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The law

The law relating to illegality

 1.1. When a contract is tainted with illegality in one form or another, it may not be possible to enforce some or all rights which would otherwise be available.

 1.2. In broad terms there are three situations which need to be considered although there may be exceptions.  The first situation is that some employment is directly prohibited by legislation.  Generally, a contract that is illegal from its inception will be void and unenforceable.

 1.3. Secondly, if the purpose or object of a contract involves criminality or immorality it will be unenforceable as being contrary to public policy.  Such contracts may not be unenforceable if the activities do not form a term of the contract.

 1.4. The third, and most common form of illegality, is illegality in performance.  In this situation, the contract is legal on its face but in some way the performance is illegal.  Most commonly in an employment situation, this may involve some kind of tax fraud.

 1.5. When considering whether a party will be prevented from enforcing a contract which is performed illegally two basic conditions must be met.  Firstly, the party must in some way know of the illegality, but that is not enough, there must also be participation.  What is less clear is what will constitute relevant knowledge and relevant participation; that is an imprecise area.

 1.6. These principles have been considered in a number of cases.  We do not propose to review all of those cases.  We have regard to the case of Hall v Woolston Hall Leisure Ltd 2001 ICR 99.  Gibson LJ put it this way at paragraph 38: 

"In cases where the contract of employment is neither entered into for an illegal purpose nor prohibited by statute, the illegal performance of the contract will not render the contract unenforceable unless in addition to knowledge of the facts which make the performance illegal the employee actively participates in the illegal performance.  It is a question of fact in each case whether there has been a sufficient degree of participation by the employee.”  

 1.7. This case was decided in the context of the Sex Discrimination Act 1975.  At issue was whether the employee should be prevented from recovering compensation on grounds of public policy in the context of the statutory tort.

 1.8. We would note the following paragraphs from Hall:

28 Illegality under English law

There can be no doubt but that under English law a claim, whether in contract or in tort, may be defeated on the ground of illegality or, in the Latin phrase, ex turpi causa non oritur actio. The classic statement of the principle was by Lord Mansfield in Holman v Johnson [1775] 1 Cowp. 341 at p.343:

'No court will lend its aid to a man who founds his cause of action upon an immoral or illegal act. If, from the plaintiff's own stating or otherwise, the cause of action appears to arise ex turpi causa, or the transgression of a positive law of this country then the court says he has no right to be assisted.'

29 Although we are not directly concerned with a claim in contract, it is helpful to consider the applicability of the defence of illegality to a contractual claim before considering the more directly relevant position of a claim in tort. In contract, the decision of the House of Lords in Tinsley v Milligan [1994] 1 AC 340 has reaffirmed that the claimant cannot found his claim on an unlawful act. But when the claimant is not seeking to enforce an unlawful contract but founds his case on collateral rights acquired under the contract the court is neither bound nor entitled to reject the claim unless the illegality of necessity forms part of the claimant's case (p.377 per Lord Browne-Wilkinson).

30 In two types of case it is well established that illegality renders a contract unenforceable from the outset. One is where the contract is entered into with the intention of committing an illegal act; the other is where the contract is expressly or implicitly prohibited by statute (St John Shipping Corp v Joseph Rank Ltd [1957] 1 QB 267 at p.283 per Devlin J)

31 In a third category of cases, a party may be prevented from enforcing it. That is where a contract, lawful when made, is illegally performed and the party knowingly participated in that illegal performance. In Ashmore, Benson Ltd v Dawson Ltd [1973] 1 WLR 828 Lord Denning MR (at p.833) said:

'Not only did [the plaintiff's transport manager] know of the illegality. He participated in it by sanctioning the loading of the vehicle with a load in excess of the regulations. That participation in the illegal performance of the contract debars [the plaintiff] from suing [the defendant] on it or suing [the defendant] for negligence.'

So too Scarman LJ (at p.836):

'But knowledge by itself is not enough. There must be knowledge plus participation ... For those reasons I think the performance was illegal.'

