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views on various salary tax issues 
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In brief 

At the 2013 annual meeting between the Hong Kong Inland Revenue Department (IRD) and the Hong 

Kong Institute of Certified Public Accountants (HKICPA), the IRD expressed its views on a number of 

salary tax issues that may be of interest to taxpayers. Some of the issues discussed are solely related to 

the interpretation and application of the domestic law of Hong Kong while others involve application of 

the Hong Kong treaties.  

Some of the important issues discussed at the meeting include: (1) computation of the month of service 

for determining the exempt amount of retirement benefits upon termination of service, (2) taxation of 

share awards received by expatriate employees who are subsequently localized, (3) taxability of certain 

payments upon employment termination, and (4) the interpretation of ‘Income from Employment’ 

article of the comprehensive double tax arrangement between Hong Kong and the Mainland (HK-

Mainland CDTA).  

Companies with employees in Hong Kong should take into account the views expressed by the IRD in 

fulfilling their employers’ tax reporting obligations, managing their employees’ individual tax matters, 

and formulating their employee compensation policies. 

 

 

In detail 

The IRD and HKICPA held their 
regular annual meeting in 
February this year to discuss 
and exchange views on, among 
others, various salary tax issues 
that were raised by the HKICPA. 
The minutes for the meeting 
prepared by the IRD were 
recently published and some of 
the most important items are 
summarized below. For a full 
list of salaries tax issues 

discussed in the meeting, please 
refer to the meeting minutes 
available on the HKICPA’s 
website.   

Computing month of service 

to determine exempt benefits  

Under current Hong Kong tax 
law, a portion of the accrued 
benefits attributed to the 
employer’s voluntary 
contributions received by an 
employee from a recognised 
retirement scheme upon 

termination of services can be 
exempt.  The portion of the 
exempt accrued benefits, or 
‘proportionate benefit’, is 
calculated with reference to the 
number of completed months of 
service by the employee.  In 
general, if an employee has 
worked for an employer for 10 
years or more (i.e., the number 
of completed months of services 
is 12o or more), the whole  
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accrued benefits will be exempt from salaries tax.  As such, computing the number of completed month of service is a 
crucial variable to determine the exempt amounts.   

In situations where an expatriate employee was seconded to work in Hong Kong, it was not clear whether the service 
period prior to the secondment should be included in the computation of ‘proportionate benefit’.  In the meeting, the IRD 
clarified and set out its views on how the completed months of service should be computed in the following two scenarios: 

Scenario 1 - An individual was employed by a foreign employer and worked overseas and then seconded by the foreign 
employer to work in Hong Kong. The individual was under the same overseas retirement plan (which is a recognised 
retirement scheme for salaries tax purposes) prior to and during his Hong Kong assignment. The individual 
subsequently terminated his employment when he was in Hong Kong. 

In this scenario, since the employee had only one employment (i.e., the one with the foreign employer) throughout the 
entire period, the IRD will, in computing the number of completed months of service, take into account the months of 
service of the individual during both the period when he worked overseas and the period in which he was on the Hong 
Kong assignment.  

For example, if the individual worked overseas for nine years before taking on the Hong Kong assignment and terminated 
his employment one year after taking up the Hong Kong assignment, the total number of completed months of service will 
be counted as 120 (i.e., ten years).  Accordingly, the whole amount received by the individual from the overseas retirement 
scheme will be exempt from salaries tax.   

Scenario 2 - Same facts as above, except that the individual switched to a Hong Kong employment and was then under 
the Mandatory Provident Fund (MPF) scheme of his Hong Kong employer. The Hong Kong employer recognised the 
individual's previous 10 years of overseas service under the MPF scheme. 

In this case, since the individual had two employments (i.e., one with the foreign employer and one with the Hong Kong 
employer), in computing the number of completed months of service, the IRD will only take into account the months of 
service of the individual during the period when he was employed by the Hong Kong employer and covered under the MPF 
scheme in Hong Kong. Thus, if the individual worked overseas for the foreign employer for nine years before switching to 
Hong Kong employment and terminated his Hong Kong employment after one year, the total number of completed 
months of service will be counted as twelve (i.e., one year) and 9/10 of the accrued benefits will be subject to salaries tax.  

