
 
 
 

What is it?  
IR35 is a piece of UK tax legislation designed to 

close a loophole in the tax system where workers 

could use the setup of a limited company structure 

in order to pay less tax. 

Where, despite a contract being with a limited 

company, the reality is more like an employer-

employee relationship, the worker should be taxed 

as an employee. This is referred to as a ‘deemed 

employee’. 

The IR35 legislation looks to identify ‘deemed 

employees’ and ensure they are taxed correctly, 

however IR35 can impact those operating genuinely 

through a limited company structure due to the 

subjective nature of the legislation. 

 

Why was it introduced? 

The government thought contractors were 

exploiting the tax system by leaving employment 

roles to create limited companies and return to the 

same role in a contracted relationship, therefore 

benefitting from the tax advantages of a company 

setup. Namely, contractors using a limited company 

can take the majority of their earnings in the form 

of dividends, which is taxed at a lower rate than 

income tax. 

The then Chancellor of the Exchequer, Gordon 

Brown, enforced the IR35 legislation in 2000 to 

prevent tax avoidance. 

 

 

Since then, contractors judged to be employees 

(‘deemed employees’) have had to pay tax at the 

equivalent rate to employees, which is likely more 

than they’d have had to pay if they were deemed 

limited companies. 

 

Why does it matter? 
If HMRC finds that a contractor has been working 

on a self-employed basis, described as ‘outside 

IR35’, when, in actual fact, the service provided 

reflects that of employment, described as ‘inside 

IR35’, the contractor will be required to pay the 

missing tax back to HMRC, plus interest and any 

penalties. 

 

Inside and Outside IR35 

If a working arrangement is deemed outside IR35, a 

contractor is considered self-employed for tax 

purposes and are free to pay themselves in the 

most tax efficient way, which is typically through a 

mixture of salary and dividends taken from the 

company. 

Contractors working outside the scope of IR35 are 

responsible for making sure all their personal and 

company taxes are calculated correctly and paid on 

time.  If a working arrangement is deemed inside 

IR35, a contractor would be considered an 

employee for tax reasons.  

 

This means a contractor would be effectively 

required to pay tax at the same rate as an 

employee in the same tax bracket. 

Tax and employment legislation are currently 
separate. So, whilst a contractor may be considered 
an employee for tax purposes, they are not 
automatically entitled to employment rights. 

 

Changes from April 2020 

Private sector employers hiring contractors will be 
responsible for determining their IR35 status by 
considering the following points: 

- Personal service - Is there personal service, 

and can there be a substitute? 

- Control - Does the contractor fall under 

the client’s direction and control 

- Mutuality of obligation - Is the contractor 
obliged to accept the work and is the 
client obliged to offer regular work 

Other factors: 

- Does the contractor carry any financial 

risk? 

- Does the contractor use their own 

equipment? 

- Is the contractor contractually barred from 

carrying out services for other clients? 

- Is there a contractor ID badge? 

- Is the contractor using their clients email 
signature? 

- Is the contractor on employee lists 

- Is there a start and end date? 

If you are still not clear whether or not your worker should be considered an employee for tax purposes, HMRC provides a helpful “test”. Follow this link to take the HMRC test. 

https://www.gov.uk/guidance/check-employment-status-for-tax 

For more help, guidance or assistance with IR35, contact the ForrestHR team on 01892 726060 or hello@forresthr.com. 
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