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Abstract

The simultaneous treatment of growth, inequality and poverty is useful from
a policy perspective in the sense that it enables decision makers to choose the
combination of mutually beneficial policies that have positive impact on all
three variables. Also, public policies tend to affect inequality mainly indirectly
through their impact on growth and poverty. Turkey, as being one of the de-
veloping countries, has high-income inequality since its Gini coefficient was
around 0.40 in last decades according to Turkish Statistical Institute. Its in-
come distribution has been improving slightly; however, it is still so much
behind the developed countries’ levels. Inequalities in the wealth distribution
can have significant negative impacts on growth where credit market con-
straints prevent the poor from making productive indivisible investments.
This can be overcome by the provision of credit or redistribution of assets by
taxes and other interventions. Redistribution of assets not only causes to in-
crease growth and reduce inequality, but also reduces the poverty directly by
insuring the poor against the macroeconomic shocks or volatilities.
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1. Introduction

The distribution of income within a country is important for several reasons.
Inequalities may create incentives for people to improve their situation through
work, innovation or acquiring new skills. On the other hand, it may be an ob-
stacle to growth and reducing poverty. Also, crime and social exclusion are often
seen as linked to inequalities of income distribution. Most economists would
agree that some inequality is essential to a market economy [1]. Inequality is ne-
cessary to provide rewards to those who invest in their skills as well as to those
who take risk and responsibility [2]. In addition, any attempt at redistribution

must be judged against its effects on essential economic incentives that allocate
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talent and resources. However, [3] conclude that inequality can indeed be detri-
mental for growth when it is coupled with imperfect credit markets and unequal
access to education. The authors argue that inequalities can result in inefficiently
low levels of physical and human capital investment, and lower aggregate prod-
uctivity and growth.

Turkey is experiencing a considerable economic growth and low inflation
with macroeconomic stability in last decades after many years of economic crisis
and macroeconomic imbalances. Whereas in the last decades the primary con-
cern was the inflation targeting or debt reducing economic programs, then the
distribution of income emerges as an important issue for the policymakers.
When we analyze the current situation of inequality in Turkey, we see high level
of income inequality, which is closer to that seen in the most unequal countries
of Latin America and Sub-Saharan Africa. It is also unfortunately far from the
typical range observed among European Union countries. Nevertheless, it is
important to note that over the last years inequality has declined in Turkey,
while it has risen in many countries.

This paper is organized as follows: in the next section, the theoretical rela-
tionship between inequality, poverty and growth is analyzed with examples from
the literature. In the third section, some definitions about the inequality mea-
surements are given. In the fourth section, the current situation of inequality in
Turkey is briefly presented with comparisons of past years and other countries
besides arguing about the reasons for inequality. The fifth section suggests some

policy recommendations to decrease inequality.

2. Interdependency of Inequality, Growth and Poverty

Inequality is simultaneously determined with other variables in the process such
as growth and poverty. In order to analyze the impact of public policy on income
distribution, the modeling framework that accounts for the simultaneity in the
determination of poverty, inequality and growth should be used. As pointed out
by [4], accounting for the simultaneity of the above variables allows first to avoid
the shortcomings of previous studies that deal with each variable separately.
Second, the simultaneous treatment of growth, inequality and poverty is useful
from a policy perspective in the sense that it enables decision makers to choose
the combination of mutually beneficial and mutually exclusive policies that have
positive impact on all three variables. Third, public policies tend to affect in-
equality mainly indirectly through their impact on growth and poverty. The si-
multaneous treatment of growth, income distribution and poverty that model
explicitly the interaction between all the variables involved is, therefore, the most
appropriate tool to assess the direct as well as the indirect channels through
which public policies affect inequality [5].

[6] points out that “change in the distribution of income can be decomposed
into two effects, a proportional change in all incomes that leaves the distribution
of relative income unchanged (a growth effect) and a change in the distribution

of relative incomes, which, by definition, is independent of the mean (a distribu-
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tional effect). Specifically; the growth and the inequality elasticity of poverty are
increasing functions of the level of development and decreasing functions of the
degree of relative income inequality” [6]. This can be seen from Figure 1, where
the poverty headcount is simply the area under the density curve at the left of the
poverty line (here set at US$1 a day). This figure shows the density of the distri-
bution of income that is the number of individuals at each level of income
represented on a logarithmic scale on the horizontal axis. The move from the in-
itial to the new distribution goes through an intermediate step, which is the ho-
rizontal translation of the initial density curve to curve (I). Then, moving from
curve (I) to the new distribution curve occurs at constant mean income. This
movement thus corresponds to the change in the distribution of “relative” in-
come, or the “distribution” effect. This view is dominant today, which was em-
pirically worked so much by many economists, and [7] were the first to point
out that initial inequality seemed to be empirically associated with lower growth
rates. The figure shows clearly that both growth and inequality changes play a
major role in generating changes in poverty. However, the impact of them de-
pends on not only the initial level of income and inequality but also the differ-
ences across countries.