Share awards for expatriates who are subsequently localized 

In the past, there were uncertainties as to the correct salaries tax treatment and employers’ reporting requirement of share 
award benefits received by expatriate employees who were initially seconded to work in Hong Kong and then switched 
from a non-Hong Kong employment to a Hong Kong employment (i.e., localized) during their secondment. In the 
meeting, the IRD clarified and removed the uncertainties in the following scenarios:

 
Scenario 1 – Share awards granted during Hong Kong assignment  
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In this scenario, share awards were granted to the employee during his/her Hong Kong assignment of a non-Hong Kong 
employment.  The employee subsequently changed from a non-Hong Kong employment to a Hong Kong employment 
during the three-year (i.e., 1,095 days) vesting period of the share awards. 

To calculate the taxable amount of share award benefits upon vesting, the IRD will split the value of the vested shares into 
2 portions (one attributable to the period of non-HK employment and the other attributable to the period of HK 
employment) based on the vesting period. Time apportionment will be allowed for the portion relating to the non-HK 
employment whereas the full amount of the portion relating to the HK employment will be taxable. Accordingly, the 
taxable share award amount in Scenario 1 is computed as follows:

 
Vesting period No. of days Type of employment Taxable share awards 

1/1/2009 to 9/30/2011 1,003 Non-HK employment $T1 = $A x 1,003/1,095 x F 

10/1/2011 to 

12/31/2011 

92 HK employment $T2 = $A x 92/1,095 

 
$A = The value of the vested shares  
F = The time apportionment factor for year of assessment 2011/12 (i.e., from 4/1/2011 to 9/30/2011).  This is because 
under the Hong Kong tax law, any post-cessation payment would be deemed as if received at the last date of the taxpayer’s 
employment.  In the present case, the last day of the employee’s non-Hong Kong employment is 9/30/2011.  
 

For reporting purposes, the employer is required to report the amount of ‘$A x 1,003/1,095’ (gross amount before time 
apportionment claim) in an additional employers’ return for cessation of employment (i.e., Form 56F) as post-cessation 
income and the T2 amount in the annual employers’ return (i.e., Form 56B) for year of assessment 2011/12.  In his/her 
own tax return, the employee can claim time apportionment on the gross income reported in Form 56F, whereas the 
amount of $T2 is fully taxable. 

 
Scenario 2 – Share awards granted before Hong Kong assignment  
 

 
 

In this scenario, the share awards were granted to the employee before his Hong Kong assignment of a non-Hong Kong 
employment and the employee changed from a non-Hong Kong employment to a Hong Kong employment during the 
three-year vesting period of the share awards.  

To calculate the taxable amount of share award benefits upon vesting, the IRD will split the value of the vested shares into 
three portions as follows: 

 



Global Watch 

 
 

4 pwc 

Vesting period No. of days Type of employment Taxable share awards 

1/1/2009 to 

9/30/2010 

638 Non-HK employment – 

before HK assignment 

Not taxable 

10/1/2010 to 

9/30/2011 

365 Non-HK employment – 

during HK assignment 

$T1 = $A x 365/1,095 x F 

10/1/2011 to 

12/31/2011 

92 HK employment $T2 = $A x 92/1,095 

 

$A = The value of the vested shares  
F = The time apportionment factor for year of assessment 2011/12 (i.e., from 4/1/2011 to 9/30/2011) 
 
The employer’s reporting requirement and the time apportionment claim position for the employee are basically the same 
as that in Scenario 1.  However, please note that the whole portion attributable to the non-Hong Kong employment period 
(i.e., 638 + 365 days) has to be reported on the Additional Form IR 56F and it is the taxpayer’s responsibility to lodge a 
partial exemption claim of the pre-Hong Kong assignment period portion (i.e., 638 days) by submitting a revised 2011/12 
tax computation to the IRD. 

Certain payments made upon employment termination 

The IRD reiterated that even if the right to payment in lieu of notice (PILON) has not been explicitly stated in an 
employment contract, an employee is legally entitled to such payment under the Employment Ordinance (EO) if the 
employer terminated the contract without notice. As such, the right to receive a PILON is an implied term of employment 
contract and therefore is subject to salaries tax as an ‘income from employment’.  

