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Legal Interpretation and Application of Year-End Bonus

Year-end bonus generally refers to the material incentive given by an enterprise to its
employees to reward their good performance and contribution to its development. With
the continuous economic growth, more and more employers and employees pay
attention to the issues on payment of year-end bonus, and it brings along various legal
disputes. Now let’s know something about the “year-end bonus” loved while hated,
from the perspective of law.

I. Legal Nature of Year-End Bonus

Year-end bonus is usually the bonus paid by an employer, as specified by its rules and
regulations, or otherwise agreed, to its employees at the end of year or any agreed date.
Year-end bonus may be paid in the form of: (1) fixed amount, such as the 13" month’s
salary or the 13™ and 14™ months’ salary widely adopted by foreign enterprises, to
which all employees are entitled, as long as the employees are on board at the bonus
payment, regardless of individual performance or company profits, which is similar to
welfare in nature; (2) floating bonus, which is the performance bonus paid on the basis
of annual individual performance appraisal results and company profits; or (3) “red
packet”, generally determined by the boss, without a fixed rule, which might be related
to the individual employee’s contribution, qualifications, relation with the boss, or
other factors.

No matter which form is chosen, year-end bonus is a material incentive to employees.
Then, what is year-end bonus essentially?

According to Article 4 and 7 of the Provisions on the Composition of Total Salary
promulgated by the National Bureau of Statistics®, firstly, year-end bonus is a type of
“bonus”, falling in the category of “other bonuses”; secondly, bonus is a constituent
component of salary and a part of labor remuneration.

Once the legal attribute of end-year bonus is clear, we have the answers to many
questions. For example, disputes on year-end bonus are typical labor remuneration
disputes, therefore they fall into the scope of acceptance of labor dispute cases;
year-end bonus is in the category of salary, so it should be included in the salary
counting; and year-end bonus is taxable same as normal wage income.

I1. Agreed Forms of Year-End Bonus

! Provisions on the Composition of Total Salary, Article 4: Total Salary consists of the following six parts: (1)
hourly wage; (2) piecework wage; (3) bonus; (4) allowance and subsidies; (5) overtime pay; and (6) salary paid
under special circumstances. Article 7: Bonus refers to the labor remuneration paid to employees for their additional
efforts and their work to increase revenue and reduce expenditure, including: (1) production bonus; (2) bonus for
practicing thrift; (3) labor competition bonus; (4) incentive salary of government organizations and public
institutions; and (5) other bonuses.
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Since year-end bonus is a part of salary, the forms in which year-end bonus is agreed
are similar to those of salary. Year-end bonus should be agreed between the employer
and the employee at the time of entry or during the employment. The difference
between year-end bonus and salary lies in that salary is the labor remuneration payable
by the employer while year-end bonus should be agreed/ stipulated.

Year-end bonus is commonly:

1. Agreed individually. Same as individual salary, year-end bonus is usually specially
agreed between the employer and the employee in an employment contract or other
agreement;

2. Stipulated by rules and regulations. During the employment, the employer pays
year-end bonus to certain or even all employees in the form stipulated by its rules and
regulations to stimulate the employees’ enthusiasm for work, in the nature of collective
motivation, much easier to mobilize the initiative of most employees; or

3. Agreed in the collective contract. Like the form under rules and regulations,
year-end bonus provisions in the collective contract also apply to certain group of and
even all employees.

Provided that year-end bonus is agreed/stipulated as above, where an employee meets
agreed conditions, he/she will be entitled to year-end bonus. But when is year-end
bonus paid, and is it necessary to pay before the end of year?

Firstly, from the word “year-end”, we may learn that appraisal period is from the
beginning of a year to the end of the year. For this purpose, “year-end” emphasizes
appraisal period instead of the time of payment of bonus.

Secondly, “year” does not necessarily mean calendar year and is likely to be a
company’s fiscal year. If a date of year-end is expressly agreed by the parties, it should

apply.

Thirdly, the time of payment of year-end bonus should also be subject to the
agreement between the parties.

Therefore, year-end bonus is not required to pay at the end of a calendar year.
Certainly, if the employer promises or agrees with employees to the time of payment
of year-end bonus, it shall be strictly followed.
I11. Legal Questions about Year-End Bonus

1. Should year-end bonus be included in the calculation of economic compensation?

Year-end bonus is a part of salary so it should be included in the calculation of
economic compensation?.

2 Employment Contract Law, Article 47, paragraph 3: Monthly salary refers to the average monthly salary of the
employee in the 12 months prior to termination or end of the employment contract.
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2. Should year-end bonus be included in the calculation of double pay due to failure to
sign a written employment contract?

In accordance with the Employment Contract Law and the Regulation on the
Implementation of the Employment Contract Law, an employer who fails to enter into
a written employment contract with an employee more than one month and less than
one year from the date of employment shall pay double salary to the employee every
month.

However, no national law or regulation sets the standard for calculation of double
salary due to failure to sign a written employment contract or specifies whether
year-end bonus is included in double salary. These are controversial in judicial practice
and different precedents appeared, some ordering to pay full salary, some ordering to
pay base salary, and some ordering to pay the salary after deduction of risk and welfare
allowances.

