Payments to an employee under a settlement agreement 

This advice note gives practical guidance on making payments to an employee under a settlement agreement. This can be a complicated area and you will need advice from your lawyer and HM Revenue and Customs (HMRC). 
Tax-free limit
HMRC will usually allow genuinely ex gratia payments up to £30,000 to be made tax-free.  Whether the payment is taxable or not depends on the type of payment being made:
· The following payments are usually tax free (up to the £30,000 limit):

· Non contractual payments made as a result of the termination such as damages for wrongful dismissal, compensation for unfair dismissal, discrimination, payment of statutory and non-statutory redundancy payments, payments non contractual benefits in kind and payments on account of a disability/death/injury.

· The following payments are normally taxable: 

· payments made to employees on or approaching retirement;

· contractual payments, such as wages/salary, notice, accrued holiday pay or bonus payments.
· Consideration for entering into restrictive covenants.
Each element of the payment made under a settlement agreement must be dealt with separately to determine the appropriate tax treatment.
Where a tax-free payment is being made to an employee under a settlement agreement, it is usual for the agreement to contain a clause indemnifying the employer from any claim for tax subsequently made by HMRC.

Contractual pay and benefits up to the date of termination

All contractual payments and benefits for the period up to the employee’s termination date will be taxable in the usual way. 

Accrued holiday pay

If the employee has accrued more holidays during the holiday year than they have taken, they will be entitled to a payment in lieu. Payments in lieu of accrued holidays are taxable. 

Payments in lieu of notice (PILON) 

A settlement agreement is a way of achieving a clean break in the employment relationship. It is therefore unlikely that you will want the employee to work out their notice period. For this reason, settlement agreements frequently contain an amount for a PILON.

How a PILON is calculated, and whether or not it is taxable, will depend on the provisions of the employee’s contract of employment. Making a PILON, where the employee’s contract does not contain a PILON clause, also has implications for the enforceability of any restrictive covenants in the employee’s contract.

PILON: what to include

Where the employee’s contract contains a PILON clause, it will often specify the amount to be paid. This may be limited to basic pay only or include compensation for everything to which the employee would have been entitled during their notice period, for example the use of a company car and benefits such as medical insurance.  
Where there is no PILON clause or the clause does not specify the amount to be paid, the employee should be compensated for all pay and benefits they would have received during their notice period. Sometimes it can be difficult to calculate the value of benefits for this purpose. For this reason, some employers decide to allow the employee to continue to use the benefit during what would have been their notice period and this is written into the settlement agreement. However, before making such an agreement, it is wise to check with the relevant insurers (for example in relation to car and medical insurance) to make sure that the employee can remain on cover after their employment has ended. 

PILON: tax treatment

· Where the employee’s contract of employment contains a PILON clause, the payment will be taxable. 

· Where there is no PILON clause in the employee’s contract of employment, it may be possible to make this payment tax-free, up to the £30,000 tax free limit. This is because it may be regarded by HMRC as damages for breach of contract rather than earnings. Strictly speaking, the employee is only entitled to the amount of money they would have received had the contract not been breached. This would be the net amount, having made the appropriate deductions of tax and national insurance. You can choose whether to pay the full, gross amount to the employee, or pay the net amount and retain the tax and national insurance deductions, which do not have to be paid to HMRC. However, in a settlement agreement, if it is possible to pay the full gross amount tax-free, most employers do so.
· An employer’s ability to make a tax-free payment of damages will, however, also depend on custom and practice within the company. If it is normal practice to pay in lieu of notice, a PILON term may be implied in the contract of employment and the payment will be taxable, even though there is no express clause in the contract. 

