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Pro-rata Calculation of
Economic Compensation
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The computation of economic compensation for leaving employees
is one of the day-to-day tasks of the human resources administra-
tion department of an enterprise. In view of the enlarged scope of
payment of economic compensation and the change of its calcula-
tion standard under the Labor Contract Law, pro-rata calculation of
economic compensation becomes a difficult task. This article will
give a systematic illustration of pro-rata calculation of economic
compensation together with cases, and present a detailed summary
of statutory status under various circumstances to offer solutions
to this difficult task.
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Sample Case (based in
Shanghai):

se 1: Mr. Zhang has served in the

company since 1 January 1988

and his labor contract was termi-

nated on 30 April 2009 in accordance with

the law upon expiry of medical treatment

period. His average monthly salary was
RMB 8000.

Case 2: Mr. Zhang has served in the com-
pany since 1 January 1988 and his labor
contract was terminated on 30 April 2009
in accordance with the law due to his
incompetence for the job. His average
monthly salary was RMB 8000.

Case 3: Mr. Zhang has served in the com-
pany since 1 January 1988 and his labor
contract was terminated in accordance



with the law due to economic redun-
dancy. His average monthly salary was
RMB 10000.

Case 4: Mr. Zhang has served in the com-
pany since 1 January 1988 and his labor
contract was terminated in accordance
with the law due to his incompetence for
the job. His average monthly salary was
RMB 10000.

(Note: Three times of the average salary
in Shanghai Municipality for 2008 were
RMB 9876).

The above four cases are the most typi-
cal yet the most confusing for pro-rata
calculation of economic compensation.
Each case represents one type. Despite
the similarity of basic facts, the calcula-
tion results may vary greatly.

The most basic formula for the cal-
culation of economic compensation
is: economic compensation=base
numberxtime limit. We can tell that the
factors that affect economic compen-
sation include: base number and time
limit, while economic compensation is
calculated on a pro-rata basis.

I. Base Number of Economic
Compensation

Since the legal provisions in force prior
to 1 January 2008 (hereinafter referred
to as “previous provisions”) did not set
a cap on the base number of economic
compensation, while the Labor Contract
Law so provides, which means that if the
average wages of an employee within a
period of 12 months prior to the dissolu-
tion or termination of labor contract are
more than three times of the average
monthly wages of employees in the

municipality for the previous year, eco-
nomic compensation will be paid on the
basis of three times of average monthly
wages of employees and the maximum
period for payment of economic com-
pensation must not exceed 12 months,
in short, “cap on three times and 12
months” In this regard, the base number
of economic compensation will be dif-
ferent under different circumstances:

1. If the average monthly wages of an
employee is less than three times of the
average monthly wages of employees
in the municipality for the previous year,
the base number for the calculation of
economic compensation will be deter-
mined with reference to the average
monthly wages of the employee within a
period of 12 months prior to dissolution
or termination of labor contract.

2. If the average monthly wages of an
employee is more than three times of
the average monthly wages of employ-
ees in the municipality for the previous
year, the base number will be deter-
mined at a cap of three times of average
monthly wages of employees. It must
also be noted that the time limit for the
calculation of base number of economic
compensation must be counted from
the date of implementation of the Labor
Contract Law, while the period of ser-
vice prior to the implementation of the
Labor Contract Law must be adopted to
calculate the base number of economic
compensation pursuant to previous
provisions.

Il. Time Limit for Economic
Compensation

Although it seems that both “previous
provisions”and the Labor Contract Law
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set a cap of 12 months on the time
limit for economic compensation, the
difference between them can be great.
The “previous provisions” set a cap of
12 months on statutory circumstances,
while the Labor Contract Law will only
set such a cap if the “base number”
meets the capping conditions, which
means it is only based on the capping of
base number. To be specific, if the Labor
Contract Law provides for the payment
of economic compensation, which does
not fall under the circumstance that“the
total economic compensation does not
exceed 12 months of wage income of
the employee”in previous provisions, the
time limit for economic compensation
will be calculated from the date of labor
use; if the Labor Contract Law provides
for the payment of economic compen-
sation, but falls under the circumstance
that “the total economic compensation
does not exceed 12 months of wage
income of the employee’, the time limit
for economic compensation prior to the
implementation of the Labor Contract
Law must be calculated in accordance
with previous provisions; and the period
of service after 1 January 2008 will be
incorporated for calculation in accor-
dance with the Labor Contract Law.

