
 

Salary Sacrifice 
 
 
What is a salary sacrifice?  
 
A salary sacrifice happens when an employee gives up the right to receive part of the cash pay 
due under his or her contract of employment. Usually the sacrifice is made in return for the 
employer’s agreement to provide the employee with some form of non-cash benefit. The 'sacrifice' 
is achieved by varying the employee’s terms and conditions of employment relating to pay.  
 
Salary sacrifice is a matter of employment law, not tax law. Where an employee agrees to a 
salary sacrifice in return for a non-cash benefit, they give up their contractual right to future 
cash remuneration. Employers and employees who are thinking of entering into such 
arrangements would be well advised to obtain legal advice on whether their proposed 
arrangements achieve their desired result.  
 
What is the role of HM Revenue & Customs (HMRC)?  
 
The nature of an employee’s contract of employment is a matter for the employer and 
employee. HMRC interest is in determining how the tax and National Insurance Contributions 
(NICs) legislation applies to the various elements in the employee’s remuneration package. 
Many payments and benefits are treated in the same way for both tax and NICs. But, in some 
cases, where a particular benefit may be exempt from tax and/or NICs or subject to Class 1A 
NICs, the tax and NICs outcome will be different.  
 
Where a salary sacrifice has been put in place for the purpose of converting cash pay that is 
subject to tax and Class 1 NICs to a benefit that has a different tax/NICs treatment, HMRC has 
to be satisfied that the salary sacrifice is effective. The effect of the contractual change must be 
that the employee has given up the right to some of their cash pay in return for the benefit. Only 
then can HMRC deal with the benefit under the relevant employee benefits legislation. This is 
particularly important where the benefit is exempt from tax and/or NICs.  
 
When is salary sacrifice effective?  
 
Salary sacrifice arrangements are effective when the contractual right to cash pay has been 
reduced. For that to happen two conditions have to be met:  
• the potential future remuneration must be given up before it is treated as received for tax or 

NICs purposes  
• the true construction of the revised contractual arrangement between employer and 

employee must be that the employee is entitled to lower cash remuneration and a benefit.  
 
When is salary sacrifice not effective?  
 
A salary sacrifice is not effective if, in practice, the arrangement enables the employee to 
continue to be entitled to the higher level of cash remuneration. In other words he has merely 
asked the employer to apply part of that cash remuneration on his behalf.  
 
What information does an employer need to provide to HMRC?  
 

In order to decide whether a salary sacrifice is effective or not HMRC has to consider what the 
true construction of the revised contractual arrangements is. The employer should provide full 
details of the scheme and of the new contractual arrangements. The employer will need to 
satisfy HMRC that the employee’s entitlement to cash pay has been reduced, that a non-cash 
benefit has been provided by the employer, and that the employer is not simply meeting the 
employee’s own financial commitments.  



 

 
 
Why can’t HMRC comment on a salary sacrifice scheme before it is set up?  
 
HMRC cannot comment on:  
• how to set up a salary sacrifice arrangement or  
• whether draft documentation will achieve a successful salary sacrifice. 

 
HMRC only comments on proposed transactions in a limited range of circumstances which do 
not include proposed salary sacrifice. The limited circumstances are set out in the booklet Code 
of Practice 10 - Information and Guidance. As a salary sacrifice involves an alteration of the 
contractual arrangements between employer and employee it would not be appropriate for the 
HMRC to become involved in advising how it should be set up.  
 
What do employees need to consider if they are thinking about entering into a salary 
sacrifice arrangement?  
 
When entering a salary sacrifice arrangement to replace part of cash pay with a benefit that is 
tax and/or NICs exempt it is essential to understand what the sacrifice will mean in practical 
terms. Employees should consider carefully the effect, or potential effect, that a reduction in 
their pay may have on:  
• their future right to the original (higher) cash salary  
• any pension scheme being contributed to  
• entitlement to Working Tax Credit (WTC) or Child Tax Credit (CTC) 
• entitlement to State Pension or other benefits such as Statutory Maternity Pay (SMP). 