32 In the employment law field the test of knowledge plus participation has also been recognised for illegality to be a defence. Thus in Davidson v Pillay [1979] IRLR 275, Slynn J, giving the judgment of the EAT, referred to Tomlinson v Dick Evans 'U' Drive Ltd [1978] IRLR 77 as a case where the employer and employee were parties to a deliberate fraud on the Revenue and the employee could not rely upon an illegal contract. He said (at p.77 paragraph 3):

'We follow and accept the decision in that case as properly stating the law where both the employer and employee are a party to the illegality and have knowledge of it.'

33 In Coral Leisure Group Ltd v Barnett  [1981] IRLR 204[1981] IRLR 204, the EAT, at p.207, asked itself the question whether any taint of illegality affecting part of a contract necessarily rendered the whole contract unenforceable by a party who knew of the illegality. In the case of a contract not for an illegal purpose or prohibited by statute the EAT answered that question in the negative, holding that the fact that the employee in the course of his employment committed an unlawful act did not prevent him from asserting thereafter his contract of employment against his employer.

34 In Newland v Simons & Willer (Hairdressers) Ltd [1981] IRLR 359, the question was whether an employee could complain of unfair dismissal in circumstances where the tribunal had held that the employee knew or ought to have known that her employer had failed to pay tax and National Insurance contributions ('NIC') in respect of her wages. The majority of the EAT were of the view that where both employer and employee knowingly commit an illegality by way of a fraud on the Revenue in the payment and receipt of the employee's remuneration under a contract of employment, the contract was turned into one prohibited by statute or common law and the employee was precluded from enforcing any employment rights which she might otherwise have against the employer. The majority thought the essential question to be: 'Has the employee knowingly been a party to a deception on the Revenue?' (see p.364). Further at p.365 May J said:

'We have no doubt that Parliament never intended to give the statutory rights provided for by the relevant employment legislation to those who were knowingly breaking the law by committing or participating in a fraud on the revenue.'

35 In Hewcastle Catering Ltd v Ahmed  [1991] IRLR 473[1991] IRLR 473, the employer, a club proprietor, had devised a scheme fraudulently to avoid VAT, and the employee waiters were required to implement the scheme. After giving evidence for the prosecution, the waiters were dismissed. They complained to a tribunal. The employer alleged that the contracts of employment were tainted with illegality and that the waiters knowingly participated in the fraudulent evasion of tax. The tribunal found that the waiters were unfairly dismissed. The EAT dismissed the employer's appeal, as did this court. Beldam LJ (at p.477) took into account a number of factors which would lead a court to conclude that public policy did not preclude the waiters' claim. They were that the obligation to make VAT returns and keep proper records was that of the employer, that the contract of employment was not one by which the employee was engaged to assist in the fraud, that to deny an employee the right to claim compensation could well discourage disclosure of the fraud, that the steps taken by the waiters and the implementation of the fraudulent scheme were not essential or significant and that (applying the test of an affront to public conscience) there would be no such affront in giving the waiters relief. The test of an affront to public conscience was subsequently held by the House of Lords in Tinsley v Milligan [1994] 1 AC 340 to be an inappropriate test. Nevertheless the other factors which weighed with Beldam LJ are proper considerations to be taken into account in determining whether the defence of illegality should prevail.

36 In Salvesen v Simons [1994] IRLR 52, the EAT had to consider whether the payment, pursuant to an arrangement between employer and employee, of part of the employee's salary without deduction of tax and NIC rendered a contract illegal and unenforceable with the result that the employee could not pursue a claim for constructive dismissal. The EAT held that it was unenforceable. Lord Coulsfield (at p.58) said that the ex turpi causa rule, being based on public policy, should be applied pragmatically and fairly, even in cases where the claim was directly founded upon a contract tainted with illegality. But in that case the employee, although innocent of deliberate illegality, had suggested the arrangement which was made, and so it was held that the contract of employment should be treated as unenforceable.