3. Is an employee on board for less than one year entitled to year-end bonus?

Conditions for payment of year-end bonus should firstly be subject to the agreement
between the parties. If whether the employee on board for less than one year is entitled
to year-end bonus is expressly agreed by the parties or provided for in the employer’s
rules and regulations, as long as the content is reasonable, the parties shall perform and
observe such agreement or provision in good faith.

In practice, it is expressly agreed or specified by most enterprises. For example, some
enterprises stipulate that the employee on board for less than one year is not entitled to
the current year’s year-end bonus, some stipulate that the employee on board for less
than one year is entitled to the year-end bonus on a pro rata basis in proportion to dates
of on-board, and some stipulate that the employee on board for less than one year is
also entitled to the full year-end bonus.

4. Is an employee leaving before expiration of his employment entitled to year-end
bonus?

As similar to the case described in above Q3, conditions for payment of year-end
bonus should firstly be subject to the agreement between the parties. If it is expressly
agreed by the parties or provided for in the employer’s rules and regulations, as long as
the content is reasonable, the parties shall perform and observe such agreement or
provision in good faith.

It is still controversial in judicial practice, particularly for 13" month’s salary. For
example, it is specified in some companies’ rules and regulations that “13™ month’s
salary” is similar to fixed salary. In this regard, some local arbitration commissions
and courts believe that such year-end bonus as 13" month’s salary is nothing less than
a reward for the employee’s work in the past year, is not used to retain the employee
and has no connection to the employment status of the employee, therefore, even if the
employee leaves the company before the date of payment, the company is still ordered
to pay the 13" month’s salary.
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5. Is an employee taking the maternity, sick or other leave entitled to year-end bonus?

Things could be different from one to another type of year-end bonus. It is specified by
prevailing employment laws and regulations that maternity leave shall be deemed as
normal attendance, therefore, such bonus based on the appraisal of attendance as full
attendance bonus and year-end 13" month’s salary should be fully paid.

For performance year-end bonus, firstly, the company cannot assert that an employee
has poor performance because he/she has maternity leave or sick leave; secondly,
whether an employee taking the maternity or sick leave is entitled to performance
bonus is subject to its rules or agreement and is controversial in judicial practice
particularly when it is not expressly specified by rules and regulations or agreed by the
parties.

IV. Period of Action Limitation and Burden of Proof for Labor Disputes arising
out of Year-End Bonus

Since year-end bonus is a part of salary and in the nature of labor remuneration, it
applies the special action limitation of labor arbitration: an in-service employee is not
subject to the one-year action limitation for arbitration application, while an employee
whose employment expires or is terminated should make arbitration application within
one year from the date of expiration or termination of employment. That is to say, the
employee should claim year-end bonus no later than one year after his/her separation,
or he/she will lose the right of winning the lawsuit.

If any dispute arises between the employer and the employee in connection with the
payment of year-end bonus, which party bears the burden of proof is a concern. Same
as most civil cases, labor dispute cases apply the general evidence rule of “who claims,
who presents evidence”.

The burden of proof for year-end bonus should be understood in two sections:

First, if there is an agreement on year-end bonus or the primary fact that the employee
is entitled to year-end bonus, the party who disputes should bear the preliminary
burden of proof; and

Second, for the dispute on reduction or non-payment of bonus, the employer shall bear
the burden of proof.

Case Study:

In December 2009, Mr. Zhang signed an employment contract with a trading company
with a term of three years, serving as sales manager. On May 25", 2011, Zhang
submitted the resignation and a month later terminated employment with the company.

In February 2012, Zhang got to know the company paid 2011 year-end bonus and
required the company to pay the year-end bonus calculated from January to June 2011.
The company rejected his request. Zhang submitted the dispute to the arbitration
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commission and then the people’s court, claiming against the company for year-end
bonus RMB 10,000.

The court found that Zhang was entitled to annual bonus, i.e., 0.3% of the
department’s total annual receivables, under the employment contract between the
company and Zhang. The company had paid 2010 year-end bonus to Zhang, so the
court ascertained that the company has the year-end bonus system. The company has
not submitted any evidence proving that Zhang should not receive 2011 year-end
bonus. Therefore, the first instance court ruled that the company should pay the
year-end bonus RMB 10,000 to Zhang.

An employer has the option to decide whether to pay year-end bonus. However, if
year-end bonus or its formula is specified in the employment contract or the
company’s rules and regulations, the employee having been worked for the company
should receive appropriate year-end bonus. In practice, if an employee intends to
acquire his/her year-end bonus, he/she should enter into an employment contract in
detail with the employer, making concrete agreement on year-end bonus. Thus, once
any dispute arises out of year-end bonus, such agreement will be the “effective
weapon” of the employee to win the case.

If you have any inquiries regarding the PRC employment law matters, please contact us at
hrlaw@dachenglaw.com.

X % DENTONS

3, 30/F, China Development Bank Tower,

500 Pudong South Road, Shanghai 200120, P. R. China
Tel: 86-21-5878 5888

Fax: 86-21-5878 6866

Disclaimer: this newsflash is prepared by the Employment Law and Human Resource Committee
of Dacheng, which is for information purpose only and does not constitute legal advice. You may
contact us for legal advice on any particular issue. Entire content copyright is owned by the
Committee. Reproduction and distribution of this newsflash in whole or in part without the written
permission of the Committee is prohibited.
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