Post-Employment Notice Pay (PENP): Guidance and Formula Sheet 

The taxation of payments made on termination of employment is complex. Any termination payment made (for example, by way of a settlement agreement) must be broken down into various components, so it is easy to identify which parts of the payment should be subject to tax/NICs, and which can be paid tax free. The elements of a termination payment can be very broadly broken down as follows: 
The first element is known as “post-employment notice pay” (PENP). This represents basic pay for any unworked portion of the employee’s contractual notice period. This element will be subject to income tax and both employer and employee NICs. The legislation sets out a complex statutory formula to calculate PENP, which is explained below. 
Some other payments made on termination, such as contractual pay in lieu of notice (PILON), contractual bonus payments, or payment for accrued holiday, will also be subject to income tax and both employer and employee NICs.
The second element is the remaining balance of the termination payment. The balance of the payment is payable free of income tax and NICs up to £30,000, provided that it represents income from employment (s403 ITEPA).
The third element is any excess over £30,000, which will be subject to income tax. Previously, any excess over £30,000 was free from NICs. However, from 6 April 2019 Class 1A (employer) NICs became payable on this element of any payment. This element of the payment will remain free of Class 1 (employee) NICs. 
When must a PENP calculation be completed?

You must conduct the PENP calculation whenever you are proposing to make a payment in connection with the termination of an employee's employment, unless the employee is working out their notice period in full, or the only sum they are receiving is statutory redundancy pay. A statutory redundancy payment is not a ‘relevant termination award’ for the purposes of the PENP legislation, so can be paid tax free in full. No PENP calculation is required. 

The most common scenario in which PENP applies is where you are dismissing an employee without requiring them to work out their notice, and you are offering a termination payment of some kind via a settlement agreement, but it may also include cases where: 

- you summarily dismiss an employee for gross misconduct and subsequently make a payment to settle their ET claim (whether using a settlement agreement or a COT3)
- the employee resigns without working their full notice and you subsequently make a payment to settle their ET claim (whether using a settlement agreement or a COT3)

According to updated HMRC guidance, in cases of gross misconduct where employee has been summarily dismissed you do not generally need to carry out PENP calculation.  However, if the summary dismissal has been overturned (for example by an ET) or where the settlement agreement/COT3 states that the employee will be treated as a ‘good leaver’, a PENP calculation must be completed. 

In such cases, the period of notice on which the PENP calculation must be based is the notice you would have had to give had you terminated the employee's employment by serving notice in accordance with their contract (or the statutory minimum notice, if longer).

Note that the relevant notice for the purposes of PENP is the notice that the employer must give under the employee's contract (or the statutory minimum, if longer), which may be different from the period of notice that the employee must give. 

This means that PENP also applies where you make a termination payment to an employee who resigns and works out the notice that they were required to give under their contract, but the notice that you would have had to give if you had dismissed them (under the contract, or the statutory minimum notice, if longer) is longer than the notice that they were required to give.

Post-Employment Notice Pay – Calculations

There are two formulas used for calculating PENP, the simplified formula and the standard formula. The formula used is dependent upon how the employee is paid, and how much of the employee’s notice period remains unworked

Simplified formula

The simplified formula is used in the following circumstances, when an employee:

· is paid a monthly salary;
· has a contractual notice period which is expressed in months; and 
· whose employment is terminated with immediate effect or whose unworked period of notice equates to a whole number of months (as opposed to days or weeks).

The formula is BP x D – T

BP – basic pay for the last pay period. For example, if the employee is paid on the 25th day of every month and that payment represents payment for the period 1st of the month to the last day of the month, the pay period is a calendar month. 

Basic pay includes the value of salary sacrifice (e.g. if an employee makes a pension contribution or purchases childcare vouchers via salary sacrifice. However, you should exclude any bonus, allowances, commission, share awards etc. Note that you should use the actual basic pay received in the relevant pay period, even if it is lower than usual (e.g. because the employee was absent on unpaid leave for part of that period). 

