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1. Foreword

The UK Labour Market

In the UK's labour market, umbrella companies have received a lot of bad press. Thisis
partly due to a small number of entities committing large labour supply fraud, some
operating tax avoidance schemes and others being accused of worker exploitation. All
these issues, however, have been collectively attributed to the whole industry. Mention
the work ‘umbrella company’ and there are immediate negative connotations. The
reality, in my opinion, is very different.

Rather than the whole industry being fraudulent, corrupt or simply ‘at it’, it actually only
represents a small percentage of non-compliant companies or payroll bandits and
those who commit fraud are an even smaller percentage. Itis still bad but, this new
policy measure could potentially have serious implications for the genuine, compliant
companies who represent about 70% of the workforce. These are normal compliant,
well-functioning companies that have a valid place in the labour supply chain as an
Umbrella Employer for the contingent workforce.

The problem is not the compliant Umbrella Employer but, the failure of the Government
to understand the internal workings of the labour supply chain as a whole and identify
the problems within it. Existing legislation including IR35 and the off-payroll working
reforms? have driven the use of umbrella companies but during this time the previous
government failed to regulate the sector.

The fraudsters, the payroll bandits, and the Mini Umbrella Companies (MUCs) are all
taking advantage of an inefficient system, gross payments and the difficulty in legally
identifying the fraud. Whereas worker exploitation, salary skimming, holiday pay
infringements affect the worker and are due to a lack of regulation.

The compliant industry of Umbrella Employers has matured into intermediaries who
have become integral in the labour supply chain. These entities which employ
contingent workers, provide an essential service of continuity for a workforce who have
multiple assignments with multiple clients and multiple agencies. They provide access
to employee benefits, employment rights, pensions, credit ratings, mortgages, rewards
and other facilities that the contingent worker benefits from. They are employers, some
large, who contribute billions in tax.

The problem in the labour supply chain, however, is three-fold. The first is how to stop
the fraud; the second is how to regulate the industry; the third, however, is based on the

! Economic Affairs’ Finance Bill Sub-Committee wrote to the Government to advise that the Off-payroll

working rules have resulted in an increased use of umbrella companies:
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lack of understanding of the labour supply chain as a whole. Itisimportantto
understand the entities with in it, the interactions between those entities and how the
distinct lack of regulation and policing by the Government has encouraged bad habits.

The current proposed policy of ‘deemed employment’ is only focused on tackling non-
compliance for the benefit of the Treasury. Although, the Government has now
announced that they will regulate the industry but the two need to be in tandem. If the
current policy, is enacted, it could destroy the compliant industry and put the worker in
a worse position. lItis likely that the worker who is currently employed by an Umbrella
Employer may become an agency worker2 on a contract for services3.

There is no simple fix that will prevent the fraud and introduce a fully compliant industry
overnight. The solution is several steps that need to be taken to address a
multifactorial problem. Changing the deemed employer is unlikely to fix the problem, in
my opinion, although itis a ‘quick win’. It could, however, defeat an industry that
contributes billions in tax and supports the contingent workforce.

Unfortunately, the large-scale fraud has been linked back almost in its entirety to the
public sector. Although itis understood that there are issues with the supply of labour
into the public sector, particularly healthcare, using an unaccredited umbrella
company should not be an option.

Solutions

The Government needs to review the labour supply chain holistically. It needs to gain a
full understanding of the issues and act appropriately to preserve the compliant
umbrella company industry and acknowledge its legitimate place in the labour supply
chain. There also needs to be a better understanding of fraud and tax avoidance and
the drivers and motivations in the supply chain.

There should be a consultation on Option 3 to allow the industry and, in particular, the
software providers to assist in the solution. In addition to the consultation, there
should be an impact assessment carried out to assess the impact this measure will
have on the compliant industry, balanced against the impact it will have on the non-
compliant fraudsters.

A cross-government working group is recommended to assess how each department's
initiative impacts on the other. For example, HMRC and the deemed employment policy
and the DBT and the regulation of the umbrella company, including how it will be
policed by the Fair Work Agency.

2 Estimated number of agency workers handed to umbrella companies to be paid - 50% [LITRG - Labour
Market Intermediaries 2021]
3 Chapter 4 - Labour Supply Chain
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2. Executive Summary

2.1 The key focus of this reportis on the new Policy Paper ‘Tackling non-compliance
in the umbrella company market’* specifically relating to a change in policy that was
announced by the Labour Government. The announcement made in the Autumn
Statement on 30 October 2024 stated that the Government would be bringing forward
legislation to move the responsibility to account for PAYE from the umbrella company
that employs the worker to the recruitment agency that supplies the worker to the end
client. Where there is no agency in a labour supply chain, this responsibility will sit with
the end client. This will take effect from April 2026.

2.2 The decision was based on the consultation ‘Tackling non-compliance in the
umbrella company industry’s published on 6 June 2023. In that consultation there were
three options 1) mandating due diligence 2) transfer of debt; or 3) deemed employment.
The previous Conservative Government announced that it would be proceeding on the
basis of Option 1 —due diligence. The Labour Government has opted for Option 3 -
Deemed Employment.

2.3 Itis undoubtedly true that there is fraud in the labour supply chain that needs to
be stopped. According to HMRC, there are approximately 700,000 umbrella company
workers in 20245, Out of the 700,000, at least 275,000 of these umbrella company
workers were engaged in umbrella companies that failed to comply with their tax
obligations.

2.4 HMRC also reported that £500 million was lost to disguised remuneration tax
avoidance schemes in 2022 to 2023. Hundreds of millions more were lost to so-called
mini umbrella company fraud or MUCs. The measure is expected to protect around
£2.8 billion from being lost to umbrella company non-compliance across the score
card period 2029 to 2030.

2.5 The FCSA’, however, reports that the compliant umbrella industry of FCSA
members alone contributes approximately £12.5 billion® in employment tax to the
Treasury per annum. The projected employment tax remittances over the lifetime of the
current Parliament is £64 billion.

4 Appendix 16 - Policy Paper [30 October 2024]

5 Appendix 15 - Consultation [6 June 2023]

6 Appendix 14 - Overview of the market

7 Freelancer and Contractor Services Association (FCSA) is a non-profit making association that raises
standards and promotes compliance by conducting rigorous audits. It also lobbies Government on
behalf of its members.