 
Where is there more information about tax and NICs and employer provided childcare?  
 
Leaflet IR115 provides information about the tax and NICs treatment where an employer 
provides or supports childcare as an employment benefit.  
 
Where is there more information about Childcare Tax Credits?  
 
Tax Credit guidance is available on the direct.gov.uk website.  
 
Salary sacrifice and the National Minimum Wage  
 
A salary sacrifice cannot reduce your cash pay below the National Minimum Wage.  
The National Minimum Wage provides a legally binding minimum hourly rate of pay to workers aged 
18 years or over - with few exceptions. There are different levels of the National Minimum Wage:  
 
Description  Amount  
A rate for workers aged 22 years and above  £5.35*1 per hour rising to 

£5.52*2 per hour  

A development rate for workers aged 18 - 21 years inclusive, and, For 
workers aged 22 years and above starting a new job with a new 
employer and doing accredited training*3  

£4.45*1 per hour rising to 
£4.60*2 per hour  

A development rate for workers aged 16 - 17 years inclusive*4 £3.30*1 per hour rising to 
£3.40*2 per hour  

 
Notes  
*1 Rates in force from 1 October 2006  
*2 Rates in force from 1 October 2007  
*3 accredited training means a course approved by the UK Government to obtain a vocational qualification  
*4 16 and 17 year old apprentices are exempted from the young workers rate. 



 

  
 
 
Although workers aged 22 years and over can be paid the development rate in the 
circumstances described above, it can only be paid for the first six months after which they 
must be paid at least the National Minimum Wage rate. The National Minimum Wage applies to 
new and existing workers and takes no account of how the worker is paid, be it hourly, daily, 
weekly, or by session. 
 
How could a salary sacrifice affect my future entitlement to the State Pension, benefits 
and Tax Credits?  
 
A salary sacrifice may affect your entitlement to state benefits and tax credits and you should carefully 
consider the possible effects before you decide to go ahead with a change in your employment 
contract. The information that follows is based on the rules that apply at the time of writing.  
 
When you sacrifice cash pay in return for a benefit that is exempt from NICs, for example, 
childcare vouchers - you will not pay NICs on the cost of providing the vouchers. Although this 
means that you save NICs and can therefore get more vouchers than cash for the same cost to 
your employer, it also:  
• cuts the earnings on which you can pay NICs  
• may take your earnings for which NICs are due below the Lower Earnings Limit (LEL), 

which is £87 per week for the tax year 2007-08.  
 
As your entitlement to some benefits is based on the amount of NICs that you pay, and others 
on the amount of your earnings, entering into a salary sacrifice may affect your current or future 
entitlement to a range of benefits.  
 
For most employees paying less NICs may not adversely affect your benefit entitlement as:  
• you may still be paying enough NICs to qualify for benefits  
• your earnings may still be between £87 and £100 a week (the LEL and the Primary 

Threshold for tax year 2007-08), so that you are deemed to be paying NICs and you can 
still build up benefit rights even though you are not actually paying NICs  

• you may already be earning below the LEL before the salary sacrifice  
• if you only sacrifice salary for a short period, your contribution history will only be affected 

for that period, so the effect on your benefit entitlement will be minimal. 
 
It is important to note, however, that not only will entitlement to the State Second Pension be 
affected if your reduced earnings fall below the LEL (£87 per week), but it may also be affected 
if your reduced earnings fall between the Lower Earnings Threshold (raised to £13,000 in 
2006/07) and the Upper Earnings Limit (£34,840 in 2007-08).  
 
Entering into a salary sacrifice arrangement may also affect your entitlement to Statutory Sick 
Pay (SSP), SMP, Statutory Paternity Pay and Statutory Adoption Pay, the State Pension and 
any means-tested benefits or tax credits. You should consider these effects before you decide 
whether to enter into a salary sacrifice. 
 
