawn by him but left to his credit in the company (in other words, available for drawing) does not prevent the appropriate tax and NICs being payable at the time the remuneration is credited. The director's account should be credited only with the net amount after tax and NICs. If the gross amount is credited, whether or not it is drawn out, and the company fails to account to HMRC for the tax and NICs, the director may be personally liable for the failure under the PAYE regulations.

•     Interest and penalties are charged on late paid PAYE/NICs (see 10.57).

•     If the company has failed to pay over the PAYE tax and NICs on pay within 14 days (or 17 days for electronic payments) after the end of the tax year, HMRC may look to the individual for payment plus interest if they were aware of the company's failure to comply with the PAYE regulations. Additionally, they may be held personally liable as a director for any unpaid NICs due from the company if the non-payment is due to their fraud or negligence.

•     If, before a director is credited with additional remuneration, his current account with the company is overdrawn, HMRC will invariably contend that the date on which the additional remuneration can be regarded as credited is that on which the accounts are signed (or the date when a clear entitlement to the remuneration was established — for example a properly evidenced directors'/shareholders' meeting) rather than the end of the accounting year for which the additional remuneration was paid. This can significantly affect the tax charge on the director in respect of beneficial loan interest (see 10.42) and can also affect the liability of the company to pay tax under the provisions for loans to directors (see 12.14).

•     If it is intended to pay additional remuneration to a director after the end of the accounting period, a board minute to that effect should be in place before the end of the accounting period. Otherwise HMRC may argue that the remuneration cannot be charged in calculating the taxable profit of the accounting period to which the remuneration relates. If the minute is precise as to the amount, it may also enable the credit to a director's loan account to be made at an earlier date than the date of adoption of the accounts for the period (see previous bullet point).

•     Where HMRC discover that a director's private expenses have been paid by a company and not shown as benefits on form P11D, they will usually seek to treat the payments as loans to the director. Such payments, including any VAT, must be reimbursed to the company by the director or charged against money owed by the company to the director. They are neither allowable as an expense in calculating the company taxable profit nor assessable as income on the director.

•     Even though a director is taxable on his remuneration, the amount of the remuneration must be commensurate with the director's duties for it to be allowable in calculating the company's taxable profits.
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13     National insurance contributions —  
employees and employers
Part III Employment

INTRODUCTION
[13.1]
A large part of the cost of the social security system is funded from national insurance contributions (NICs) based on the present day earnings of employed and self-employed workers. The main provisions are found in the Social Security Contributions and Benefits Act 1992 (SSCBA 1992) and statutory instruments. Great Britain excludes Northern Ireland, which has its own system of social security law, but arrangements provide effectively for a single system of social security in the UK so that, in general, references in this chapter to Great Britain may be read as references to the UK.
NICs for self-employed people are discussed in CHAPTER 24. See also 9.38 for interest, penalties and appeals relating to NICs.
The amount of NICs payable and the rules for collecting it depend upon which 'class' of contribution is payable (see 13.2), and the contribution rates are shown in the TABLE OF RATES AND ALLOWANCES. HMRC's National Insurance Contributions Office (NICO), see www.hmrc.gov.uk/nic, deals with NICs but the Department for Work and Pensions is responsible for social security benefits. See CHAPTER 10 for employment aspects of NICs and collection of contributions through the PAYE system.
The Government announced in the 2011 Budget that it is consulting on reforms to integrate the operation of income tax and national insurance.
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CONTRIBUTIONS
[13.2]
Unless they are 'contracted out' (see 13.11 and 16.6), employees and their employers pay Class 1 NICs towards the State Second Pension (S2P) system, which replaced the State Earnings Related Pension Scheme (SERPS) in 2002. The contributions are based on a percentage of earnings. Payments made by employees are 'primary' contributions and employer contributions are 'secondary' contributions. Employees' primary contributions are payable at two rates, a 'main primary percentage' of 12%, applicable to earnings above the primary threshold (see below) up to the upper earnings limit of £817 a week, and an 'additional primary percentage' of 2% applies to all earnings above that level. Employers' secondary contributions are payable at 13.8% on all earnings above the secondary threshold.
Employers do not pay NICs on pay up to the secondary threshold of £136 a week  and employees do not pay NIC up to the primary threshold of £139 a week. In 2010–11 there was one earnings threshold for both employers and employees of £110 a week. Employees have their rights to state pensions and other contributory benefits protected by reference to a lower pay figure. They are treated as paying notional NICs between the 'lower earnings limit' of £102 a week and the primary threshold.
A separate category of contributions, Class 1A, is payable annually by employers (not employees) on taxable benefits provided to P11D employees that are not chargeable to Class 1 or Class 1B contributions — see 10.43. Class 1B contributions are payable only by those employers who enter into a PAYE Settlement Agreement with HMRC and are payable at the same time as the tax due under that arrangement (see 10.59). The rate for Class 1A and Class 1B contributions in 2011–12 is 13.8% (12.8% before 6 April 2011).
Class 1 contributions are collected through the PAYE system. Class 1A contributions are paid separately to HMRC — for details, see CHAPTER 10. The self-employed pay Class 2 and Class 4 contributions (see CHAPTER 24). Voluntary Class 3 contributions may be paid by those who would otherwise not pay enough contributions to earn a full pension (see 13.4 to 13.6). Employees and the self-employed cease to pay contributions when they reach pensionable age, but employers must continue to pay secondary Class 1 contributions and Class 1A and 1B contributions (see 13.14).
It is sometimes difficult to decide whether someone is employed or self-employed but it is important to get it right — see 19.1 for the NIC implications.
There are interest and penalties for the late payment of PAYE/NIC by employers (see CHAPTER 9).
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PENSIONS ENTITLEMENT
[13.3]
Occupational and personal pension schemes, including stakeholder pensions, are dealt with in CHAPTER 16 and CHAPTER 17 respectively. The main aspects of the state pension are also dealt with in CHAPTER 16. People with no earnings may pay pension contributions up to £3,600 a year and obtain tax relief — for details see 17.10.
[13.4]
The present rules provide, broadly, that in order to get a full basic state pension an individual must have paid or have been credited with Class 1, 2 or 3 NICs, on an amount equal to 52 times the lower earnings limit (see 13.1) in a number of 'qualifying years' in working life between age 16 and pensionable age (as set out in SSCBA 1992, Sch 3 as amended by Pensions Act 2007). From 6 April 2010 the number of qualifying years depends on age and is different for men and women. For example, men born before 6 April 1945 usually need 44 qualifying years. Women born before 6 April 1950 usually need 39 qualifying years. However, men born after 5 April 1945 and women born after 5 April 1950 only need 30 qualifying years following changes introduced in the Pensions Act 2007.
For the purpose of the basic pension, an individual may be credited with contributions when they are registered as unemployed but looking for work or receiving jobseeker's allowance, or unable to work through incapacity or disability, or because they receive carer's allowance for looking after someone who is disabled, or if they receive working tax credit, disabled person's tax credit, maternity allowance, statutory maternity pay, statutory adoption pay or statutory sick pay, or if they are on certain full-time training lasting up to 12 months, but not for longer courses such as university degree courses, on jury service, wrongly imprisoned, or accompanying a spouse or civil partner who is a member of HM forces posted on assignment outside the UK after 6 April 2010. An unemployed man aged 60 to 64 who meets certain residence requirements will automatically get credits whether or not he is ill or on the unemployment register, although these credits are being phased out from 6 April 2010 in line with the increase in women's state pension age (see 16.2). Credits were given to those aged 16 to 18 before 6 April 2010 who would otherwise not have paid enough NICs. Those who stay at home to look after children or sick or elderly people used to get Home Responsibilities Protection (HRP), which reduced the number of years needed to qualify for full pension. From 6 April 2010 they get national insurance credits. If HRP has been built up before 6 April 2010, up to 22 of those years will automatically be converted into credits, see further www.hmrc.gov.uk/ni/intro/credits.htm#1. For 2011–12 onwards a new credit commonly known as 'grandparents' credit' will apply to specified adults caring for a child under 12. Applications can only be made after 5 April 2012.
There are various provisions to give equality of treatment to spouses and civil partners. A spouse or civil partner may get a basic state pension based on the NIC record of the other spouse or partner, and a spouse or civil partner may claim an increase for a dependent spouse or partner. Those of pensionable age may earn a higher pension by deferring it, and when they do take benefits they may take a lump sum instead of extra pension (see 16.5).
[13.5]
An individual who does not earn enough, either as an employee or in self-employment, to achieve the required level of Class 1 or 2 contributions, may pay voluntary Class 3 contributions of £12.60 per week to help to qualify for the basic retirement pension and, for those under pensionable age, bereavement benefits. He can check with HMRC's NICO to see whether his contribution record is good enough to earn a full pension. Guidance notes and an application form are provided at www.hmrc.gov.uk/nic/ca5603.pdf.
The general rule is that Class 3 contributions can be paid up to six years after the year to which they relate (but usually at a higher rate if payment is more than two years after the relevant tax year). The Pensions Act 2008 introduced new rules which allow some people to buy up to six additional years of Class 3 contributions resulting in extended time limits in some earlier tax years and special rules applying to people who reach state pension age between 6 April 2008 and 5 April 2015. HMRC normally notify people annually if their contribution record is inadequate. Guidance is provided at www.hmrc.gov.uk/ni/volcontr/whentop-up.htm or at www.direct.gov.uk.
However, the reduction in the number of qualifying years for the basic state pension from 2010 (see 13.4) may mean that some people will already have enough contributory years without paying voluntary contributions. Those who may be affected can apply for a pension forecast at www.direct.gov.uk.
[13.6]
Certain married women pay reduced contributions (see 13.13), in which case they are not entitled to contribution credits and cannot pay Class 3 contributions. They may be entitled to a basic state pension based on their husband's or civil partner's NICs record when they reach pensionable age and the husband or civil partner claims the state pension. The same applies to other married women who have not paid enough full rate contributions to earn a higher pension in their own right, and this treatment was extended to husbands and civil partners who have an insufficient contribution record.
Alternatively, an increase of up to £61.20 a week may be payable in respect of a dependent adult. Guidance is available at www.direct.gov.uk.
[13.7]
The State Second Pension Scheme (S2P) replaced the State Earnings Related Pension Scheme (SERPS) in 2002. Until 5 April 2009 the amount of the accrued pension depended broadly on the Class 1 NICs paid on earnings between the NIC lower and upper earnings limits in each tax year. With effect from 6 April 2009 the upper earnings limit is replaced by an upper accrual point (UAP) for the purpose of capping entitlement to the state second pension. The UAP is fixed at £770 a week, while the upper earnings limit for contributions payable in 2011–12 is £817. Freezing the UAP in cash terms will erode earnings-related accruals. An explanatory note to the National Insurance Contributions Act 2008 said: 'The [UAP] was to be brought in along with a flat rate accrual amount of around £1.50 a week that would replace accruals on earnings between the lower earnings limit and the low earnings threshold. Taken together, it was expected … that these two measures would deliver entitlement to the state second pension on a completely flat rate basis by around 2030'. The Government is, however, proposing to bring in a flat rate of state pension at some date between 2012 and 2015.
[13.8]
A person whose husband, wife or civil partner has died may be able to inherit additional pension from him or her. The pension entitlement of widows and widowers can be complex. Guidance is available at www.direct.gov.uk. The Department for Work and Pensions provides a detailed guide NP46 on the state pension for professional advisers, although from August 2010 it was withdrawn for review.