8 FCSA Regulating the UK’s umbrella market [March 2025] - https://fcsa.org.uk/documents/the-umbrella-
regulation-report/
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Compliant sector

2.6 FCSA membership represents approximately 28% of the market and
Professional Passport® represents a further 8%. The non-accredited companies
represent a further 34% of the market and the non-compliant sector represents about
30%, see Fig 1 below.

Fig. 1 — Umbrella company sector®

700,000 Temporary Workers
employed through Umbrellas

m Professional Passport
= FCSA
m Other non-accredited companies

= Non-compliant area

2.7 It is worth noting that the non-accredited sector might not be accredited but
there is nothing to say that they are not compliant, and they use other methods to
ensure compliance such as payroll auditing and due diligence. The non-compliant
sector represents only 30% of the workforce but, that non-compliance is not defined.
So, the proportion of actual proven fraud within these companies is an even smaller
percentage. 70% being compliant for tax.

2.8 If this policy goes ahead the immediate repercussions are likely to be:

e Software changes will need to be made but these need to be coded based on
the policy which is yet to be published.

e Recruitment businesses will need to upskill and adopt the correct systems

e There will be cashflow implications

o 30-90 day credit terms will need to be called in between the recruiter
and the umbrella company involving millions of pounds.

e Contractual documentation will need to change.

e This could result in a massive fire & rehire exercise for the contingent
workforce, and they will need to be made redundant if they have over two
years of continuous service.

° Professional Passport is a private compliance and risk management solution for umbrella companies.
10 My Digital Response to Policy Document v2.1 [2025]
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The policy issues

2.9 The umbrella company policy anticipates that the recruitment agency or,
technically, the ‘employment business’* will become the ‘deemed employer’ for tax
purposes. Thisisin an attempt to curb the fraud by making the employment business
liable for the correct payment of tax.

2.10 The assumption being that making the employment business legally liable for
any shortfall in tax will ensure two things 1) that the employment business carries out
better due diligence to ensure that they are only working with compliant umbrella
companies and 2) that they are liable for the tax in any case. There will be no transfer of
debt because the liability will always be with the employment business.

2.11 Inthe Policy Paper, it states that: “The Government also recognises the positive
role that compliant and well-managed umbrella companies and payment
intermediaries can play in the functioning of the temporary labour market. This
measure will not prevent businesses from continuing to use umbrella companies or
other payment intermediaries to operate payroll on their behalf as they do now.”

2.12 Onthat basis, one would expect ‘business as usual’ but, when you drill down
into the operational detail, it is hard to see how this will be business as usual. The
worst-case scenario is that this policy prevents the umbrella company from operating
in the labour supply chain.

2.13 ltis likely that this measure will disproportionately affect the smaller businesses
both in the recruitment sector and the umbrella sector. Despite it constantly being
reported that this ‘might not be a bad thing’ this is a very glib response to a fully
compliant business that may have to close as a result of this government policy
change.

2.14 The lack of consultation on Option 3 has left an industry in turmoil not knowing
what the draft policy will contain until it is published in draft in the Spring 2025. There is
a distinct lack of formality other than a very short implementation date. The businesses
in both the recruitment sector and the umbrella sector are unable to plan their future
without knowing what the policy will contain. This is not a desirable position to be in for
a compliant business.

2.15 Some businesses may be able to find another way to operate post-April 2026,
but this would have to be as a payroll bureau in addition to having to provide

11 The definition of an employment business is in para. 12.4 below.

Page |12




employmentrights?, Although it may seem like the umbrella company is fulfilling the
same function, a change in who operates the PAYE Scheme and is the Employer of
Record® will entirely change how the umbrella company operates.

2.16 Ifthe employment business takes on the liability under the PAYE Scheme and is
the Employer of Record, it is likely that they will want to renegotiate the margins.
Margins are already small in the umbrella sector, so a decrease in margin whilst having
to make business changes may have a catastrophic effect on the umbrella company’s
business.

2.17 Itis essential, therefore, that the Government works with the industry to
fully understand how to implement a policy where the employment business holds
the legal liability for any shortfall in the tax BUT the Umbrella Employer can still
operate under its own PAYE Scheme as the Employer of Record.

Joint employment

2.18 If the Government makes the employment business the deemed employer for
tax purposes and the employment business continues to outsource to the umbrella
company, there will effectively be a ‘joint employment’. The employment business will
be an employer for tax purposes only and the umbrella will be the employer for
employmentrights. This will then impact on the worker because they will then have
two employers.

2.19 Although this policy is focused on tax, the Government has just published its
commitment to regulation in its response to the 2023 Consultation. Informed by the
responses to this consultation, the government is therefore legislating to define
umbrella companies, to allow for their regulation and to bring them within scope of the
Employment Agency Standards Inspectorate’s (and subsequently, the Fair Work
Agency’s) remit, through an amendment to the Employment Rights Bill.

2.20 Without knowing the policy detail, which HMRC are currently working on with the
Office of the Parliamentary Counsel, it is hard to understand exactly how this policy will
work in practice.

12The technical and operational problems with this can be seen in Chapter 10
13The umbrella effectively operates as an Employer of Record in this context, but it is accepted that it is

traditionally used in an international hiring context. See paras. 5.23 and 10.4 for more details.
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The Worker

2.21 The worker in an umbrella company is a full employee of the company even
though they do not provide any services to the umbrella company.** One of the
proposals is to bring the umbrella company worker in line with the agency worker. This
would be done by amending Chapter 7, Part 2 Income Tax (Earnings and Pensions) Act
2003, s.44 ITEPA.*

2.22  Currently, however, the worker in an umbrella company is a full employee with
all the benefits and rewards of an employee®®. Itis likely that if the worker transferred to
the employment business as an agency worker it would be under a contract for
services. This would disadvantage the worker in the compliant Umbrella Employer.
Some of the compliant Umbrella Employers are reporting that these employees will
have over two years of continuous services leading to potential redundancy issues.

2.23 One of the problems with the lack of regulation for the worker highlights the
necessity to look closer at the interaction between the employment business and the
umbrella company. Despite the Key Information Document (KID)?” being mandatory
from April 2022, it doesn’t go far enough. The use of itis not policed and it needs to be
more transparent with a better understanding of the supply chain as a whole. Where
there is an umbrella company in the chain, the employment business is still
responsible for the KID. This is even though the umbrella company probably has more
pertinent information on the payment to the worker and to ensure more accurate
information is provided, rather than “sample KIDs” being issued.

