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INTRODUCTION

Reforms to IR35 rules in the private sector are due to come into effect  in April 2021.

They apply to large businesses and mean that the responsibility for  determining a 

contractor’s IR35 status, and ensuring the correct taxes are  paid, will switch from the 

contractor to you, the end hirer.

Liability for correct taxation will ultimately rest with you, though HMRC will  often look to 

collect first from employment agencies, so it's important that all parties work together to 

comply.

In this guide we explain what the reforms mean to you and help you  consider how you 

might want to start preparing so that your business  remains attractive to contractors and 

you feel confident working with  contractors without fearing financial risk.



WHAT IS IR35?

IR35 is a legislation, introduced in 2000, designed to prevent contractors  
from committing tax avoidance by operating as 'disguised employees'.  
According to HMRC, a 'disguised employee' is a contractor who is supplying  
their services to clients through a Limited Company or Personal Services  
Company (PSC) when in practice they would be classed as an employee if the 
intermediary (their PSC) was not used.

Disguised employment is  attractive to contractors because by working 
through a PSC, they are able  to take some of their income as dividends, 
which usually means they pay  less tax on their earnings.

In 2017, IR35 legislation was updated in the Public Sector to help prevent  
such tax avoidance, and in April 2021, similar changes are set to be  
introduced in the private sector.

What is changing?

IR35 itself isn't changing. But the liability for ensuring compliance will be  
different under the new rules. It will now be your responsibility, as the end  
hirer, to determine the contractor's status: 'inside' IR35 (working as an  
employee) or 'outside' IR35 (legitimately self-employed).

NEW RULES

You, the end hirer, are responsible for carrying out  
an IR35 assessment on contractors though we as  
your agency are liable in the first instance for the  
payment of unpaid taxes should HMRC  
successfully challenge the assessment.

It is now your responsibility to decide on the  
status of an assignment -whether it is ‘inside’ or  
‘outside IR35'.

Youwill have to issuewhat is known as a Status  
Determination Statement(SDS).

Intheory, if you issuea contractorwith an ‘inside'  
IR35 SDS then you have complied with the new  
legislation. You must then ensure that the  
agencies in your supply chain pay the contractor  
correctly via PAYEand ensure they are taxed as a  
normal employee (e.g. via a compliant Umbrella  
company). Providing the contractor is paid  
correctly, there is no liability or risk for anyone.

Ifyou issuea contractorwith an 'outside IR35'  
SDS, there are a number of optionsavailable to  
mitigate potential risk.

CURRENT RULES

The contractor is completely responsible for
working compliantly and paying the correct
taxes.

If a contractor undertakes an ‘outside' IR35  
limited company assignment, the  
contractor’s limited company is paid agross  
rate by the employment agency.

This money can be withdrawn from the  
contractor’s company in a very tax-efficient  
mannerusingsalary, expenses, and dividends  
in accordance withHMRCrules.

If the assignment is later judged not to be  
'outside' IR35,the contractorwill be liable for  
all of the unpaid tax plus any penalties and  
interest levied.



RESPONSIBILITY & LIABILITY 

The new rules come with significant compliance and tax risks for end 
hirers.  The agency is the first port of call for HMRC should a successful 
challenge be  made to an ‘outside IR35' status assessment, though there 
are situations in  which you, the end hirer, could be held liable.

Eachpart of the supply chain can protect itself but there is no way to completely  
remove liability.

• End hirer - if an 'inside IR35'determination is given, the end hirer passes on  the
liability if it does the assessment using reasonable care and passes that  on
correctly. Inthe case of an 'outside' determination, the risk remains with  the
fee payer (often the agency)and the end hirer.

• Separate fee payer - if there's a separate fee payer and tax was not paid  
when HMRC think it should have been, then the fee payer is the first port of  
call. However, if HMRC can't collect from the fee-payer, then they go to the  
agency. If they can't collect from the agency, they go to the end hirer.

If an accurate, compliant assessment is done, there should be no challenge 
from  HMRC. This means that a high quality assessment is critical. Risk is 
further  mitigated if the outcome of the SDS is insured. The following 
diagram illustrates  responsibility for liability.
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CONTRACTOR ASSESSMENTS
The chart below illustrates the process for assessing an individual contractor.

Umbrella PSC PAYE

ROLE ASSESSMENTS
The chart below illustrates the process for assessing roles before a contractor is appointed.
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WHAT DETERMINES IR35 STATUS?