Part III Employment

PERSONS LIABLE TO PAY CLASS 1 CONTRIBUTIONS (SSCBA 1992, ss 2, 6(1))
[13.9]
'Employed earners' and their employers are required to pay Class 1 NICs unless they are exempt (see below). An 'employed earner' is a person who is gainfully employed in Great Britain (either under a contract of service or in an office) with earnings that are chargeable to tax as employment income (see CHAPTER 10). See 19.1 regarding the importance of distinguishing between employment and self-employment.
Certain people are specifically brought within the liability to pay Class 1 NICs, including office cleaners, some agency workers, a spouse or civil partner working in the other spouse's/partner's business (other than in a partnership), ministers of religion paid chiefly by way of stipend or salary, and certain lecturers and teachers. Following a tribunal decision all actors on Equity contracts are liable to Class 1 NICs.
Certain employees are exempt from payment of Class 1 contributions as indicated below. The exemptions also apply to employers' contributions, except for employees in category (a) below who are over state pension age.
(a)     People aged under 16 or over pensionable age.

(b)     People whose earnings are below the weekly lower earnings limit (£102.00 for 2011–12).

(c)     A wife employed by her husband for a non-business purpose and vice versa.

(d)     People employed for a non-business purpose by a close relative in the home where they both live.

(e)     Returning and counting officers and people employed by them in connection with an election or referendum.

(f)     Certain employees of international organisations and visiting armed forces.


Special rules apply to those who go to work abroad — see 41.41 to 41.45.
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EARNINGS (SSCBA 1992, ss 3, 4)
[13.10]
Class 1 contributions are calculated on gross pay, which is broadly the same as pay for income tax under PAYE and includes certain benefits in kind (see 10.9), but is before deducting employees' contributions to registered pension schemes and any charitable gifts under the payroll giving scheme. The employers' guides supplied by HMRC need to be studied carefully to identify other differences between pay for tax and NIC purposes.
Expenses payments to employees count as pay except to the extent that they are for proper business expenses, for which receipts or records must be available. Reimbursement of an employee's parking expenses, for example, must be for recorded business-related journeys. Where HMRC have granted a dispensation allowing expenses payments to be ignored for tax purposes, the same treatment applies for NICs, and the exemptions (see 10.17) for incidental personal expenses and payments for directors' liability insurance also apply.
Virtually all benefits in kind that do not attract Class 1 NICs attract a liability for employers' Class 1A contributions, but only where they are provided to P11D employees. There is no Class 1A charge on the employee (see CHAPTER 10, in particular 10.43).
Class 1 contributions are not payable on benefits unless they have been made specifically chargeable (see below), so as well as non-P11D employees, P11D employees earning less than £817 a week will still get a significant advantage from receiving certain benefits rather than cash pay (the saving to those earning above £817 a week in 2011–12 being 2% rather than 12%).
It is, however, important to distinguish benefits from payments by the employer for which the employee is legally responsible. The key question is who made the contract. If it is the employee, NICs are payable (subject to deduction of any identifiable business proportion). If it is the employer, the payment is a benefit and is not liable to Class 1 NICs unless it is for one of the specifically chargeable items. For example, if an employer contracts to buy an employee a television set, or groceries, Class 1 NICs are not payable (but the employer would have a Class 1A liability if the employee is a P11D employee). If the employee contracts to make the purchases and the bill is paid by the employer, Class 1 NICs are payable. HMRC's guidance for employers provides detailed information and careful study is recommended. See for example www.hmrc.gov.uk/paye/exb/a-z/a/index.htm and HMRC booklet CWG2(2011).
Payment of a director's bills where the payment is charged to the director's account with the company is not liable to Class 1 NIC unless the account becomes overdrawn, or there is an increase in the amount by which it becomes overdrawn, and the debit is made in anticipation of an earnings payment such as fees or bonuses, see HMRC booklet CA44. See 12.16 regarding the NIC consequences of a director's account becoming overdrawn.
Pay for Class 1 NICs specifically includes benefits that are in the form of 'readily convertible assets' (see 10.21). Readily convertible shares and share options (other than under HMRC approved schemes) come within these provisions (see 11.3 for details). Class 1 NICs are also payable on virtually all non-cash vouchers, the exceptions being broadly those that are exempt for income tax (see 10.25).
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CONTRACTED-OUT EMPLOYEES
[13.11]
The state retirement pensions comprise a basic flat-rate pension and an additional pension related to earnings (see 16.2).
Employees who are members of occupational pension schemes may be 'contracted-out' of S2P by their employers (see 16.6). Benefits accrued under contracted-out schemes may be either salary-related (also known as 'defined benefit' or COSR schemes) or related to the amount contributed, i.e. money purchase ('defined contributions' or COMP schemes). Contracted-out employees are still eligible for the basic state pension but they obtain their additional pension from their employer's scheme.
To help meet the cost of setting up and running a separate pension scheme, contracted-out employers and their employees are entitled to a rebate of Class 1 NICs on earnings between the lower and upper earnings limits (£102 and £817 a week respectively for 2011–12). The rebate payable in 2011–12 through the PAYE scheme is 1.6% for employees, for both COSR and COMP schemes. For employers the rebate is 3.7% for COSR schemes and 1.4% for COMP schemes. Employees in COMP schemes are entitled to a further age-related rebate, which is paid by HMRC (see below regarding this and the effect of the new 'upper accrual point'). The treatment of the PAYE rebates is complicated, because the rebates are given on the band of earnings between £102 and the primary and secondary thresholds of £139 and £136 respectively, on which either employers or employees, or both, do not pay contributions. Where an employee's rebate exceeds the contributions payable by him, the balance reduces the employer's liability. See Examples 1 and 2.
Example 1
	 
	 
	 
	 

	If an employer had a COSR scheme in 2011–12 and an employee's weekly earnings were exactly £150, the position would be: 

	 
	 
	£ 
	 

	Employee 
	First £139 
	— 
	 

	 
	Remaining £11 @ (12 − 1.6 =) 10.4% 
	1.14 
	 

	 
	Rebate on (139 – 102 =) £37 @ 1.6% 
	(0.59) 
	 

	 
	Contributions payable 
	0.55 
	 

	Employer 
	First £136 
	— 
	 

	 
	Remaining £14 @ (13.8 – 3.7 =) 10.1% 
	1.41 
	 

	 
	Rebate on (136 – 102 =) £34 @ 3.7% 
	(1.26) 
	 

	 
	Contributions payable 
	0.15 
	 

	The total employee's/employer's contributions payable would be (55p + 15p =) £0.70. 

	 
	 
	 
	 


Example 2
	 
	 
	 
	 
	 
	 

	Facts as in Example 1 but employee's earnings were (a) £140 or (b) £105. 
	 