37 The next case to which I should refer is Johal v Adams, an unreported decision of the EAT on 11 January 1996. In that case part of the remuneration of the employee was paid by the employer in cash to defraud the Revenue. The tribunal found the employee knew of the fraud and, although not very happy, had acquiesced in the arrangement. The tribunal held that the contract of employment was unenforceable. On appeal to the EAT, Judge Peter Clark said Salvesen v Simons [1994] IRLR 52 was a case where it was held that a party to an illegal contract who knew what was being done could not pursue a complaint of unfair dismissal founded on the contract. He further said that in employment cases it had traditionally been held that complaints of unfair dismissal were based upon the contract of employment. The EAT therefore dismissed the appeal in relation to the complaint of unfair dismissal. It also dismissed a racial discrimination complaint on the ground that the detriment alleged was the employee's dismissal and the Judge said that because dismissal was an essential ingredient of the employee's complaint, the practice in relation to unfair dismissal also applied, the complaint being founded on the contract of employment.

38 With all respect to the judge, his view of the unfair dismissal cases is an oversimplified one. In cases where the contract of employment is neither entered into for an illegal purpose nor prohibited by statute, the illegal performance of the contract will not render the contract unenforceable unless in addition to knowledge of the facts which make the performance illegal the employee actively participates in the illegal performance. It is a question of fact in each case whether there has been a sufficient degree of participation by the employee. And as Coral Leisure Group [1981] IRLR 204 shows, even if the employee has in the course of his employment done illegal acts he may nevertheless be able subsequently to rely on his contract of employment to enforce his statutory rights. The Salvesen [1994] IRLR 52 case on its facts was not a case of mere knowledge of the facts constituting illegality: the employee's involvement was much greater. The Hewcastle [1991] IRLR 473 case shows some of the factors which may be relevant to determining whether the statutory employment rights conferred on an employee are not to be defeated by illegality in the performance of the contract of employment.

39 I turn next to illegality as a defence in relation to a claim in tort. In Clunis v Camden and Islington Health Authority [1998] QB 978, this court specifically held that the defence applies in cases of tort, Beldam LJ at p.987 saying:

'We do not consider that the public policy that the court will not lend its aid to a litigant who relies on his own criminal or immoral act is confined to particular causes of action.'

40 But in Standard Chartered Bank v Pakistan National Shipping Corp, unreported, 3 December 1999, Evans LJ said at paragraph 44 that the authorities supported the pragmatic approach described by Bingham LJ in Saunders v Edwards [1987] 1 WLR 1116 at p.1134:

'When the plaintiff's action in truth arises directly ex turpi causa, he is likely to fail ... Where the plaintiff has suffered a genuine wrong, to which the allegedly unlawful conduct is incidental, he is likely to succeed.'

In Saunders v Edwards the fraud against the Revenue perpetuated by the plaintiff was not considered a bar to his suing the defendant for the consequences of the defendant's fraud. Evans LJ said in Standard Chartered at paragraph 53 that the harshness of the application of the defence meant that it was likely to be applied sparingly so as not to defeat in particular cases what were perceived to be just or genuine claims.

47 In the present case, the employment contract of Mrs Hall at its inception and on its variation when she successfully bargained for increased wages on her promotion was entirely lawful. It did not incorporate a term that adopted the subsequent illegality. When on performance of the varied contract by the employer the illegality appeared in the form of the false payslip, Mrs Hall queried it. The obligation to pay PAYE and NIC rested on the employer (in the absence of a direction from the Revenue that Mrs Hall was to account for the tax and NIC: see IRC v Herd [1993] 1 WLR 1090). There was no active participation by her in the illegality. With the aid of counsel we have considered whether Mrs Hall herself was guilty of any illegality under the fiscal legislation, or at common law by reason of the offence of cheating the public revenue, but I have seen nothing that shows that she herself was guilty of any unlawful conduct. No benefit is shown to have been received by her from the employer's failure to deduct tax and NIC and to account for the same to the Revenue. Her acquiescence in the employer's conduct, which is the highest her involvement in the illegality can be put, no doubt reflects the reality that she could not compel the employer to change its conduct. That aquiescence is in no way causally linked with her sex discrimination claim. In the circumstances it would seem to me to be deplorable if someone in the position of Mrs Hall were left by English law unable to enforce her statutory claim. I am glad to be able to reach the conclusion that that is not the law and that public policy does not so require.

