
Labor Market Flexibility in Turkey
Siibidey Togan

One of the main determinants of the macroeconomic performance of any coun-
try is the structure of the labor market. In particular the degree of “flexibility”
of the labor market is one of the key determinants of the evolution of wage
rates, employment, unemployment and hence competitiveness of the country.
After considering the main characteristics of the Turkish labor market in
Section 1, Section 2 studies labor market flexibility and Section 3 the labor
market rules and regulations determined by the government. Section 4 deter-
mines the size of the formal and informal sectors. Productivity, real wages, and
unit labor costs in manufacturing are analysed in Section 5. The chapter con-
cludes with a short assessment of labor market flexibility in Section 6.

1. Labor Market

Since demographic indicators have great importance for labor supply a brief
review of these indicators is presented. The population of Turkey in 2000 was
65.3 million. The annual population growth rate, which was 2.52 percent dur-.
ing the period 1965—1970, declined to 1.62 percent during 1995—2000. About
63 percent of the population was in the 15—64 year age group. Turkey has a
very young population with a median age of 22.2 years. The dependency ratio,
defined as the number of people in the age group 0-14 and 65+ to every 100
persons in the age group 15—64 was 64.2 percent in 1990. Sharp decreases in
crude birth and death rates and increase in the life expectancy at birth are
observed. By 1995—2000 the birth rate, death rate, and life expectancy at birth
were 2.14 percent, 0.65 percent and 68.55 years respectively.

Although population growth is expected to decline over time, annual addi-
tions to the population in the near future will still be very significant, at an aver-
age of one million persons per year. What this implies is that over time, Turkey
must continuously create new jobs, implement basic infrastructural invest-
ments, and provide education and health services to the growing population.

Over the past decade Turkey has had a very high urbanization rate. The
urbanization rate, defined as the proportion of the population living in places
with 10,000 or more inhabitants, increased from 32.4 percent in 1970 to 70.6
percent in 2000. Internal migration,which dominates population dynamics of
the country, is caused by many factors including regional income differences.
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Labor Market Flexibi/ity in Turkey

It is expected that with the completion of the South-Eastern Anatolian
Project a major factor causing migration will be eliminated. In previous
decades labor-supply trends were influenced by migration abroad. It has been
emphasized that income differences between Turkey and EU countries were
the major factors causing external migration. The flow of Turkish workers to
Europe in the 19603 and 19705 came to an abrupt halt after the recession in
Europe in the mid 1970's. In 1999, the number ofworkers and their dependents
abroad amounted to 3.57 million, 1.18 million of which were workers.

One of the positive trends that has accompanied Turkey’s demographic
transition is the increase in the working age population. Turkey’s population of
aged 12 and over has increased from 37.2 million in 1988 to 48.8 million in
1999. Simultaneously, the labor force participation rate declined from 54.6 in
1988 to 48.7 percent in 1999. The decline in the participation rate is the result
of growing educational involvement and change in the composition of labor
force away from agriculture towards non-agricultural activities. By 1999 the
labor force stands as shown in Table 6.1 at 23.8 million. The amount of
employment generated by the economy has increased from 18.5 million in
1988 to 22 million people in 1999. By 1999 (1988) 45.8 (47.4) percent of the
labor force was employed in agriculture, 14.1 (14.3) percent in manufacturing,
39.1 (36.9) percent in services and the unemployment rate was about 7.8 (9.5)
percent.

In Turkey, agriculture has economy-wide importance. During 1998 it
accounted for about 13.5 percent of GDP. The share has been falling over time,
but compared to other countries the share is still relatively high. Table 6.2
reveals that value added per agricultural worker in Turkish agriculture amounts
on average to only 23 percent of the value added per worker in manufacturing
sector. Table 6.2 further reveals that employment (value added) in agriculture
has increased from 8.96 million (12.64 billion TL) in 1980 to 10.1 million
(15.4 billion TL) in 1999, that employment (value added) in agriculture on
average has increased at an annual rate of 0.48 (1.27) percent, and that labor
productivity in agriculture has increased by 0.8 percent. On the other hand,
during 1998, industry accounted for 28 percent and services for 58.5 percent
of GDP. As employment in industry (services) increased from 2.4 (5.2) million
in 1980 to 3.3 (8.6) million in 1999, industrial value added (value added in
services) increased from 11.2 (26.5) billion in 1980 to 31.8 (63) billion in
1999. As a result, labor productivity in industry (services) has increased at an
annual rate of 3.6 (2.03) percent.
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2. Labor Market Flexibility

Flexibility in the labor market refers to the ease with which employment and
wages adjust, usually downward to disequilibria, in the labor market.
Economists distinguish between numerical and financial flexibility, where
numerical flexibility refers to the adjustment in employment, hours of work,
and financial flexibility to the pay adjustment in response to changes in prod-
uct markets and profitability.

The flexibility of labor markets is a major determinant of the economy’s
ability to adjust to external shocks without creating unemployment in the econ-
omy. As shown in Togan (2000), the Turkish labor market is extremely flexi-
ble. The reason behind the flexibility lies in the fact that the labor market is not
homogeneous. It has different wage-setting mechanisms in formal and infor-
mal sectors. The informal sector is largely free from most type of labor regu-
lation and does not pay most of the taxes and related charges. Activities in this
sector rely mostly on provision of labor services without formal employment
contracts. Job insecurity is pervasive and workers get very few benefits from
their employers. Since wages in the informal sector are determined by demand
and supply conditions, the informal sector is flexible. Labor regulations are
observed by the formal sector which pays all taxes and related charges such as
social security contributions and payments to various funds. Thus, this sector
is not as flexible as the informal sector.

Although the informal economy is universal it has a relatively larger share in
Turkey and this share has been increasing. The main reason for the rise of infor-
mal economy in Turkey is the fact that the government imposes excessive taxes
and regulations, but does not enforce compliance. In Turkey, economic units
choose to be partially or completely informal by weighing the costs and benefits
a legal status entails. In this sense, the choice to be informal is a rational one.

