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                                Case watch                        July 2012 

Income Tax - Termination of employment – payment in lieu of notice 

____________________________________________________________ 

 

G Hayward v Revenue & Customs Commissioners                      First-Tier Tribunal - Tax Chamber  [2012]  
UKFTT 431 (TC)  

 

A payment made on the termination of employment was a contractual payment in lieu of notice under a service 
agreement and subject to tax as earnings under s 62, the Income Tax (Earnings and Pensions) Act 2003  (ITEPA) 
rather than partially exempt as a redundancy payment under s 403(1) ITEPA despite a subsequent compromise 
agreement which described the reason for termination as redundancy. 

 

The Facts 

H was employed under a service agreement and its terms contained a clause which enabled his employer to 
terminate the agreement with a payment in lieu of notice. Following the termination of his employment, H and his 
employer entered into a compromise agreement which stated the reason for termination as redundancy. The 
employer had deducted income tax on the whole £37,500 and H obtained a partial repayment from HMRC.  
 
However, the HMRC sought to recover more tax from H. The key issue in this case was whether the whole payment 
should be taxed as earnings under section 62 of the Income Tax (Earnings and Pensions) Act 2003 or whether only 
£7,500 should be taxed on the basis that £30,000 of the payment was exempt as a redundancy payment under 
section 403(1) of the Act.  
 
H claimed that the payment was a redundancy payment.  

Held:  

If the employer had paid H a payment in lieu of notice in accordance with the service agreement, such a payment 
would have ranked as an emolument of his employment, or "earnings" within the general definition in section 62 of 
the Act. However, the employer made the payment under the compromise agreement, which described the 
payment as compensation for loss of employment, and, under that agreement, it was apparent that it was some 
form of compensation for H to surrender his employment law rights. The compromise agreement had to be seen 
against the background of H's rights under the service agreement, which included a contractual payment in lieu of 
notice. The compromise agreement made no reference to those rights but it could be implied that H had 
surrendered them in return for the payment. Whether the payment was to be regarded as earnings depended on 
whether it had been paid "in return for acting as or being an employee".  
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It was clear that the payment was partly consideration for his surrender of his accrued right to be paid at least six 
months' salary, either for working his notice, or by way of payment in lieu of notice under the service agreement. As 
that right was a right granted to him "in return for acting as or being an employee", the £37,500 payment fell into 
that category. Accordingly, the source of the payment was in the service agreement. Describing the payment as a 
redundancy payment in the compromise agreement did not change the end result. The employer had also acted at 
all times on the basis that it was a contractual payment in lieu of notice. The payment amounted to earnings and 
was taxable in full.  
 

 

 

 