Note that ‘basic pay’ for the purposes of the PENP calculation is greater than ‘basic pay’ for the purposes of working an employee’s contractual PILON payment, as the former includes sacrificed salary and the latter excludes sacrificed salary. For this reason, it is important to carry out a PENP calculation even if the employee has received a PILON in respect of their whole notice period. It is not safe to assume that a PILON for the employee’s whole notice period will always ‘cancel out' PENP liability (although this will often be the case). See Example 4 below for an illustration of how this works in practice. 

D – the number of months in the notice period or unworked period of notice. For example, if the employee has a 3-month notice period, and has not worked any of it, this number would be 3. If the employee has worked 1 month of the notice period, leaving 2 months unworked, then this number will be 2. 

T – any payments paid under the settlement agreement that are already taxable as earnings. Most commonly, T will represent a separate contractual PILON payment made to the employee (as this will already be separately subject to tax).

If your organisation has a practice of always making a PILON payment, even though there is no PILON clause in your contracts, this is known as an ‘auto-PILON’ and will need to be included here. 

Note that ‘T’ does not include the following payments made on termination; accrued holiday pay; any bonus payable for termination of employment; statutory or enhanced redundancy pay; or any payment into an employee’s pension scheme.

Standard formula

If an employee’s notice pay is expressed in an alternative to months (weeks for example), or the unworked portion of the employee’s notice period is not a whole number of months, the standard formula below applies:

The formula is ((BP x D)/P) – T

BP – basic pay for the last pay period to end before the day notice is given. Basic pay is worked out in the same way as for the simplified formula above. 

D - the number of calendar days in the unworked portion of the notice period. For example, an employee may be working 1 week of his/her 4-week notice period – leaving 3 weeks unworked notice remaining; In that case, this number would be 21.

P – the number of calendar days in the pay period. Following a recent change in legislation, in cases where the pay period is one month, P will now always be represented by the figure 30.42 (the average number of days in a calendar month). This to ensure that all employees are treated consistently, regardless of whether their employment terminates following a shorter month, or a longer month.  

T – any payments paid under the settlement agreement that are already taxable as earnings. Most commonly, T will represent a separate contractual PILON payment made to the employee (as this will already be separately subject to tax). T is worked out in the same way as for the simplified formula above. 

What happens if no notice is given or received?
There may be some situations where an employee exits your organisation but either no notice is due to the employee or alternatively, notice is due to the employee but no letter formally giving notice is ever issued. 
For example, as explained above, you may summarily dismiss an employee for gross misconduct, giving them no notice of termination. Even though, at the time of dismissal, you believed that no notice was due, you will still need to carry out a PENP calculation if you later make a payment to that employee via a COT3 or settlement agreement. In that case, the value of ‘D’ in either the simplified or standard PENP calculation above, should be equivalent to the whole of the notice period you would have been obliged to give the employee, if you had dismissed them with full contractual notice rather than summarily. 
Alternatively, may enter into a settlement agreement with an employee following a period of negotiation. The terms of their exit are all set out in the settlement agreement, and no formal notice of termination is separately issued. A PENP calculation must still be performed in these circumstances. 
The proposed date of termination of employment will usually be stated in the settlement agreement. If employment will terminate immediately on signature of the of the settlement agreement, or shortly afterwards, the easiest approach will usually be to state that no notice is being worked. The employee’s whole contractual notice period should be treated as unworked for the purposes of the PENP calculation. 
[bookmark: LASTCURSORPOSITION]

Example PENP CalculationsExample 1: Simplified formula:  Alex

Alex receives £3,000 monthly basic pay. He does not take part in any salary sacrifice arrangements. His employer is obliged to give him three months’ notice. There is no contractual PILON clause in his contract. Alex works one month of his three-month notice period. His employer proposes to make a settlement payment of £10,000 to facilitate his exit from the business. What portion of this payment must be ‘carved out’ and subject to tax under the PENP rules?

The simplified formula can be used here ‘as the notice period, and the unworked portion of that notice period are both whole months. 