Before studying the labor market flexibility in Turkey in more detail let us
turn to a theoretical explanation of the rationality of being informal. For this
purpose we follow the approach of Squire and Suthiwart-Narueput (1997) and
consider an economy with n firms. Let F(K,, L) be the production function of
the i-th firm where K, denotes capital and L, labor employed by the firm, and
F is assumed to be twice differentiable, increasing, and strictly concave. Let 0,
represent the talent of enterpreneur i, where 0. is drawn from a cumulative dis-
tribution G(0.). Considering the enterprenerial technology to be separate from
production technology, so that 0. behaves as a shift parameter to the produc-
tion function F(K,, L.), we represent the output of firm i managed by an enter-
preneur with talent 0. by 0. F(K,, Li).

Let p be the price of product, w the wage rate and r the rental rate of capi-
tal. The profit maximizing firm chooses the amounts of labor and capital
satisfying the condition:
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Hi(9,, w, r) = maks [p 6, F(Ki, L.) — wLi — rKi]
Ki) Li

The firm is supposed to face the wage rate in the informal economy w, and
the wage rate in the formal'economy w*, where w* is assumed to be larger
than w. Let B be the probability of being inspected by regulators and let P be
the fine the firm has to pay if on inspection it is found to employ labor at the
wage rate w.

Let Hi(6,, w*, r) be the expected profit ofthe firm when the firm complies with
the regulations, and let:

(1 - B) Hi(6i, w, r) + B {H.(Gi, w*, r) - 1"}

be the expected profit of a firm that does not comply with the regulations.
Squire and Suthiwart-Narueput (1997) assume that B is an increasing function
of firm size and that firm size is an increasing function of the productivity
parameter 9.. Then B is an increasing function of 9, shown by the relation B(9.).
Similarly, the authors assume that fine F is an increasing function of the pro-
ductivity parameter 6. shown by the relation l“(6i).

Since the profit when the firm does not comply with the regulations is
I'Ii(6i, w, r), and profit when the firm complies with the regulations is Hi(6i, w*,
r), the difference between the profits can be taken as the cost of complying
with the regulations. Hence we obtain from the above relations:

> meme.)
(145(91)

The left side of equation (1) shows the cost of complying and the right side
of equation (1) cost of non-complying with the regulations. The authors using the
envelope theorem show that the left side, the cost of complying, is an increasing
fiJnction of the productivity parameter 9, as shown in Figure 6.1. Similarly the
right hand side, the cost of non-complying, is an increasing function of the pro-
ductivity parameter 6. as shown again in Figure 6.1.

Suppose that the cost of non-complying intersects the cost of complying
from below. Let 91* be the firm size for which the cost of complying equals
cost of non-complying. Then for 9. < 9.* the cost of complying exceeds cost
of non-complying, and for 9, > 9,* the cost non-complying exceeds cost of
complying. Thus the firm will comply for 6, > 91* , and will not comply with
regulations for 9, < 93“. Furthermore, Squire and Suthiwart-Narueput (1997)
show that an increase in either B or F shifts cost of the non-Compliance curve
to the left, causing a decrease in 61*. Finally, an increase in w* leads to an out-
ward shift ofthe cost of complying to the regulations. As a result the increase
in w* leads to an increase in 93*. From these considerations it follows that:

AH. = 11(6),, w, r) - 11(9, w*, r) (1)
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o It is advantageous for large firms to comply with regulations, and it is
advantageous for small firms not to comply with regulations.

0 A relative increase in w*, the wage rate in the formal economy relative to
the wage rate in the informal economy, causes a larger number of firms not
to comply to the regulations.

0 An increase in B, the probability of getting inspected by the regulators,
causes a larger number of firms to comply to the regulations.

0 An increase in 1", the fine the firm has to pay if found to employ labor at the
wage rate w, causes a larger number of firms to comply to the regulations.

Figure 6.1: Cost of Complying and Non-complying
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Thus, according to Squire and Suthiwart-Narueput (1997), the main factors
determining the size of the informal economy can be summarized under four
headings: (i) size of the firm, (ii) the ratio of the wage rate in the formal econ-
omy to the wage rate in the informal economy, (iii) the probability of getting
inspected by the regulators, (iv) the fine the firm has to pay if it is found to
employ labor at the informal economy’s wage rate. Employment in the infor-
mal sector increases as the size of firms decreases in the economy and/or as the
ratio of the wage rate in the formal economy relative to the wage rate in the
informal economy increases. On the other hand, as the regulatory authority
increases the inspection resources and/or increases the efficiency of inspec-
tion, and/or the fine the firm has to pay if found guilty, the size ofthe informal
sector decreases.

Let us now turn briefly to consideration of the macroeeconomic effects of
regulation. Consider an economy composed of formal and informal labor
markets. Figure 6.2a shows the demand and supply schedules in the formal
labor market, where the vertical axis measures the real wage rate and the
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horizontal axis the employment in the formal labor market. Suppose that for
every TL of wages, the firm must pay in addition, a fraction f in taxes and
fringe benefits. Then the cost to the firm of an additional unit of labor is
(1+f)w*. Let MPL be the downward sloping marginal product of labor sched-
ule showing how much extra output one can get for a marginal one unit
increase in labor input. The optimality condition for a profit maximizing firm
becomes p MPL = (1+f) w* where p stands for the price of output. Writing the
marginal condition as [MPL/(1+D] = (w*/p) we note that an increase in the
tax rate ‘f’ leads to a downward (leftward) shift of the labor' demand
schedule.

Let S graph the quantity of labor supplied at an after tax real wage of
(H) (w*/p) where t denotes the tax rate to be paid by the workers. Given the
tax rate ‘t’ we assume that the labor supply is perfectly elastic at the after-tax
real wage rate prevailing in the formal labor market. We note that an increase
in the tax rate ‘t’ induces an upward shift in the labor supply schedule.

Given the values of the parameters (f, t), the employment in the formal
labor market is determined by the intersection of demand and supply sched-
ules in Figure 6.2a. From the total labor supply we subtract the employment
in the formal market and obtain the labor supply in the informal labor market.
Given the demand for informal labor shown in Figure 6.2b, the intersection of
the demand and supply schedules in the informal market determines the wage
rate and employment level in the informal market.

Consider now an increase in ‘f’ due for example higher social security
contributions or higher taxes in the formal labor market. The increase in ‘f’
shifts the demand curve for labor in the formal market to the left. As a result,
employment in the formal market decreases. This leads to an increase in the
supply of labor in the informal labor market causing a decrease in the equi-
librium wage rate of the informal labor. On the other hand, an increase in the
tax rate ‘t’ causes an upward shift of the labor supply schedule in the formal
market. This causes a decrease in employment in the formal sector, a right-
ward shift of the supply curve in the informal market, and hence a decrease in
the wage rate in the informal sector.

