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The release of the draft Labor Contracts Law, or 
Employment Contracts Law (Draft Law), by China’s 
National People’s Congress on March 20, 2006 has 
attracted considerable attention because of the increased 
protection it gives to employees. It is a move that will 
impact all employment relationships in the country, and 
it could become law as early as this Fall.

Evolution of a Modern System

As China has gradually accepted and developed a labor 
law system more consistent with a modern economy 
through economic reform in the 1980s, it promulgated 
the PRC Labor Law in 1994. This momentum has con-
tinued with the Draft Law.

The Draft Law makes clear that in trying to standardize 
and refine China’s labor law system, the PRC govern-
ment is encouraging:

(i) Longer term employment relationships;
(ii) The increased presence and significance of trade 
unions in the workplace; and 
(iii) A reduction in the amount of discretion that 
employers may exercise in the workplace.  

The Draft Law reiterates many of the basic requirements 
of the PRC Labor Law with respect to labor contracts, 
while at the same time incorporating provisions from 
various labor regulations and local laws and rules. But 
there are several significant changes under the Draft 
Law.

Open-Ended Labor Contracts Favored

Fixed-term contracts may be less attractive to employers 
because of newly proposed restrictions on the options for 

terminating employees with such contracts. Under the 
Draft Law,  this  is only possible where: (i) an employee is 
disqualified during the prescribed probationary period; (ii) 
an employee  seriously  violates  the   employer’s   rules   
(assuming the employer’s rules call for termination under 
such circumstances); (iii) an employee’s employment with 
another employer seriously affects his or her work per-
formance, and the employee fails to rectify the situation; 
or (iv) an employee is subject to criminal proceedings. 
 
In addition, it imposes a new requirement on employers 
to pay a minimum severance when a fixed-term contract 
terminates – either when it expires and is not renewed or 
a pre-agreed trigger event occurs. 

This liability will likely have far-reaching financial implica-
tions for employers, given that employers in the PRC have 
typically entered into fixed-term contracts with employ-
ees on the basis that they receive no severance if laid off 
after their contracts expire.  

Further, a labor contract will be treated as open ended 
under the Draft Law unless the parties enter into a fixed-
term written labor contract, or the employee expressly 
agrees otherwise.  

Non-Compete Provision

The Draft Law reduces the maximum duration of a non-
compete period from three years to two years, and also 
specifies that an employer must pay a minimum amount 
of consideration equal to the employee’s annual wage 
for a non-compete clause for it to be enforceable. The 
Draft Law, however, does not clarify whether the pay-
ment of one hundred percent of the employee’s annual 
wages constitutes legally sufficient consideration for a 
non-compete provision that exceeds twelve months or 
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is a condition applicable to each twelve month period of 
the non-compete in the event of a two year non-compete 
period.

The maximum penalty an employer is entitled to if 
a former employee breaches a non-compete agree-
ment is three times the amount of money that the 
employee received for the non-compete.

Interpretation Favors Employees

If an employer and employee have different opinions 
as to the terms and scope of the employment 
relationship between them, the Draft Law states that 
the interpretation most favorable to the employee must 
prevail.

Union Approval of Employer’s Rules

The Draft Law also appears to empower labor unions to 
veto an employer’s proposed employment-related rules. 

Such provisions can cause administrative problems 
and may conflict with foreign laws. For example, if a 
labor union rejects the establishment by a US wholly-
owned subsidiary of a code of conduct that includes an 
anonymous whistle-blowing hotline to report financial 
irregularities, the parent company in the US may be 
unable to comply fully with the Sarbanes-Oxley Act of 
2002. (This Act requires audit committees of US-listed 
companies to establish whistle-blowing procedures 
enabling employees to make anonymous, confidential 
reports and complaints regarding questionable account-
ing, internal accounting controls or auditing matters.)

Penalty for Unlawful Termination

Another requirement proposed under the Draft Law is 
that an employer must reinstate a wrongfully-terminated 
employee if the employee so requests. If this does not 
happen, or if it is not possible to continue the employment 
relationship, the employer must pay the employee twice 
the severance specified under the Draft Law.  

Representative Office Uncertainty

Should a company continue a seconded employee’s service 
after one year, the Draft Law requires that company to 
enter into a labor contract directly with the employee.  
Since the Draft Law also applies to representative 
offices of foreign companies in China, this provision may 

create uncertainty when it comes to staffing those offices. 
In particular, China’s Company Law states that a foreign 
company’s representative office is not an independent 
legal entity, and therefore cannot enter into employment 
agreements directly with Chinese nationals.

At the moment, foreign companies surmount this hurdle 
by using employment agents such as FESCO or CIIC, but 
this practice would appear to conflict with the requirement 
in the Draft Law that a company, including foreign repre-
sentative offices, contract directly with a seconded em-
ployee after one year of service.  

It is hoped that the PRC government will clarify any un-
certainties in the final draft of the law. What is evident al-
ready, however, is that the version released to date clearly 
reflects the government’s desire to protect employees. 
If passed in its current form, the effect on employers in 
China will be profound.  
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