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Payments in lieu of notice are taxable from 
year of assessment 2012/13 onwards

In Brief 
In the years prior to year of assessment 

2012/13, payments in lieu of notice 

(“PILONs”) made by employers to 

employees in accordance with the terms 

of the employment contract or the 

provisions of the Hong Kong 

Employment Ordinance (“EO”) were 

not assessed to Hong Kong salaries tax 

under the Hong Kong Inland Revenue 

Department’s (“IRD”) concession.   

Following the Court of Final Appeal 

(“CFA”)’s decision in Fuchs, Walter 

Alfred Heinz v CIR (“the Fuchs case”) 

and the withdrawal of the appeal to the 

Court of Appeal by the taxpayers in 

Mrs. Murad and Others v CIR (“the 

Murad case”), the IRD follows the legal 

principles laid down in these cases and 

revised its assessing practice on 

PILONs.  According to the IRD’s 

revised position, PILONs which accrue 

to employees on or after April 1, 

2012 (either in accordance with an 

explicit contract term or as implied 

under the EO) will be regarded as 

income from employment and 

assessed to salaries tax. 

This publication discusses the recent 

development in case law that 

necessitates the IRD to clarify its 

position on taxation of PILONs and the 

implications arising from this change 

for employers and employees. 

The Fuchs case and the 
Murad case  
The IRD has indicated that the CFA’s 

decision in the Fuchs case, which was 

handed down on February 1, 2011, has 

led the Department to start assessing 

PILONs from April 1, 2012. 

The Fuchs case concerned the taxability 

of two sums received by the taxpayer 

upon termination of his employment.  

The CFA dismissed the taxpayer’s 

appeal and upheld the judgment of the 

Court of Appeal that the two sums 

received by the taxpayer are “income 

from employment” and therefore   
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subject to salaries tax.  For a detailed 

discussion of the case, please refer to 

our Global Watch newsletter issued in 

February 2011 accessible through the 

following link (click here). 

Although the two sums involved in the 

Fuchs case were not PILONs, the IRD 

considered that the clarification of law 

made by the CFA in the case can be 

applied equally to PILONs.  In 

considering whether the two sums 

should be subject to salaries tax in the 

Fuchs case, the CFA clarified that since 

the two sums received by the taxpayer 

were payable under the terms of his 

employment contract, they constituted 

income from the taxpayer’s 

employment and therefore are taxable.   

In addition, neither of the two sums 

represented compensation for 

abandonment / waiver of any 

contractual rights or damages for 

breach of the employment contract as 

no rights were surrendered by the 

taxpayer.   On the contrary, the two 

sums plainly represented an 

entitlement under the contract of 

employment as they were stipulated in 

the employment contract as payable in 

the event of early termination. 

Being the highest authority in Hong 

Kong’s judiciary, the IRD is obligated to 

follow the CFA’s position in the Fuchs 

case in determining the taxability of 

payments made by employers to 

employees, including PILONs. 

The Murad case dealt with the 

taxability of certain sums received by 

the taxpayer upon termination of his 

employment that were paid to him 

pursuant to the service agreement and 

the separation agreement.  The Murad 

case has direct relevance to the taxation 

of PILONs as the judgement of the 

Court of First Instance in that case 

includes a discussion of the legal 

principles established in case law 

regarding taxation of PILONs, 

including the UK court case EMI Group 

Electronics v Coldicott 71TC455. 

PwC's commentary 
Reporting obligations for 
employers / employees 

Following the IRD’s revised assessing 

practice, a PILON which accrues to an 

employee on or after April 1, 2012 

has to be reported by the employer on 

the relevant employer’s return (i.e. 

Form IR56F / Form IR56G) of the 

employee).  The amount accrues on the 

date the employer agrees to pay the 

PILON or on the date the employment 

is terminated, whichever is the earlier.  

This means that a PILON which 

accrued to an employee before April 1, 

2012 but was/is only received by the 

employee on or after April 1, 2012 is not 

taxable and therefore will not be 

required to be reported by the 

employer.  

On the other hand, an employee is 

required to include any PILON accruing 

to him/her on or after April 1, 2012 as 

employment income on the individual 

tax return (i.e. Form BIR 60) for the 

relevant year of assessment. 

In this regard, the IRD has stated on its 

website that to ensure all PILONs 

accruing on or after April 1, 2012 are 

assessed to tax, the Department will 

“examine the facts and circumstances 

of each case carefully to determine the 

date on which the payment in lieu of 

notice accrued.  In case the date of 

accrual of the payment in lieu of notice 

was wrongly provided, the 

Department will consider taking 

penalty actions in accordance with the 

provisions of the Inland Revenue 

Ordinance”. 

http://www.publications.pwc.com/DisplayFile.aspx?Attachmentid=4228&Mailinstanceid=19568
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Tax implication of contract 
governing law 

Section 7 of the EO provides that either 

the employer or the employee may 

terminate a contract of employment by 

agreeing to make a PILON to the other 

party.  The amount of payment 

necessary to terminate an employment 

contract is equal to the amount of 

monthly average wages which would 

have been accrued to the employee 

during the period of notice.  

Accordingly, for an employment 

contract governed by Hong Kong law, 

even if the terms of the contract do not 

explicitly provide for the employee’s 

rights to a PILON upon termination of 

employment, such rights can be 

regarded as being implicitly provided 

for and accrued to the employee under 

the contract of employment.  As a 

result, the PILON received by the 

employee upon termination of 

employment will be regarded by the 

IRD as taxable employment income. 

However, if an employment contract is 

governed by foreign law and the 

employee’s entitlement to a PILON is 

not explicitly stated in the contract, the 

issue of whether the PILON received by 

the employee upon termination of 

employment constitutes income from 

employment may arise.   

In this regard, the IRD has indicated on 

its website that it would “examine 

carefully the foreign law which 

regulates the employment, including 

the right to payments in lieu of notice”.  

The PILON will be assessed to salaries 

tax if the IRD concludes that it is paid 

under the express or implied term of an 

employment contract and thus is 

income from employment. 

The Bottom Line 
Following the IRD’s clarification that 

PILONs accruing on or after April 1, 

2012 are income from employment and 

taxable, employers making PILONs to 

employees should be cautious of the 

reporting obligations in respect of such 

payments and great care should be 

exercised in determining the date of 

accrual and the amount of such 

payments properly.  For expatriate 

employees receiving PILONs upon 

termination of employment and whose 

employment contracts are governed by 

foreign law, a thorough understanding 

of the foreign law requirement on 

statutory payment for termination of 

employment would be required in 

ascertaining the chargeability of such 

payments for salaries tax purposes.  
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For more information, please do not hesitate to contact: 

Mandy Kwok   +85 (2) 2289 3900            mandy.kwok@hk.pwc.com 

Robert Keys    +85 (2) 2289 1872            robert.b.keys@hk.pwc.com 

Theresa Chan   +85 (2) 2289 1887       theresa.ky.chan@hk.pwc.com 

Jacky Chu    +85 (2) 2289 5509                   jacky.chu@hk.pwc.com 

Berin DB Chan  +85 (2) 2289 5504           berin.db.chan@hk.pwc.com 

Bruce Lee    +85 (2) 2289 5510               bruce.ch.lee@hk.pwc.com 

Louis CS Lam  +85 (2) 2289 5528               louis.cs.lam@hk.pwc.com  
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