Broadly speaking, to determine whether a contractor is genuinely self- employed 
('outside' IR35) or is behaving as a 'disguised employee' ('inside'  IR35) and issue 
them with a fair and accurate Status Determination  Statement (SDS), it is 
necessary to examine the contracts in the supply  chain, the actual working 
practices, and a range of other factors.

Some of the key factors to be considered based on existing case law are:  
Mutuality of Obligation, Right to Substitution, Control, Financial Risk, and  
Employee Behaviour.

1. Mutuality of Obligation (‘MoO’)
The key question is: are you and the contractor obligated to one another on  an 
ongoing basis?
An employer and employee are obligated to each other so a good status  
assessment will explore whether this is the case with your worker. For  example, if 
you are obliged to continue to offer work on an ongoing basis,  and the contractor 
is obligated to accept it, that looks like employment, or  an 'inside' IR35 situation. 
Another indication would be the worker being  paid even if no work was available 
on a given day. If there are not these  types of obligations on both sides, then 
there is not sufficient MoO to show  employment.

2. Right to substitute
The key question is: can the worker be substituted, by their PSC, for a suitably  
qualified and experienced replacement?
As the client, you are able to make certain demands regarding a substitute,  such 
as a particular trade credential or level of experience. If the contractor  can offer a 
substitute for a role, then the assignment is more likely to be  considered 'outside' 
IR35. Importantly, this isn't the same as the agency  making a substitution - the 
contractor or their PSC should be making the  substitution happen.

3. Control
The key question is: who controls how, when, and where the work is  
delivered/carried out?
Sometimes, due to operational constraints or security concerns, work can  only 
be carried out in a certain environment or at certain times. If there is  no 
operational reason for a particular location or timing, then the  contractor 
should have control over how they deliver their output and  when and where 
they work. If you have certain requirements which your  contractor must 
comply with, which aren't based on operational  necessities, then the 
contractor is working more like an employee, or  'inside' IR35. If the contractor 
is in control of their own working pattern,  provided they meet certain 
deliverables or milestones, they are working  more like a self-employed person, 
or 'outside' IR35.

4. Financial Risk
The key question is: could the worker suffer financial loss?
If the contractor or their PSC could suffer a financial loss then that would  be 
an indicator that they are working like any other business, not an  employee. 
Self-employed people can make a loss if they quote badly or a  job goes wrong. 
They are also able to make more of a profit if they  complete work ahead of 
schedule. Is that true in the situation you're in?

5. Behaving like an employee
The key question is: does the contractor behave like an employee?
If the worker behaves like an employee, for example if they are on the  holiday 
rota, in the employee performance management system, or use a  lot of end-
user equipment, then they would be considered more likely to  be 'inside' IR35.



OPTIONS

Umbrella

Contractors who are deemed to be 'inside' IR35 (i.e. 
behaving as an  employee) have the option to work through 
an Umbrella company to  comply with the legislation.

An Umbrella company acts as the contractor's employer, 
passing on  payment to the contractor and providing 
employee benefits. The Umbrella  company will deduct the 
relevant Income Tax and National Insurance  contributions 
from the contractor to comply with IR35 and prevent tax  
avoidance.

It is important for you to be selective over which Umbrella 
companies are  used throughout the supply chain. Some 
Umbrella companies may be  operating fraudulent tax 
avoidance schemes to offer contractors higher  net-pay. This 
is dangerous for you, as the client, because when HMRC  
discovers the tax avoidance scheme, you may be faced with 
financial  penalties for not doing your due diligence to check 
the compliance of your  supply chain.

To ensure are supply chain is compliant, we only work with 
umbrella companies who are FCSA-accredited.

Limited company (PSC)

'Outside' IR35 contractors can continue working 
through their PSC  compliantly following a fair and 
reliable SDS. All 'outside' SDSs made fairly  can be 
insured to mitigate risk of financial liability if HMRC 
decide later to  challenge their status determination. 
This means you can continue to  engage the best 
talent without feeling at risk.

Contractors who are 'inside' IR35 may be able to 
continue operating  through their PSC, though their 
taxes will have to reflect this and it can be  
complicated for you to ensure they're operating 
compliantly. Our advice  would be to suggest they 
switch to an 'inside' solution, such as Umbrella,  in 
which case you may need to consider increasing 
their net rate so that  they can continue to receive 
the same amount of take-home pay.
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