
 

Common Payroll Mistakes Small Businesses Make 

 

 

Running a small business means wearing a lot of hats. You are managing 
customers, handling suppliers, keeping your team happy, and somewhere in the 
middle of all that, you are also supposed to get payroll right every single month. 
It is a lot to juggle, and payroll mistakes happen more often than most business 
owners would like to admit. 

The problem is, payroll errors are not just embarrassing. They can lead to 
unhappy employees, HMRC penalties, and legal headaches that take months to 
sort out. The good news is that most common payroll mistakes are entirely 
avoidable once you know what to look for. 

Here is a straightforward guide to the payroll errors that trip up small 
businesses the most, and what you can do about each one. 

Key Takeaways 
●​ Misclassifying employees and contractors is one of the most expensive 

common payroll mistakes, with serious PAYE compliance implications. 
●​ RTI submissions must be made on or before each pay date. Late or 

incorrect filings attract automatic HMRC penalties. 
●​ Wrong payroll deductions, including incorrect tax codes and missed 

pension contributions, affect both compliance and employee trust. 
●​ Overtime calculation errors can put you in breach of National Minimum 

Wage regulations, which is a legal risk worth taking seriously. 
●​ Keeping payroll records for at least three years is a legal requirement, not 

just good practice. 
●​ Staying current with HMRC payroll regulations and tax threshold changes 

is essential for avoiding payroll mistakes law issues. 



 

1. Misclassifying Employees and Workers 
This is one of the most common payroll errors small businesses make, and it is 
also one of the most costly. Classifying someone as a self-employed contractor 
when they are actually an employee, or vice versa, creates serious problems 
with PAYE compliance and HMRC payroll regulations. 

If HMRC decides that a contractor should have been treated as an employee, 
you could be liable for all the tax and National Insurance contributions that were 
never deducted, plus interest and penalties on top of that. 

Before you bring someone on, take time to understand whether they are 
genuinely self-employed or whether your working arrangement makes them an 
employee or worker under UK law. When in doubt, check the HMRC 
employment status tool or speak to a payroll professional. 

2. Getting Payroll Tax Filing Wrong 
Payroll tax mistakes are surprisingly easy to make, especially if you are doing 
everything manually or using a system you are not fully familiar with. Filing the 
wrong amounts, missing deadlines, or submitting incorrect information through 
Real Time Information (RTI) can all trigger unwanted attention from HMRC. 

Under RTI, employers are required to report payroll information to HMRC every 
time they pay their employees, on or before the payment date. Missing an RTI 
submission or submitting it late can result in automatic penalties, even if the 
underlying payroll was completely accurate. 

Staying on top of payroll tax filing means keeping your records clean, knowing 
your submission dates, and making sure your payroll software is updated to 
reflect current tax codes and thresholds. 

 



 

3. Incorrect Payroll Deductions 
Getting payroll deductions wrong is another area where small businesses 
frequently run into trouble. This covers everything from income tax and National 
Insurance to student loan repayments and pension contributions. 

One common issue is using the wrong tax code for an employee, which leads to 
either under-deducting or over-deducting income tax. Both are problems. 
Under-deducting means your employee ends up owing HMRC money they were 
not expecting to owe. Over-deducting means they have been taking home less 
than they should have, which damages trust and morale. 

Pension contributions are another area to watch carefully. With auto-enrolment 
obligations in place, you need to make sure eligible employees are enrolled on 
time, contributions are calculated correctly, and deductions are showing up 
accurately on employee payslips. Errors here can result in regulatory action from 
The Pensions Regulator as well as HMRC. 

4. Overtime Calculation Errors 
Overtime calculations trip up a lot of small business owners, particularly those 
who manage hourly workers or staff with variable hours. Getting this wrong 
means employees are either overpaid or underpaid, and both create problems. 

Underpaying employees for overtime can put you in breach of the National 
Minimum Wage regulations, which is a legal risk you do not want to take. 
Overpaying, while it might seem harmless, affects your cash flow and can be 
complicated to recover. 

The fix here is straightforward: make sure whoever is processing your payroll 
fully understands your pay structure and has a reliable way to track hours 
worked. If you are still using spreadsheets for this, that is probably the first thing 
worth reconsidering. 

 



 

5. Missing Payroll Deadlines 
It sounds basic, but missed deadlines are one of the most common payroll 
compliance mistakes SMEs deal with. Whether it is a late RTI submission, a 
delayed PAYE payment to HMRC, or staff not getting paid on time, the 
consequences ripple outward quickly. 

Late payments to HMRC attract financial penalties. Late payments to employees 
damage your reputation as an employer and can lead to grievances or even 
employment tribunal claims. And once you fall behind on your payroll schedule, 
catching up is rarely straightforward. 

Building a clear payroll calendar and sticking to it is one of the simplest payroll 
management tips for small business owners. Know your payroll run dates, your 
RTI submission deadlines, and your HMRC payment due dates well in advance 
and set reminders if you need to. 

6. Poor Record Keeping 
HMRC requires employers to keep payroll records for a minimum of three years. 
Many small businesses underestimate how important this is until they face an 
audit or a dispute with a former employee. 

Good records should include details of all payments made, tax codes applied, 
National Insurance categories, payroll deductions, and copies of employee 
payslips. If you cannot produce these when asked, you are in a difficult position. 

This is an area where payroll software genuinely earns its keep. A decent 
system will store records automatically, generate payslips, and keep an audit 
trail that you can access whenever you need it. 

 

 



 

7. Not Keeping Up With Legislation Changes 
Payroll mistakes law issues often arise not because a business owner did 
something deliberately wrong but because they simply did not know the rules 
had changed. HMRC payroll regulations, National Minimum Wage rates, 
pension contribution levels, and tax thresholds are all updated regularly. 

If your payroll process is not keeping pace with those changes, you will 
eventually make errors that could have been avoided. Staying informed matters, 
and if you do not have the time or resource to track every update yourself, that is 
a legitimate reason to consider getting external support. 

How Payroll Outsourcing Reduces Payroll Errors 
A lot of small businesses reach a point where managing payroll in-house is 
taking up more time and energy than it is worth, and the risk of error is simply 
too high. 

This is where outsourced payroll services in the UK become genuinely useful. 

When you hand payroll over to a specialist, you are not just saving time. You are 

getting access to a team that stays current with HMRC payroll regulations, 

handles RTI submissions accurately, and takes responsibility for keeping your 

payroll compliant. 

The benefits of outsourced payroll go beyond accuracy. You free up internal 

resources, reduce your exposure to penalties, and get consistent, professional 

payslips for your team every pay period. 

 

 



 

Final Thoughts of Sonia Golding | Director 
 

“Payroll often goes unnoticed when everything is working correctly, but even a 
small mistake can have serious consequences. For small businesses, there is very 
little room for error. Missing a payroll deadline, using the wrong tax code, or 
incorrectly classifying an employee can lead to penalties, disputes, and 
dissatisfied staff, creating extra problems for business owners who already have a 
lot to manage. 

The good news is that most payroll errors are not caused by negligence. Payroll 
can be complicated, regulations frequently change, and small business owners 
are often balancing multiple responsibilities. Simply being aware of the most 
common risks is an important step towards avoiding costly mistakes.” 

Sonia A Golding 
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