2.24 There is the obvious problem of having a joint employer. It can be seen from the
umbrella worker case law?é, that the worker finds it difficult to establish who is the
employer for employment rights purposes. The cases have addressed the constant
issue of the ‘assignment rate’ or ‘on an umbrella company basis’ claiming for an
unlawful deduction of wages usually to recover holiday pay.

2.25 Therecent case of Tripod*’, however, shows how the communications to the
worker from both the Employment Business and the Umbrella Employer needed clarity.
In this context, it was with the understanding of what the words ‘employment taxes’
meant. The relevance is that the worker needs a clearer understanding of the

¥ There is currently an employment status issue as to whether a worker in an umbrella company is an
employee — see Appendix 22 PPS Umbrella

15 Appendix 20 - S.44 ITEPA

16 Para. 5.18 - Employment rights and benefits

17 Key Information Document - Para.12.7

18 Appendix 21 - Umbrella worker case law

19 Appendix 21 - Appiah v. 1. Tripod Partners Limited 2. Home Office Judgment [2024] ET 2302929
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deductions that are being made from the assignment rate ‘on an umbrella company
basis’ and ultimately from their wages.

Public Sector

2.26 Unfortunately, a high percentage of fraud or tax loss can be attributed to the
labour supply chain emanating from the public sector. The public sector, especially in
health care, has a high volume of workers which equates to hundreds of millions of
pounds of fees working its way through the labour supply chain.

2.27 This eventually ends up with the umbrella group of companies and the tax loss is
attributed firstly to the umbrella company being paid gross and then to the worker being
paid gross. The public sector client, however, has paid the fee including the
employment taxes (including employer’s NICs) which the umbrella then keeps on the
basis that the worker is not an employee.

2.28 Inboth the cases of PPS Umbrella?° and Ducas?, the end client in the supply
chain was the NHS Trust. Both these cases involved the supply of healthcare workers
and locums into the NHS. In PPS Umbrella, HMRC sought to recover £7.2 million and in
Ducas, HMRC sought to recover in the region of £171 million. This is just for the
recovery of Employers' NICs so the actual unpaid tax is likely to be higher.

2.29 Again, in both cases, the recruitment company had carried out due diligence
but, the documents provided were fraudulent. Both PPS Umbrella and Ducas were part
of a group of companies that included an umbrella company but also subsidiaries that
utilised the payment of the worker either as self-employed or through a Personal
Service Company?.

2.30 Neither PPS Umbrella nor Ducas is an accredited umbrella company, but this is
not something that the public sector is required to check. The deemed employment
policy does not impact on the end client, unless there is no agency in the chain.

Off-payroll Working

2.31 The labour supply chain has grown in complexity, but its purpose is the supply of
labour other than as a permanent employee. Part of the complexity is the law
surrounding workers who are paid off-payroll. Depending on how the individual is
supplied will depend on what law the business has to comply with.

20 Appendix 22 - HMRC v. PPS Umbrella cases
21 Appendix 21 - HMRC v. Ducas
22 Defined in Appendix 25 - Terminology
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This includes:

2.32

Self-employed sole traders
Self-employed sole traders through an agency
o s.44ITEPA 2003 - supervision, direction and control test
Personal Service Companies
o Chapter 10 ITEPA — Off-payroll Working (OPW) reforms to IR35
o Chapter 8 ITEPA - Intermediaries legislation (IR35)
Agency workers
Umbrella workers
Umbrella employees

The Umbrella Employer has been more widely used partly as a result of the

introduction of the Off-payroll Working rules in the public sector in 2017 and the private
sectorin 20212

3 The private sector reforms apply to medium and large-sized companies and the voluntary sector. IR35
now only applies to contractors working with a small company.
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3. Recommendations

3.1 The recommendation is that the Government looks at a multifaceted approach
to compliance. There are many different steps that involve different parts of the labour
supply chain. Thisis not a problem that is going to be solved in one simple step.

3.2 Although, itis acknowledged that the fraud issue needs to be addressed sooner
rather than later.

Option 3-Deemed Employment

3.3 Itis assumed that the policy will require a change of ownership of the PAYE
Scheme?* and Employers Reference Number (ERN). Specifically, it is anticipated that
the ERN will move to the employment business under the new policy.

3.4  Without further details at this stage, it is not clear how the Umbrella Employer
can continue to function as usual without having ownership of the ERN. However, itis
understood that without the employment business having ownership of the ERN, the
liability cannot pass. Indeed, if the ERN remains with the Umbrella Employer, that
would be Option 2 — Transfer of Debt? because the debt would still have to be
transferred from the non-compliant umbrella company to the employment business.

3.5 If the Government considers leaving the ERN with the Umbrella Employer, there
are a number of other options that could be pursued below, most notably Gross
Payment Status?.

Joint and Several Liability

3.6 Extending the application of Joint and Several Liability (JSL), whereby end-users or
employment businesses become jointly and severally liable for unpaid tax and NICs
debts. There are existing examples of the use of JSLs in VAT Fraud, MSC legislation, Off-
payroll Working legislation and ‘host employer’ legislation. This is explored more fully
in Chapter 11 below, but the Statutory Debt Transfer (Contingent Liability) Model is
recommended.

3.7 IfJSL was used, the compliant Umbrella Employer could potentially continue
using their own PAYE Scheme and Employers Reference Number and HMRC could also
achieve the aims of the policy to attribute liability to the employment business.

2 See para. 5.27 for further information on the function of the PAYE Scheme and ERN.
2 Transfer of Debt - Para 6.18
26 Gross Payment Status - Para 3.26
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Labour supply chain review

3.8 The labour supply chain has grown organically over the years as a result of the
growth in the contingent workforce. Compliance, however, has been piecemeal. There
have been many reviews of different areas of the labour supply chain? including;:

. Review of the taxation of small companies [2013] — Office of Tax Simplification?
° Employment Status Review [2015] — Office of Tax Simplification?