In addition, the specific calculation
standards on the time limit for eco-
nomic compensation in previous and
new provisions are not identical, and
differences can be seen in view of the
different provisions in various localities.
Take Shanghai as an example. Prior to
1 January 2008, economic compensa-
tion of one month would be granted
upon each consecutive year of service
by employee; for a period of service for
more than six months but less than one

year, one year would be counted. After
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2008, the Labor Contract Law states that
if an employee works for a consecutive
period of one year, one month of eco-
nomic compensation will be granted; for
a period of less than six months, half a
month of economic compensation will
be granted; for a period of more than
six months, one year will be counted.
To give a simple example, if a particu-
lar employee works for a consecutive
period of one year and four months, the
time limit for calculation of economic
compensation will be one year based on
old law, but 1.5 years based on new law.

lll. Practical Reasons for
Difference in Computation of
Economic Compensation

If the true reasons for the difference in
calculation of economic compensation
are understood, the difficult task of
calculation can be tackled with ease. It
can be seen that the issue with pro-rata
calculation of economic compensation
is, prima facie, a transitional problem
arising from the implementation of
new law, or the differences in calculation
standards, but it is actually due to the dif-
ferent concepts of capping of economic
compensation under the “previous pro-
visions”and the Labor Contract Law. The
previous provisions follow the legislative
intent of capping at 12 months under
statutory circumstances, while the Labor
Contract Law sets a cap on the base
number of “three times+12 months”.
After this point is clarified, the principle
for calculation of economic compensa-
tion can be adopted accurately: once
there is a cap, irrespective of whether
it is on base number or time limit, pro-
rata calculation is required based on 1
January 2008. Classification should be
made based on the circumstances of
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capping. The text below summarizes
various types for reference purposes and
specific calculation will be made based
on different categories to offer a solution
to the difficult task.

IV. Case Analysis:

Detailed analysis will be made to each
of the case below.

Case 1 refers to the situation where the
base number and the time limit for eco-
nomic compensation are not capped.
Thisis the simplest situation in that there
is no capping irrespective of old or new
laws, and the time limit for economic
compensation will be calculated from
the date of labor use with reference to
the provisions of the Labor Contract Law.

The statutory circumstances under this
category mainly include:

1. dissolution upon expiry of medical
treatment period; 2. dissolution due to
change of objective circumstances; 3.
economic redundancy; 4. dissolution
due to enterprise bankruptcy

Computation of Economic
Compensation:

Base number of economic compensa-
tion: RMB 8000

Time limit for economic compensation
= 1988.1.1-2009.4.30=21 years and 4
months (calculation based on 21.5
months)

Economic compensation:
RMB 8000%21.5 months=RMB 172000

Case 2 refers to the situation where

capping on the time limit is required
in accordance with the “previous pro-
visions” but no capping on the base
number pursuant to the Labor Contract
Law in which the wages of employee
do not exceed three times of average
monthly wages. Pro-rata calculation is
required based on the standards of the
old and new laws and sum them up.

The statutory circumstances under this
category mainly include:

1. dissolution upon consensus after
negotiation; 2. dissolution due to incom-
petence; 3. special provisions of different
localities. Take Shanghai as an example.
If (1) labor service is performed by means
of violence, threat or illegal restriction
of personal freedom; (2) No labor remu-
nerations or conditions of labor services
are provided or paid as per agreement,
these two circumstances also fall under
this category.

Computation of Economic
Compensation:

Base number of economic compensa-
tion: RMB 8000

Time limit for economic compensation:
12 months (prior to 2008) +1.5 months
(after 2008) =13.5 months

Economic compensation:
RMB 8000x13.5 months=RMB 108000

Case 3 does not fall under the statutory
circumstances of capping in accordance
with the “previous provisions” but falls
under the circumstance of capping at
“three times + 12 months”in accordance
with the Labor Contract Law. The statu-
tory circumstances of this category are



similar to those of Case 1 but the condi-
tion of capping of employees'wages at
three times must be fulfilled at the same

time.

Computation of Economic
Compensation:

Amount of economic compensation
prior to 2008: 20 monthsxRMB 10000
=RMB 200000

Amount of economic compensation
after 2008: 1.5 monthsxRMB 9876=RMB
14814

Total economic compensation:
RMB 200000+RMB 14814=RMB 214814

Case 4 refers to the situation where both
the statutory circumstance of capping
under the “previous provisions”and the
capping at three times + 12 months
under the Labor Contract Law were
fulfilled. The statutory circumstances
of this category are similar to those of
Case 2 but the condition of capping of
employees’ wages at three times must
be fulfilled at the same time.

Computation of Economic
Compensation:

Amount of economic compensa-
tion prior to 2008: 12 monthsxRMB
10000=RMB 120000

Amount of economic compensation
after 2008: 1.5 monthsxRMB 9876=RMB
14814

Total economic compensation:
RMB 120000+RMB 14814=RMB 134814
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