WRONGFUL DISMISSAL – GUIDE FOR EMPLOYEES AND TEMPLATE CALCULATIONS
What is a wrongful dismissal?

Wrongful dismissal is merely breach of an employment contract.  An employment contract is simply an agreement between employer and employee governing the employment relationship and whether verbal or in writing.  The breach occurs when an employee who is dismissed (or in some cases has resigned) is prepared to work out all or part of their notice but is prevented from doing so leading to a claim for damages, based upon the employee’s loss for the period of un-worked notice.

There will be no wrongful dismissal claim if the company has reserved the right to pay the employee in lieu of notice (and does so) because in such circumstances there is no breach of contract.  Equally, there will be no meaningful claim from an employee if the employer breaches the contract but nevertheless pays for the unexpired period of notice because all contractual monetary loss will have been extinguished.  It is important to note in this respect that there is no concept of “aggravated damages” in a wrongful dismissal complaint.  In other words, the fairness or otherwise of the dismissal is irrelevant in calculating someone’s entitlement.

How to calculate damages - generally

The starting point for a contractual claim of wrongful dismissal is to calculate the net sum that the employee would have received for the unexpired period of notice.  This is only the starting point however because any claim is subject to deductions for accelerated receipt (i.e. the fact that the employee should receive the money earlier than would have been the case if he had continued to earn a salary for the remainder of the notice) and mitigation.  Most disputes, particularly in respect of executives with a lengthy period of notice under their service agreement (i.e. their contract of employment), revolve around mitigation, and when they might be able to get alternative employment.  There is often a conflict here for both employers and employees in such a situation.  An employer, for instance, may be dismissing the employee because they do not think that they are up to the job but will nevertheless argue that they can get alternative employment quickly because of their skills.  The employee will often be proud of their achievements and disgusted by the way that they have been treated but nevertheless claim long-term unemployment.  They will be encouraged by self-interest (i.e. increasing the damages claim) to argue that all the head-hunters have disappeared now (with the position worsened by the fact they are getting older and the manner of their dismissal).  

What is the Notice Period?
The notice period can be set out in writing when an employee joins an employer and with one caveat this is invariably a contractual agreement which both employee and employer are able to rely on.  The caveat is that there is a statutory minimum, which will apply whatever the contract says if higher than the period particularised by the employer.  The minimum is essentially one week for each full year of employment up to a maximum of twelve however long an employee’s “period of continuous employment”.  However, many employees particularly at a senior level, will expect a period of perhaps three months or maybe six months right from the word go.  Finally, if there is nothing at all in writing the notice period will be whatever is deemed to be a “reasonable period”, perhaps by reference to an industry standard or the notice period enjoyed/expected by other employees in the same company at a similar level.

Mitigation and specific calculation of loss
There is rarely an argument over the correct period of notice or indeed the net sum due for the unexpired period of notice (although there is sometimes a dispute over what is or is not a contractual benefit in kind because discretionary benefits cannot be included in a damages claim).  However, the argument over mitigation is often very important unless the notice period is a short one.  In consequence it is very sensible for a company to calculate what the possible cost would be of an employee being dismissed before the dismissal is formalised and this is where the appended calculations come in (taking the likelihood/timing of alternative employment into account).  In my experience, it is very helpful to have a “best”, “worst” and “middle” scenario as to an employee’s possible loss based upon their contractual notice.  There are two possible examples that could be used.  It is important to note four points in particular.  

Pension

· First, pension benefits (particularly where there is a final salary scheme or AVCs involved) will often result in a considerable claim by the employee because the actual loss to the employee is far greater than the (already substantial) cost of providing a pension to the employee.  Separate advice on this is often needed.

Tax

· Secondly, because one is calculating the employee’s loss, any contractual benefits which are received (which incidentally would not normally include a discretionary bonus) have to be calculated by reference to the cost the employee will have to spend to replace them, rather than the cost of providing them; this will often be a lot more expensive, e.g. life insurance.

· Third, there are often tax complications and again advice is often needed on this.  The most important one relates to the fact that the first £30,000 of any genuine severance payment is free of tax (this is usually of benefit to the company (in practice) rather than the employee because the employee is simply entitled to receive their net loss so the company only has to gross up the payment after the first £30,000 of any payment).  This tax break is however often “given” to the employee but could be lost if the agreement (usually a compromise agreement) under which any severance payment is finalised takes the severance payment outside Section 403 Income Tax (Earnings and Pensions) Act 2003.  One way in which this might happen is if new restrictive covenants are imposed on the employee but any “conditions”, which  are introduced in the agreement in return for all or part of the severance payment could be a problem and so care is needed here particularly because in any future Inland Revenue claim an employer and employee are jointly and severally liable for any repayment to include interest and penalties.

Unfair dismissal
· The fourth point to note is that wrongful dismissal has nothing whatsoever to do with unfair dismissal.  Unfair dismissal is merely a statutory remedy available to employees with (in the main) at least one year’s employment service.  The maximum award is under £60,000 and is usually set off against any wrongful dismissal damages.  Reference has been made in the calculations to the possibility of an unfair dismissal award but it is important to understand the fact that a dismissal may be wrongful (if the employer has breached the contract in the manner of dismissal) or unfair (if the employer’s procedure did not comply with the statutory requirements for fairness and reasonableness) or both.  Constructive dismissal (where the employee leaves as a result of the employer’s fundamental breach of contract) is usually both a wrongful and unfair dismissal.  