° Good work: the Taylor review of modern working practices [2017]%*

° The Good Work Plan [2018]3*

° Tackling non-compliance in the umbrella company market — Consultation [2023]
° Tackling non-compliance in the umbrella company market — Response [2025]

3.9 Full review - There has never been a review of the supply chain as a whole and
how it functions. The lack of compliance in the umbrella company market is partly as a
result of the lack of coherent compliance and regulation in the chain as a whole. The
labour supply chain needs to be reviewed holistically in order to understand how it can
function efficiently. Each entity in the chain plays its part as does the interaction
between the entities.

Labour Supply Chain Fraud

3.10 The Government should bring in measures specifically to combat labour supply
chain fraud. This would include fraudulent documentation, RTl fraud, changing
employment status in the supply chain. Failure to Prevent Fraud legislation that is
coming into force in September 2025.

Labour supply chain special adviser

3.11 Employment status and other legislation - The labour supply chain is
responsible for a great deal of time and money spent on compliance by businesses; on
investigation and recovery work by HMRC; and indeed policing by the Employment
Agencies Standards Inspectorate (EASi) under the Department of Business (DBT). The
complexity of the labour supply chain and the sheer quantity of legislation that affects it
need a dedicated Government adviser. There is a great deal to understand about the
complexities in terms of employment status, IR35, off-payroll working, the conduct
regulations and other legislation for the recruitment sector, umbrella company policy,
single worker status, the gig economy, etc.

27 Appendix 24 - Summary of major reviews (2006 — 2025)

28 Review of IR35

29 Employment Status Review [2015] — Office of Tax Simplification
30 Good work: the Taylor review of modern working practices [2017]
31 The Good Work Plan [2018]
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3.12 Fair Work Agency - Different departments are dealing with different aspects but,
the initiatives are not aligned. The umbrella company market needs regulation, and this
comes under the Department of Business and Trade but the policy for the change of
deemed employer doesn’t seem to be on the same timetable. Nor is the creation and
implementation of the Fair Work Agency which will presumably eventually govern
umbrella companies and the interaction with recruitment businesses.

3.13 Cross-Government Working Group - There are many issues in the labour
supply chain that need a dedicated position to coordinate cross-government or at least
a cross-government working group32.

Consultation

3.14 Consultation - There has been no consultation on Option 3 Deemed
Employment. Although tabled as a tax change, it appears to be an administrative
change. Itis likely to disproportionately impact on small businesses in both the
umbrella sector and the recruitment sector. The Government should consult on Option
3 and work with the industry on how it will work in practice.

3.15 Impact Assessment® - Under the Better Regulation Framework (BRF) there
would be a duty to consult and carry out an Impact Assessment. The Government must
carry out an Impact Assessment and its promise in the Government Response to
consult3,

3.16 Delay - The Government should also consider delaying the implementation of
the policy in April 2026. In a meeting of the Umbrella Policy FCSA Industry Working
Group on 6 March 2025, it was unanimously agreed that a delay was necessary.

3.17 Itwasreported that the employment businesses are unlikely to be ready for
implementation of the policy partly because of the very short time there is between
publishing of the legislation and the implementation, possibly only 5 months. Itis also
partly because of the other areas of change including the Employment Rights Bill that
the employment businesses will have to focus on.

32 A Cross-Government Working Group on Employment Status was set up in 2016 on the
recommendation of the Office of Tax Simplification. https://www.gov.uk/government/groups/cross-
government-working-group-on-employment-status

33 Better Regulation Framework para. 6.8

34 Para.6.7
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Mandated due diligence

3.18 Although the Government has discounted mandating due diligence as an option,
itis essential that due diligence is part of the labour supply chain compliance process.
Due diligence may include3>:

° Full audits

° Review of payslips in real-time

° Review of contracts, processes and policies

° Checking company information

o Credit checks

° Cross-referencing data and HMRC records (Agency Worker Requirements v. RTI)
° Using a due diligence questionnaire

° Using the Key Information Document (KID) see below.

. Accreditation confirmation

Mandatory transparency reporting

3.19 Introduction of mandatory transparency reporting, requiring companies to
clearly identify each party involved in labour supply chains. This could also include
reporting of financial incentives between the entities in the chain.

Industry body accreditation and regulation

3.20 There are various industry bodies which already do provide accreditation
including:

° FCSA - is a non-profit making association that raises standards and promotes
compliance by conducting rigorous audits. They have just launched a payslip
auditing software called VeriPAYE. FCSA also lobbies the Government on behalf
of its members and is a member of the Trade Association Forum.

° Professional Passport - is a private compliance company and is an APSCo
Trusted Partner.

3.21 Formal accredited body - The Government should formalise an industry body to
work with the industry and Government to provide accreditation, guidance and
sanctions to improve compliance.

3.22 Accredited companies only - Businesses and the public sector should be
required to contract with only those umbrella companies that have full accreditation.

35 See a full list of suggested due diligence examples in para. 6.17
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3.23 Regulation — Any representative organisation that is set up in order to provide
private sector policing of an industry should be regulated. The accreditation and audit
function should comply with a code of conduct.

Government-backed verification

3.24 Part of the problem with non-compliance is allowing umbrella companies
access to gross funds3®. There have been several reported cases of fraud or payroll
piracy. This is where the umbrella company has taken advantage of the group
structure®” and paying the workers off-payroll, thereby claiming that they do not owe the
Employers NICs that HMRC is pursuing them for. In addition to other measures, some
form of Government-backed scheme or licensing to verify that the umbrella company is
fit to handle gross funds could be devised.

3.25 Gross Payment Status3® - The Government already has a verification system for
companies that handle gross funds under the Construction Industry Scheme (CIS) -
Gross Payment Status. Although this system will need to be adapted, many of the
umbrella company groups already have a subsidiary that provides services under CIS
and already have Gross Payment Status.

Operator’s licence

3.26 The Government under the new Fair Work Agency (FWA) could have a list of
registered companies or provide an operator’s licence.

Indemnities and Insurance backed due diligence

3.27 ltis likely that an employment business will want an indemnity from an umbrella
company in future. There are already insurance products for using an umbrella
company.

Key Information Document

3.28 The Key Information Document (KID)* is already a part of the labour supply
chain compliance. From 6 April 2020, Regulation 13A of the Conduct of Employment
Agencies and Employment Businesses Regulations 2003 (the “Conduct Regs”) required
that agency workers were to be issued with a key information document before they
agree on terms with employment agencies or businesses.