The above considerations reveal that the tax parameters ‘f’ and ‘t’ are of
importance for the analysis of labor market flexibility. An increase in ‘f’ or ‘t’
leads to a decrease in employment in the formal sector, and to an increase in
the employment level and a decrease in wage rate in the informal sector.
Hence equilibrium in the labor market is attained by adjustments in wages and
employment of the flexible informal labor market.

Starting from a situation where the wage in the formal sector, w*, is
substantially higher than the wage in the informal sector, w, we note that labor
market flexibility in the economy can be increased by decreasing the values
of the parameters ‘f’ and ‘t’ so that the wedge between w and w* is reduced.

215



Sz'lbidey Togan

Figure 6.2a: Labor Market Equilibrium
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Figure 6.2b: Labor Market Equilibrium
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Alternatively, labor market flexibility can also be increased by increasing
the values of ‘f’ and ‘t’, but by not enforcing the rules on all economic units in
the economy. But lax enforcement of the laws may create different problems
for the society. In this case, the economic units may start to take it for granted
that they can avoid the rule of law.

3. Labor Market Rules and Regulations in Turkey
The labor market rules and regulations summarized below concern the formal
sector and they are analyzed under the headings of system of taxation, mini-
mum wages, social safety net and social security systems, and labor market
regulations.
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System of Taxation. The legal framework governing the taxation of per-
sonal income is provided by the Income Tax Code (Statute 193). Wage and
salary income is defined very broadly to include the cash value of virtually
anything (including all benefits) that an employer provides to his/her employ-
ees as a result of their employment. Employees take a personal exemption.
Premiums paid for personal insurance purchased from companies in Turkey
are deductible provided that the amount deducted does not exceed the amount
that the employee pays as his share of social security. Employer-provided sev-
erance pay and marriage allowances are also tax free, subject to certain condi-
tions. Personal income tax rates vary between 15 and 40 percent depending on
the size of taxable income.

The Social Security Law requires that employers and employees contribute
by premiums to the financing of social security institutions. Since services pro-
vided by the Social Insurance Institution do not in general meet the demand,
employers have been forced to insure employees through private retirement
and health insurance companies. This has further raised the premiums paid by
the employers.

According to Law No. 3289 on the ‘Establishment of the General
Directorate for Youth and Sports’ all firms employing more than 500 workers
are required to have sporting facilities. Firms not fulfilling this condition are
fined, and the fine amounts to one third of each worker’s gross salary multi-
plied by the trial number of employees. The fine has to be deposited to the
Turkish Sport Incentive Fund.

Minimum Wages. Article 33 of Labor Law No. 1475 specifies that mini-
mum wages be determined at least every two years by a committee compris-
ing representatives from trade unions, employers, and the government. In prac-
tice, minimum wages are determined annually with adjustments every six
months. Previously separate minimum wage rates were determined for differ-
ent regions and sectors. Since January 1, 1989 the same minimum wage has
been applied to all sectors and regions, with lower wages only for workers
younger than sixteen years old. The statutory minimum wage is binding across
the economy, work status, or contractual relationship with the employer.
Unfortunately, there are no reliable data on the coverage of minimum wage. It
is claimed that in a number of small establishments a large number of workers
who are registered as minimum-wage earners receive substantially higher
wages. The workers are registered as minimum-wage earners in order to min-
imize the tax and social security contributions. Finally, it should be empha-
sized that lax enforcement of the law provides incentives to evade the law.

Social safety Nets and Social Security System. In Turkey there has been no
unemployment insurance until very recently. On September 8, 1999 the
Turkish government enacted new social security reform bill which introduced
unemployment insurance. It became compulsory for all members of the social
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security institutions from June 1, 2000. With the introduction of unemploy-
ment insurance, payments to forced saving funds amounting to 2 percent of
wages by the employee and 3 percent of wages by the employer were elimi-
nated. Contributions to the unemployment insurance are paid as 2 percent of
wages by the employee, 3 percent by the employers and 2 percent by the
government. Members who have been unemployed are eligible to receive
unemployment benefits provided they have paid their contributions for 600
days over the last three years and for at least 120 days uninterruptedly prior to
being unemployed. The unemployment benefit, amounting to 50 percent of the
last four months, average wage, will be paid over 180 days as long as the mem-
ber has paid contributions for 600 days, for 240 days with 900 days of contri-
butions or 300 days with 1080 days of contribution.

The social insurance system in Turkey is under the responsibility of three
independent agencies. These agencies are the “Retirement Fund” (RF) whose
members are public servants; the “Social Insurance Institution” (SII) responsi-
ble for workers in private and public sectors; and the “Self-Employment
Institution” (SEI), which meets the social security needs of self-employed
individuals. In addition to pensions, all three funds provide health, disability,
and death benefits. Each fund functions on a pay-as-you-earn basis.

In the following we concentrate on the Social Insurance Institution (811), as
similar considerations apply for the Self Employment Institution (SE1). As of
1998 the 811 had 5.6 million insured contributors in formal employment with
an additional 0.9 million voluntary members and'0.2 million contributors from
agriculture. There were 2.9 million pensioners and 25.2 million dependents.
The dependency ratio, defined as the ratio of the sum of pensioners and
amounted to 4.19, dependents for every contributor. Contributions were paid
at 33.5 percent of wages, 14 percentage points being paid directly by the
employee with the balance paid by the employer. The wage on which contri-
butions were based was capped at 1.8 times the minimum pensionable wage in
order to cap the consequent pension benefits. Since average private sector
wages were five times the minimum wage, the effective contribution rate for
those that earned the average wage was not 33.5 percent but 12 percent of
actual wages.

One of the problematic features of the Turkish social security system was
the absence of a minimum retirement age. Until 1992, the minimum retirement
age in Turkey was 60 years for men and 55 for women, but the minimum
retirement age limit was removed in 1992. Henceforth members who have
been enrolled in the pension system for at least 25/20 years for men/women
were eligible to receive full pension benefits upon the completion of a rela-
tively short minimum contribution period of only 5000/3600 days by
men/women. As a result of this legislation, women at the age of 38 and men
at the age of 43 had the chance to retire. These pensioners drew benefits for a
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long time, as life expectancy of women at the age of 38 is calculated as 38.5
more years and that of men at the age of 43 as 30.8 more years.

