
 

1 
 

Simplification of  the tax and National Insurance 

treatment of  termination payments: government 

response and consultation on draft legislation 

Response to the consultation document published on 

10 August 2016 

Grant Thornton UK LLP (Grant Thornton) has considered the government response and consultation on 
the draft legislation concerning the simplification of the tax and National Insurance contributions (NIC) 
treatment of termination payments and welcomes the opportunity to respond.  
 

Grant Thornton's response 

Background 

Paragraph 1 of Part 1: Introduction of the consultation document states: 
 
In July 2015, the government published a consultation on the tax and National Insurance contributions (NICs) treatment of 
termination payments. 
 
Grant Thornton responded to this consultation on 16 October 2015. 

Objectives of the current consultation 

Paragraph 2 of Part 1: Introduction states: 

The government has several objectives for the tax and NICs rules on termination payments: the tax system should continue to 
provide support to those who lose their job; the rules should provide certainty for employees and employers; the rules should be 
simple; the complexity that the Office of Tax Simplification (OTS) highlighted in their report should be taken into 
consideration; and the rules should be fair and not open to abuse or manipulation. 
 
We shall return to these objectives later in our response. 

Purpose of the current consultation 

Paragraph 6 of Part 1: Introduction of the document sets out the purpose of the current consultation: 

Part 2 of this document sets out the government’s response to the July 2015 termination payments consultation and explains 
in more detail how the government has decided to change the rules. This is a complex area, so the government is also 
consulting on the draft legislation that will bring these changes into effect from April 2018. 

Points for consideration 

Manipulation of the rules 

Paragraph 3 of Part 1: Introduction states: 
 
The rules governing the taxation of termination payments are complex and can encourage manipulation by employers to take 
advantage of the employer NICs exemption. This is because employers can, in some circumstances, change the nature of some 
payments so that they become termination payments, including remuneration such as bonuses which would normally be subject 
to tax and NICs. 
 

 
 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/552850/160719_Termination_payments_consultation_template_v_9_Aug_-_to_comms_team_-_corrected_12_Sept.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/552850/160719_Termination_payments_consultation_template_v_9_Aug_-_to_comms_team_-_corrected_12_Sept.pdf
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There is an important point to be made here. If the nature of the payment genuinely changed from being a 
bonus to being a termination payment – as stated to be the case above – that is not a manipulation of the 
rules if that change followed, say, a commercial negotiation; the tax and NIC treatment of a payment is 
based on the nature of the payment made and not on what may have been tabled initially. This principle 
was set out by Lord Macnaghten  in Tennant v Smith TC 158 where he  stated that a charge to employment 
tax:  

… extends only to money payment or payments convertible into money…'  

and  

… a person is chargeable … not on what saves his pocket, but what goes into his pocket… 

No authority is cited in the consultation document for not following these principles. 

In our response dated 16 October 2015, we noted that HMRC can deal with abusive behaviour under the 
current rules. Assuming that we were not the only respondent to make this observation, we do not 
understand why the comments above have been made. If a payment is a bonus and not a termination 
payment within the termination rules, it would not be subject to the termination rules, but to the rules that 
cover payments such as bonuses. HMRC is able to – and should – deal with such cases under the current 
law. 

As we noted in our response dated 16 October 2015: 

This proposal appears, therefore, to be an example of a desire to introduce new legislation to tackle perceived abuses where a 
remedy exists already. 

There are other statements in the consultation document concerning manipulation. For example, 
paragraph 4 of Part 1: Introduction states that one objective of the reform is to: 

Clarify the scope of the exemption for termination payments to prevent manipulation by making the tax and NICs 
consequences of all post-employment payments consistent. 

In our experience, the vast majority of employers and employees do not try to manipulate these rules. 
While we accept that there will always be some employers and employees who will try to manipulate any 
rules, too many consultations now attribute the need for reform to a greater or lesser extent on such 
manipulation. This gives a misleading impression about the integrity of the taxpaying population as a 
whole and may leave honest, diligent taxpayers feeling that they are penalised on account of the few 
whom HMRC should be tackling under existing provisions.  