Salary sacrifice and contribution-based benefits  
 
Your entitlement to contribution-based benefits is related to the amount of NICs you have paid, 
or are deemed to have paid. Reducing your cash pay through a salary sacrifice may reduce the 
amount of earnings on which you pay NICs to below the LEL, so that you are no longer paying 
(or deemed to be paying) NICs. Even if your earnings remain above the LEL, because you are 
paying (or deemed to be paying) less NICs, this may reduce your entitlement to contribution-
based benefits.  



 

 
Contribution-based benefits include:  
 
• Incapacity Benefit  

If your deductible earnings fall below the LEL, you may not be entitled to Incapacity 
Benefit. If this happens, you may be entitled to Income Support based on incapacity, which 
is a means-tested benefit.  
 

• Jobseeker’s Allowance (JSA) (contribution-based)  
If your deductible earnings fall below the LEL, you may not be entitled to any JSA 
(contribution-based), as this benefit is paid at a set amount which cannot be reduced. If 
you have not paid (or are not deemed to have paid) enough NICs, you will lose entitlement 
to this benefit. If this happens, you may still be able to claim JSA (income-based), which is 
a means-tested benefit.  
 

• State Pension  
If you have not paid (or are not deemed to have paid) enough NICs on your income, you 
may have a reduced State Pension when you retire, or none at all. You should also 
consider if your State Second Pension could be affected (this is covered below under 
earnings-related benefits).  

 
• Salary sacrifice and earnings-related benefits  

Your entitlement to earnings-related benefits is based on your level of earnings, not 
including any amount sacrificed in return for a NICs exempt benefit. If your cash earnings 
are reduced below the LEL your entitlement to earnings-related benefits will be reduced.  

 
Earnings-related benefits include:  
 
• Maternity Allowance  

If your cash earnings fall below £30 per week you will lose your entitlement to MA. If your 
cash earnings fall between £30 and £125 per week you will still be entitled to MA, but at a 
variable rate. If your earnings are £125 a week or more you will receive the full standard 
amount of MA.  
 

• The State Second Pension  
The State Second Pension forms part of the State Pension. If your annual pay (less the 
amount of the salary sacrifice) is between the annual LEL (£4,524) and £13,000, you are 
treated as if you earn £13,000 for the purposes of calculating your entitlement. If your 
salary sacrifice brings your pay to less than the LEL your entitlement to the State Second 
Pension will be reduced. Your entitlement to State Second Pension may also be reduced if 
your salary sacrifice reduces your annual pay to a figure between £13,000 and the Upper 
Earnings Limit (£34,840 for 2007-08).  

 
Salary sacrifice and work-related payments  
 
Work-related payments are paid by your employer and are based on your average earnings 
over a fixed period before you begin to receive them. Sacrificed cash pay will not count as part 
of your average earnings for calculating these payments, so they may be reduced as a result of 
a salary sacrifice.  
 
 
 
 
 
 



 

Work-related payments include:  
 
• Statutory Maternity Pay  

If your average weekly earnings (for SMP entitlement purposes) fall below the LEL, you will 
lose your entitlement to SMP. If this happens you may still be entitled to MA, which is an 
earnings related benefit. Even if you are still entitled to SMP, the higher rate, which you 
can receive during the first six weeks of maternity pay, will decrease, as it is based on the 
amount of your cash earnings. If your employer operates an occupational maternity pay 
scheme, you may still be entitled to maternity pay through that scheme.  

 
• Statutory Sick Pay  

If your average weekly earnings (for SSP entitlement purposes) fall below the LEL, you will 
lose your right to SSP. If this happens you may still be entitled to Income Support based on 
incapacity or Incapacity Benefit, if you meet the qualifying conditions. These will be paid at 
a rate less than the normal rate of SSP. If your employer operates an occupational sick pay 
scheme, you may still be entitled to sick pay through that scheme.  
 

Salary sacrifice and Tax Credits  
 
The WTC and CTC were introduced in April 2003 to help families on middle incomes. The 
amount of WTC award depends on a number of factors including the number of hours you 
work, how many children you may have and whether you pay any eligible childcare costs. A 
salary sacrifice for childcare vouchers or the provision of an employer provided nursery place 
can reduce your relevant pay for tax credit purposes as the value of these benefits are not 
included as income. This may have the effect of increasing your WTC award.  
 