In the $11, the reference period for calculating benefits was the last five
years of contributions for those paying on the lower pension scale and the last
ten years for contributors on the upper scale. Pensioners retiring after 14 years,
which was the statutory contribution period for full pension, received a
replacement ratio of 60 percent of their average salary during the reference
period, and each additional contribution year raised benefits by 1.5 percent of
salary. The maximum replacement ratio amounted to 85 percent. The low rate
of increase in the replacement ratio after 14 years of contributions relative to
the cost of continuing to pay into the system provided a strong incentive for
participants to declare retirement as soon as they satisfied the minimum con-
tribution period. Furthermore the system had the inherent incentive for
employers and employees to under-declare incomes of the workers until the
final 5—10 contribution years before the worker became eligible for a pension.
There were also major compliance problems due to administrative deficien-
cies. First, the S11 faced problems of enrolling contributors. Second, even
among those enrolled, there were problems in collecting contributions due.
The compliance rate (cash receipt/accrued contribution revenues) was esti-
mated at 84.5 percent of the declared pensionable wage bill.

The combination of early retirement, generous benefit formulas, and poor
collection and enforcement practices have combined to create serious financial
problems in each of the social security funds 311, RF, and SEI. The social secu-
rity deficit, amounting to 2.7 percent of GNP in 1998, increased to 3.3 percent
in 1999. This deterioration was expressed in a decline in revenue and rapid rise
in expenditures. It was estimated that in the absence of serious reform, the
deterioration in the social security finances would continue. The deficit was
projected to rise to 6 percent of GNP by the year 2005.

In summary, the pension scheme has suffered from serious weaknesses.
The system has become a major fiscal burden, has fostered high intergenera-
tional inequities as younger participants have contributed to a non-sustainable
system, and evasion has been encouraged by high replacement rates for short
contribution periods and other administrative weaknesses.

On September 8, 1999 the Turkish government enacted the social security
reform bill. This law included a number of major changes, including the intro-
duction of a minimum retirement age; increases in the minimum contribution
periods for pensions; changes in the replacement ratio, basing pensions on
indexed lifetime earnings rather than earnings in the years immediately before
retirement; increasing the retirement pension in line with changes in prices;
and a significant increase in the ceilings on contributions.

Minimum retirement age was introduced and for new workers the retire-
ment age was set as 60/58 for men/women. For current workers the minimum
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retirement age was raised and it was set at 56/52 for men/women who still
have more than 10 years before retirement. Members who have been enrolled
in the pension system for at least 25 years were eligible to receive full pension
benefits upon the completion of the contribution period of 7000 days. For
seasonal workers, the contribution period has been set as 4500 days (12.5
years). The benefit formula for new entrants to 811 provides for 3.5 percent
accrual rate for each of the first 10 years, 2 percent for each of the following
15 years, and 1.5 percent accrual rate for each year thereafter. Thus the
replacement rates for 10, 25, and 40 years of contributions are 35 percent, 65
percent, and 82.5 percent respectively, as a percentage of the reference wage.
The new system is basing pensions on lifetime earnings. The system thus
removes incentives to distort earnings. The contribution ceiling has been raised
to five times the minimum wage, and annual indexation of pensions has been
limited to changes in the CPI. In addition, the government has taken measures
to improve administration, increase enforcement measures, and expand
membership. .

Finally, we note that the social security system is financed by payroll-based
social security contributions. Contributions are paid at 33.5 percent of wages
(20 percent for pensions, 12 percent for health care, and 1.5 percent for other
benefits). Fourteen percentage points of contributions are paid directly by the
employee and 19.5 percent by the employer. By law, there are lower and upper
limits for earnings which form the basis of the social security contributions by
the employer. The contribution rate equals 33.5 percent as long as earnings lie
between the lower and upper bounds and will equal 33.5 percent of the lower
(upper) bound if earnings are below (above) the lower (upper) bound.

Regulations in the Labor Market. Labor regulations can change the price
of labor, its quantity, its quality, and the way labor is exchanged in the market.
We consider in this section the regulations concerning hiring, trial periods,
working hours, rest periods, protection of female employees, dismissals,
forced employment obligations, the obligation to have a day nursery and
kindergarten, and the obligation to employ medical doctors in the workplace.

Recruitment. The typical employment contract establishes a permanent and
full-time relationship between employer and employee. Hiring procedures in
the public sector differ widely from those in the private sector. It is widely held
that political parties play a large role in the hiring procedures of the public sec-
tor. In the unionized sector, work contracts are usually of unlimited duration.
In addition to the indefinite labor contract the labor law allows for temporary
or fixed term contracts. Employment, which owing to its nature, does not last
for more than 30 working days is deemed to be “temporary” employment and
employment for a longer period is considered as “permanent” employment.
This distinction is based on an objective criterion, that is, the nature of the
work itself and thus of employment, rather than on any subjective will or
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decision of the parties. Labor contracts for an indefinite period are much more
common in Turkish labor practice. Turkish employers can in principle choose
among the following employment contracts when hiring a new employee:

0 Full-time permanent employment contract, which is the normal form of
employment contract.

0 Contract for temporary jobs which do not entail any severance payments in
the case of dismissals.

o F ixed-term contracts under which there is no requirement of a minimum
tenure. Work contracts over one year have to be made in writing. In case of
dismissal from work after one year, workers are entitled to receive lump
sum severance payment. In case of dismissals during the fixed term peri-
od, the employee has the right to sue the employer in the labor court for
compensation of social rights. The decision of the court is conclusive.

o The training and apprenticeship contract for youngsters which, under
Turkish law is the contract which establishes the relationship between an
apprentice and his/her employer. The subject matter of the apprenticeship
contract is the acquisition of a certain skill or trade by the apprentice. Being
special legislation, the Act of 1977 on Apprentices, Journeymen, and
Master Workmen aims to cover general provisions concerning apprentices.
The Act has laid down the lower (12) and upper (18) age limits for the
acquisition of the apprentice status. However, the apprenticeship contract
shall continue to be valid even if the apprentice attains the age of 18 dur-
ing the existence of the contract. The Act requires the employer to pay the
apprentice, effective from the date on which he begins work, a certain
wage, which must not be less than 30 percent of the prevailing minimum
wage. Furthermore, these contracts entail substantial reductions in the
social security contributions paid by the employer.