36 Chapter 8 — Gross Pay
37 Para. 5.7

3 Para 10.10

% Para12.7
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3.29 Where there is an umbrella company or intermediary involved, it is still the
responsibility of the employment business to provide the KID. The employment
business must gather the information required from the intermediary/umbrella and
where the intermediary or umbrella company changes, a revised KID must be issued.

3.30 The KID could be used more effectively as a compliance document between the
parties.

Public sector

3.31 The public sector should have a duty not to have an unaccredited umbrella
company in their supply chain and be required to carry out due diligence checks to
ascertain the compliant supply of the worker.

Inside IR35 contractor

3.32 Theinside IR35% contractor should be an employed position and only be
engaged by an Umbrella Employer. This would give the worker employment rights
which they currently don’t have despite paying full employment taxes.

4 Pgra5.19
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4. The Labour Supply Chain

Network of entities

4.1 The labour supply chain has grown exponentially over the years. More entities
have entered the supply chain and with that brings more complexity but also less
transparency.

4.2 The labour supply chain in the UK refers to the network of entities involved in
recruiting, placing, managing and paying workers for businesses. It typically includes
end clients, managed service providers (MSPs), recruitment agencies, umbrella
companies, professional employer organisations (PEOs), and self-employed workers or
Personal Service Companies (PSCs).

End Client

4.3 The end client is the organisation that needs workers but does not directly
employ them. They contract with recruitment agencies or managed service providers
(MSPs) to supply workers.

4.4  The use of a contingent workforce is essential to the flexibility of a business.
There are end clients, however, who routinely engage workers off-payroll or through an
Umbrella Employer so that they do not have the responsibility for tax or employment
rights. The current legislative framework places no obligations on the end client in
terms of their corporate responsibility for who is in the labour supply chain.

Recruitment Agencies

4.5 Agencies act as intermediaries between workers and end clients. They source
candidates, negotiate pay rates, and arrange contracts. Some agencies pay workers
directly (PAYE model), while others engage umbrella companies or work with the self-
employed.

4.6 Technically under the Umbrella Company policy, the deemed employer would
be the ‘employment business’ as defined by the Employment Agencies Act*. The
employment business is usually the part of a recruitment company that deals with
temporary workers.

4.7 The larger employment businesses may take the payrollin-house if they become
the deemed employer. Most of the larger employment businesses are reported as
using FCSA members so, this will affect mainly the compliant accredited industry. It

41 Employment Agencies Act - Para 12.3
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may also affect the small and medium-sized employment businesses, who are unable
to accommodate a change in deemed employment or start using only larger compliant
umbrella companies.

Umbrella Companies

4.8 These companies act as an employer for temporary workers, handling payroll, tax
deductions (PAYE & NICs), employment rights, rewards and workplace benefits*.
Workers sign employment contracts with the Umbrella Employer but do not provide
services to them. The services are provided to the end client engaged on a business-to-
business contract between the umbrella company and the agency.

4.9 The recruitment agency pays the umbrella company gross, the umbrella company
then deducts all taxes and pays the worker. Used in industries where contractors prefer
employment rights while maintaining flexibility or where the end client wants to ensure
that there are no liabilities on them as an employer, especially under the Off-payroll
Working rules (OPW)*,

Professional Employer Organisations (PEOSs)

4.10 PEOs handle payroll, tax compliance, and HR for companies that want to
outsource employment responsibilities. Similar to umbrella companies but typically
work with businesses, rather than individual workers.

Workers

4.11 There are a number of ways in which an individual worker can be supplied in the
labour supply chain to the end client. These include*:

e Personal service companies

e Self-employed sole trader

e Agency worker

e Umbrella worker (there are some umbrella companies that use a contract
for services)

e Umbrella employee (under a contract of employment)

4.12 Legislation affecting personal service companies:

42 See Chapter 5-What is an umbrella company.
43 See para. 4.12 below.
4 See Appendix 25 - Terminology for an explanation of each type of worker.
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° IR35 — Chapter 8 of Part 2 of ITEPA 2003210 and in the Social Security
Contributions (Intermediaries) Regulations 2000, SI 2000/727
Under Chapter 8 the contractor carries out the assessment. IR35 now only
exists if the contractor is working with a small company as defined by the
Companies Act.

° OPW - Chapter 10 of Part 2 of ITEPA 2003210 and in the Social Security
Contributions (Intermediaries) Regulations 2000, SI 2000/727
Under Chapter 10, the end client carries out the assessment and has to
provide a Status Determination Statement (SDS)
Chapter 10 applies to the public sector and medium and large private
sector companies.

. Managed Service Companies - Chapter 9 of Part 2 and section 688A, Part
11 ITEPA 2003

. Agency Workers Regulations 2010 — in or out of scope established by
Employment Status Test (no limited company opt-out)

° Conduct of Employment Agencies and Employment Businesses
Regulations 2003 (section 32 — contains an opt-out for limited companies)

. Onshore intermediaries — section 44(2) ITEPA 2003, no direct opt-out, but
thought not to include personal service companies although it is still
unclear whether PSCs will be included in the reporting regulations.

° Umbrella companies

° Travel and subsistence

4.13 Working with an individual off-payroll is fraught with difficulty for the end client.
Since OPW, the end client has the responsibility for assessing whether they can work
with the individual on or off-payroll.

4.14 Inthe event that the end client wants to ensure that they are not responsible for
either employment taxes or employment rights for the worker, they may assess them as
an ‘inside IR35’ contractor.

4.15 The ‘inside IR35’ contractor is typically a deemed employee for tax purposes and
is not entitled to employment rights. If the inside IR35 contractor is engaged by an
Umbrella Employer they will be entitled to full employment rights. Thisis a fact that
does not appear to be widely understood, especially by the contractor. Itis notclear
why this is not understood but the confusion is undoubtedly due to the lack of
information and also to some unscrupulous companies shirking their responsibilities.
This is also partly why many organisations have been calling for the regulation of the
industry.
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5. Whatis an umbrella company?

Definitions

5.1 There is currently no legal definition of an umbrella company. Although, the
Government has just announced® that they will legislate to include an expansion of the
definition of “employment business” in s.13 Employment Agencies Act 19734 to
include an umbrella company. The definition in s.2 Conduct Regs*’ will also need to be
changed in order to incorporate the umbrella company.