Employment Tribunal jurisdiction

The Employment Tribunal does of course have jurisdiction to deal with many types of claims including discrimination on the grounds of race, sex, disability, and (shortly) age.  In addition, they can deal with some wrongful dismissal claims (under £25,000) and other contractual disputes arising out of the loss of employment, principally where salary has not been paid or other unauthorised deductions have been made.  These used to be called Wages Act claims.  More details on this can be found in my guide to Employment Tribunals.  However, most wrongful dismissal claims for damages are pursued through the civil courts (i.e. County Court or High Court) depending on the level of damages sought) albeit that such claims are invariably linked in with other disputes between employer and ex-employee e.g. abuse of confidential information.  

Wrongful dismissal – template calculations

It is important for the terms of this note that I have explained the context of a wrongful dismissal claim and provided calculations which can be used by e.g. the personnel department of a company to show the company board an estimate of the appropriate level of a negotiated settlement for a dismissal or soon to be dismissed employee.  You may find these calculations very valuable in setting the scene for a negotiated settlement as many employers who dismiss and then take advice as to an appropriate level of damages regret their lack of planning.  It is, for instance, then often too late to turn back the clock and e.g. approach the problem a different way or achieve a more tax efficient negotiated settlement utilising (perhaps) an augmentation of the pension scheme.  Let me know what you think!  And you can always give me a call because unlike the employment departments of most law firms I don’t charge for a clarification or chat through several issues of concern to you and I am available in or outside office hours.

Tim Russell

07767 646656

Bertie Bassett - Calculation of Loss

(assuming termination date February 1 2007 and 12 month notice period)

                                                                                                    £                                        £

Gross Salary
265,000


Bonus
69,9601


Car Allowance
11,556


PRP
Nil2


LTIPs
Nil3
346,516





Benefits: Cost to Company4



· Private Health
640


· Life Assurance
977


· Professional Advice
500


· Pension
Nil5


· Personal Accident
252


· Security Insurance
693


· Incidental
1,827
4,889





Total Gross Package

351,405





Less Tax and NI6

135,272





Net Annual Loss:

216,133





Scenario 1
Best net loss position7
38,405

Scenario 2
Middle net loss position8
135,810

Scenario 3
Worst net loss position9
272,933





Grossed up position10 i.e. cost to company:







Scenario 1
Best position
44,009

Scenario 2
Middle position
206,350

Scenario 3
Worst position
404,888

Notes
1 Assumes a bonus based on 26.4% of salary

2 PRP will not apply in forthcoming year

3 Assumes LTIPs have no value

4 Loss to Executive of replacing these benefits may be higher than cost to the Company

5 Pension has been excluded from the calculation but is obviously a valuable benefit and a significant loss to the Executive so must be considered separately.

6 Calculations showing the tax and “employee” NI deductions can be provided.

7 Best position assumes full mitigation after 3 months, no unfair dismissal and 6% accelerated receipt

8 Middle position assumes full mitigation after 8 months, full bonus, no unfair dismissal and 3% accelerated receipt

9 Worst position assumes full bonus, no mitigation or accelerated receipt deduction and maximum unfair dismissal compensatory award

10 The grossing up process gives the true cost to the company of the settlement assuming 40% tax on the balance over £30,000 although only for actual payment to the ex-employee only with the balance of any tax paid to the Revenue by the ex-employee.

Cost to [Company] of [Employee’s] Dismissal

In calculating the employee’s loss and therefore the cost to the company the following assumptions have been made in providing this summary.

1 Remuneration Package
In addition to gross salary of £(, a bonus is payable estimated at £( for the year, along with the other benefits of [car, private health insurance, life assurance, telephone and personal accident cover].

2 Pension
As far as pension is concerned, [this loss can be taken into account as the individual is in a private pension scheme where the employer contribution is (% and the employee contribution is (% and the loss is ascertainable]. [This has currently been excluded as it is difficult to ascertain the actual loss because there is a [contributory/non-contributory] company scheme] [as well as a FURBS] and actuarial advice needs to be ascertained to determine the cost to the company of augmenting the pension benefits for the period of notice]. 

3 Three Alternative Calculations of Loss
The calculation of loss has been done on three possible bases.  The best position for the company assumes full mitigation after [3] months [without any bonus or unfair dismissal and 6% accelerated receipt].  The middle position assumes full mitigation after [8] months, [no unfair dismissal and 4% accelerated receipt].  The worst position assumes full bonus, no mitigation or accelerated receipt deduction and [the maximum unfair dismissal compensatory award].

4 Tax Free Sum
As there is no express payment in lieu of notice clause in the executive’s contract of employment the first £30,000 of the severance payment is tax free in accordance with section 403 Income Tax (Earnings and Pensions) Act 2003.  In consequence the calculations reflect the employee’s true loss (after the deduction of tax and employee’s National Insurance deductions) but only provide for the employer’s payment to be grossed up in respect of the excess over £30,000. 

5 True Cost to Company - Mechanics of Payment
The true cost to the company of these payments, as far as the company is concerned, is set out in the table below.  The tax position is complicated by the fact that once the P45 has been issued to the employee only basic rate tax needs to be deducted [assume no express PILON] and the employee remains liable for any higher rate tax that may subsequently be due.  Any tax payable in respect of the benefit in kind must come off the cash payment. 

Costs Summary
Best position

(for the company)
Middle position

(for the company)
Worst position

(for the company)

Total cost to the company


£
£
£

Sum to be paid by the employee/company to the Inland Revenue


£
£
£

Sum to be paid by the company to the employee


£
£
£