Note that part-time contracts are not covered by the labor law. The above
considerations reveal that the main characteristics of fixed-term employment
contracts is that they involve substantially lower firing costs than the typical
contract. Furthermore, workers employed under fixed-term contracts cannot
sue the employer for “unfair” dismissal.

Working Hours. The maximum number of normal working hours is set, by
law, at 45 hours to be divided into 5 to 6 working days. Regarding the remu-
neration of overtime hours the law says that there should be an overtime pre-
mium of at least 50 percent over ordinary hours. The maximum number of
overtime hours is restricted to 90 days per year per worker. According to the
labor law, night work hours are not remunerated with a premium. But in
general, collective bargaining includes clauses on 25 percent premium pay-
ment for night work. Holidays must be at least 12 and at most 34 days per year
and paid leave no less than 30 days. The holiday period can be extended by
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collective bargaining. Holidays do not include weekends and official holidays.
The labor law also stipulates that daily working hours cannot exceed 9 hours
and between full work spells there should be a minimum gap of 12 hours.
There is little flexibility in the organization of working hours.

Dismissals. Dismissal of workers is regulated by the Labor Law. The min-
imum period of notice for dismissals increases with the length of service at the
firm, not with age. During the period of notice, the employee can take two
hours per day off per week to look for a new job. Alternatively, the employee
can use the time at the end of the notice period. In addition Article 14 of the
Labor Law requires that workers dismissed at the employer’s initiative (except
disciplinary dismissals) receive lump-sum severance payments. The severance
payment corresponds to one month’s salary for each completed year of service,
paid at the wage level prevailing at the time of leaving, with ceilings of 30
years. Dismissed workers may sue employers in the labor courts. If the court
decides in favor of the worker, that is, if the dismissal is judged as “unfair,” the
minimum severance payment is increased by about three times. The lump-sum
severance'payment will not be affected.

Forced Employment Obligations. According to Article 25 of the Labor
Law, Law No. 3713 on Terrorist Activities and Law No. 4131 firms employ-
ing more than 50 workers have to employ 3 percent of the workforce from dis-
abled people, 3 percent of the workforce from former convicts and 3 percent
of the workforce from those people who have suffered from terrorist activities.

Obligation to have Day Nurseg and Kindergarten and Obligation to
Employ Medical Doctors at the Workplace. According to the Labor Law all
firms employing more than 150 female workers must have a day nursery and
kindergarten. Furthermore, all firms employing 50 or more workers must
employ one or more medical doctors depending on the size of the workforce.

The regulations summarized above and imposed by the government lead to
a divergence of the cost of labor to the employer from the wage rate received
by the employee after taxes and related charges. The size of this difference
turns out to be one of the main causes for the emergence of the informal sec-
tor in the labor market.

In Turkey, the basic wage includes payments for period worked as well as
payments for period not worked such as weekends, public holidays and paid
leaves. In addition to the basic wage there are other payments such as overtime
payments, payments for night work, shift indemnity, and work hardness
indemnity, etc. Even though these payments are determined by the Labor Act,
most of the prevailing amounts are negotiated and determined in collective
agreements. The sum total of all these payments make up the wages and
salaries. Earnings include wages and salaries, bonuses, premiums, and various
social benefits. Social benefit payments consists of payments such as child
allowances, fuel, education, holiday pay, and other social allowances. In the
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private sector, some of these allowances are paid since they are compulsory.
However, in the public sector, there are social benefit payments agreed by col-
lective bargaining. In these agreements payments for meals, fuel, holiday and
additional pay are always determined as social benefits. By law, family and
children allowances are determined using the seniority chart of the employees.
By collective agreements, these allowances, particularly meals, transportation,
clothing, heating, marriage, birth, death allowances, subsidy for employee
under military service, rent, and nursery allowances may be determined as
lump-sum amounts.

Labor cost is defined as the sum of earnings, social security contributions,
severance payments, notification indemnity, employer’s contribution for
housing, and compulsory savings fiinds. There are additional costs such as
expenses related with sports centers, canteens, camping facilities, apprentices,
and vocational training funds. Some of these payments are also obligatory and
some of them are paid under the consent of the organizations. According to the
Turkish Confederation of Employer Association (TISK) the composition of
labor cost during 1998 was as shown in Table 6.3. From the table it follows that
the share of basic wage in total labor cost is 40 percent and the share of fringe
costs, 60 percent. To obtain wages after taxes we have to subtract from total
labor cost payments for social security premiums, severance pay, notification
indemnity, and payments to various funds such as the defense industry encour-
agement fund, the incentive for social assistance and solidarity fund, the appren-
ticeship and vocational training fund, the housing fund, and the sports center
fund that are not paid to the worker. In addition, we subtract from the remaining
figure the income and related taxes and employee’s social security premiums
and obtain wages after taxes and related charges. The table indicates that during
the year 1998 out of every 100 TL paid as labor cost by the producer, the work-
er received only 59 TL.

Consider next the case of a worker paid the minimum wage which during
the first six months of the year 2001 was TL 139.5 million. The social securi-
ty contribution by the employee, amounting to 14 percent of the minimum
wage, is estimated as TL 19.593 million. On the other hand, the unemployment
insurance contribution by the employee, amounting to 2 percent of the mini-
mum wage, is estimated as TL 2.799 million. According to the Personal
Income Tax Law the personal exemption entitles the worker to a total exemp-
tion ofTL 21.9 million. Since in addition to the personal exemption, the social
security and the unemployment insurance contributions are deductible, the tax
base is estimated as TL 95.658 million. The income tax, calculated as 15 per-
cent ofthe tax base, amounts to TL 14.3487 million. The stamp duty calculat-
ed as 0.6 percent of the minimum wage amounts to TL 0.8397 million. Since
total deductions amount to TL 37.5804 million the amount received by
employee after taxes and contributions is calculated as TL 102.3696 million.
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Table 6.3: Labor Cost during 1998 (TL/Hour)

Components Percentages
(TL) (%)

Basic wage 545,735 40.02
Payments for weekends and public holidays 106,506 7.81
Payments for leaves 39,872 2.92
Bonuses and premiums 243,392 17.85
Social payments 154,437 11.33