	The position would be: 
	 

	(a) 
	 
	£ 
	 
	 

	Employee 
	First £139 
	— 
	 
	 

	 
	Remaining £1 @ (12 – 1.6 =) 10.4% 
	0.10 
	 
	 

	 
	Rebate on (139 – 102 =) £37 @ 1.6% = (0.59) of which amount allocated to employee is 
	(0.10) 
	 
	 

	 
	Contributions payable 
	nil 
	 
	 

	Employer 
	First £136 
	— 
	 
	 

	 
	Remaining £4 @ (13.8 – 3.7 =) 10.1% 
	0.40 
	 
	 

	 
	Rebate on (136 – 102 =) £34 @ 3.7% 
	(1.26) 
	 
	 

	 
	Balance of employee's rebate 
	(0.49) 
	 
	 

	 
	 
	(1.35) 
	 
	 

	The total employee's/employer's contributions payable would be nil and the employer would be entitled to deduct £1.35 from his overall NIC liability. 
	 

	(b) 
	 
	£ 

	Employee 
	Contributions payable on £105 
	nil 

	 
	Rebate on (105 – 102 =) £3 @ 1.6% = 5p allocated to employer 
	 

	Employer 
	On £105 
	— 

	 
	Rebate on (105 – 102 =) £3 @ 3.7% 
	(0.11) 

	 
	Employee's rebate 
	(0.05) 

	 
	 
	(0.16) 

	The total employee's/employer's contributions payable would be nil and the employer would be entitled to deduct 16p from his overall NIC liability. 

	 
	 
	 
	 
	 
	 


Contracting-out on defined contributions schemes (COMP schemes) will be abolished from 6 April 2012. This means that, although contributions can still be made to the schemes, NIC rebates will no longer be available. Employees in such schemes will automatically be brought back into the S2P system. The reasoning behind the abolition is that benefits from such schemes can vary and it is not possible to predict with any certainty how much an employee will receive, making the choice of contracting-out a difficult one. Further information for employers can be found at www.dwp.gov.uk/docs/emp-contracting-out-factsheet.pdf. The rebate percentages for defined benefit schemes (COSR schemes) are to be reduced for 2012 to 2017 to 1.4% for employees and 3.4% for employers.
Employees may also contract out of S2P by entering into personal pension arrangements, to which their employers may or may not contribute (see CHAPTER 17). Both employer and employee continue to pay full NICs, and the contracting-out rebate is paid by HMRC into the personal pension scheme. It will no longer be possible to contract-out through a personal pension or stakeholder pension from 6 April 2012.
The Class 1 contributions rebate is age-related for both personal pension plans and contracted-out money purchase schemes (but not salary related schemes). The relevant percentages were set out in the Social Security (Reduced Rates of Class 1 Contributions, Rebates and Minimum Contributions) Order 2006 (SI 2006/1009) and the position has been complicated further by the introduction in 2009–10 of the upper accrual point (see 13.7). HMRC guidance is provided in booklet E13, available at www.hmrc.gov.uk/employers/working_out.htm. For an example of the calculations relating to personal pension schemes see 17.15.
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CONTRIBUTION RATES (SSCBA 1992, ss 1, 5, 8, 9)
[13.12]
National insurance rates for 2010–11 and 2011–12 are shown in the TABLE OF RATES AND ALLOWANCES. There have been a number of changes in both rates and thresholds in 2011–12.
Employers' NICs are deductible in arriving at their taxable profits but tax on employees' earnings is calculated on the gross pay before deducting NICs.
For 2011–12 employers pay Class 1 secondary contributions at 13.8% on the whole of the excess of an employee's pay above the secondary threshold of £136 a week. For employees there is a lower earnings limit of £102 a week and employees earning at or above that level must be brought within the PAYE system and a P11 working sheet completed for them. No contributions are, however, payable unless earnings exceed the primary threshold of £139 a week. Employees who are not contracted out pay Class 1 primary contributions at the main primary percentage of 12% on earnings between £139 and £817 a week and at the additional primary percentage of 2% on earnings above £817 a week.
The rate of Class 1A contributions payable by employers on most taxable benefits in kind provided for P11D employees and directors (see 13.2) is 13.8%.
See 13.11 regarding rebates of contributions for contracted-out employees and see 13.13 for the reduced rate of employees' contributions payable by certain married women and widows.
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EMPLOYEE CONTRIBUTIONS
Reduced rate for certain married women and widows
[13.13]
Women who were married or widowed as at 6 April 1977 had the option before 12 May 1977 to choose to pay Class 1 contributions at a reduced rate. If they are still entitled to pay the reduced contributions, the certificate of election must be handed over to the employer to enable him to deduct contributions at the correct rate. The reduced rate for 2011–12, which applies once earnings exceed £139 a week and is the same for both contracted-out and non-contracted-out employees, is 5.85% on earnings between £139 and £817 per week and 2% on earnings above £817 a week. If a married woman is self-employed, the election makes her exempt from paying Class 2 contributions, but not Class 4 contributions (see CHAPTER 24).
Although substantial amounts may be paid in reduced rate contributions, they do not entitle the payer to any contributory state benefits (but statutory sick pay and statutory maternity or adoption pay are payable where appropriate). Many married women and widows considered that they were inadequately informed about the effects of not building up a contribution record of their own, but the Government did not accept that any compensation should be paid. A woman without a contribution record of her own may claim retirement pension or bereavement benefits based on the contribution record of her husband (see 13.6).
An election to pay reduced rate contributions is effective until it is cancelled or revoked. A woman loses the right to pay reduced rate contributions:
(a)     if she is divorced, in which case the right is lost immediately after the decree absolute, or has the marriage annulled, or

(b)     if she becomes widowed and is not entitled to widow's benefit, in which case the right is not lost until the end of the tax year in which the husband dies, or the end of the following tax year if he dies between 1 October and 5 April, or

(c)     if she pays no reduced rate Class 1 contributions and has no earnings from self-employment for two consecutive tax years.


An election can be revoked in writing at any time and the revocation will, in most instances, take effect from the beginning of the following week. If the election is revoked, the wife will start earning a pension, including earnings-related pension, in her own right, and she will also be entitled to claim maternity allowance, jobseeker's allowance and employment and support allowance if appropriate. Those who are considering revoking may apply for a pension forecast (see 13.5) to assist them in their decision. Women earning between the lower earnings limit of £102 and the earnings threshold of £139 a week would benefit from revoking the election, because they would become entitled to contributory benefits even though they would not have to pay any contributions (see 13.2). If their earnings increased to above the earnings threshold, however, they would pay 12% rather than 5.85% on the excess.


People over pensionable age
[13.14]
No contributions are payable by an employee who is over pensionable age (see 16.2), although the employer is still liable for secondary contributions where earnings exceed the secondary threshold, such contributions always being at non-contracted-out rates.
Employees who are not liable to pay contributions should apply for a certificate of age exception. This should be given to the employer as authority for Class 1 contributions not to be deducted from earnings.


More than one employment
[13.15]
A person who has more than one employment is liable to pay primary Class 1 NICs in respect of each job. There is, however, a prescribed annual maximum contribution.
The calculation of the maximum used to be straightforward, but now that contributions at 2% are chargeable on all earnings above the upper earnings limit (£42,475 for 2011–12), the calculation can be complex and has several stages. Detailed guidance on the calculation of the annual maximum is available in HMRC's National Insurance Manual at NIM01160.
If the contributions paid for 2011–12 exceed the maximum a refund may be claimed of the excess from NICO so long as that excess is greater than 1/15th of a Class 1 contribution at the main 12% rate on earnings at the upper earnings limit (i.e. £5.42 for 2011–12).
To avoid having to pay contributions in all employments throughout the year and being refunded any excess after the end of the year, an employee may apply to defer some of his contributions. Application for deferment is made on form CA72A and HMRC have produced guidance notes to accompany the form. If deferment is granted the employee will remain liable to pay Class 1 NICs at the rate of 2% on all earnings above the primary threshold of £139 a week in the 'deferred' employment.
Deferment has no effect on employers' contributions, which are payable at 13.8% in each employment on the earnings over the secondary threshold. Employees who have (or are considering having) an appropriate personal pension plan into which HMRC pay minimum contributions (see 17.15) should note that HMRC take account only of employments in which full contributions are paid when paying minimum contributions, so deferring contributions in those employments would affect the pension entitlement.
Where a person has more than one job with the same employer, earnings from those employments must be added together and contributions calculated on the total. Where a person has jobs with different employers who 'carry on business in association with each other', all earnings from 'associated' employers must be added together for the purpose of calculating contributions. These rules will not be enforced if it is not reasonably practicable to do so. See HMRC's National Insurance Manual at NIM10000 onwards for HMRC's views on these provisions, in particular NIM10009 for their interpretation of 'not reasonably practicable'.


Income from self-employment
[13.16]
The position of the employee who also has income from self-employment is dealt with in CHAPTER 24.