 1.9. It is possible having regard to paragraph 47 of the judgment of Gibson LJ to discern a number of possible questions which may be helpful in deciding whether there was knowledge and participation particularly as follows: was the employment contract lawful at its inception; if the contract was varied (for instance as a result of a request for an increase in wages) was the variation entirely lawful; did any variation incorporate a term that adopted subsequent illegality; did any illegality become apparent only on subsequent performance for example by production of a false payslip; what enquiries did the employee make (in considering this it may be appropriate in our view to consider whether the parties acted in good faith and have regard to what information was given to the revenue); where does the legal obligations lie for instance to pay tax and national insurance; was there active participation in the illegality; in the case of an employee, was he or she specifically guilty of any illegality under the fiscal legislation; did any specific benefits accrue to the employee as a result of the illegality; did the employee's conduct go beyond acquiescence; and, could the employee influence or compel the employer to change its conduct.  

 1.10. We should note that in the case of discrimination being a statutory tort, the tribunal must consider whether the employee’s claim arises out of or that it is so clearly connected or inextricably bound up or linked with the illegal conduct that the tribunal cannot permit the employee to recover compensation about appearing to condone the illegal conduct.  

 1.11. Gibson LJ put it as follows at paragraph 42: 

"It therefore follows that the correct approach of the tribunal in a sex discrimination case should be to consider whether the applicant's claim arises out of or is so clearly connected or inextricably bound up or linked with the illegal conduct of the applicant that the court could not permit the applicant to recover compensation without appearing to condone that conduct." 

 1.12. We note the following paragraphs fromVakante v Addey and Stanhope Governing Body 2005  ICR 231, CA:

1. Complaints to the employment tribunal based on the statutory torts of unfair dismissal and discrimination are sometimes met with the defence that the proceedings are barred by the applicant's involvement in illegal conduct. The general practice of the tribunal is to direct a preliminary hearing of an illegality issue, as was done in this case. Its resolution usually requires some oral evidence, as well as legal argument. A preliminary hearing is appropriate in most cases, as it would be a waste of time and money for the tribunal to conduct a full investigation into the merits of a complaint which, even if established, is liable to be rejected on public policy grounds. 

2. As appears from the authorities, such as the judgments in the recent decision of this court in Hall v. Woolston Hall Leisure Limited [2001] ICR 99 (a sex discrimination case), and from the Law Commission Consultation Paper No 160 (2001), the precise basis and the exact boundaries of the illegality defence in tort cases are problematical. This is not surprising where there is a clash of different aspects of public policy. In a case of alleged race discrimination at work, for example, the claimant seeks redress from the employer for unlawful treatment. On the one hand, the assertion that the claimant's involvement in illegal conduct disables him from pursuing the claim does not begin to address the factual and legal merits of the case against the defendant. Access to justice is a fundamental human right. Denial of it may confer the benefit of procedural immunity from legal process on a defendant also guilty of illegal conduct. On the other hand, the defence of illegality is an appeal to a self-evident legal principle or policy that justice, and access to it, does not require courts and tribunals to assist litigants to benefit from their illegal conduct, if it is inextricably bound up in their claim. 

3. The application of the illegality doctrine in an all-or-nothing way, operating as a complete bar, is obviously open to criticism and has invited proposals that the court should be given a discretion to bar a claim, after taking specified relevant factors into account, or to reduce the damages recoverable by the claimant, depending on the seriousness of the illegal conduct and the degree of connection between the illegal conduct and the claim.

4. There are also real difficulties in formulating, either in case law or in legislation, a comprehensive legal test which works satisfactorily for all torts, ranging, as they do, across a wide spectrum of human conduct, involving different legally protectable interests and multifarious factual situations. Different public policy consideration may be relevant to different kinds of claim. Claims for personal injury and occupiers' liability in the workplace may raise different policy considerations from claims for unfair dismissal or discrimination in employment. The Law Commission observed in its Consultation Paper that-

  1 "1.5....the problems with the clarity of the current law....mean that it is difficult to predict an outcome or to explain the outcome in terms of the apparent rationale for the illegality defence, with the result that there is a risk of arbitrariness or possibly disproportionality. Arbitrary or disproportionate results could lead to conflict with the European Convention on Human Rights...