5.2 The term "umbrella company" is used because it acts like an "umbrella" covering
or employing contractors for the duration of their assignments. Essentially, rather than
working as self-employed individuals, contractors join an umbrella company which
formally employs them and handles their payroll, tax, and related administrative tasks.
This creates a single point of contact—a protective "cover"—under which various
assignments and payment arrangements are managed.

5.3 There is some confusion in the public understanding about the employment
status of umbrella company workers. Umbrella Employers formally (legally) employ the
individual. The individual has likely come through the supply chain as a contactor or
contingent worker and the end client has assessed the contractor under the relevant
off-payroll legislation“® as ‘inside IR35’ or on-payroll but requiring them to be engaged
through an Umbrella Employer. They may have been a contractor or freelancer but
once they are engaged by the Umbrella Employer, they are an employee. As such, the
normal UK employment legislation applies.

5.4 Umbrella companies have received a lot of bad press and there is a very negative
narrative collectively. The non-compliant umbrella companies, however, bear little
relation to the compliant accredited Umbrella Employer. The Umbrella Employeris a
good option for a contingent worker. There are many benefits* to having the continuity
of employment for these workers and these companies should be encouraged.

4 Hansard written statements - Consultation 5 - https://hansard.parliament.uk/commons/2025-03-
04/debates/962b7f09-03d1-4c11-a0f6-8374dc8fab56/WrittenStatements

4 Employment Agencies Act 1973 -see 12.3

47 Conduct of Employment Agencies and Employment Businesses Regulations 2003 - see para. 12.4

48 A mention of ‘off-payroll legislation’ refers to any type of engagement not on-payroll, but not referring
specifically to the off-payroll working rules which will be referred to as OPW.

4 The benefits can be seen in paras 5.18-20 below.
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5.5 This compliant industry has suffered from the lack of regulation which it has
been calling on for years. If the deemed employer is changed to the employment
business, the worker will no doubt suffer because employing the worker is not its core
function.

5.6 Itis also likely that the umbrella employee will become an agency worker,
possibly under a contact for services. So, whereas the employment business may be
perfectly capable of running a compliant payroll, that is not the same as the benefits of
a compliant Umbrella Employer.

Group structure

5.7 There is also confusion surrounding the engagement by other entities in the
same group as an umbrella company. The group may have subsidiaries which provide
contractors under the Construction Industry Scheme (CIS) or as a self-employed sole
trader or as a ‘personal service company’ (PSC). The same group of companies may
also supply accounting services to the contractors. These are all separate entities but
the Umbrella Employer should be a model that only engages with individuals on an
employed basis.

5.8 Indeed, the latter point is perhaps a point that should be picked up in the
regulation of umbrella companies. So, those who work through an Umbrella Employer
should always be legally employed.

5.9 Another point to consider for regulation is the legal structure of the groups of
companies that incorporate an Umbrella Employer and the use of that group structure
to distribute gross funds through the other entities, such as in the Ducas*° case.

Legal Structure

5.10 Anumbrella company°! (Umbrella Employer) is typically a UK-registered limited
company that acts as an employer to agency contractors. The Umbrella Employer may
also provide workers direct to an end client. It does not source work itself, the
recruitment agencies find temporary assignments with end clients and the Umbrella
Employer formally employs the worker to carry out that work.

5.11 Inatypical labour supply chain®?, the end client contracts with a recruitment
agency acting as an employment business for the provision of temporary labour. The

50 HMRC v. Ducas Ltd [2024] EWHC 3132 (Ch) - see Appendix 21 below.

51 The umbrella company will be referred to as an Umbrella Employer where it engages workers only on
an employed basis.

52 Chapter 4 — The Labour Supply Chain
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recruitment agency then contracts with the Umbrella Employer to supply the worker,
and the Umbrella Employer employs and pays the worker.

5.12 Theindustry is currently unregulated but in the Government Response to the
2023 Consultation®s3, the Government has published its intention to legislate to allow for
their regulation. As part of this, as mentioned above, the Government will define
umbrella companies and bring them within scope of the Employment Agency Standards
Inspectorate’s (and subsequently, the Fair Work Agency>*) remit, through an
amendment to the Employment Rights Bill.

5.13 As an employer, the Umbrella Employer has to comply with UK employment law.
The employee of the umbrella is usually a contingent worker who may have been
introduced to the umbrella company by the end client or the employment business.
There are various pieces of legislation which have increased the use of umbrella
companies.

5.14 In 2017, there was an increase in the use of Umbrella Employers because of the
public sector reforms in the Off-payroll Working rules (OPW)5>. There was another
increase in 2021 when OPW was reformed and operational in the private sector for
medium and large-sized companies. Some contractors may have made use of an
umbrella company under the original intermediaries’ legislation known as IR35%.
Indeed, these companies may have been linked to the ‘Loan Charge’* There is some
evidence that the use of umbrella companies also increased during COVID-19. This
was because healthcare workers, in particular, needed to be engaged quickly.

Inside IR35

5.15 As aresult of the change of obligation in OPW, the end client>® is now
responsible for the assessment as to whether they can engage a contractor inside or
outside of IR35. If the end client assesses the contractor as ‘inside IR35’, the
contractor is very often routed through an umbrella company because the end client
has assessed that they have to be paid on-payroll.

53 Appendix 15

54 Fair Work Agency Para 12.11

55 Part 2 Chapter 10 Income Tax (Earnings and Pensions) Act 2003 (OPW)

56 Part 2 Chapter 8 Income Tax (Earnings and Pensions) Act 2003 (IR35)

5’ These are part of the disguised remuneration schemes of tax avoidance pursued by HMRC against the
taxpayer. https://www.gov.uk/government/publications/loan-schemes-and-the-loan-charge-an-
overview/tax-avoidance-loan-schemes-and-the-loan-charge

%8 Only if the end client is a medium of large-sized private sector company or in the public sector. If the
end client is a small company, they are exempt from OPW and the contractor continues to assess under
IR35.
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5.16 There is some evidence that the ‘inside IR35’ role is utilised as part of the gross
payment scam whereby the end client believes that tax is going to be paid on the basis
that the contractor is inside IR35, but then at some point in the labour supply chain, the
contractor is paid off-payroll through a limited company.

