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IR35 AND DIVIDEND STRATEGY 
 
 
As IR35 matures as a tax system, its become apparent that traditional strategies for managing 
dividends from a small company potentially affected by IR35 may need to be reviewed. 
 
IR35 works by compelling the company to distribute a minimum amount of income as salary, and for 
this salary to be taxed and subject to NI under the PAYE system – it’s therefore the responsibility of 
the company, as employer, to operate IR35. “Son of IR35” as it is being called, will apparently make 
the legislation a lot clearer, but it won’t be implemented until April 2013 at the earliest, and it is not yet 
known what effect, positive or negative, it will have on the already burgeoned contractor population. 
Until such time as son of IR35 becomes legislative, our advice is to continue with the current level of 
caution and diligence, and to assume that HMRC will continue their IR35 crusade for the next 2 and a 
bit years,   
 
Where there is an IR35 assessment made after an Employers Compliance Review which results in 
an IR35 fail, in the first instance HMRC will assess the company for the extra tax / NI due. 
 
What if the company hasn’t got the money?  Its commonly thought that HMRC can then turn to the 
contractor, as employee, to collect the debt, but this isn’t always the case.  In fact under current 
legislation HMRC can only turn to the contractor if the contractor has received monies without IR35 
being applied and knew that the company wilfully failed to deduct tax / NI.   
 
That is a very high hurdle for HMRC to cross, particularly where IR35 is acknowledged to be a 
complicated, nebulous and difficult to apply piece of legislation.  A typical Employers Compliance 
Review by HMRC will last well over a year, often three or four years, and will ultimately be decided on 
technicalities – against that background, to establish a wilful failure is very difficult. 
 
So what does this mean in practice?  Well there are two implications. 
 
First, make sure you act with due diligence with respect to IR35 and retain the evidence: 
 
- Review your contracts before signing, and challenge any terms you don’t like or which look IR35  
unfriendly 
- Have your contracts professionally reviewed 
- Raise points from the review with your agent / client 
- Obtain and retain a portfolio of IR35 friendly evidence about your working practices 
 
A contractor who does this is in a much stronger position all around with respect to IR35, but doubly 
stronger if there was a dispute about whether there had been a wilful failure to operate IR35. 
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IR35 AND DIVIDEND STRATEGY - continued 
 
 
The second implication relates to dividend policy in your company.   
 
This is best illustrated with an example - meet Freda.  Freda is an IT contactor, earning £100k pa.  
She believes she is outside of IR35.  She has a £8k salary each year and needs another £40k to live 
off.  (NB figures below are 2006/07 tax rates, current tax rates not materially different, and its just an 
illustration). 
 
Historically the advice would be to take a £40k dividend  each year and leave the rest in the company 
– this would actually leave £34k of retained profit in the company each year, Corporation Tax paid, 
but not Personal Tax paid.  Her annual tax bills (2006/07 rates) would be: 
 
 PAYE/NI £1,099 
 Corporation Tax £17,408 
 Personal Tax £3,175 
 
 Total each year £21,682 
 
Now, supposing HMRC undertook an Employers Compliance Review and Freda was, reluctantly, 
forced to concede.  Ignoring any penalties and interest, her annual tax bill at 2006/07 rates would be: 
 
 PAYE/NI £39,508 
 Corporation Tax £950 
  
 Total each year £40,458 
 
So Freda is worse off by just under £19k pa. 
 
Now, supposing instead of leaving retained profit in the company, Freda had taken the maximum 
possible dividend which would have been £74k.  Her annual tax bills (2006/07 rates) would be: 
 
 PAYE/NI £1,099 
 Corporation Tax £17,408 
 Personal Tax £11,675 
 
 Total each year £30,182 
 
So she is paying £8k more tax each year - £30k compared to £22k but unless HMRC can prove a 
wilful failure to operate IR35, her spare money is safe. 
 
Bear in mind that any HMRC Employers Compliance Review is going to go back several years and 
will take two, three or maybe four years to conclude.  Suppose HMRC went back four years, which is 
the maximum number of years current legislation will allow, on Freda.  What would the effect of the 
differing strategies be? 
 



 

  

 
Arnold House   2 New Road   Brading   Isle of Wight   PO36 0DT  Telephone 01983 400350   Facsimile 01983 404016  E-Mail: office@garbetts.com  www.garbetts.com 

 
Garbetts Limited    Chartered Certified Accountants and Registered Auditor     Registered in England Number 2988424  Director: Paul R Garbett FCCA  

Part of Garbetts Group Limited     Registered in England Number 2886513   Directors: Paul R Garbett FCCA, Robert Garbett, Sandra Garbett BA (Hons) Law    

 
IR35 AND DIVIDEND STRATEGY - continued 
 
Under the traditional strategy after four years Freda would have £136k in her company (£34k x four 
years).  The extra tax/NI due under IR35 would be four years by £40k - £22k = £72k.  There are more 
than enough funds in the company to pay this, so Freda loses £72k of the reserves in her company, 
and HMRC collect the full IR35 liability. 
 
However had Freda taken the maximum dividend possible then the £136k would be in her name, not 
the company name, and having paid £8k pa more personal tax, over four years she would have 
£104k extra in her own name – and unless HMRC could prove a wilful failure to operate IR35 those 
monies would be safe.  Following this example on, the best advice to Freda in these circumstances 
would be to immediately place her company into liquidation under the control of an Insolvency 
Practitioner.  The only funds in the company would be those saved up for this years Corporation Tax, 
PAYE, NI and VAT (assuming Freda is drawing monthly dividends) so HMRC get nothing extra from 
their IR35 assessment – in fact they lose out to the tune of the liquidators fees. 
 
A word of caution – you cannot safely swap between these strategies once an IR35 investigation has 
started, and certainly you cannot draw a large dividend to drain the company after an IR35 decision 
has been made against your company.  To be safe you would need to be operating the maximum 
dividend approach each year consistently. 
 
In conclusion, the traditional advice of minimising dividends and building up funds in the company 
minimises tax liabilities but does leave funds at risk from IR35 attacks.  An amended strategy, with a 
maximised dividend each year results in an increase in tax due each year, but gives protection 
against IR35 assessments provided there has not been a wilful failure to operate IR35. 
 
 
© Garbetts – updated 17 February 2011 – guidance for illustration only, please seek advice before taking any course of action if you are unsure. 
 
 
 
 
  
  
 
 
 
 