Meals 70,234 5.15
Fuel pay 18,626 1.37
Transportation 34,147 2.5
Holiday and additional holiday pay 9,313 0.68
Family, children and education allowances 4,656 0.34
Payments to private insurance institutions 2,328 0.17
Health services, kindergarten, sport services 1,552 0.11
Birth, death, marriage allowances 1,552 0.11
Other social payments 12,029 0.88

Earnings (1—5) 1,089,942 79.93

6 Statutory social security premiums 121,345 8.9
7 Forced saving fund 23,697 1.74
8 Apprenticeship and vocational training fund 8,217 0.6
9 Other payments by employer to the government 9,302 0.68

Payments made by employer to the state (6—9) 162,561 11.92

10 Severance pay 78,445 5.75
11 Notification indemnity 9,806 0.72
12 Work Outfit, protective materials 15,117 1.11
13 Other 7,672 0.56

Other expenditures related to employment (10-13) 111,040 8.14

TOTAL LABOR COST (1-13) 1,363,543 100

14 Payment to social security institution by the employee 79,380 5.82
15 Payment to forced saving fund by the employee 11,052 0.81
16 Income tax to be paid by the employee 189,221 13.88
17 Stamp Duty 5,232 0.38

Payments made by employee to the state (14—17) 284,885 20.89

WAGES NET OF TAXES AND OTHER CHARGES 805,057 59.04

Source: 'liu'kish Confederation (if/EmployerAs's'ncialions (I 999).

From previous considerations we know that there are lower and upper
limits for earnings which form the basis for social security and unemployment
insurance contributions. During the year 2001 the upper bound TL 600
million and the lower bound TL 150 million. For a worker on the minimum
wage we determine the total social security contribution to be paid by the
employer and employee as 33.5 percent of the TL 150 million, i.e. TL 50.25
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million. To obtain the social security contribution by the employer we deduct
from this amount the contribution paid by the employee, i.e. TL 19.593 mil-
lion. The result is TL 30.657 million. Similarly the unemployment insurance
contribution to be paid by the employer and the employee amounts to 5
percent of the TL 150 million, i.e. TL 7.5 million. To obtain the unemploy-
ment insurance contribution to be paid by the employer, we deduct from this
amount the contribution paid by the employee, i.e. TL 2.799 million. The
labor cost to the employer of employing a minimum wage earner is thus the
minimum wage before deductions plus the social security contributions paid
by the employer, plus the unemployment insurance premium paid by the
employer. Thus, the labor cost to the employer amounts to TL 175.308
million.

The above considerations reveal that the employee receives TL 102.3696
million whereas the employer pays TL 175.308 million. Thus, during the year
2001 a worker on minimum wage receives only TL 58.39 out of every 100 TL
paid as labor cost by the producer. Hence the size of the difference between
the cost of labor to the employer and the wage received by the employee after
taxes and related deductions is substantial by any standard. This kind of diver-
gence, as mentioned above, is the main cause for the emergence of the
unrecorded sector in the labor market.

Consider now the term “f” introduced above within the context of the dis-
cussion around Figure 6.2, where “i” was defined as the amount the firm has
to pay in terms of taxes and fringe benefits. In terms of the components of
labor cost presented in Table 6.3, this term would include cost items such as
statutory social security premiums paid by the employer, payments by the
employer to the forced saving and the apprenticeship and vocational training
funds. On the other hand the term “t” showing the tax rate on wages to be paid
by the employee would include costs such as payments by the worker to social
security institutions, payments to the forced saving fund and income tax to be
paid by the employee.

4. Formal and Informal Labor Markets

There are various methods to estimate the size of the informal sector in the
labor market. Castells and Portes (1989) define informal employment as the
sum of unpaid family workers, domestic servants, and the self-employed,
minus professionals and technicians. While the ratio of informal employment
in the non-agricultural sector to urban employment was 34.05 percent in 1988
according to this definition, the share has amounted to 31.04 percent in 1999.
On the other hand, most of the workers in agriculture are, as shown in Table
6.4, unpaid family members and self-employed people. These people formed
94.9 percent of all workers in agriculture during 1999. It is emphasized that
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wage setting of unpaid family and self-employed labor in the agricultural sec-
tor is dominated by informal arrangements. The sector faces a low tax wedge
on wages and they are largely free from most types of labor regulation.
Because of the absence of regulatory restrictions this type of labor market can
be assumed to be part of the informal labor market. Considering the unpaid
family members and self-employed people in agriculture as part of the infor-
mal sector we note that the share of informal employment, as defined by
Castells and Portes (1989), in total employment amounted to 54.89 percent in
1988 and 54.71 percent in 1999.

An alternative approach to determination of the informal sector, followed
by Assaad (1997), considers the coverage of workers by social security insti-
tutions. The workers are divided into two groups: those who are covered by a
social security program and those who are not covered by any social security
program. The covered workers are considered as part of the formal sector and
uncovered workers as part of the informal sector. Here we consider the
“Retirement Fund” (RF) whose members are the public servants, and “Social
Insurance Institution” (811) whose members are workers in private and public
sectors, and exclude from consideration the members to the “Self Employment
Institution” (SE1) which meets the social security needs of self-employed
individuals. Members belonging to SE1 are considered as part of the informal
sector. According to this definition the share of informal employment in total
employment amounted, as shown in Table 6.5, to 73.84 percent in 1989. The
share decreased to 58.15 percent in 1999.

A third approach to determination of the informal sector is provided by
Bulutay (1999) who considers the data provided by Household Labor Force
Survey Results on "Employed persons by size of workplace and status in
employment". He defines the informal sector as consisting of (i) the self
employed, (ii) unpaid family workers, (iii) employers employing two or three
workers, and (iv) regular and casual employees in private sector work places
employing 1-3 workers. The Household Labor Force Survey Results provide
information on the self employed, unpaid family workers, and employers
employing two or three workers presented in Table 6.4. Data on regular and
casual employees in private sector work places employing 1-3 workers is not
directly available. Bulutay ( 1999) multiplies the figures for private sector reg-
ular and casual employees with the share of employees at workplaces with 1-
3 workers in total private sector employment. The share has been estimated as
0.3386. Table 6.6 reveals that the share of the informal sector in Turkey, when
the third approach is adopted, is 58.95 percent of total employment in 1999.