5.17 Bearing in mind the association of the inside IR35 role with the gross payment
scam and that the inside IR35 contractor that doesn’t work through an Umbrella
Employer gets zero employment rights; it could be an opportunity to ban the use of
‘inside IR35’ positions and insist on an inside IR35 contractor being employed by an
Umbrella Employer.

Employment obligations

5.18 Asthe worker’s employer, an Umbrella Employer must fulfil all the normal legal
obligations of any UK employer:

° Written contract of employment

° Paying the worker’s wages via PAYE

° National Minimum wage

° Holiday pay and working time

° Statutory Sick Pay and Parental Rights
. Pension Auto-enrolment

° Agency Workers Regulations

° Right to Work checks and compliance
° Discipline and Grievance procedures
° Redundancy

. Unfair Dismissal

5.19 Other employee rights include: a written statement of employment particulars
on day one (contract detailing terms), itemised payslips for each pay period, protection
from unlawful deductions, working time limits (e.g. the 48-hour work week average
unless the contractor opts out), and protection from discrimination under the Equality
Act. The worker also has the right to join a union and to statutory minimum rest breaks
and rest days. Essentially, none of the basic employment rights are waived just
because the contractor works through an umbrella —the umbrella is the employer and
has to follow UK employment law accordingly.

Other rewards

5.20 Beyond statutory rights, most reputable Umbrella Employers will offer additional
benefits and services to attract and support contractors. Whist these perks vary by
provider, they often mirror what large employers offer to their staff:
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° Dedicated contract manager
° HR support

° Insurance cover such as professional indemnity

° Payment flexibility and financial perks — weekly or daily payroll
. Loans and mortgages are easier to obtain

. Discounts and reward schemes

° Additional insurance and health benefits

° Pension enhancements

° Career support and other services

° Training resources

5.21 One overall benefit, however, is the flexibility and security of employment with a
single Umbrella Employer for the multiple engagements the contractor may be working
on through the year. Some Umbrella Employers report that they have many workers
who have over two years of employment with them.

Payroll

5.22 The Umbrella Employer’s other function is to pay the worker. The Umbrella
Employer may run daily, weekly, fortnightly or monthly payroll as well as the usual
requirements of an Employer of Record*.

Employer of Record

5.23 At present, the umbrella company effectively operates as the Employer of
Record (EOR). Although the term EOR is more commonly used in international
employment context. An umbrella company acts as a type of EOR within the UK
context, but it's specifically tailored to contractors, freelancers, or temporary workers
rather than permanent international hires.

5.24 Inthe UK, an EORis an entity that legally employs workers on behalf of another
company. While the client company directs the day-to-day activities of these workers,
the EOR assumes all the statutory responsibilities and legal risks associated with
employment.

5.25 There should normally be only one employer record for any employer who
operates PAYE. Each new employer has a system-allocated employer reference that is
protected on the record®.

5.26 This mightinclude:

59 Chapter 10 — para 10.4 Employer of Record.
60 HMRC PAYE20001 https://www.gov.uk/hmrc-internal-manuals/paye-manual/paye20001#IDAE1Q5F
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° Payroll Management: Processing pay through the PAYE system, deducting
income tax and National Insurance contributions, and ensuring accurate
reporting to HMRC.

o Compliance: Adhering to UK employment laws, including the provision of
statutory benefits like holiday pay, sick pay, and pension contributions.

° HR Administration: Managing contracts, employee records, and other
administrative tasks associated with employment.

° Risk Mitigation: Assuming the legal liabilities related to employment, which
shields the client company from potential legal and regulatory breaches.

PAYE Scheme

5.27 PAYE (Pay As You Earn) is a system used by UK employers to deduct Income Tax
and National Insurance (NI) contributions directly from employee salaries and pay
these to HM Revenue & Customs (HMRC). Employers running payroll must register with
HMRC under PAYE.

Employer Reference Number

5.28 The ERN (also known as the PAYE reference) is a unique number provided by
HMRC to each UK employer when registering for PAYE. It identifies an employer’s
payroll records for tax purposes and appears on payslips, tax forms, and HMRC
communications.

Employer tax liability

5.29 Employers with an ERN are legally responsible under these acts and must
comply with HMRC guidance and regulations. Employer liabilities under PAYE,
associated with the ERN, are primarily governed by:

e Income Tax (Pay As You Earn) Regulations 2003
(Statutory Instrument 2003 No. 2682)
e Social Security Contributions and Benefits Act 1992
(for National Insurance obligations)
e Finance Act 2004 & Finance Act 2008
(for rules on compliance, penalties, and enforcement by HMRC)
e Pensions Act 2008
(Workplace pensions and auto-enrolment obligations)

5.30 Ifthe ERNis transferred to the employment business, it will entirely change the
function of the Umbrella Employer.
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6. Government Compliance and regulation

Consultation

6.1 In November 2021¢, HM Treasury, HMRC and the Department for Business and
Trade (DBT) jointly published a Call for Evidence ‘Umbrella Company Market’. This was
initially concerned with umbrella company regulation led by DBT.

6.2 In June 2023, HM Treasury, HMRC and DBT published a joint consultation on
Tackling non-compliance in the umbrella company market. This consultation at the
time was owned by DBT which led to the joint consultation on how to regulate the
umbrella company market.

6.3 The consultation looked at three regulatory options:

Option 1 - Mandating due diligence
Option 2 - Transfer of debt
Option 3 - Deemed employment

6.4  The Conservative Government opted for Option 1 — mandating due diligence but
this was not operational by the time the Government changed to Labour.

6.5 In October 2024, the Labour Government announced their intention to legislate
to change to Option 3 - Deemed employment. This Policy Paper, however, was
released by HMRC alone. The Government also announced that there would be no
further consultation on this option and that draft legislation would be released in Spring
2025 and the measure would be operational in April 2026.

6.6  The Government response to the 2023 Consultation was published on 4 March
2025 by HM Treasury. It was, however, also published by DBT on their web page ‘Make
Work Pay’¢? as part of the Employment Rights Bill (ERB).

6.7 In the Government Response, the Government stated that it will: “consult on
draft legislation this year, ahead of introducing legislation to Parliament.” ® This does
not, however, appear to be a formal consultation.