BP = £3,000
D = 2 (there are 2 months outstanding of the 3-month notice period)
T = Nil (there is no contractual PILON or other taxable payment being made on termination)
BP (3,000) x D (2) – T (nil) = £6,000

The PENP payment is £6,000 and will be subject to tax. The balance of £4,000 (£10,000-£6,000) is taxable under s403 ITEPA, but can be paid tax free as it falls within the £30,000 exemption. 











Example 3: Simplified formula – including contractual PILON; Catherine 

Catherine earns £10,000 per month and has a three-month notice period. Catherine does not take part in any salary sacrifice schemes. Her employer exercises a PILON clause in her contract and dismisses her without notice, making a payment of £30,000. Additionally, the employer makes an ex gratia payment of £10,000. 

BP (10,000) x D (3) – T (£30,000) = 0
PENP is nil as the contractual PILON effectively ‘cancels out’ the PENP payment. The ex gratia payment of £10,000 is taxable under s403 ITEPA, but can be paid tax free as it falls within the £30,000 exemption.


Example 2: Standard Formula: Ben 

Ben receives £3,000 per month basic pay (including any sums paid out in salary sacrifice). His contractual notice period is three months. There is no PILON clause in his contract. Ben is offered a settlement agreement to leave his employment. His employer proposes to make a settlement payment of £30,000. Ben is paid on the last day of June. His notice period begins on 1 July. He serves 17 days of his 3-month notice period. What portion of this payment must be carved out and subject to tax under the PENP rules?

Here the unserved portion of the notice period is expressed in days (rather than months) so the standard formula must be used. 

BP = £3,000
D = 75 days: This is the unserved portion of the notice period. Ben’s 3-month notice period has 92 days (31 days in July + 31 days in August + 30 days in September). 92 days -17 days served notice = 75 days).
P = 30.42 days (following a recent change is legislation, P will now always be represented by 30.42 – the average number of days in a calendar month.) 
T = Nil (there is no contractual PILON or other taxable payment being made on termination)
(3000 x 75/30.42) – 0 = £7,396. 

The PENP payment is £7,396 and will be subject to tax. The balance of £22,604 (£30,000-£7,396) is taxable under s403 ITEPA, but can be paid tax free as it falls within the £30,000 exemption. 


















Example 4: Diana 
Catherine’s colleague Diana leaves the business at the same time as Catherine. Diana is a slightly higher earner than Catherine and receives £12,000 per month. Like Catherine, she receives £10,000 per month.  However, she sacrifices an additional £2,000 to pay for childcare vouchers and an annual travel pass. Diana is also dismissed without notice and receives a payment of £30,000 in lieu of three months’ notice. Her employer also makes an ex-gratia payment of £10,000. 
BP (12,000) x D (3) –T (30,000) = £6,000

PENP is £6,000 and will be subject to tax. The balance of £4,000 (£10,000 ex gratia payment -£6,000) is taxable under s403 ITEPA, but can be paid tax free as it falls within the £30,000 exemption.
Here, ‘basic pay’ for the purposes of the PENP calculation is greater than ‘basic pay’ for the purposes of working out the contractual PILON payment, as the former includes sacrificed salary and the latter excludes sacrificed salary. 















Example 5: Simplified formula - including statutory redundancy payment: Eleanor 

Eleanor is paid monthly, receiving £3,000 per month basic pay, and has a 3-month notice period. There is no PILON clause in her contract. Eleanor is made redundant but works 1 month of her 3-month notice period. Eleanor receives a redundancy payment from her employer of £11,000. This is comprised of her £1,000 statutory redundancy entitlement, an enhanced redundancy payment of £2,000 and an additional ex gratia payment of £8,000. 

The statutory redundancy payment is not a ‘relevant termination payment’ and can be paid tax free.
Therefore, the ‘relevant termination award’ is £10,000 (enhanced redundancy payment + ex gratia payment).

BP (£3,000) x D (2) – T (nil) = £6,000

PENP is £6,000 and will be subject to tax. The balance of £4,000 (£10,000 ex gratia payment -£6,000) is taxable under s403 ITEPA, but can be paid tax free as it falls within the £30,000 exemption. The statutory redundancy payment of £1,000 can be paid tax free. 