Pay in lieu of notice (PILON) 

It is clear and established case law that:  

 contractual PILON is subject to PAYE and NIC on first principles and is not, therefore, subject to 
the rules dealing with termination payment (which, for tax purposes, apply only where there is no 
other charge to tax) 

 non-contractual PILON is not subject to PAYE and NIC on first principles unless, extraordinarily,  it 
is paid on a customary basis to the extent that it can be read into the contract. Where there is not that 
customary practice any payment made is in the nature of damages. These damages do not arise from 
the employment but from a breach of contract and are not employment income on first principles. As 
employment tax is not payable under first principles – or any other employment tax provisions other 
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than the termination rules – non-contractual PILON is subject to the rules dealing with termination 
payments. 

 
The consultation document states at paragraph 3 of Part 2A. Contractual and non-contractual termination 
payments and preventing manipulation of the rules: 

On the basis that there is no clear policy rationale to treat contractual and non-contractual PILONs differently, the 
consultation proposed to treat all PILONs as earnings in order to reduce complexity. 

This statement, taken at face value, is a cause of considerable concern. If the suggestion is that there is no 
policy reason for distinguishing between payments that arise from an employment and those that do not, 
this would overturn a wealth of case law on this matter – which the then government was at pains to 
retain when ITEPA 2003 was introduced – and lead to considerable uncertainty about which payments are 
employment income and which are not. This would be contrary to one of the stated aims of this reform, 
set out at paragraph 2 of Part 1. Introduction: 

.. the rules should provide certainty for employees and employers.   

It is, of course, within the government's gift to propose to bring a payment within the scope of 
employment tax. The proposal is to treat all PILON as general earnings – despite the fact that contractual 
PILON is already general earnings.  

While the proposal does recognise that removing the distinction more generally between contractual and 
non-contractual termination payments is not desirable, this is only on the basis that there would need to 
be additional rules to prevent manipulation (see our comments above under Manipulation of the rules 
concerning the implication of this statement). 

The proposals 

The various proposals in the consultation document are considered in our comments, as set out below. 

 

Part 2A. Contractual and non-contractual termination payments and preventing manipulation of the 

rules 

The proposed changes 

Paragraph 2 states: 

To summarise, the following rules will apply from April 2018: 

 all PILONs will be subject to tax and NICs as earnings; 

 all other post-employment payments which would have been treated as general earnings if the employee had worked their 
notice period will be subject to tax and Class 1; and 

 payments relating directly to the termination of the employment will have a £30,000 income tax and employer NICs 
exemption. There will be continue to be an unlimited employee NICs exemption on termination payments. 

 

Post-employment payments 

We have commented under Pay in lieu of notice (PILON) above about the effect of the erosion of the 
distinction between earnings and damages. 

This proposal appears to be designed to catch any payments that are not PILON but could be attributed 
to what the employee might have earned if allowed to work their notice period, despite there being no 
element of the PILON covering this. 
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Example 3 in Part 3. Worked examples and questions on the draft legislation gives an example. Without 
reproducing the example, we note that: 

 even though there is no PILON clause in the contract (unlike in Example 2), the example is worked 
on the basis that the PILON is taxable and subject to NIC under the current rules. It is not (see Pay in 
lieu of notice (PILON) above for the correct treatment of damages) 

 the same tax and NIC treatment is incorrectly applied to the element of the compensation that covers 
the loss of the benefits that would otherwise have been received 

 the amount on which tax and NIC is calculated under the current rules for the car is based on the 
amount of the taxable benefit that would have arisen in respect of the car had it been provided during 
the notice period. This is not correct; the taxable amount would be the actual cash received in 
compensation. 

 
Looking at the proposed legislation, which is within a consultation that purports to be about simplification 
of the rules, we are concerned by its: 

 length 

 complexity 

 ambiguity 

 subjectivity. 
 
These concerns would be enough to suggest a complete reappraisal of the proposal even if relating to 
payments and benefits provided in the normal run of events. As, however, termination payments and 
benefits are provided generally during stressful periods with tight deadlines and can involve many 
employees, the case for that complete reappraisal is compelling. Even the current rules can confuse some; 
to add to those rules will increase the numbers struggling to deal with them, possibly exponentially.  

For that reason, we are not commenting on the draft legislation in the consultation document or 
responding to the questions at paragraph 16 of Part 3. 

Part 2B. National Insurance contributions          

Paragraph 7 of Part 2B. National Insurance contributions states: 

The government believes that there is a case for aligning the income tax and employer NICs treatment of termination 
payments to make the system simpler to understand and fairer. 

The proposal is then to impose:  

 employer's NIC on payments of over £30,000 that are subject at present to tax only  

 (from Part 2A) employee's and employer's NIC on all PILON.  
 