  2 2.2 ...it remains difficult to identify when a claim in tort will be barred on the basis of the defence of illegality: part of the difficulty stems from the wide variety of factual situations in which the illegal conduct may arise."

5. The topic was explored in detail in Hall in the limited context of claims for sex discrimination in employment under the Sex Discrimination Act 1975. It is not disputed that Hall is equally applicable to race discrimination in employment, which is alleged by the applicant in this case and is governed by a similar statutory scheme in the Race Relations Act 1976. 

6. The issue in Hall was whether a female employee's claim of sex discrimination, based on dismissal for pregnancy, was barred by public policy, because the applicant was aware that the performance of her contract of employment by the employer involved illegality. The employer did not deduct income tax and National Insurance contributions from her wages. The Court of Appeal unanimously rejected the notion that the applicant's involvement in the illegal performance of the employment contract by her employer denied her access to the tribunal to determine her complaint of discrimination in employment.

7. In the leading judgment Peter Gibson LJ laid down an approach for the employment tribunal to follow in sex discrimination cases. It is binding on this court. The tribunal purported to apply it to the facts of this case. The proper approach 

  3 "....should be to consider whether the applicant's claim arises out of or is so clearly connected or inextricably bound up or linked with the illegal conduct of the applicant that the court could not permit the applicant to recover compensation without appearing to condone that conduct." (para 42 at pp111-112). 

8. The strength of the Hall approach is that it is flexible. It enables the tribunal to avoid arbitrary and disproportionate outcomes and to reach sensible and just decisions in most cases. The proper application of the test should produce reasonably consistent and predictable results, more so, I am inclined to think, than would be the case if, in cases of illegal conduct involving the applicant, the tribunal were given a general statutory discretion, constrained by specific limiting factors.

9. Although Hall uses some of the familiar language of legal and factual causation ("connection", "link"), the test does not restrict the tribunal to a causation question. Matters of fact and degree have to be considered: the circumstances surrounding the applicant's claim and the illegal conduct, the nature and seriousness of the illegal conduct, the extent of the applicant's involvement in it and the character of the applicant's claim are all matters relevant to determining whether the claim is so "inextricably bound up with" the applicant's illegal conduct that, by permitting the applicant to recover compensation, the tribunal might appear to condone the illegality. 

 1.13. We should also note that the burden of proving there is illegality which defeats the employee's claim is the employer’s.  However, it is frequently the case that neither party points to illegality but that the possibility of a contract being tainted by illegality arises as a result of some allegation or evidence given by one or other of the parties.  In that case, we consider the tribunal should raise the matter with the parties allowing them to produce submissions or further evidence.  We have regard to Cohen v Sandhu EAT494/80, it is not for the tribunal to search out illegality but it should be raised if it becomes apparent during evidence.  Both parties should be given an opportunity to make submissions and deal with the matter in evidence.

 1.14. In certain circumstances it may be possible to sever the illegal part of the contract.  This point arose in Blue Chip Trading Ltd v Helbawi 2009 IRLR 128.  In the case of Hyland v JH Barker (North West) 185 ICR 861 the Employment Appeal Tribunal held that an illegal allowance paid on top of the employee's salary could not be severed as it was part of his conditions of employment.  The net effect was to break his continuity of employment for the weeks the contract was tainted so that he did not have sufficient service to pursue his unfair dismissal claim.

 1.15. It may be that the contract is only performed illegally during part of its performance.  This may lead to a finding that, for example, continuity of employment is broken during the period of illegal performance  Bambose v The Royal Star and Garter Home  EAT 841/95; Attridge v Jaydees Newsagents Ltd EAT 603/79.

 1.16. The claimant also refers to Wheeler v Quality Deep ltd (trading as Thai Royale Restaurant)  2004 EWCA civ 1085 B and Colen v Cebruan (Uk) Ltd 2003, CA.  Neither take the matter any further in our view.