Company directors
[13.17]
Directors sometimes receive a salary under a service contract and also fees for holding the office of director. They are often paid in irregular amounts at irregular time intervals, for example a fixed monthly salary together with a bonus after the year end, once the results of the company are known. To ensure that this does not lead to manipulation of liability to pay NICs, directors in employment at the beginning of a tax year have an annual earnings period coinciding with the tax year. Those appointed during a tax year have an earnings period equal to the number of weeks from the date of appointment to the end of the tax year. No Class 1 contributions are due unless and until the director's earnings reach the annual primary threshold (£7,225 for 2011–12, or a pro-rata limit for directors appointed during a tax year (using the appropriate multiple of the weekly limit). See HMRC booklet CA44.
For directors who earn regular amounts, the annual earnings period causes an unnecessary distortion in their NIC payments, but it is possible for contributions to be paid as if the special rules did not apply. The director still has an annual earnings liability, however, so that those seeking to manipulate the rules are still prevented from doing so.
All earnings paid to a director during an earnings period must be included in that earnings period (irrespective of the period to which they relate). Earnings include fees, bonuses, salary, payments made in anticipation of future earnings, and payments made to a director which were earned while he was still an employee. 
If a director resigns, all payments made to him between the date of resignation and the end of the tax year that relate to his period of directorship must be linked to his other 'directorship earnings' of that tax year. If any such earnings are paid in a later tax year, they are not added to any other earnings of the year in which payment is made. Instead, they are considered independently on an annual earnings basis, and Class 1 NICs accounted for accordingly.
Many directors have payments in anticipation of future earnings, e.g. a payment on account of a bonus to be declared when the company's results are known. Liability for Class 1 contributions arises when the payments are made. The advance bonus payments are added to all other earnings of the annual earnings period. When the bonus is determined, any balance will become liable to Class 1 contributions in that tax year. A bonus is deemed to be paid whether it is placed in an account on which the director can draw or left in the company, unless exceptionally it is not placed at the director's disposal.
To the extent that a director makes drawings against a credit balance on his director's loan account, no Class 1 liability will arise as these drawings simply reduce the balance of the loan account. If the loan account has been built up from undrawn remuneration, the Class 1 liability will have arisen at the time the remuneration was credited to it. For further details of earnings in connection with the director's loan account see 12.16.
See 12.17 regarding a director's personal liability for both his own NICs and other contributions due from the company if he has been fraudulent or negligent.
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EMPLOYERS' NIC HOLIDAY
[13.18]
A regional employers' NIC holiday has been introduced to help new businesses in targeted areas of the UK and applies to new businesses started up between 22 June 2010 and 5 September 2013. During a three year qualifying period between 6 September 2010 and 5 September 2013 the new businesses will not have to pay the first £5,000 of employers' Class 1 NICs due in the first 12 months of employment in respect of each of the first ten employees hired in the first year of business, giving a potential saving of £50,000. The areas, in which the principal place of business should be located at the time of the start up, are: Scotland, Wales, Northern Ireland, the North East, Yorkshire and the Humber, the North West, the East Midlands, the West Midlands, and the South West. Various conditions apply to the scheme. Managed service companies (see 19.15) do not qualify and personal service companies (see 19.6) cannot apply the holiday to deemed earnings. In addition, the holiday is considered a de minimis state aid and therefore certain business sectors do not qualify. The scheme is voluntary and employers wishing to join must submit an application form to HMRC. For full details of the qualifying conditions and how to apply for the scheme see www.hmrc.gov.uk/paye/intro/nics-holiday.
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TAX POINTS
[13.19]
Note the following:
•     Employees earning between £102 and £139 a week satisfy the contribution conditions for contributory social security benefits even though no contributions are payable.

•     If an employee has several employments, he can get back NICs in excess of the annual maximum. Refunds are not, however, available in respect of employers' contributions.

•     If a wife or husband or civil partner pays maximum contributions at the 12% rate in a separate job and also does some work in the family business run by their spouse or civil partner, employers' national insurance on the earnings from the family business cannot be reclaimed, so it may be more sensible to pay the spouse or civil partner less than the primary threshold of £139 a week. Remember, however, that earnings of either spouse or civil partner as an employee of the family business must be justified if relief for tax is to be given in calculating the business profits. On the other hand, remember that the national minimum wage legislation may apply (see 12.1).

•     Except for company directors, who have an annual earnings period coinciding with the tax year, or for the remainder of the tax year in which they are appointed, NICs are not calculated on a cumulative basis. If average earnings will not exceed the secondary threshold of £136, try to ensure that the actual earnings in any week do not do so, otherwise the employer will be liable to pay NICs for that particular week even though on a cumulative basis the threshold may not have been reached.

•     If an employee has more than one job and earns more than £817 a week from one of them, he should consider applying for deferment. Even if he does not earn more than £817 a week from one job, but his total earnings exceed that amount, it may be better to apply for deferment rather than wait for a refund after the year end. The effect of deferment is that NICs will be payable at 2% rather than 12% on earnings above £139 a week in all jobs other than the main job.

•     Dividends paid to shareholders do not attract NICs at present. It may be appropriate for shareholders/directors to receive dividends rather than additional remuneration (not forgetting the national minimum wage and personal/managed service company legislation, and the comments in 12.10 about the 'settlements' rules). It is important to ensure that dividends are properly documented so that they cannot be challenged as pay. It should, however, be noted that the Government is consulting on reforms to integrate the operation of income tax and national insurance.

The NIC aspect must not be looked at in isolation. Many other factors are important, e.g. the level of remuneration for company or personal pension purposes, and the effect of a dividend policy on other shareholders. See CHAPTER 12 for illustrations.

•     If a wife has been paying the reduced married woman's rate of NICs, she should watch the circumstances in which she has to revert to the full rate, for example a divorce (see 13.13). If she underpays, even by mistake, she will probably have to make up the difference. But no NICs at all are payable from pensionable age.

•     Where a spouse/civil partner works in the business of the other spouse/partner, then even though the recipient is paid as a self-employed individual issuing invoices to the paying spouse/partner and after appropriate charging and accounting for VAT, for NIC purposes the paying spouse/partner is regarded as an employer, with Class 1 NICs being payable.

•     If an individual has not satisfied the contribution conditions for a year to be classed as a qualifying year, his State pension may be affected (see 13.4). Class 3 voluntary contributions can be paid to maintain the contribution record. But see 13.4 regarding the changes enabling a full pension to be earned after 30 years' contributions.

•     If an employer pays an employee's debt, it counts as pay for Class 1 NICs and for income tax. Where possible, the contract should be made by the employer. In that case, Class 1 NICs will not be payable unless the payment relates to a specifically chargeable item. If the employee is a P11D employee the employer will be liable to Class 1A NICs.

•     Records are needed to prove business use in certain areas, such as for mileage allowances to those who use their own cars (see 10.14 re business mileage rates), and for contributions towards an employee's telephone bill, unless, in the case of telephones, there is an agreed business proportion for tax, which will also be accepted for NIC purposes.

•     Where Class 1A NICs are payable on a benefit with mixed business/private use, the employer has to pay contributions on the full amount, without any offset for the business proportion. However see 10.43 regarding the possibility of refunds of Class 1A NICs being due for 2003–04 to 2005–06.
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14     Statutory sick pay and statutory  
maternity etc pay
Part III Employment

BACKGROUND
[14.1]
This chapter deals with the main provisions relating to statutory payments for sickness, maternity, paternity and adoption. More detailed information is available in HMRC guidance for employers, the department's Statutory Payments Manual and other published material. Various rules applying to leave periods, as distinct from paid absences, are dealt with only briefly here.
The main provisions relating to statutory sick pay (SSP) and statutory maternity, paternity and adoption pay (SMP, SPP, SAP) are in the Social Security Contributions and Benefits Act 1992 as amended. Much of the detail is contained in regulations.
Most employees are entitled to receive SSP from their employers for up to 28 weeks of sickness absence. Employers are, however, entitled to opt out of the SSP scheme if they pay wages or sick pay at or above the SSP rates (see 14.13). SSP is paid at a single flat rate.
Employers are also required to pay SMP, SPP and SAP where the relevant conditions are satisfied (although they will be able to claim reimbursement of most or all of it). SMP, SPP and SAP are paid at two rates, the higher rate being dependent on the employee's earnings and the standard rate being a fixed amount.
SSP, SMP, SPP and SAP all count as pay for income tax and national insurance contributions (NICs).
Employers are entitled to recover SSP if and to the extent that it exceeds a stipulated monthly threshold (see 14.12). Employers are able to recover 92% of SMP/SPP/SAP, unless they qualify for Small Employers' Relief, in which case they can recover 100% of the SMP etc. plus a further 3% to compensate for the NICs on the SMP etc (see 14.23).
Employers who fail to comply with the statutory requirements are liable to various penalties.


Part III Employment

STATUTORY SICK PAY (SSP)
Employees entitled to receive SSP
[14.2]
The definition of an employee is the same as that of an 'employed earner' for Class 1 NICs (see 13.9), except that there is no age restriction for SSP (the lower age limit of 16 and upper age limit of 65 do not apply). HMRC provide detailed guidance in booklet E14, Employer Helpbook for Statutory Sick Pay. 
An employee is entitled to SSP unless he falls into one of the excluded groups (see 14.3). Married women and widows paying reduced rate Class 1 contributions are also entitled to SSP. An employee is entitled to SSP for each job he has, so that if an individual is employed by two different employers he will be paid SSP by each employer when off work through illness.
An employee that is being paid SSP is not entitled to Employment and Support Allowance. Employees who are not entitled to SSP and those who have exhausted their SSP entitlement may claim Employment and Support Allowance.