There is a widely accepted view that economic growth in low-income coun-
tries will deteriorate the equity, and this view has had considerable influence on
thinking about development policy; “the rich are usually the first to reap the
benefits of national income growth” [8]. [9], by claiming that inequality will in-
crease in the early stages of growth in a developing country and then, after some
point, it will begin to fall, defines the relationship between inequality and aver-
age income on the plane as an inverted U. [9] centered his argument on the im-
pact of rural to urban migration flows on the distribution of incomes during the
development process. The idea is that “even if within-sector inequality is con-

stant and the ratio of mean sectoral incomes is also constant, the shift of population

0-6
U.v
—» Growth effect
B Distribution effect

= Growth effect 0.51 Final distribution
.g on poverty
< A o
= - Initial distributi
a Distribution effect 0.4 - Initial distribution,
a on poverty
Gt
©
© 0.3
<
<=
w2
N
>
= 0.2
[2]
=]
o
a

—4

0 - 1
0.1 1 10 100
Poverty line

Income ($ a day, logarithmic scale)

Figure 1. Decomposition of poverty into growth and distributional effects [6].
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between sectors at first produces a widening in inequality and then a narrowing”
[10]. While Kuznets [9] used a numerical example, [10] provided a more rigor-
ous proof of Kuznets’ hypothesis and his demonstration was based on the exis-
tence of intersectoral difference in mean income and did not require a higher
average income or a greater level of inequality in the growing sector. According
to this hypothesis, growth is account for more reduction in the poverty rate at
the middle-income levels since that level associated with decreasing inequality.
Thus, the effects of even the same development policies differ according to initial

inequality and the income level of the country they are implemented in.

3. Measures of Income Inequality

Low income and consumption, and inequality in their distribution, are the key
determinants of the wellbeing of the population. One of the common indicators
of inequality is the decile 90/10. In this analysis, the decile 90/10 is the adjusted
per adult equivalent deflated consumption of the 90th percentile divided by per
adult equivalent deflated consumption of the 10th percentile, that is, the con-
sumption of the poorest person in the richest decile over the consumption of the
richest person in the first or poorest decile. This indicator is easy to interpret,
but it does not reflect the situation in the middle of the distribution [11].
Another common inequality measure is the Gini coefficient, which is sensitive
to all the parts of distribution. The Gini coefficient is a measure of statistical
dispersion most prominently used as a measure of inequality of income distribu-
tion. It is bounded between 0 and 1; it is 0 in the case of absolute equality, when
the per equivalent consumption of each person is the same, and it is 1 in the case
of absolute inequality, when one person consumes everything and others con-
sume nothing. The Gini coefficient is defined as a ratio of the areas on the Lo-
renz curve. If the Lorenz curve is represented by the function Y= L(X), the Gini

coefficient can be calculated as:

G=1—2jL(x)dx (1)

0

4. Income Inequality in Turkey

Turkey, as being one of the developing countries, has high-income inequality
since its Gini coefficient was 0.42 according to Household Budget Survey of 2003
which is conducted by the Turkish Statistical Institute. Its income distribution
has been improving at last decades; however, it is still so much behind the de-
veloped countries’ levels. Below, in Table 1, we can see the change in the distri-
bution of income both through the decrease of the value of the Gini coefficient
and the increase (decrease) of the income share of the lowest and middle income
(highest) group. Table 2 shows the distribution of income in the same period
using the ratio of average income by each quintile with respect to the average
income of the lowest quintile. In both tables, income represents the total annual

household income.
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Table 1. Distribution of income in turkey.

Quintiles 1968 1973 1986 1994 2002 2003 2009 2017
Lowest 20% 3.0 35 3.9 4.86 5.3 6.0 5.6 6.3
Next 20% 7.0 8.0 8.4 8.63 9.8 10.3 10.3 10.7
Next 20% 10.0 12.5 12.60 1291 14.0 14.5 15.1 14.8
Next 20% 20.0 19.5 19.20 19.03 20.8 20.9 21.5 20.9
Highest 20% 60.0 56.5 55.9 54.88 50.1 48.3 47.6 47.4
Gini Coefficient 0.56 0.51 0.46 0.49 0.44 0.42 0.41 0.40
a. Source: [12] and author calculations from Turkish statistical institute database.
Table 2. International comparisons, distribution of household per capita income.
e La'tin Sub East Asia South Eastern Middle Developed
Quintiles Americaand Saharan i R East and . Turkey
Caribbean  Africa and Pacific Asia Europe North Africa Countries
land?2 13.2 14.1 18.1 21.7 22.2 17.8 18.4 15.1
3and 4 33.8 33.5 37.5 38.4 40.0 39.8 41.8 34.8
5 52.9 52.4 44.3 39.9 37.8 45.4 39.8 50.1

This table very clearly illustrates current income inequality in Turkey. The
numbers in Table 1 also show that Turkey has had high-income inequality for
decades. Since 1963, income share of the households in the lowest income quin-
tile has been about 3% to 6%, while the share of the top quintile has been at least
about 48% or higher. Yet, the distribution of household income improved sig-
nificantly between 1963 and 1987. Except the increase in 1994 because of the cri-
sis, Gini coefficient declined from 0.56 in 1968 to 0.40 in 2017.

