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Question
You are required to describe the PAYE (Pay as you earn) system of tax collection and briefly explain its operation. Your explanation should include a short description of the monthly procedures and a brief account of the action taken when a taxpayer changes jobs.


Answer:
PAYE is a system of tax collection whereby income tax under Employment income is collected by the employer from employees earning more than the weekly or monthly equivalent of the personal allowance. For most employees the tax deducted under PAYE will constitute their final liability without adjustment. Primary national insurance contributions are also collected from employees together with the employer’s secondary national insurance contributions.

The tax and national insurance contributions are remitted by the taxpayer to HMRC within 14 days of the end of the tax month (5th day) i.e. the 19th of the month. Employers whose payments to HMRC are, on average, less than £1,500 per month are allowed to make the payments quarterly rather than monthly.

Code numbers, based on the taxpayer’s allowances, operate on a cumulative basis, i.e. a proportion of the allowances is given in each period and a proportion of the total liability is payable in each period. The code numbers are issued by HMRC showing the allowances and reliefs to which a person is entitled including personal allowances, relief for certain pension contributions, certain interest payments and expenses, where these are deductible. Deductions in the code number include amounts of benefits in kind, comparatively small amounts of interest and adjustments to collect comparatively low amounts of income tax unpaid in previous years. The net allowances are then converted into a code number which is notified to the employer. When the deductions in the code number exceed the allowances a so called ‘K’ code is applied. In this situation the employer adds the negative allowances to the employee’s pay before applying the tax tables. 

In accordance with the tax tables supplied by HMRC, a proportion of these allowances will be given each payment period. This is referred to as ‘free pay’. The ‘free pay’ is then deducted from the employee’s total pay to provide taxable pay.

At the end of the tax year a form P60 is completed by the employer and handed to the employee before 31 May (on paper or in electronic form). This provides the employee with a permanent record of pay and tax deducted during the tax year, together with details of national insurance contributions made. 

Returns of any taxable non-cash benefits provided by the employer during the year are made to HMRC before 6 July following the end of the tax year and copies provided for employees. The form used to report these benefits to HMRC is called a P11D. Many employers are now allowed to make adjustments for these benefits in kind directly via payroll and therefore do not always have to provide P11Ds if so. 

Under the Real Time Information system (RTI), monthly reports must be provided to HMRC on the amount that the employer expects to pay to employees during that month. This declaration must be made electronically into the RTI system and must be made before payments are made to employees. 

When an employee changes their job a form P45 is completed showing details of pay, tax deducted, code number and date of leaving. The P45 is in four parts, part 1 is forwarded to the employer’s tax district and parts 1A, 2 and 3 are given to the employee. The employee retains part 1A and gives parts 2 and 3 to his or her new employer.  The new employer uses part 2 to open a deduction working sheet for the employee and so maintain tax deductions on a cumulative basis. The new employer forwards part 3 to his or her tax office who then use it to obtain the taxpayer’s records from the previous tax district.
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