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China Issues Labor Contract Law

On June 29, 2007, after several years of drafting and 
an unprecedented amount of public comments, the 
Standing Committee of the National People’s Con-
gress promulgated the People’s Republic of China 
(PRC) Labor Contracts Law (Law). The Law has at-
tracted considerable attention because of its impact 
on all employment relationships in the PRC and the 
increased protection it aims to provide to employees. 
As its name suggests, the Law requires that employ-
ers provide all full-time employees with written em-
ployment contracts. More specifically, it sets forth 
basic requirements for establishing, implementing, 
modifying, and terminating employment contracts. 
This article highlights some key provisions in the 
new Law. 

Evolution of a Modern System

As the PRC has gradually instituted economic reform 
since the 1980s, it has developed a labor law system 
more consistent with a modern economy.  One prod-
uct of those reforms is the PRC Labor Law, which be-
came effective on January 1, 1995.  This momentum 
has continued with the release of the new Law.

The Law makes clear that in trying to standardize 
and refine China’s labor law system, the PRC gov-
ernment is promoting:

1.  longer-term employment relationships; 
 
2. increased presence and significance of trade 
unions in the workplace; and
 
3.  increased power of the individual employee vis-
à-vis the employer. 

Not all of the provisions contained in the Law are 

new. In fact, the Law reiterates many of the basic 
requirements of the PRC Labor Law with respect to 
labor contracts and incorporates provisions from 
various local labor regulations.  However, the Law 
builds on these local regulations, revises some cur-
rent practices and policies, and provides a nation-
wide minimum standard for employment contracts. 

Effective Date of the Law

The Law will take effect on January 1, 2008, allow-
ing employers in the PRC several months to examine 
their existing employment contracts and employ-
ment policies and practices to assure compliance.  
Although the Law does not require employers to 
nullify existing employment contracts and enter into 
new employment contracts as of January 1, 2008, it is 
unclear whether the Law will have retroactive effect 
or otherwise apply to those employment contracts 
that are in effect prior to January 1, 2008 and contain 
provisions contrary to the Law.

Open-Ended Contracts Favored 

The Law aims to make fixed-term contracts less at-
tractive to employers.  An employment relationship 
will default into an open-ended contractual relation-
ship if an employer fails to enter into a written labor 
contract with an employee within one year of the 
employee’s start date.  Further, the Law favors open-
ended contracts by requiring employers to execute 
open-ended (or non-fixed-term) labor contracts with 
employees in the following circumstances, unless 
the employee requests otherwise:

1.  upon the second consecutive renewal of a fixed-
term labor contract after January 1, 2008, unless legal 
justification exists for terminating the contract; 
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2.  at the time of renewal of the contract, with an 
employee with ten years of service; or
 
3.  during a restructuring, with an employee with 
ten years of service, who is not more than ten years 
from the legal retirement age. 

Moreover, if an employer fails to enter into a writ-
ten contract within one month of the employee’s 
start date, the employer must pay the employee two 
times the employee’s monthly wage for every month 
there is no contract.  

If an employer fails to enter into an open-ended con-
tract with an employee in violation of the Law, the em-
ployer must pay the employee double his/her month-
ly wage beginning from the time that the employer 
should have executed an open-ended contract. 

Probation Period

The Law standardizes the permissible length of proba-
tionary periods, which will affect the hiring landscape 
and the appraisal of new talent.  Similar to the current 
law, the maximum duration of a probationary period 
will hinge on the length of the employment contract. 
The probation period may not exceed one month for 
a contract lasting at least three months and less than 
one year. The probation period for a contract lasting 
at least one year but less than three years may not ex-
ceed two months. The probation period for a contract 
with at least a three-year term, or an open-ended con-
tract, may not exceed six months.  The Law further 
provides that an employer may not impose more than 
one probation period on a given employee.

Training Expenses and Service Periods 

The Law allows an employer to require an employ-
ee to agree to a set service period in exchange for 
the expense of “professional technical training.”  In 
addition, the Law codifies the practice that employ-
ers and employees may agree that if the employee 
resigns before completing the service period, the 
employer may recoup from the employee liquidated 
damages that may not exceed the pro-rata share of 
the training expenses related to the remaining por-
tion of the service period.  The Law, however, fails to 
provide any definition or guidelines with respect to 
what constitutes “professional technical training.” 

Empowerment of the Trade Unions
The Law grants increased power to the trade unions 
with respect to the formulation and implementation of 

an employer’s internal rules and regulations that bear 
directly on the “immediate interests” of the employ-
ees.  Such interests include remuneration, working 
hours, rest time, holidays, job safety, social insurance, 
training, discipline and work quotas.  More specifi-
cally, the Law requires employers to “consult” with 
the trade union (or employee representative group in 
the absence of a trade union), listen to its opinions and 
negotiate with it concerning these issues.  Moreover, 
the Law requires an employer to notify the trade union 
of employer-initiated terminations before the termina-
tions occur. The degree to which this consultation pro-
cess may become a burden for employers or may cre-
ate uncertainty with respect to applicable work rules 
during the consultation process remains unclear.

Collective Contracts 

The government’s goal in increasing the prevalence 
of trade unions also emanates in the provisions re-
garding collective contracts.  The Law provides that 
industry-wide contracts are permissible, limited geo-
graphically only by county lines.  Moreover, the Law 
requires that the standards set forth in a collective 
contract may not be lower than the government’s 
minimum standards with respect to issues such as 
wages and working conditions.  Suggested topics 
for inclusion in collective contracts include compen-
sation, working hours, benefits, leave, work safety, 
and a wage adjustment mechanism.