If you have childcare costs that are eligible for the childcare element of WTC, the costs eligible 
for the childcare element of the tax credit will be reduced by the amount of those costs met by 
your employer (eg: the cost covered by a voucher). The childcare element of WTC may 
therefore be reduced. You should consider whether it is beneficial to claim tax credits before 
agreeing to a salary sacrifice arrangement.  
 
Salary sacrifice and income-related benefits  
 
If you enter a salary sacrifice arrangement this may affect your entitlement to income-related 
benefits. If you are receiving Income Support or Jobseeker’s Allowance you should contact 
your local social security or Jobseeker Plus office to find out more. If you are not receiving 
either of these benefits, but are receiving Housing Benefit and/or Council Tax Benefit you 
should contact your Local Authority.  
 
How will a salary sacrifice affect married women paying reduced rate contributions?  
 
If you sacrifice cash pay in return for a benefit that is exempt from National Insurance 
contributions, and this reduces the amount of your cash earnings to below the LEL (£87 a week 
in 2007-08), then you will not pay any contributions. If you are a married woman and your 
earnings are below the LEL for two consecutive tax years, and you are not self-employed in 
those years, you will automatically lose the right to pay reduced rate contributions.  
 
If you enter into a salary sacrifice and the reduced amount of cash earnings is between the LEL 
and the Primary Threshold (£100 a week for 2007-08) you will also not pay contributions but 
you will be treated as having paid contributions on those earnings. But as those contributions 
will be at the reduced rate they will not count for benefit or pension purposes.  
 
 
 



 

 
 
 
Where your earnings are between the LEL (£87 per week for 2007-08) and the Primary 
Threshold (£100 per week for 2007-08) it might be beneficial for you to change to paying full 
rate contributions. Although you will not have to pay contributions and your contributions will be 
treated as paid, the deemed contributions will be at the full rate and will therefore count towards 
helping you build up entitlement to contributory benefits. If you do choose to cancel your right to 
pay reduced rate contributions, you cannot change back.  
 
You can find further information about reduced rate contributions in Form CF9 from HMRC.  
 
Where can I find out more information about the possible effect of a salary sacrifice on 
benefit entitlement?  
 
You should contact the Department for Work and Pensions. For general enquiries about 
pensions go into The Pension Service website. The Department for Work and Pensions offers a 
free pension forecast. More information about this free service can be found on The Pension 
Service website. For enquiries about other benefits or allowances either contact your local 
Jobcentre Plus office, or go into the Jobcentre Plus website.  
 



 

Salary Sacrifice Q & A 
 
 
Does HMRC require an employee to sign up for a salary sacrifice scheme for a set period 
of time, or can they opt in and out? 
 
• Salary sacrifice is about varying the employee’s terms and conditions as it relates to 

remuneration. It is, therefore, a matter for agreement between the employer and employee. 
We are only concerned that the correct amount of tax and NICs is paid on the different 
basis of remuneration provided under the revised terms and conditions. 
 

• If the employer allows some ‘opting in and out’, each time there is a change would require a 
variation to the employee’s terms and conditions (that is legally enforceable). At any given 
time it must be clear what the employee is actually entitled to – either cash pay or some 
other form of remuneration, for example a benefit in kind or non-cash vouchers - and the 
employer must apply the correct tax and NICs treatment to what is actually due to the 
employee. 
 

• If the terms and conditions provide the right to revert to cash within the period of time they 
are set to cover, any tax exemption may be lost. In the case of Heaton v Bell, the House of 
Lords decided that the benefit of a company car provided through a salary sacrifice 
arrangement was chargeable to income tax as earnings instead of by reason of the benefits 
code. The key feature of the arrangement was the ease with which the employee could give 
up the car and revert to the higher cash salary. 
 