Togan (1997) in his estimation of informal employment deducts from total
employment public sector employment and obtains employment in the private
sector. Deducting from this figure the employment in the agricultural sector he
obtains employment in the private non-agricultural sector.
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To determine the informal employment in the private non-agricultural sec-
tor he subtracts from the regular and casual employers in non-agricultural sec-
tor figure (reported in Table 2.2 ‘Employment by Professional Status and
Branch of Economic Activity’ of “Household Labor Force Survey Results
April 1999”) the number of registered wage earners from the Ministry of
Labor Registrations as formal by the Ministry of Labor publication “Call_ma
Hayat1 _statistikleri,” to obtain the estimate of informal wage earners in the
private non-agricultural sector. Employment in the private non-agricultural
formal sector is then obtained as the residual. Total employment in the formal
sector is derived as the sum of public sector employment and employment in
the'private non-agricultural formal sector. Employment in the informal sector
is obtained as the sum of employment in the agricultural sector and in private
non-agricultural informal sector. The data reported in Table 6.7 reveal that the
share of the informal sector in Turkey is about 65 percent of total employment.

A different estimation method used for determining the size of the informal
sector considers the share of subcontracting activity in the economy. Recently,
the growing integration of national economies into the international system has
led firms to reduce their labor costs. This has largely been achieved through
subcontracting. In this system of organization, the parent firms subcontract a
portion of their unskilled labor-intensive production operations to take advan-
tage of lower wages in smaller firms, which usually operate in the informal
sector.

According to a survey conducted by the State Institute of Statistics (1996),
covering all public sector establishments in the manufacturing industry and all
private establishments in the manufacturing industry employing at least 25
workers, 48.69 percent of the 5219 establishments in 1987 were involved in
subcontracting. The share increased to 51.33 percent of 5969 establishments in
1992. The share according to the number of employees increased from 49.92
percent in 1987 to 53.67 percent in 1992. On the other hand, the share accord-
ing to value added increased from 43.35 percent in 1987 to 47.49 percent in
1992. Table 6.8a shows the results of a survey conducted in 1992 on 186,902
establishments in the private sector employing 1—9 workers, and Table 6.8b
shows the results of a survey on 5550 establishments in the private sector
employing 25 and more workers. The table reveals that the share of small
enterprises engaged in subcontracting is 33.8 and that of large enterprises is
53.1 percent. Among the small enterprises, 19.45 percent of all enterprises do
only subcontracting work, 11.01 percent of enterprises are involved in own
production and subcontracting, and 3.34 percent of enterprises give subcon-
tracting work. The equivalent shares among large enterprises are as follows:
4.9 percent of enterprises are doing only subcontracting work, 22.11 percent
are engaged in own production and subcontracting, and 26.09 percent of large
enterprises give subcontracting work.
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Thus the table shows that large firms are mostly subcontracting their work to
smaller firms, and small firms are largely engaged in work subcontracted by
large firms. The subcontracting activity of all public firms and all private firms
employing 25 and more workers in the manufacturing sector has recently been
analyzed by Taymaz and Kilicaslan (2000). Their results are summarized in
Table 6.9. According, to the table the subcontracting intensity as measured by
the share of subcontracted inputs in all inputs and the share of subcontracted
output in total output is rather low in manufacturing industries.

There are significant inter-industry variations in subcontracting intensity.
The textile industry has the highest subcontracted input and output shares, fol-
lowed by machinery and equipment industry. The shares increase for sub-sec-
tors in the textile industry. The relatively low subcontracting intensity
observed by Taymaz and Kilicaslan is due mainly to their neglect of small
firms in the manufacturing industry. It should also be emphasized that sub-
contracting is quite common in the services sectors, which have also not been
analyzed by the authors.

The above considerations reveal that the share of informal labor in Turkish
total employment is in the range of 60 percent. The share is quite substantial
by any standards.

5. Productivity, Real Wages, and Unit Labor Costs in
Manufacturing
Turning to consideration of empirical evidence on value added, employment,
productivity, wages, and unit labor costs in the manufacturing sector we note
that Table A6.1 summarizes the statistics obtained from the “Annual
Manufacturing Industry Statistics” of the State Institute of Statistics for the
period 1980—97. The surveys cover all firms in the public sector, and private
firms employing more than or equal to ten employees. The table reveals that
the three sectors with the highest share in total value added of the manufactur-
ing sector are ‘petroleum refineries,’ ‘spinning, weaving and finishing tex-
tiles,’ and ‘iron and steel basic industries,’ and the three sectors with the high-
est growth rates of value added over the period 1980—97 are ‘fur dressing and
dying industries,’ ‘manufacture of professional and scientific, measuring and
controlling equipment, n.e.c.,’ and ‘manufacture of electrical appliances and
housewares’.

In terms of employment the sectors with the highest shares in total manu-
facturing employment are ‘spinning, weaving and finishing textiles,’ ‘fur
dressing and dying industries,’ and ‘knitting mills,’ and in terms of employ-
ment creation the sectors with the highest growth rates are ‘manufactures of
motor vehicles,’ ‘cordage, rope and twine industries,’ and ‘manufacture of
transport equipment n.e.c.’
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Given the value added figure of sector i, VA,, we deflate it by the implicit
manufacturing price index p obtained from national income accounting data
published by the State Institute of Statistics. The real value added figure is
obtained as va,- = (VAi/p), and given the employment level of sector i, L,, the
productivity of labour in sector i is defined as PROD,- = (va,-/L,-). Table A6.1
shows the large differences between the productivity levels in the various man-
ufacturing sub-sectors. The sectors with high productivity figures include
‘petroleum refineries,’ ‘malt liquors and malt,’ and ‘tire and tube industries,’
and the sectors with low productivity figures include ‘cordage, rope and twine
industries,’ ‘manufacture of structural clay products,’ and ‘manufacture of
wood, and cork products not elsewhere classified.’ The sectors with the high-
est productivity growth rates include ‘fur dressing and dying industries,’ ‘soft
drinks and carbonated waters industries,’ and ‘manufacture of soap and clean-
ing preperations, perfumes, cosmetics, and other toilet preperations.’