Employees excluded from SSP
[14.3]
Employees who fall into certain categories at the beginning of a 'period of incapacity for work' (see 14.6) are not entitled to SSP. These include:
(a)     Those whose average weekly earnings (usually calculated over the previous eight weeks) are below the lower earnings limit for NICs (£102 for 2011–12 — see CHAPTER 13). If an employee's average weekly earnings would otherwise be too low to qualify for SSP, but would qualify if the employer included an amount for expenses or benefits subject to a PAYE settlement agreement (where Class 1B NICs are paid by the employer, see 10.59), then the employer must recalculate the earnings including the amount on which Class 1B contributions are payable.

(b)     Certain employees who have started or returned to work after getting Employment and Support Allowance. Such individuals will be entitled to benefits (as opposed to SSP) if they are sick within 104 weeks of starting/returning to work. Employees will have a 'linking letter' confirming this position. Note from 31 January 2011, the linking rules were abolished for individuals in receipt of incapacity benefit. This means that employees that were in receipt of incapacity benefit will still not qualify for SSP (if they are sick within 104 weeks of starting/returning to work) but will instead have to claim Employment and Support Allowance.

(c)     A person who has not begun work under his contract.

(d)     Those who become ill while they are away from work because of a trade dispute, unless the employee can prove that he is not participating in, or directly interested in, the dispute.

(e)     A woman who is pregnant or has just given birth, and becomes sick during her 'disqualifying period' (see 14.4).

(f)     Those who have received 28 weeks' SSP and the new period of sickness 'links' to the last one.

(g)     Those who fall ill while in prison or in legal custody.

(h)     Those who are outside the UK, if their employer is not liable to pay secondary Class 1 NICs on their employees' earnings.


Agency workers and casual workers are not excluded from SSP. The basic test is that if an employer has to deduct PAYE tax and Class 1 NICs from the worker's earnings (and all the other relevant conditions are met (14.5)), then SSP must be paid.
An employer who cannot pay SSP because the employee is excluded is required to complete form SSP 1 and give it immediately to the employee, who may be able to claim state benefits.
Pregnancy
[14.4]
Statutory sick pay cannot be paid during a disqualifying period. For those entitled to statutory maternity pay or maternity allowance, the disqualifying period starts with the day the employee is first entitled to that payment and normally runs for 39 weeks.
For those not entitled to either of those payments and not already getting SSP, the disqualifying period runs for 18 weeks, normally starting on the earlier of the Sunday of the week in which the baby is born and the Sunday of the week the employee is first off sick with a pregnancy-related illness on or after the start of the fourth week before the baby is due. The starting date rules are sometimes slightly different if the baby is born early.
If SSP is already being paid to a pregnant woman not entitled to SMP or maternity allowance, the disqualifying period starts with the earlier of the day after the birth and the day after the first day she becomes sick with a pregnancy-related illness on or after the start of the fourth week before the baby is due.




Qualifying conditions for SSP
[14.5]
For SSP to be payable two qualifying conditions must be met:
(a)     there must be a 'period of incapacity for work'; and

(b)     there must be one or more 'qualifying days'.


Period of incapacity for work
[14.6]
A period of incapacity for work (PIW) is a period of four or more consecutive days of incapacity for work, counting rest days and holidays as well as normal working days. Night shift workers falling ill during a shift being treated as working only on the day on which the shift began.
A person who is not incapable of work may be deemed to be incapable if a medical practitioner advises that he or she should not work for a precautionary reason, or he or she is a carrier of (or has been in contact with) a contagious disease.
HMRC guidance states that any changes to the SSP scheme in the event of a pandemic alert being declared by the Government would be notified via HMRC's web pages and the Employer Helpline, and more general information would be provided via the Department for Work and Pensions' website, TV and radio.
If two PIWs are separated by 56 days or less, they are treated as one single PIW (called a linked PIW). 
Example 1
An employee is incapable of work through illness from Friday 2 December 2011 to Tuesday 6 December 2011 inclusive and from Sunday 22 January 2012 to Thursday 16 February 2012 inclusive. The two PIWs are separated by 46 days and are therefore treated as a linked PIW.
Tables to help employers work out whether PIWs link are included in the SSP Tables issued by HMRC.


Qualifying days
[14.7]
SSP is payable only in respect of 'qualifying days'. These are days of the week agreed between the employer and employee and will normally be those days on which the employee is required to work. Employer and employee may, however, come to other arrangements if they wish but qualifying days cannot be defined by reference to the days when the employee is sick. There is an overriding rule that there must be at least one qualifying day each week even if the employee is not required to work during that week.
SSP is not payable for the first three qualifying days in any PIW not linked to an earlier PIW. These are 'waiting days'. 
Example 2
An employee with qualifying days Monday to Friday each week, who had not been ill during the previous two months, was ill on the bracketed days in the table below and returned to work on the 31st of the month.
	 
	 
	 
	 
	 
	 
	 
	 

	M 
	T 
	W 
	Th 
	F 
	Sa 
	Su 
	 

	 
	1 
	2 
	(3) 
	(4) 
	(5) 
	(6) 
	 

	7 
	8 
	9 
	10 
	11 
	12 
	13 
	 

	14 
	15 
	16 
	17 
	18 
	19 
	20 
	 

	(21) 
	(22) 
	(23) 
	(24) 
	(25) 
	26 
	(27) 
	 

	(28) 
	(29) 
	(30) 
	31 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 


There are three PIWs, from the 3rd to the 6th, from the 21st to the 25th, and from the 27th to the 30th.
In the first, there are two qualifying days which count as waiting days, and no SSP is payable.
In the second, which begins not more than 56 days after the end of the first and is therefore linked with it, the 21st is the third waiting day and SSP is payable for the other four qualifying days.
The third begins not more than 56 days after the end of the second and is therefore linked with it. As there are three waiting days in the (earlier) linked PIWs, SSP is payable for each of the three qualifying days in the third PIW.




Amount of SSP
[14.8]
Providing the employee's average weekly earnings are at or above the national insurance lower earnings limit (£102 for 2011–12), SSP is payable on a daily basis at a flat weekly rate of £81.60 (from 6 April 2011).
The daily rate of SSP is the weekly rate divided by the number of qualifying days in the week (beginning with Sunday). For example, an employee who has five qualifying days in a week will receive SSP at a daily rate of £16.32 (£81.60 ÷ 5). HMRC provide a daily rates table for this purpose.
SSP will usually be paid on the employee's normal pay day. Wages paid to an employee can be offset against any SSP due for the same day. If the wages are less than the SSP due, the employer must make up the payment to the appropriate rate of SSP.


When SSP ends
[14.9]
SSP ends with whichever of the following first occurs:
(a)     the period of incapacity (PIW) ends and the employee returns to work;

(b)     the employee reaches his maximum 28 week entitlement to SSP;

(c)     the employee's linked PIW has run for three years (which could only happen in exceptional circumstances where there were a large number of very short, four-day illnesses);

(d)     the employee's contract of employment ends;

(e)     the employee is taken into legal custody;

(f)     a pregnant woman's disqualifying period begins (see 14.4).


The maximum period for which the employer is liable to pay SSP is normally 28 weeks. Where, however, a new employee commences a PIW within eight weeks of the day when a PIW with a previous employer ended, the weeks of SSP shown on the leaver's statement provided by the previous employer (see 14.10) are taken into account to determine the new employer's maximum SSP liability. The previous period of sickness does not, however, affect the new employer's calculations in any other way and is not treated as a linked PIW.
Where entitlement to SSP ends while the employee is still sick, the employee will be able to claim Employment and Support Allowance. To facilitate the change-over, the employer must issue change-over form SSP1 to the employee at the beginning of the 23rd week of SSP (or, if sooner, two weeks before the employee's entitlement to SSP is due to end). If the employee's entitlement ends unexpectedly (e.g. through being taken into legal custody), the change-over form must be issued immediately. Form SSP1 must also be issued at the start of a pregnancy disqualification period.


Leaver's statements
[14.10]
If an employee has a PIW which ends not more than 56 days before his employment ceases, and SSP was payable for one week or more, a leaver's statement SSP1 (or the employer's own version of the form) must be issued if requested by the employee, showing the number of weeks' SSP payable (rounded to whole weeks, counting more than three odd days of payment as a week, and ignoring three odd days or less). The statement must be issued not later than the seventh day after the day the employee asks for it or, if that is impracticable, on the first pay day in the following tax month.


Notification and evidence for SSP
[14.11]
The payment of SSP is triggered by the employee notifying his employer that he is unfit for work. An employer can draw up his own procedure for notification subject to the following limitations:
(a)     reasonable steps must be taken to notify employees of the procedures;

(b)     it is not legal to insist that notification:

(i)     is made by the employee in person;

(ii)     is made by a particular time of day;

(iii)     is made more than once weekly for the same illness;

(iv)     is made on a form provided by the employer or on a medical certificate; or

(v)     is given earlier than the first qualifying day; and



(c)     where the employee is a new employee with a leaving statement from his former employer, the statement must be accepted if it is produced not later than the seventh day after his first qualifying day of sickness.