· Some contracts of employment allow for a PILON to be made at the employer’s discretion. The contract may be worded so that you have the right to decide whether to make such a payment, but are under no obligation to do so. In such a case, if you exercise discretion and make a PILON, the payment will be taxable. If you decide not to exercise the right to make a PILON and terminate the employee’s contract without notice, this could constitute a breach of contract if notice would be payable. This could result in a claim for wrongful dismissal and will render any restrictive covenants unenforceable.  Payments made to the employee may be classed as damages and made tax-free up to the £30,000 limit. However, where an employer breaches the employee’s contract and pays damages in order to avoid paying the tax due as a result of a PILON clause, the decision will be closely scrutinised by HMRC. The HMRC is likely to consider such a payment taxable unless you can clearly demonstrate that a breach of contract has occurred (for example, that the payment has been reduced to reflect the employee’s earnings with a new employer and is therefore less than that provided for under the contract). It will be very important for you to retain documentary evidence of the breach of contract.  
· Whenever you are contemplating making any tax-free payment to a leaver, it is always best to clear it in advance with HMRC.

PILON: restrictive covenants 
· Restrictive covenants are designed to protect the employer’s business from unfair competition, both during an employee’s employment and after its termination. The most common covenants included in an employee’s contract of employment cover:

· the use of confidential information; 

· preventing an employee from working for a competitor; or

· preventing an employee from soliciting customers, suppliers and/or employees. 

· Where the employee’s contract of employment contains a PILON clause, paying the employee in lieu of their notice will not be a breach of contract and any restrictive covenants contained in their contract will remain enforceable (although the payment will be contractual and therefore taxable). However, you need to think carefully about making a PILON when there is no PILON clause that allows you to do so. If, by paying in lieu of notice, you have technically breached the employee’s contract of employment, you will be unable to enforce any restrictive covenant contained within it. You can deal with this by including (restating) the restrictive covenant in the settlement agreement.
· Where the employee’s contract of employment does not contain any restrictive covenants or, even where you have not breached the employee’s contract by paying in lieu and the employee’s restrictive covenants remain valid, you may feel that in the circumstances (the breakdown of the employment relationship) you want to include new restrictions in the settlement agreement. You may, for example want to restrict the employee from disclosing details of the settlement agreement or from making disparaging remarks about the company.

· If you do restate any existing restrictive covenants or include any new restrictions in the settlement agreement, you should allocate a separate amount of money (which will be taxable) as consideration for the restrictive covenant. This will prevent the whole of the payment made under the settlement agreement attracting tax.

Redundancy payments

If the employee is redundant, they may be entitled to a statutory redundancy payment and this is usually included in the payments that make up the settlement agreement. Both statutory and non-statutory redundancy payments (even where these are provided for under the employee’s contract of employment) may be made tax-free but they are counted against the £30,000 tax-free limit. 

Payments for loss of office

Genuine non-contractual payments made as compensation for loss of office can be made tax free but count towards the £30,000 tax-free limit. 

Legal costs

For the settlement agreement to be valid, the employee must obtain independent legal advice. It is normal for the employer to pay for this, sometimes up to a specified limit, and for the settlement agreement to contain a clause to this effect. The payment is usually made direct to the employee’s solicitor. This payment is not taxable and does not count against the £30,000 tax-free limit. 

Repayment clauses

· It is also common for settlement agreements to contain a repayment clause, typically requiring the employee to pay back the amount paid to them, if they breach any of the provisions of the agreement (for example, a requirement not to make derogatory statements about the employer). 

· The Court of Appeal has ruled that such repayment clauses will normally amount to a penalty and will therefore be unlawful and unenforceable. Employers are only able to claim damages from employees who breach the provisions of a settlement agreement if they can show that they have suffered a quantifiable financial loss as a result of the breach.

NB Future plans
The introduction of the Finance Bill 2017 will bring with it changes to the taxation of termination payments.  The government's aims are to:
· Treat all PILON payments as earnings (subject to tax and class 1 NICs). 

· Subject all termination payments above the £30,000 threshold to class 1A NICs (employer liability only). 

· Ensure that payments for injury to feelings fall outside the exemption for injury payments, except where the injury amounts to a psychiatric injury or other recognised medical condition.

· Permit HM Treasury to vary the £30,000 threshold by regulations. 
These changes will apply from 6 April 2018.  However it is likely even further changes will apply following the recent Election.  Details will follow in due course.
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