This rule is consistent with the revised position that the IRD has taken from year of assessment 2011/12 onwards following 
the Court of Final Appeal’s decision in Fuchs, Walter Alfred Heinz v CIR. For more details about the IRD’s position on 
taxability of PILON, please refer to our International Assignment Services – Hong Kong news publication issued in June 
2012 (click here for link). 

The IRD considers that similar to PILON, severance payment is also a legal entitlement under the EO and therefore the 
right to receive such payment is also an implied term of employment contract. However, taking into account the legislative 
intent and case law, the IRD's practice is to continue to accept statutory severance payments calculated under the EO as a 
compensation for loss of employment instead of reward for services rendered. As such, the payment is not taxable. 

Interpreting the ‘Income from Employment’ article  

Under the ‘Income from employment’ article of the HK-Mainland CDTA, Mainland resident employees can enjoy 
exemption from salaries tax for their employment income derived from an employment exercised in Hong Kong only if 
three conditions are met.  One of these three conditions is that ‘the remuneration must not be paid by an employer which 
is a Hong Kong resident’. 

In the situation where (1) a Mainland resident individual was sent by his/her Mainland employer to Hong Kong to provide 
services to a subsidiary in Hong Kong, (2) the Hong Kong subsidiary paid the individual an allowance and provided 
him/her with hotel accommodation during their stay in Hong Kong, and (3) the individual’s salaries continued to be borne 
by the Mainland employer during his/her stay in Hong Kong, questions have arisen as to whether part of the 
remuneration of the individual would be regarded as being paid by ‘an employer which is a Hong Kong resident’.  If yes, 
questions also arise whether that would result in the whole employment income of the individual being not qualified for 
the salaries tax exemption under the HK-Mainland CDTA, assuming that the other conditions in the ‘Income from 
employment’ article of the CDTA are satisfied. 

http://www.pwcias.com/home/eng/ias_hk_pilons_jun2012.html
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In this regard, the IRD stated that whether there is a Hong Kong resident employer (i.e., whether the Hong Kong 
subsidiary is regarded as the economic employer of the individual) will be the crucial factor and has to be determined on a 
case-by-case basis. However, even if there is a Hong Kong resident employer, based on our interpretation of the relevant 
provision in the Income from Employment article of the HK-Mainland CDTA, only the allowance and hotel 
accommodation were paid and borne by the Hong Kong subsidiary and are thus subject to salaries tax in Hong Kong.  The 
salaries paid and borne by the Mainland employer should not be subject to salaries tax in Hong Kong.  

In addition, since the allowance paid by the Hong Kong subsidiary is specifically attributable to the employee's stay in 
Hong Kong, it will be fully taxable without any time apportionment despite the individual’s employment being a non-
Hong Kong employment. 

 
The takeaway 
 

Uncertainties as to how a provision in Hong Kong domestic tax law or a Hong Kong treaty should be interpreted and 
applied could adversely affect companies in fulfilling their tax reporting obligations for employees.  These uncertainties 
may also impact the effective management of their employees’ individual tax matters or the formulation of competitive 
compensation policies. Companies with employees working in Hong Kong should be aware of the views expressed by the 
IRD, such as those in the above meeting minutes.  These minutes serve as a good reference of the IRD’s stance on various 
salaries tax issues and should be taken into account when addressing employee tax matters and compensation policies. 
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SOLICITATION 

This content is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 
 

Let’s talk   

For a deeper discussion of how these issues might affect your business, please contact the following  

representatives from PwC Hong Kong: 
 

 

Mandy Kwok 

+852 2289 3900 

mandy.kwok@hk.pwc.com 

Robert Keys 
+852 2289 1872 
robert.b.keys@hk.pwc.com 

Theresa Chan 
+852 2289 1887 
theresa.ky.chan@hk.pwc.com 

 

Berin Chan 

+852 2289 5504 

berin.db.chan@hk.pwc.com 

Louis Lam 

+852 2289 5528 

louis.cs.lam@hk.pwc.com 
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