Part-time Employees 

The Law clarifies at a national level the definition 
of a “part-time employee,” i.e., an employee who 
works no more than four hours on average per day 
or twenty-four hours in total per week for the same 
employer.  Moreover, the Law provides that either 
oral or written employment contracts are accept-
able.  Either the employer or the employee may 
terminate the employment contract without notice 
and with no severance payable.  Given the ease with 
which either party may terminate the employment 
contract, employers may not impose probationary 
periods on part-time employees.

Non-Compete Provision

The Law restricts the use of non-compete provisions 
to senior management, senior technical personnel and 
other personnel who are obliged to maintain the em-
ployer’s trade secrets.  The Law imposes a maximum 
duration of non-compete restrictions of two years 
and requires that the employer pay the former em-
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ployee monthly during the non-compete period.  The 
Law allows the employer and employee to negotiate 
the geographic scope applicable to the non-compete 
provisions.  The Law also appears to limit the restrict-
ed activities to working for a competing company that 
produces the same type of products or is engaged in 
the same type of business as the current employer, or 
in terms of the employee’s establishing his/her own 
business to produce the same type of products or en-
gage in the same type of business. Significantly, the 
Law does not impose any minimum consideration for 
the non-compete agreement, which will likely remain 
subject to local regulations.

Mass Layoffs

The Law also creates an increased administrative burden 
with respect to conducting a mass layoff, which reflects 
the goal of encouraging longer term employment rela-
tionships.  The Law considers a “mass layoff” to consist 
of a layoff of at least twenty employees or 10% or more 
of the total number of the employer’s workforce.   

The Law prescribes specific provisions for the retention 
of employees irrespective of job performance.  Indeed, 
the Law provides preferential retention provisions for 
those employees (a) with comparatively longer-term 
fixed-term contracts, (b) with open-ended contracts; or 
(c) who are the sole wage earners and support an el-
derly person or a minor.  Further, the Law restricts justi-
fication for mass layoffs to the following situations:

1.  restructuring pursuant to the PRC Enterprise Bank-
ruptcy Law;
 
2.  serious difficulties in production and/or business 
operations;
 
3.  significant changes in production, technology de-
velopment or business methods that necessitate a 
workforce reduction; or

4.  a major change in the objective economic circum-
stances rendering it impossible to perform current 
labor contracts.

Expansion of Grounds for Employer’s 
Terminating a Labor Contract without 
Prior Notice

The Law expands upon the limited number of legally 
permissible grounds under which an employer may 
terminate an employment contract, by adding the 

following grounds:

1.  the employee has a second position with another 
employer, which adversely affects the employee’s 
performance, or the employee refuses to resign from 
the other position, despite being given the opportu-
nity to do so; and
 
2.  the employee provided false information during 
the hiring process, which information the employer 
relied upon to form the employment relationship.

Termination of the Labor Contract by 
Employer with Prior Notice

The Law reiterates the three grounds for terminating 
an employment contract whereby the employer must 
provide thirty days’ advance notice to the employee:  
(a) after a medical treatment period expires; (b) where 
the employee is incompetent and remains incom-
petent even after retraining or an adjustment in the 
employee’s position; and (c) when a major change in 
the objective circumstances renders the employment 
contract unable to be performed.  The Law codifies 
that an employer may pay the employee one month’s 
wages in lieu of the required thirty days’ notice for a 
termination under these grounds.

Severance Pay

The Law broadens the circumstances under which an 
employer must pay severance. Marking a significant 
departure from current practice, the Law requires an 
employer to pay severance upon the expiration of a 
fixed-term contract which the employer does not re-
new, unless the employee refuses to renew the con-
tract on the same or better conditions.  Second, the 
Law requires an employer to pay an employee sever-
ance when the termination is due to bankruptcy, dis-
solution or revocation of the business license. 

As an apparent offset to the increased circumstances 
for the payment of severance, the Law places a cap 
on the amount of required severance.  This cap will 
reduce the effect this new provision will have on em-
ployers with highly paid workforces. The Law limits 
the severance amount to (a) three times the average 
“monthly wage” of employees for the previous year 
in the city where the employer is located and (b) for 
no more than twelve months.  The Law clarifies that 
the “monthly wage” is based on the employee’s wag-
es for the twelve months immediately preceding the 
employee’s termination. 
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For purposes of calculating severance, the Law pro-
vides that employers must round up service periods 
of six months or more to one year.  For service peri-
ods of less than six months, the employee is entitled 
to an additional half-month’s wage. 

The Law, however, provides that it will not limit sev-
erance entitlements that accrued prior to the Law’s 
effective date.  Rather, the Law in effect creates a 
two-tiered severance calculation system that leaves 
the current applicable laws in tact and effective so 
that employees will not be shortchanged of the cur-
rent severance they are accruing without the Law’s 
new limitations. 

Penalty for Unlawful Termination

If an employer terminates an employee without legal 
basis, the Law requires that the employer reinstate 
the employee at the employee’s request.  If this does 
not happen, or reinstatement is not possible, the em-
ployer must pay the employee twice the severance 
specified under the Law. 

Representative Office Uncertainty

The Law is silent as to whether it applies to represen-
tative offices of foreign companies.  Given the num-
ber of local and foreign employees seconded to work 
for foreign representative offices, however, clarifica-
tion as to this uncertainty is expected. 
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