61 Appendix 13 — Timeline of Government consultation and responses

52 DBT Make Work Pay - https://www.gov.uk/government/collections/make-work-
pay?utm_medium=email&utm_campaign=govuk-notifications-topic&utm_source=a808b067-37be-
4cb5-8f0f-bb13a486fda6&utm_content=immediately

63 Appendix 17 - Para 3.126 — Government Response
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Better Regulation Framework

6.8 Policy changes that will regulate or deregulate business are governed by the
Better Regulation Framework (BRF)% under the Regulatory Policy Committee (RPC)®.
The BRF ensures that regulatory provisions are appropriately considered and
scrutinised. The framework is a robust process that seeks to ensure that the costs of
new regulation to business or others are justified.

Its objectives are:

o to increase the consideration and use of alternatives to regulation

° earlier and more holistic scrutiny of regulatory proposals through consideration of
wider impacts beyond direct costs to business

° earlier and more consistent evaluation of whether implemented regulations are
achieving their aims

6.9 The BRF does not apply to regulatory provisions that deal with taxes but
changing of the Deemed Employment is an administrative change not a change of tax
policy. There are also implications to the employment rights or benefits of the worker to
the change of deemed employer or the Employer of Record®.

6.10 There has been no consultation on Option 3 and no impact assessment. Bearing
in mind the potential impact on good compliant Umbrella Employers themselves, there
should be a consultation on how Option 3 will work in practice and an impact
assessment. Atthe very least this measure should be logged with the RPC.

6.11 This measure is likely to have a disproportionate impact on the smaller
businesses in both the recruitment sector and the umbrella sector. It could potentially
mean that compliant businesses will close as a result of this measure.

Government Response

6.12 On 4 March 2025, the Government published its response® to the 2023
Consultation on Tackling non-compliance in the umbrella company market. This
response covers two broad areas the regulation of the industry for employment rights
purposes and tax policy to address non-compliance.

84 RPC - Better Regulation Framework - https://www.gov.uk/government/publications/better-regulation-
framework

85 Regulatory Policy Committee - https://www.gov.uk/government/organisations/regulatory-policy-
committee

% Para. 5.23 above
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6.13 It’s worth noting at the beginning that there seems to be some confusion
between the two initiatives. Umbrella Regulation is under the remit of the Department
of Business and Trade (DBT) and addresses the conduct of companies; how these
companies should operate; and the protection of the worker. The policy change is
under the remit of HMRC and this will change who is the deemed employer for tax
purposes. This initiative is to tackle tax non-compliance or fraud.

Umbrella Regulation

6.14 Informed by the responses to the consultation, the Government has promised to
legislate to allow for their regulation. As part of this, they will define umbrella
companies and bring them within scope of the Employment Agency Standards
Inspectorate’s (and subsequently, the Fair Work Agency’s) remit, through an
amendment to the Employment Rights Bill.

Tax non-compliance
Mandating Due Diligence

6.15 Most respondents thought that mandating due diligence would have a positive
effect on non-compliance and, in fact, it was option 1 that the previous government
preferred. Ultimately though, the Labour Government decided against this option
because it would not go far enough and would have a limited impact on non-
compliance. Evidence from the Ducas case shows that the agencies carried out due
diligence but, that the documents were fraudulent.

6.16 However, the Government is still expecting businesses to use due diligence to
choose wisely when they use an umbrella company. There were numerous suggestions
as to what should be included in any due diligence requirement in the Government
Response, these were®:

6.17 Due diligence:

° Full audit: incorporating some of the measures listed below.

° Industry body accreditation: receiving an accreditation from an industry body
such as the FCSA, Professional Passport or APSCo.

° Review of Payslips: review a percentage of payslips at set times during the year
or use the payslip auditing technology which is currently available in real-time®°.

8 Appendix 17 - Government Response Para 3.26
89 Real time payslip auditing is available from FCSA VeriPAYE https://veripaye.co.uk/ or SafeRec
https://saferec.co.uk/
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° Employer Costs: NICs, pension contributions, and statutory employer
obligations.

° Review of Contracts, Processes, and Policies: covering compliance with
employment laws, data protection, and financial reporting standards. Copies of
all reviewed contracts and policies should be kept as evidence of compliance.

° Company Information: company registration details, director information, and
other relevant data to establish the legitimacy of the umbrella company.

o Credit Check: a credit report should be obtained and kept, establishing the
financial strength of the umbrella, particularly for new companies.

° Cross-Referencing: with independent data or HMRC records.

° Due Diligence Questionnaire: questions to the umbrella company with
responses.

° Summary Report: a final summary report outlining the due diligence process,
findings, and any actions taken.

° Payslip checker: Use HMRC’s free tool to check payslips” or Payslip Buddy™

Transfer of Debt

6.18 Respondents had mixed views on whether this measure would be effective.
Most thought that it would have a behavioural impact on who the employment business
chooses and that they would take greater care. Others thought it would embolden
umbrella companies to be non-compliant.

6.19 There was also an argument that the threat of debt transfer simply would not
register on an umbrella company that was non-compliant. It would not influence their
behaviour and have no effect on overall compliance.

6.20 Ultimately, it was thought that a transfer of debt provision would be a long and
protracted process. This would be further exacerbated by the inclusion of a due
diligence defence. So, the length of time and level of proof could exclude actual
recovery of the debt.

Deemed Employment

6.21 Opinions were mixed but, the largest group thought that this would reduce non-
compliance. Others suggested that this approach would likely result in businesses
moving away from the umbrella company model to engage labour. The industry
perspective was that this model would not work and would not solve the non-
compliance.

70 HMRC payslip checker - https://www.gov.uk/guidance/work-out-pay-from-an-umbrella-company
1 payslip Buddy - https://payslipbuddy.co.uk/
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6.22 The Government, however, believes that this option would do the most to
address non-compliance, improve the outcome for workers and protect the Exchequer.
So, in April 2026, the responsibility for accounting for PAYE will move from the umbrella
company to the agency (or more accurately the employment business).

6.23 Although the likelihood of this change is that a lot of umbrella companies will

cease to function, the Government reported that not all respondents thought that these
changes would represent a bad outcome.
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7. Reasons for the Policy

Introduction

7.1 The complexity and length of the labour supply chain is facilitating a lack of
transparency and an inability to effectively monitor the full chain. The incentives for
using outsourced labour are partly to have workers supply labour but at a