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I have an employee who is unfortunately being terminated on 1 May 2018. She will
not be working any of her notice. Her proposed termination package will consist of
a £10,000 compensation for loss of office and a payment in lieu of notice (PILON)
of £16,500 in respect of her contractual notice period of three months. Her base
pay is £5,000 per month and she receives a car allowance of £500 per month. She
has worked for the company for four and a half years. In addition, we are planning
to pay her a payment for a restrictive covenant of £500. We have no right to
terminate the contract by making a PILON. What are the amounts that will be
taxable as earnings and what amounts will qualify for the beneficial tax treatment?

F

rom 6 April 2018, new legislation came
into effect to address the anomaly
that in some situations an employer
could make a PILON tax free where it
formed part of a lump sum settlement
that represented a compensation payment,
and yet where the PILON formed part of
the terms and conditions of employment,
that same payment would be taxable as
earnings. Generally speaking, the new
legislation taxes as earnings the income
the employee would have received had
they worked their notice in full. This is
achieved through the introduction of a
new statutory formula which calculates
post-employment notice pay (PENP).
There is no change to the £30,000
exemption, but an employer must now
consider what element of any lump
payment will be taxable as earnings under
the new rules before applying the £30,000
exemption.
Other changes have been introduced,
including the removal of foreign service relief
for UK tax residents. Finally, class 1A NICs
will be applied to termination payments
exceeding £30,000 from 6 April 2019.

The relevant termination award

The first step when calculating the tax
liability for termination payments under
the new rules is to establish what is the
relevant termination award (RTA), as
defined by new ITEPA 2003 s 402C. In
short, RTA is any part of the payment
which is ‘neither a statutory redundancy
payment, nor a contractual payment equal’.
In your example, the RTA comprises
£10,000 (compensation payment) and the
£16,500 (non-contractual PILON), i.e.
£26,500. The restrictive covenant is not
part of RTA, as it is taxable under ITEPA
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2003 s 225 and is disregarded for the
purposes of these provisions by virtue of
s 401(3).
The statutory formula

The new statutory formula to calculate
PENP is set out at s 402D(1) as:

Where:
BP is defined as the basic pay of the
employee in respect of the pay period
preceding the termination at the ‘trigger
date’ (the last day of employment, as
notice has not been given). In the above
example, as the trigger date was 1 May
2018, BP would be the basic salary in the
month of April which equates to £5,000.
Basic pay excludes a number of items,
namely allowances and commissions (as
defined in s 402D(7)). Therefore, the £500
monthly car allowance is excluded from
the computation. HMRC does not define
what constitutes an allowance, so it takes
its ordinary meaning. Problems may arise
where an allowance is in effect a contractual
top-up, such as a London living allowance.
It is not clear whether, in this instance, such
payments would be included within BP. We
are anticipating further guidance on this
from HMRC in due course.
D is defined as the length of the postemployment notice period. The postemployment notice period is the period in
between the last day of employment and the
earliest lawful termination date, typically
expressed in months, but will be dependent
upon each individual’s circumstances. In the
above example, the post-employment notice

period is three months, as the employee’s
contractual notice period is three months.
Notice period for these purposes is the
higher of notice per the employee’s contract,
or statutory notice per the Employment
Rights Act.
P is defined as the length of the
employee’s pay period. In the above
example, as the employee is paid monthly,
the length of the pay period is 1. In
circumstances where the employee is
paid fortnightly or weekly, P would be
expressed in days.
T is defined as the total of contractual
payments made as part of the termination
package which are taxable as earnings
under s 62. In the above example, there are
no amounts taxable as earnings under s 62,
and therefore T is 0. If the PILON were a
contractual PILON, T would equal £16,500.
So, in our example:
zz RTA = £26,500;
zz minimum notice = three months (per
the contract);
zz basic pay (BP) = £5,000;
zz T = nil;
zz D = 3 (whole months are relevant here);
zz P = 1 (since D is stated in months); and
zz PENP = ((5,000 x 3)/1) – 0 = £15,000.
Overall tax outcome

The value of the RTA must then be
compared against the value of the PENP
formula. In this scenario, as PENP is
less than the RTA, the amount that will
be treated as earnings under s 62 will
be limited to PENP, i.e. £15,000, and
therefore will be subject to tax through
PAYE and class 1 NICs (i.e. employee’s
and employer’s NICs) in full. As a matter
of note, if the value of PENP was equal to
or greater than the value of the RTA, then
the amount that will be treated as earnings
will be the whole RTA.
We now need to determine the value
of any amount, if any, that can apply
for the £30,000 exemption available
under s 404. In this example, the value is
determined by subtracting the amount
treated as earnings against the RTA, i.e.
£26,500 – £15,000 = £11,500. As such,
£11,500 will qualify for the £30,000 tax
free exemption.
It’s worth noting that had the
termination taken place before 6 April
2018, the compensation payment and
non-contractual PILON would have been
covered in full by the £30,000 exemption.
Summary

These rules represent a fundamental change
in the way termination payments are taxed.
With immediate effect, employers will now
need to be much more methodical in how
they deal with termination payments, as
this simplified example illustrates. ■
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