The “Annual Manufacturing Industry Statistics” include information on
annual payments to employees denoted by w,- L,-. Dividing this figure by employ-
ment we obtain the nominal wage data. The real wage is then obtained as
(wi/CPI), where CPI denotes the consumer price index. Table A6.2 shows the
developments in real wage in the manufacturing sector. From the table it follows
that there have been large fluctuations in the real wage. The real wage rate in the
manufacturing sector decreased by 20 percent over the period 1982—88, and
increased by 97.9 percent over the period 1988—91. The fall in the real wage rate
during 1993—96 amounted to 28 percent. The picture does not change very much
when one considers the developments in manufacturing sub-sectors.

The above considerations, showing the extreme flexibility of labour mar-
kets in Turkey, need some clarification. The country, after pursuing inward-ori-
ented development strategies for fifty years, switched over to outward-orient-
ed policies in 1980. With the real depreciation of the Turkish currency, real
wages started to decline as indicated in Chapter 1. In 1989 the government
reversed its real exchange rate policy and conceded substantial pay increases
during the collective bargaining in the public sector during 1989.
Consequently, pressure built up in the private sector to arrive at similarly high
wage settlements. As a result of these developments the real wages increased.
But the increase in real wages was not sustainable. In 1994 the country faced
balance of payments crises. With the introduction of stabilization measures the
trend in real wages was reversed. But again political pressure increased to
reverse the policies. At the end of 1999 Turkey had to sign a stand-by-agree-
ment with the IMF, again reversing the trend in real wages.

The ultimate aim of any society is to increase the real wage over time. But
the increase in real wages has to be sustainable. Large fluctuations in real
wages reveal that the policies pursued, e.g. over the period 1988—93 have not
been sustainable.
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Table 6.9: Subcontracting in Manufacturing Industries

Subcontractcd Subcontracted
Input Share Output Share

ISIC 1988—92 1993—97 1988—92 1993—97

31 Food 0.31 0.51 0.28 0.35
32 Textile 6.20 6.31 5.63 5.63
33 Wood products 1.28 0.93 0.69 0.48
34 Paper 2.14 1.84 1.32 1.27
35 Chemicals 0.65 0.92 0.67 0.58
36 Pottery, glass, cement 1.88 1.79 0.18 0.29
37 Basic metal 1.04 1.26 1.36 1.36
38 Engineering 2.17 1.62 0.77 0.87
39 Other manufacturing 3.36 3.65 0.97 2.89

Manufacturing Sector 1.99 2.16 1.50 1.63

Textile and engineering subsectors with high subcontracting intensity

3211 Spinning, weawing and finishing 3.12 3.03 6.75 6.83
3212 Textile products exc. wearing apparel 6.67 12.37 3.37 4.24
3213 Knitting mills 11.22 10.80 3.03 4.08
3222 Wearing apparel, exc. fur and leather 16.17 15.56 6.31 6.79
3231 Tanneries and leather finishing 1.00 1.00 3.95 3.70
3813 Structural metal products 6.87 8.41 4.35 5.49
3823 Metal and wood working machinery 5.96 10.99 5.28 12.90
3841 Ship building and repairing 20.12 13.62 4.25 6.53
3851 Professional and scientific equipment 6.00 6.35 2.12 1.88

Source: Taymaz and K[hoax/an (2000).

Let us now turn to consideration of the developments in unit labor costs
defined as (w,- /PROD,-) where PROD,- denotes the productivity of labor in sec-
tor i. The unit labour cost measured in terms of foreign currency units is then
obtained as [w,- / (PROD->1: E)], where E denotes the exchange rate. Data on unit
labor costs measured in foreign currency units are provided in Table A6.3. A
close consideration of the data reveals that unit labor costs decreased during
the 19805 up to 1988. Thereafter there is a sharp increase in unit labor costs.
With devaluation in 1994, unit labor costs decreased again, but after 1995 the
country reversed its economic policies. Unit labor cost started to increase until
1999 when the country signed the stand-by-agreement with the IMF.
Thereafter the unit labor cost started to decrease again. The development of
unit labor cost for the aggregate manufacturing sector is shown in Figure 6.3.

6. Conclusion

It is widely believed that enterprises tend to become reluctant to take on new
employees when faced with relatively high labor costs and with associated high
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firing costs. Employers become cautious about hiring new workers with con-
tracts of indefinite duration, opting instead to rely on casual labor, subcontract—
ing, or fixed-term contractual relationships. In Section 1 it was mentioned that
the Turkish population increases on average at a rate of one million persons per
year and that over time, Turkey must continuously create new jobs. In the past
Turkey has successfully solved the unemployment problem through the exis-
tence of the large informal sector. Over time this sector has grown considerably
through the lax enforcement of tax, social security, and labor laws. But lax
enforcement of the laws has created different problems for the Turkish society.
The economic units started to take it for granted that they could avoid the rule
of law.

In addition, with increasing globalization, international pressure will also
increase on Turkey to change its institutions, regulations, and legislation
protecting workers in the formal sector. The current system of formal and
informal sectors, with informal sector accounting for about 60 percent of total
employment, does not seem to be sustainable in the long run. In particular, we
may expect EU firms to complain about unfair trade practices by Turkey and
the EU may ask Turkey to enforce its own labor laws, laws on the social secu-
rity system, and tax laws.

When the country starts to enforce the tax, social security, and labor laws
uniformly, the informal sector will experience a rise in labor costs leading to
a decrease in the demand for labor and hence an increase in unemployment. In
order to minimize the problems of unemployment, the policy makers have to
change the current job security legislation in order to reduce firing costs,
decrease the high social insurance contribution and tax rates, and eliminate
whenever possible other payments. In short, measures should be designed to
reduce the difference between the labor cost to producers and the amount
received by labor after taxes and related charges. A system where even a work-
er on minimum wage receives only TL 58.4 out of every 100 TL paid as labor
cost by the producer is not sustainable. Efforts should be made by the state to
increase the contribution collection in the social insurance and tax systems.
Furthermore, part-time contracts could be incorporated into the labor law. It
should be emphasized that policy makers, when implementing the compre-
hensive labor market reforms, will have to consider the goals of attaining
increased labor market flexibility, avoiding potential increase in unemploy-
ment, enforcing uniformly the tax, social security and labor laws throughout
the country, decreasing the share of the informal sector in total employment,
and any possible trade-offs between these goals.
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