No mention is made of whether Class 1A NIC will be applied to benefits. 

Having to account for NIC in different ways on payments and benefits on termination – the distinction in 
the document between PILON and payments in connection with terminations will be academic to 
employers – will add complexity (as noted in our original response). 

Part 2C. Income tax-free threshold  

We are told in Part 2C that the current £30,000 threshold will be retained.  
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We had set out in our original response a rationale for increasing the threshold, being that the: 

 imposition of NIC would increase the amount payable to the Exchequer 

 threshold should now be some £75,000, based on RPI increases since the limit was set in 1988. 
 
Paragraph 15 of states: 

The government felt there was not a strong enough case to increase the threshold, particularly given the additional Exchequer 
cost.  

As we argued, the proposed changes will actually increase revenue. 

Paragraph 15 of states 

Maintaining the £30,000 threshold means the majority of termination payments will be free from tax and NICs. 

If the majority of termination awards are less than £30,000 we do not understand why increasing the 
threshold will be detrimental to the Exchequer, especially given the increase in NIC revenue. We have 
seen 'qualifying' payments in excess of £30,000 to individuals who are by no measure well paid. 
Individuals in this position might regard the decision not to increase the threshold as no more than an 
revenue gathering exercise.  

Part 2D. Exemptions 

Death or disability 

We are told in Part 2D that the exemption for death or disability will no longer include injury to feelings. 
Although not included in the draft legislation, paragraph 28 states: 

In order for the exemption to apply there must be an injury or disability of a physical or psychological nature that is sufficient 
to cause the employee to be unable to perform his or her job properly. 

This proposal will restrict the approach currently set out by HMRC in paragraph EIM13610 of the 
Employment Income Manual, based on leading case law: 

Exceptionally, the injury or disability may not cause the termination etc but the exception will still be due provided that the 
payment is made in connection with the termination and solely on account of the disability.   

Removing the exception for injury to feelings should not mean that the exemption is further narrowed 
without any announcement. 

Foreign service 

Paragraph 29 states: 

The government believes the Foreign Service Relief has become outdated and unnecessary. A termination payment is normally 
offered as a lump sum at a single point in time and for this reason, the government will tax the payment as such and from 
April 2018, Foreign Service Relief will be removed. Today there is a global workforce and this exceptional treatment is no 
longer justifiable. 

Based on the above statement and while not suggesting that this should be removed – but to question 
why it has been for all other employees – the draft legislation retains the exemption for seafarers. This 
does not appear to meet the government's call for fair tax treatment. 
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Conclusion 

Paragraph 1 of Part 2: Response to the consultation states: 

The consultation document published in July 2015 set out a number of ideas for the reform of the tax treatment of 
termination payments. Options were considered against the following criteria: 
 

 simplicity: the system must be simpler for employers and employees to understand; 

 clarity: the system must be clearer and therefore provide more certainty for employees about the tax and NICs treatment 
to avoid additional distress at a difficult time; 

 administrative simplicity: for both employers and HMRC; 

 fairness: those who are better paid and better able to afford advice should not receive a more favourable tax and NICs 
treatment than those who are lower paid; and 

 affordability: it must not impose undue cost on the Exchequer 
 
Based on our comments above, it is clear to us that the proposals at present will fall considerably short of 
the objectives as stated above of: 

 simplicity 

 clarity 

 administrative simplicity. 
 
We considered the point about fairness in our original response, noting that it is almost always the 
employer who seeks advice, making this point marginal. In the wider context of the tax system being fair – 
not only from HMRC's perspective, but from taxpayers' – the proposals also fall short. 

That leaves only the objective of there not being an undue cost to the Exchequer. Based on the proposals, 
this objective will not only be met, but exceeded. 

On the basis of this analysis, we strongly recommend that the government undertakes a thorough and 
critical reappraisal of the proposals. We suggest that meetings are held with employers, individuals, 
advisers and professional bodies before any further proposals are made so that their views can be heard 
and acted upon.        
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Contacts 

For any queries in respect of our comments in this document, please contact: 
 
Kevin Thorne   (email: kevin.thorne@uk.gt.com) 

David Reilly  (email:david.reilly@uk.gt.com) 

Grant Thornton UK LLP 
Grant Thornton House 
Melton Street 
Euston Square 
LONDON 
NW1 2EP 
 
Telephone:  020 7383 5100 
Fax:   020 7383 4715 
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