These differences are all the more significant if we correct our income meas-
ure to capture differences in household sizes, and use annual per-capita house-
hold income. The richer households do not only have more resources but also
they share it among a smaller number of household members. Another exercise
is analyzing the extreme ends of the distribution. An analysis at the percentile
level shows that the annual average per-capita incomes of the richest 1% of
households were 250 times more than the poorest 1% in 2002: average annual
income of the richest 1% of households was about $52,000 compared to $240 of
the lowest 1% [13].

To place Turkey in a broader context, Table 2 presents similar statistics from
other countries. It shows per-capita income distribution in Turkey and different
parts of the World. In only two regions, Latin America and Sub-Saharan Africa,
the distribution of per capita income is more unequal than Turkey. A closer look
at the income shares in Turkey and in a more equal region, such as within de-
veloped countries, also shows that the main difference is the larger share of in-
come received by the top 20%. Of course, if the top 20% is getting a larger share

in Turkey than they do in developed countries, some other groups must be get-
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ting less. Surprisingly, it is the middle-income group (households in the 3rd and
4th income quintiles) that gets a lower share, 41.8% versus 34.8%. The income
share of the bottom 40% is quite close at 18.4% versus 15.1%.

When we think about the reasons for income inequality, we can be faced with
several reasons. First, people are born with different initial conditions. Some are
raised in richer families with the necessary resources to invest in their children’s
education. Others are born in poorer families with only limited means. Similarly,
some have parents with high human capital and can therefore benefit from their
formal education and their connections, while others may not be so fortunate.
Second, institutions, such as the education system, play an important role. If
high-quality education were freely available to all children, family background
would not play such an important role. On the other hand, if educational op-
portunities are limited by individuals’ economic or social background, education
can in fact worsen the differences in initial conditions rather than reducing
them. In the figure below, we can see the effect of education on the income level.
Adding to the above argument about the effect of family size on the inequality,

we can mention about the education as a primary cause of inequality.

5. Conclusions

Turkey, as being one of the developing countries, has high-income inequality
since its Gini coefficient was around 0.40 in last decades according to Turkish
Statistical Institute. Its income distribution has been improving slightly; howev-
er, it is still so much behind the developed countries’ levels. Inequalities in the
wealth distribution can have significant negative impacts on growth where credit
market constraints prevent the poor from making productive indivisible invest-
ments. Turkey is experiencing a considerable economic growth and low inflation
with macroeconomic stability in last decades after many years of economic crisis
and macroeconomic imbalances.

We analyzed the theoretical relationship between inequality, poverty and
growth and defined growth, defined the inequality measurements from the lite-
rature. After stating the current situation of inequality in Turkey with compari-
sons of past years and other countries besides arguing about the reasons for in-

equality, now we argue about some policy implications.

6. Policy Implications

The policy implication for reducing inequality, such as providing a wide access
to education and health will benefit the poor both through directly and through
indirectly by stimulating growth. [14] showed that policies mandating compul-
sory schooling, financed by a proportional tax on wage income, increase eco-
nomic growth and, by distributing from agents with high human capital en-
dowment to those with the less, make the intergenerational distribution of in-
come more equal. Moreover, there is a strong evidence that changes in income

inequality are related to investment in human capital and thus to borrowing
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constraints. As argued by [15], the worsening in income inequality observed in
Latin America in recent years appears to have been the result of growing inequa-
lities in educational opportunities and inadequate access to credit markets.
Inequalities in the wealth distribution can have significant negative impacts
on growth where credit market constraints prevent the poor from making pro-
ductive indivisible investments. This can be overcome by the provision of credit
or redistribution of assets by taxes and other interventions. Also, political struc-
ture plays a central role in the redistribution decisions. The poor can able to
make profitable investment project by the expansion of credit market and this
may accelerate growth process. And if the negative relationship is realized after
some level of income as in the Kuznets Hypothesis, and the economy enters into
the cycle of higher growth and decreasing inequality forever. Redistribution of
assets not only causes to increase growth and reduce inequality, but also reduces
the poverty directly by insuring the poor against the macroeconomic shocks or

volatilities.
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