If no notification procedures have been drawn up, the employee should inform his employer in writing by the seventh day after his first qualifying day of absence. If an employee fails to notify within the laid-down time limits, an employer may withhold SSP until the date of notification, but late notification may be accepted if there was good cause for delay.
Having been notified by an employee of his illness, the employer must satisfy himself that the illness is genuine before paying SSP. Employers usually obtain 'self-certificates' for the first week of illness and medical notes for longer absences. (The employer cannot insist on a medical certificate for the first seven days of a period of incapacity).
An employer may withhold SSP when notification is late, and he may refuse to pay SSP if he feels that the employee is not in fact sick. In both these instances the employer, if required by the employee, must provide written reasons for withholding or refusing to pay SSP. An employee who disagrees with his employer's actions has the right to appeal for an official decision.


Recovery of SSP by employer
[14.12]
Employers may recover that part of the SSP paid in a tax month that exceeds 13% of their combined employer/employee NICs in that tax month (not including any Class 1A or Class 1B contributions but after deducting any contracted-out contributions rebate due (see 13.11)).
Example 3
Total employer/employee NICs for October are £4,000. 13% thereof is £520. SSP would be recovered as follows:
	 
	 
	 
	 
	 
	 

	 
	SSP paid in month 
	£520 or less 
	£600 
	£1,000 
	 

	 
	SSP recovered 
	Nil 
	£80 
	£480 
	 

	 
	 
	 
	 
	 
	 


SSP is recovered from amounts due to be paid over to HMRC's Accounts Office in respect of national insurance and PAYE tax payable, and if it exceeds those amounts, the employer can either carry the excess forward or apply to the Accounts Office for a refund.


Opting out of SSP
[14.13]
Employers may opt out of the SSP scheme if they pay wages or sick pay above the SSP rates. They do not need to apply to do so, and may, if they wish, opt out for some but not all employees or periods of sickness. They must keep records of all dates of employee sickness lasting four or more consecutive days, and all payments of earnings or occupational sick pay.
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STATUTORY MATERNITY PAY (SMP)
Employees entitled to SMP
[14.14]
To be entitled to statutory maternity pay (SMP), an employee must satisfy the qualifying conditions (see 14.15). Those who do not qualify for SMP may be able to claim maternity allowance from the Department for Work and Pensions instead. SMP is usually paid for 39 weeks even if the employee does not return after the baby has been born. HMRC provide detailed guidance in booklet E15, Employer Helpbook for Statutory Maternity Pay.
Married women paying reduced NICs and widows getting a state widow's benefit are entitled to SMP if they satisfy the qualifying conditions. SSP and SMP cannot be paid at the same time, and SSP must cease on the last day before the maternity pay period (see 14.17) starts, even if for some reason the employee is not entitled to SMP.
Employed women are entitled to a total of 52 weeks maternity leave, comprising 26 weeks of 'ordinary maternity leave' and 26 weeks of 'additional maternity leave'.


Qualifying conditions for SMP
[14.15]
To qualify for SMP an employee must have been continuously employed (normally by the same employer) for at least 26 weeks into the 15th week (the qualifying week) before the baby is due. The employee's average weekly earnings in the eight weeks ending with the qualifying week must be not less than the lower earnings limit for NICs at the end of that week (currently £102). The employee must still be pregnant at the 11th week before the expected date of birth. There are special rules for premature births. If an employee satisfies the qualifying rules with more than one employer she can receive SMP from each employer.
If Class 1B NICs have been paid in respect of the employee, the earnings on which they are considered to have been paid must be included in calculating average weekly earnings if the employee would otherwise fail to qualify for SMP, in the same way as for SSP (see 14.3). In that event they must also be taken into account to calculate the higher rate of SMP (see 14.18).
As a result of a decision of the European Court of Justice, if a woman is awarded a pay rise that is backdated to cover any part of the period from the start of the eight weeks ending with the qualifying week to the end of a woman's maternity leave (either ordinary or additional leave), she may claim for her average weekly earnings to be recalculated taking into account the pay rise and for any additional SMP arising to be paid to her. Arrears of SMP are not, however, payable for any period earlier than six years before the date of the claim. Where an employee has left, the time limit for a claim is six months after her leaving date.


Employees excluded from SMP
[14.16]
An employee is not entitled to SMP if:
(a)     she is not employed during the qualifying week (see 14.15);

(b)     she has not been continuously employed for 26 weeks;

(c)     the earnings rule (see 14.15) is not satisfied;

(d)     she has not given notice at an acceptable time of the date she is stopping work;

(e)     medical evidence of her expected confinement date is not provided;

(f)     she is in legal custody at any time in the first week of her maternity pay period.


An employee who is outside the European Economic Area is not eligible for SMP unless the employer is liable to pay Class 1 NICs (see 41.41 and 41.42).
If an employee is not entitled to SMP at the start of the maternity pay period, she is not entitled to it at all (subject to what is said in 14.15 about backdated pay rises).
An employee who is not entitled to SMP must be given form SMP1 immediately, together with any maternity certificate she has provided. These forms will need to be produced to the Department for Work and Pensions if she claims maternity allowance.


Payment of SMP
[14.17]
SMP is payable for a maximum of 39 weeks, called the maternity pay period, starting normally at the same time as the maternity leave period. The employee may work for up to ten 'keeping in touch' days without affecting her SMP (or statutory adoption pay (see 14.22)) entitlement. She may also continue to work or start work for another employer while on maternity leave before the baby is born without affecting her entitlement. The employer will no longer be liable to pay SMP if, after the baby is born, the employee starts work for a new employer or returns to work for another employer who did not employ her in the qualifying week. SMP will also cease if the employee is taken into legal custody.


Amount of SMP
[14.18]
SMP is paid at the rate of 90% of the employee's average weekly earnings for the first six weeks and then at the lower of the standard rate (£128.73 for 2011–12) and 90% of average weekly earnings for the remainder of the period.
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STATUTORY PATERNITY PAY 
[14.19]
As a result of the introduction of Additional Statutory Paternity Pay (14.21), Statutory Paternity Pay has been renamed Ordinary Statutory Paternity Pay (14.20). 
HMRC provide detailed guidance in booklet E19, Employer Helpbook for Ordinary and Additional Statutory Paternity Pay. See 14.22 for SPP for adoptive parents.
For either payment, the claimant must have a continuous period of employment of at least 26 weeks into the 15th week before the baby is due, and must continue to work for that employer until the baby is born. As with SMP, the claimant's averaged weekly earnings in the eight weeks before the 15th week before the baby is due must be at least £102. The weekly amount payable is the lower of £128.73 and 90% of average weekly earnings.
Ordinary Statutory Paternity Pay (OSPP)
[14.20]
Ordinary Statutory Paternity Pay (OSPP) may be claimed by the baby's biological father, a partner/husband other than the biological father, or a female partner in a same sex couple.
The OSPP claimant may choose to take either one or two (consecutive) whole weeks' leave within the eight weeks after the baby's birth (or for babies born more than 15 weeks before the original due date, within the period from the date of birth to the end of eight weeks from the Sunday of the week the baby was originally due). The employee must normally give 28 days' notice of the date he intends to take leave. 
The employee must tell his employer by the end of the 15th week before the baby is due (or as soon as reasonably practicable) that he is going to take paternity leave, and he must notify the employer of the date the baby is born. 
Employers must give OSPP claimants a form SC3 (Becoming a parent) which explains the terms and conditions for OSPP, and includes a tear-off slip for the employee to provide relevant information, including a 'declaration of family commitment' that the employee will be responsible for the child's upbringing and will take time off work to support the mother or care for the child. OSPP cannot be paid unless the declaration is provided. If the employee does not qualify for OSPP the employer must give him a form SPP1.
An employee cannot get OSPP and SSP at the same time.