• Special legislation has been enacted to prevent this happening for the following exempt 
benefits: 
o Employer provided childcare 
o Workplace parking 
o Employer provided cycles and cycle safety equipment 

 
In consequence, these benefits are exempt from income tax altogether. It is not necessary to 
stipulate a period for which the arrangement must be entered into or to set out “lifestyle 
changes”. 
 
The principle established in the case of Heaton v Bell is not relevant for NICs and NICs liability 
will be determined according to what the employee actually receives. 
 
When can an employer disturb an employee’s existing terms & conditions because of a 
‘lifestyle change’ and what constitutes such a change? 
 
Other benefits, apart from those listed above, may be only exempt from charge to income tax 
under the benefits code. The issue of “ease of convertibility” giving rise to a charge under the 
“earnings” rules is still, therefore, relevant. HMRC accepts that certain “lifestyle changes” may 
justify changing a salary sacrifice arrangement before the intended period has elapsed. 
 
• We do not define ‘lifestyle change’. Generally this term is used to refer to unforeseen life 

events (eg: redundancy of a partner, pregnancy of employee or partner, marriage or 
divorce of employee) where an employer might agree to revisit an existing contractual 
arrangement to take account of a change in circumstances. 
 
 
 
 



 

 
 

• This may happen if an employee has agreed terms and conditions for a set period and 
within that period an event happens that means the arrangements are no longer suitable. 
 

• The arrangements could include an agreement for the employer and employee to end the 
existing terms & conditions early in the event of any defined lifestyle change. These would 
be up to the employer to define. The new terms & conditions could be agreed to suit the 
employee’s new circumstances. 

 
What information does HMRC need to see after a salary sacrifice scheme is set up? 
 
• Employers are not obliged to consult us on variations to employees’ terms and conditions 

and are not obliged to tell us when they first offer a new benefit-in-kind. But, it is open to 
employers, when a salary sacrifice has been put in place, to ask their local HMRC office to 
confirm the correct tax treatment of the arrangement. This gives the employer reassurance 
that the arrangement has been implemented properly and they are acting correctly when 
not declaring benefits for tax purposes, operating PAYE and paying NICs. 
 

• If we are asked to comment on a salary sacrifice arrangement we need to check two 
things. First, that an effective variation of terms and conditions has taken place reducing 
some of the employee’s cash earnings and providing a benefit-in-kind. Second, what the 
correct tax and NICs treatment of the benefit-in-kind is. 
 

• To check whether the sacrifice is effective, we will need to see evidence of the variation of 
terms and conditions (normally the contract variation). We will also need to see payslips 
before and after the variation in order to be satisfied that the change has been effected at 
the right time and not applied retrospectively. If there is no written contract, payslips may 
be the only available evidence of the variation. 
 

• We will need information about the benefit in kind in order to be satisfied that it meets any 
conditions attached to any tax/NICs exemption. For childcare vouchers, this will generally 
be the employer’s voucher scheme rules to check that conditions on the availability of the 
benefit, qualifying childcare, etc are met. 
 

Can an employer put taxable benefits through payroll for tax purposes? 
 
• There is no provision in PAYE Regulations for non-cash benefits to be taxed through 

payroll. We can, by informal agreement, accept such arrangements if we are satisfied the 
correct tax and either Class 1 or Class 1A NICs is paid and reporting obligations will be 
fully met (recording the sum and tax paid on the P11D/P9D). 
 

• If we agree to such arrangements, the value of the taxable benefit in kind should not only 
be included in the pay figure shown on the P60/P14. The employer should also tell the 
employee that their benefits in kind have been included in their gross pay and must provide 
details of those benefits separately to the employee and HMRC. This is to ensure for 
example, that employees have the information they need for their SA Return or to claim tax 
credits (not all benefits in kind count towards income for tax credit purposes). 
 

• We expect any request to informally agree such arrangements to include proposals on how 
the employer plans to provide details of the value of the benefit both to HMRC and to the 
employee. 

