
TERMINATION PAYMENTS – Solving the ‘PILON’ problem

The issues surrounding the tax and NIC treatment of employment severance payments, and Pay in
Lieu of Notice in particular, can be complex and therefore represent significant risks to employers.
The PILON area is a particularly important aspect of employment taxation and should always be kept
high on the radar. Even if HMRC has previously reviewed and accepted an employer’s arrangements,
it is possible that variations to ‘standard’ employment contracts exist, practices change, or simply
HMRC takes the view that over time the process is becoming ‘automatic’ and therefore more likely to
be taxable. The brief summary below sets out the key issues and how these may be addressed.

Pay in Lieu of Notice (‘PILON’)

There is nothing new about the uncertainty surrounding the tax and NIC treatment of PILONs. For
more than 10 years HMRC has had case law support for its view that many such payments are
taxable, albeit that the accountancy profession has provided numerous arguments to the contrary.
There are three main reasons why the topic remains very high on the agenda of most tax
departments, not to mention with colleagues in HR, payroll and finance. Firstly, it’s quite complicated
so mistakes can easily be made! Secondly, case law (and with it, HMRC opinion) is continually
developing. The third reason is the most important – the numbers at stake are so large. Employment
severances are commonplace in many businesses, and much more so in recessionary climes. It does
not take a genius with a calculator to work out the level of risk if you make a mistake, or the additional
cost of meeting unnecessary tax and NIC. HMRC reviews are often now focussed just on this
particular aspect.

The Problem

The issues associated with PILONs tend to fall within two separate categories:
 If the employment contract (including any staff handbooks, union agreements etc) permits

the company to make PILON then it will be fully subject to tax and NIC, unless it can be
shown that the contract has been breached.

 Even where there is no contractual right or discretion, HMRC will often argue that PILONs
regularly made under informal policies are ‘automatic’, i.e. that they still arise from the
employment and are again fully subject to tax and NIC.

Unfortunately the employer has the primary responsibility to account for PAYE tax and NIC - so
HMRC is likely to ignore any disclaimer clauses entered by employers into compromise agreements,
whatever the employee has agreed to.

The Solution

For most employers, the safety first answer of simply payrolling all PILONs is not an option (nothing is
more likely to upset delicate severance negotiations than telling the outgoing employee he/she will be
suffering apparently unnecessary tax and NIC deductions). The addition of unnecessary employer’s
NIC in such cases would also be unwelcome. However at Employment Tax for Business (“ET4B”) we
do believe it is possible to make appropriate payments free of tax and NIC, whilst genuinely
minimising the risks rather than simply ‘hoping for the best’. We would suggest action as follows:

a. considering the contractual position in relation to PILON;
b. establishing if there has been breach of contract, if so why;
c. taking specific PILON decisions (rather than simply following an ‘automatic’ process) -

what HMRC calls a ‘critical assessment’;
d. to decide on the correct tax and NIC treatment, and;



e. most importantly, to record the employer’s actions in order to provide internal guidance,
effective illustration to the employee, and to provide back up evidence should this be
requested by HMRC.

To address these issues, ET4B has developed a spreadsheet solution which can now be used to
assist on all fronts.

Please note that ET4B does not sell any software ‘off the shelf’. There is no point in having a solution
that is superior in theory but doesn’t actually get used. Therefore the intention is to work with
employers to adapt the solution so that it fits properly with their own internal requirements (e.g.
tailoring to fit the employer’s own redundancy etc calculations and process). In all cases however the
aim would be to achieve the following objectives:

 To reduce user input to a minimum thereby avoiding errors and contradicting information.
Typically any cells requiring user input are shaded in a different colour. All the other cells
(including the tax/NIC advice) are self-populating and would be ‘protected’.

 Most of the questions on the spreadsheet can be answered from drop-down menus – thereby
limiting the opportunity for mistakes and making the spreadsheet reasonably self-intuitive. We
have also developed several error messages etc (e.g. if the user wanted to enter data that
was clearly wrong or if two of the answers selected did not match).

 The idea is that there would be two worksheets on the spreadsheet; one for the employer’s
files, with a second worksheet, a copy of which can be sent to the employee if required, i.e. to
provide a without prejudice illustration of the termination package offered. All data on this
second sheet would be automatically populated from the information entered on the first
worksheet. The intention would be to ensure that only relevant details are sent to the member
of staff, without duplication of effort.

NB: Please note that the attached sample printout only shows details relevant to the
individual in this particular case, and as the ‘second worksheet’ represents the employee’s
copy. The main spreadsheet tool includes all questions and answers likely to be relevant in
other situations, and provides a separate and more comprehensive printout for retention by
the employer.

If you wish ET4B to provide a demonstration of how the solution might be adapted for your
organisation, absolutely without obligation, please contact either of the following:

Dave Cooper:    07833 218569 davecooper@et4b.co.uk

Brian Ackerley:  07712 527355 brianackerley@et4b.co.uk

About us
Employment Tax for Business (ET4B) is an independent tax consultancy. Based in the North West of
England, we provide services to clients throughout the UK. Our business partners have previously led
the employment tax departments of major international accountancy practices. Our role is to provide
clients with the very highest level of technical expertise, commercial awareness, and personalised
service, tailored to individual client needs. Further information on ET4B and its services can be found
on our website at: www.et4b.co.uk

Disclaimer
Whilst every effort has been made to ensure this document is correct, due to the various sources from which the information
may be obtained, we cannot offer absolute guarantee of its accuracy and completeness. Although this information is freely
provided in good faith, no specific action should be taken until you have sought advice and obtained full guidance, either from
our own highly experienced specialists or your existing advisers.