Additional Statutory Paternity Pay
[14.21]
Additional Statutory Paternity Pay (ASPP) was introduced for qualifying employees for babies due to be born on or after 3 April 2011 and for children matched for adoption on or after 3 April 2011.
ASPP may be claimed by eligible fathers, partners, civil partners of mothers and adopters where there is entitlement to Statutory Maternity Pay (SMP), Maternity Allowance (MA) or Statutory Adoption Pay (SAP) and that payment has been brought to an end by the mother or adopter returning to work. The employee must be taking time off work to care for their child. 
ASPP will cease when the SMP, MA or SAP period ends. 
The employee must apply for ASPP in writing at least eight weeks before ASPP is due to start and has the right to choose when they want to take pay and leave within a set period (running from 20 weeks after the child's birth/adoption to the date the SMP or MA period ends). Additional paternity leave cannot exceed 26 weeks, except in exceptional circumstances, and must end no later than the child's first birthday.
Employers must give ASPP claimants a form SC7/SC8 (Additional Statutory Paternity Pay/additional paternity leave – becoming a parent/Additional Statutory Paternity Pay/additional paternity leave – becoming an adoptive parent) which explains the terms and conditions for ASPP. The forms include a statement for the employee to tell his employer about dates and leave and declarations from both the employee and the mother/adopter of the child.
ASPP cannot be paid unless the relevant form is completed and returned to the employer. If the employee does not qualify for ASPP the employer must give him a form ASPP1.
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STATUTORY ADOPTION PAY AND PATERNITY PAY (ORDINARY AND ADDITIONAL) FOR ADOPTIVE PARENTS
[14.22]
Providing the relevant conditions are satisfied, SAP may be claimed by male or female employees adopting a child aged up to 18. SPP (ordinary and additional) may be claimed by anyone (male or female) who is the partner of someone adopting a child on their own or is adopting a child with their partner. Adopting couples must choose which will claim SAP and which will claim SPP. HMRC provide detailed guidance in booklet E16, Employer Helpbook for Statutory Adoption Pay.
The same rules broadly apply for both SMP and SAP, adapted appropriately by reference to the time when a child is matched for adoption (i.e. the adoption agency has decided that the person is suitable to adopt that child) and when a child is placed for adoption with the adoptive parents. The SAP period must start from the date of the child's placement, or from a fixed date up to 14 days before the expected date of placement. 
The SPP (ordinary and additional) rules are similarly adapted to cover adoptive parents. The SPP period must start not earlier than the date of the child's placement and must be completed within eight weeks of the placement. The employer must give the employee form SC4 (Becoming an adoptive parent) or SC8 (Additional Statutory Paternity Pay/additional paternity leave – becoming an adoptive parent), which contain details of the relevant forms, declarations etc that are necessary for the payments. If the employee does not qualify for OSPP or ASPP the employer must give him form OSPP1 or ASPP1 (as appropriate). The weekly rates of both SAP and OSPP/ASPP are the lower of £128.73 and 90% of average weekly earnings.
Employees must give employers notice, 28 days before the adoption pay period starts or as soon as is reasonably practicable, of the date the child is placed with them for adoption, supported by a certificate from the adoption agency confirming the date they were told that they had been matched with a child. 
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RECOVERY OF SMP, SPP (ORDINARY AND ADDITIONAL) AND SAP BY EMPLOYER
[14.23]
Employers other than 'small employers' are able to recover 92% of the gross amount of SMP, SPP (ordinary and additional) and SAP paid in any month.
Small employers can recover all the SMP etc. paid, plus an extra 3% of the amount paid to compensate for the employer's Class 1 contributions on the payments. Small employers are those whose total annual employer/employee NICs (excluding Class 1A and Class 1B contributions but after deducting any contracted-out contributions rebate due (see 13.11)) are £45,000 or less. The annual contributions taken into account for small employers are those for the tax year before that in which the SMP 'qualifying week' (see 14.15) starts, or in adoption cases, the tax year before that in which the adoptive parents were told by the adoption agency that they had been matched with a child.
The employer recovers the amount he is entitled to in the same way as for SSP (see 14.12), i.e. by deducting it from the total payments he makes to HMRC's Accounts Office in respect of tax and NICs. If the employer calculates that he has insufficient money to cover all the payments he needs to make, he can apply to the Accounts Office for an advance payment. This request may be sent by email if the employer wishes.
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EMPLOYER'S RECORDS
[14.24]
Employer's records are particularly important, as the information required to be kept may have to be made available to HMRC. Employers may use record sheets SSP2, SMP2, SPP2 and SAP2 available from HMRC offices, if they wish. The form the records take is up to the employer, but the following must be kept:
For SSP
[14.25]
Records for SSP:
(a)     records of dates of employees' PIWs;

(b)     all payments of SSP made during a PIW.




For SMP, SPP and SAP
[14.26]
Records for SMP, SPP (ordinary and additional) and SAP:
(a)     records of payment dates and amount paid;

(b)     the date the pay period began;

(c)     for SMP and SAP, records of any weeks in maternity or adoption pay period when payment wasn't made, with reasons, and for SPP, records of any unpaid SPP with reasons;

(d)     for SMP, maternity certificates (forms MAT B1) or other medical evidence, and copies of certificates returned to employees, for example when liability has ended;

(e)     for OSPP, the declaration of family commitment (or a copy);

(f)     for SAP, the evidence your employee gave you from the adoption agency (or a copy).




For all statutory payments
[14.27]
Records must also be kept of the monthly amounts paid, and certain details need to be included on the end of year returns of pay, tax and national insurance (see 10.55). Records must be kept for a minimum of three years after the end of the tax year to which they relate. In addition to the records outlined above, HMRC recommends that certain other records are also retained for further reference. For details see the various HMRC guides.
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15     Golden handcuffs and golden handshakes
Part III Employment

INTRODUCTION
[15.1]
A 'golden handcuff' or 'golden hello' is the popular term for a lump sum payment received on taking up an employment, and a 'golden handshake' is the term for a lump sum payment received when leaving an employment.
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LUMP SUM PAYMENTS ON TAKING UP EMPLOYMENT (ITEPA 2003, ss 62, 225, 226)
[15.2]
Where a lump sum payment is made to a prospective employee, it will be taxed as advance pay for future services unless it represents compensation for some right or asset given up on taking up the employment. It is difficult to show that a payment does represent compensation, and professional advice should be sought for payments received in this category.
Sometimes a lump sum is paid in return for agreeing to restrict conduct or activities in some way, for example agreeing not to leave to join a competitor within a certain period of time. Any such special payments are treated as pay, both for tax and for national insurance contributions (NICs). If an employee makes such an agreement in return for a non-cash benefit, the value of the benefit still counts as pay for both tax and NICs.
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LUMP SUM TERMINATION PAYMENTS AND BENEFITS (ITEPA 2003, ss 225, 226, 309, 393–416)
[15.3]
Lump sum payments received on termination of employment are taxed depending upon the exact nature of the payment. HMRC set out a step by step process (at EIM12810) that must be followed to establish whether a payment is taxable or not, as follows:
(a)     First of all, establish whether the rules in relation to receipts from non-approved and employer-financed retirement benefits schemes apply. Ex-gratia payments made when employment is terminated by the employee's retirement (other than premature retirement through redundancy or disability) or death (other than as the result of an accident, see 15.5) are fully taxable under the employment income rules as benefits under an employer-financed retirement benefit scheme that is not a registered pension scheme (see 16.41). Such a charge takes precedence over a charge under the rules for termination payments. Guidance on this is at EIM15010 onwards; 

(b)     If (a) above does not apply it is necessary to consider (in order) whether:

(i)     the payments are already taxable under the normal rules for earnings from employment. A payment will be taxable as employment income if it is a payment for services rendered, i.e. it is really deferred pay. Pay in lieu of notice or compensation for loss of office are chargeable to both tax and NICs in the normal way if they are provided for in the employee's terms and conditions of employment, and this may be the case even if the payment is discretionary, for example the employment contract provides for four weeks' notice to be given, or, at the employer's discretion, pay in lieu of notice. HMRC's views are set out in their Tax Bulletin 63 (February 2003) and the Employment Income Manual at EIM12976;

(ii)     the payments are for a restrictive covenant, and therefore taxable. HMRC may seek to tax them as payments made in return for a restrictive undertaking (see 15.2), if they are paid in return for an agreement by the employee to restrict his future conduct or activities. This will not normally apply where the only undertaking by the employee is that he will not pursue an action against the employer concerning the termination of his employment (unless a specific sum was attributed to the undertaking, which would be very unusual); 

(iii)     the payment is made in connection with termination and therefore fall within the special rules that provide an exemption for the first £30,000 (see 15.4). To be within these special rules, payments must be by way of compensation because the employer has broken the employment contract, or be purely ex gratia payments that are not part of the employer's established practice. A statutory redundancy payment under the Employment Rights Act 1996 is exempt from income tax, but does reduce the overall £30,000 limit. Redundancy pay over and above the statutory amount will also be treated as a termination payment within the special rules so long as, broadly speaking, it is paid because the job has ceased to exist rather than as a payment for services rendered by the employee. 




In the case of an ex gratia payment, it will be more difficult to demonstrate to HMRC that it was made because of the termination of employment rather than for services rendered. Note that lump sum payments from an approved or registered retirement benefits scheme are exempt from tax.
For either compensation or ex gratia payments, the following circumstances may give rise to further complications:
(a)     Where the employee is also a shareholder, it may be difficult to show that the payment is not a distribution, for which no deduction would be given in calculating the employer's trading profit (see CHAPTER 3).

(b)     Where the payment is made at the same time as a change in voting control, a clear distinction must be demonstrated between the payment and the share transactions if the payment is not to be regarded as part of the capital transaction.

(c)     If the employee continues with the employer in a new capacity, either as an employee or perhaps under a consultancy agreement, it becomes that much harder to show the payment was not for services rendered or to be rendered in the future.