 
 



 

Does it matter if an employee’s payslip still shows the old salary as 
gross pay and the sacrificed salary as a deduction? 
 
• In the event of any dispute about the pay and benefits an employee is entitled to, the 

employment contract is the first thing to consider. If the employment contract has been 
effectively varied and the employee is entitled to a reduced level of salary and specified 
benefits it is not important what data is shown on the payslip. However, if changes to the 
employment contract have not been made or are ambiguous, HMRC will consider all 
available information when making a decision about the earnings an individual is entitled 
to. The payslip may be a piece of evidence that would be considered in these 
circumstances. 
 

• Some payroll software can only hold one value as gross pay. This causes problems when 
overtime and other pay is calculated on the basis of the pre-sacrifice, higher salary. 
However, if the contract is clear this does not invalidate the salary sacrifice.  

 
• There are some important points that employers are advised to consider though: 

o Non-taxable benefits-in-kind must not be carried forward to the P60/P35 and the system 
must be capable of separating these out for end of year reporting to HMRC. 

o Taxable benefits in kind still need to be reported to HMRC on form P11D, P9D or 
approved  

o Does the payslip format help the employee to understand what they are entitled to and 
what their earnings are for the purpose of earnings-related state benefits (e.g. state 
pension, SSP, SMP) and tax credits? 

 
Do earnings-related payments have to be impacted by a salary sacrifice? 
 
• Statutory earnings-related payments such as SMP and SSP are calculated on cash 

earnings so will be affected by reductions in cash pay in return for non-cash benefits-in-
kind. Whilst SMP and the other statutory payments must be based on cash earnings, 
employers can, of course, make payments over and above any statutory entitlement and 
may chose to base those additional payments on the original salary (often referred to as 
the "notional" salary). The employer can only reclaim statutory amounts calculated on cash 
pay in accordance with the statutory payment rules. 
 

• How other salary-related payments are calculated is usually up to the employer to decide, 
for example occupational pension contributions, overtime rates, pay rises etc. It is up to the 
employer to decide whether such payments should be based on a figure of notional salary 
or on the new, reduced cash salary. It is important that employees understand how a 
salary sacrifice may affect other payments and, where appropriate, unions are consulted in 
the construction of salary sacrifice scheme rules. 

 
Can a salary sacrifice affect Occupational Pension Scheme contributions or retirement 
benefits? 
 
• Whether contributions into an occupational pension scheme are affected by salary sacrifice 

is up to the employer. A notional level of pay – often equal to the pre-sacrifice level of pay 
– is often used to calculate employer and employee pension contributions so that 
employees who participate in salary sacrifice schemes are not put at a disadvantage to 
those who don’t. This is not a factor of whether the sacrifice is effective or not for tax and 
NICs purposes. 
 

• Employers should always, however, check their occupational pension scheme rules with 
their scheme provider to make sure the salary sacrifice scheme does not fall foul of these. 

 



 

 
 

 
• The issue of what pension benefits can be paid can be problematic. In the period before 6 

April 2006, HMRC rules set a limit on pensions linked to final taxable earnings. Benefits 
that were exempt from tax could not be included in this calculation and employers needed 
to make sure that they did not exceed the limit. 
 

• However, this situation changed when measures to simplify the taxation of pension 
schemes came into effect on 6 April 2006. From that date, limits on pensions are no longer 
linked to final taxable earnings. If scheme rules allow, pension scheme members who 
leave after the 6 April 2006 date will not have their benefits restricted in consequence of 
any salary sacrifice arrangements in place at the point of leaving. 
  

Can a salary sacrifice take pay below National Minimum Wage rates? 
 
No. Benefits provided in return for a reduction of cash pay (a salary sacrifice) cannot take pay 
below NMW rates. The only exception is the benefit of accommodation provided by the 
employer. 
 
If you require any further information on salary sacrifice or would like to book a free, no 
obligation appointment to discuss any of your financial arrangements, please contact Kelly 
O’Connell 023 8046 1211 or email kelly.o’connell@hwb-accountants.com. 
 
 