As can be seen from these various requirements it is essential that proper documentation and board minutes are available so that the nature of payments can be demonstrated to HMRC.
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TAXATION OF LUMP SUM TERMINATION PAYMENTS AND BENEFITS
[15.4]
Provided that the payment and/or benefit is not caught as taxable earnings, a distribution or as part of a capital transaction, it will be taxed according to the special rules for termination payments. Under these rules (subject to what is said below about wholly exempt payments), the first £30,000 is exempt and only the balance is taxable as earnings. 
Non-cash benefits are valued using the cash equivalents that apply in calculating employment income (see CHAPTER 10) unless, exceptionally, the 'money's worth' value is higher. Therefore if, for example, a house is transferred as part of the termination package and its value has increased since the employer acquired it, the money's worth value (being the higher value) will be taken into account for the purposes of the exempt £30,000. If an employee is allowed to keep a company car as part of a termination package, the market value of the car will be taken into account for the purpose of the exempt £30,000 unless it is regarded as a reward for past services, in which case the full market value would be chargeable as pay. An alternative may be to increase the lump sum and give the employee the opportunity to buy the car at market value. If the lump sum was taxable as an unapproved retirement benefit (see 15.3), the value of the car would similarly be taxable.
Various benefits that would normally escape tax in a continuing employment are also excluded from the taxable termination payment. Statutory redundancy payments are not taxable as earnings (see 15.3) but are subject to the special rules for termination payments and will, therefore, use part of the £30,000 exemption.
The taxable amount is treated as income of the tax year in which it is received or (for non-cash benefits) enjoyed. This makes it easier to deal with cash amounts payable by instalments and continuing benefits. Where the continuing benefit is a beneficial loan, then unless the taxable amount is covered by the £30,000 exemption, the notional interest charged to tax is treated as interest paid by the employee, so that tax relief is given if appropriate (see 10.42). Employers deduct tax under PAYE on cash payments (see 15.7), and employees account for higher rate tax on such payments, and the whole of the tax on non-cash benefits, in their self-assessments.
Exemptions
[15.5]
Some payments are completely exempt from tax, for example those on accidental death in service, in respect of disability or where the service has been predominantly abroad. Where service abroad does not qualify for complete exemption, there is a proportionate reduction of the taxable amount according to the time spent abroad.
Lump sums received under registered pension schemes are exempt. They may be boosted by agreed special contributions from the employer to the fund prior to the termination of employment so long as the various limits are not exceeded (see CHAPTER 16). In view of HMRC's position on ex gratia payments (see 15.3), this route provides an alternative where there is a registered pension scheme.
The £30,000 exemption applies after all other available exemptions, but it is taken into account before giving proportionate relief for foreign service that is not completely exempt. 


Calculation of tax payable
[15.6]
Tax on the chargeable amount is calculated by treating it as the top slice of taxable income (except for life policy gains (see 40.9). This is different to the normal rules, where dividend income, followed by savings income is treated as the top slice (see 2.5). This may reduce the tax payable.
Example 1
	 
	 
	 
	 
	 
	 

	An individual's taxable income in 2011–12, after reliefs and allowances, comprises non-savings income of £22,600, dividend income of £10,000 (inclusive of tax credits) and £12,000 in respect of a taxable lump sum. The comparison of the tax position if the normal rules treating dividend income as the top slice of income applied with the special rules for dealing with lump sums is as follows: 

	 
	£ 
	 
	£ 
	£ 
	 

	If no special rules applied 
	 
	 
	 
	 
	 

	Non-savings income including lump sum 
	34,600 
	@ 20% 
	6,920 
	 
	 

	Dividends (part) 
	400 
	@ 10% 
	40 
	 
	 

	 
	35,000 
	 
	 
	 
	 

	Dividends (balance) 
	9,600 
	@ 32.5% 
	3,120 
	 
	 

	 
	44,600 
	 
	 
	10,080 
	 

	 
	 
	 
	 
	 
	 

	Lump sum of £12,000 treated as top slice of income 
	 
	 
	 
	 
	 

	Non-savings income other than lump sum 
	22,600 
	@ 20% 
	4,520 
	 
	 

	Dividends 
	10,000 
	@ 10% 
	1,000 
	 
	 

	 
	32,600 
	 
	 
	 
	 

	Lump sum (part) 
	2,400 
	@ 20% 
	480 
	 
	 

	 
	35,000 
	 
	 
	 
	 

	Lump sum (balance) 
	9,600 
	@ 40% 
	3,840 
	 
	 

	 
	44,600 
	 
	 
	9,840 
	 

	 
	 
	 
	 
	 
	 

	Reduction in tax through treating lump sum as top slice of income 
	 
	 
	240 
	 

	The reduction of £240 represents a saving of tax at 22.5% on £9,600 of the dividends = £2,160, less an additional 20% tax on £9,600 (the part now taxed at 40%) of the lump sum = £1,920. 

	 
	 
	 
	 
	 
	 




PAYE and reporting requirements
[15.7]
If the termination settlement is made before the employee leaves, the employer must deduct and account for PAYE tax on the excess of chargeable termination payments over £30,000 and also on ex gratia sums on retirement or death for which approval has not yet been granted (tax being refunded as and when approval is received). Cash payments will be shown on tax deduction sheets and forms P45. From 6 April 2011, if payments are made after the employee has left and been issued with form P45, tax must be deducted under PAYE on a non-cumulative basis using the 0T tax code (i.e. on the assumption that all allowances have been used elsewhere and income is taxed at the employee's relevant tax rates, see 10.51). Prior to 6 April 2011, tax was deducted at the basic rate, with any higher rate tax due being collected directly from the employee on 31 January after the end of the relevant tax year, along with the tax on any non-cash benefits.
Unless the package is wholly cash, or the total value of the package including benefits is estimated not to exceed £30,000, the employer must provide details of the termination package to HMRC not later than 6 July following the end of the tax year in which the termination package was awarded (copies being provided to employees to enable them to complete their tax returns). The details should cover the total value of the package, the amounts of cash and the nature of the benefits to be provided and their cash equivalents, indicating which, if any, amounts and benefits are to be provided in later years. No further report needs to be submitted unless, exceptionally, there is a subsequent variation increasing the value of the package by more than £10,000, in which case a report must be sent to HMRC by 6 July following the tax year of variation. If a report is not submitted because a package is originally estimated to have a value not exceeding £30,000, but the package is subsequently changed so that it exceeds that amount, a report and employee copy must be provided by 6 July following the tax year in which the change occurs. There are penalties for non-compliance (see CHAPTER 9).


Calculating the employer's profits (CTA 2009, ss 76–81; ITTOIA 2005, s 79)
[15.8]
Expenses must be wholly and exclusively for the purposes of the trade in order that they can be deducted in arriving at taxable profits. Apart from statutory redundancy payments, which are specifically allowable, there is no special rule for termination payments, but it will usually be easier to show that they meet the 'wholly and exclusively' requirement when they are compensation rather than ex gratia payments, and when the trade is continuing rather than when it is not (but see below regarding permanent discontinuance of a trade).
It may be particularly difficult for the employer to obtain a deduction where the payment is ex gratia and is associated with a sale of the shares or a change in voting control, or where it is an abnormally high payment to a director with a material interest in the company.
Where a trade is permanently discontinued, it is specifically provided that an additional payment up to three times any amount paid under the statutory redundancy pay provisions is allowable as a deduction in computing the employer's profits. Any payments in excess of this amount are disallowed unless they are made to an employee on cessation under a pre-existing contractual or statutory obligation (not ex gratia amounts).
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COUNSELLING SERVICES FOR REDUNDANT EMPLOYEES (ITEPA 2003, s 310)
[15.9]
The provision of counselling services by employers for redundant employees, or payment by the employer of an employee's costs for such counselling is specifically exempt from tax for employees, and the cost is fully allowed to employers.
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EXPENSES INCURRED IN OBTAINING A LUMP SUM PAYMENT (ITEPA 2003, s 413A)
[15.10]
Some employees may incur expenses, for example fees to advisers, in obtaining a lump sum payment. These will not reduce the taxable part of the lump sum as they will not have been wholly, exclusively and necessarily incurred in the performance of the duties of the employment. Where an employer pays an employee's legal costs in obtaining a compensation payment, HMRC will not treat the payment as a taxable benefit if it is made direct to the employee's lawyer following an out of court settlement, or if it is made to the employee under a court order. (This treatment was previously only concessionary (HMRC concession A81) but was enacted in legislation in relation to payments made on or after 6th April 2011). 
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TAX POINTS
[15.11]
Note the following:
•     An ex gratia payment to a director or shareholder of a close company is especially vulnerable to HMRC attack, on either or both of the following grounds:

(a)     it is not a deductible trading expense;

(b)     it is a distribution of profits.



•     If an ex gratia payment by a close company is not allowed in calculating profits, HMRC may contend that each shareholder has made a proportionate transfer of value for inheritance tax. There is a specific exclusion where the payment is allowed in computing profits.

•     Unless the former employee obtains new sources of income to replace his salary, the tax cost of a termination payment may be lower if the termination occurs shortly after 6 April rather than before, because all or part of the payment may fall within the basic rate band, whereas it might have attracted 40% or 50% tax if it was received in addition to a full year's salary.

•     The tax reliefs for lump sum payments are only available to employees and not to those working under a contract for services, whose earnings are taxed as trading income (see 19.1). If, exceptionally, employment income is included by agreement with HMRC in the calculation of self-employed profits, e.g. directors' fees where the directorship is held in a professional capacity and the fees are included as income of the professional practice, this in itself will not prevent a lump sum qualifying for the reliefs outlined in this chapter.

•     A termination payment may affect the former employee's entitlement to social security benefits if he is then unemployed, but the employee will be entitled to unemployment credits for the period covered by the compensation payment so that his NIC record is not affected.
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