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What is income? It sounds like one of the simplest questions in economics, but the
answer matters enormously.

In this episode of Understanding Economics, | argue that income is not simply money
received or money spent. At the level of the economy as a whole, income is the real
value we can create and use without leaving ourselves and our planet worse off.

That distinction changes how we think about wages, profit, interest and rent.
Conventional economics treats all four as forms of income.

But do interest and rent actually create anything, or do they transfer income created by
other people?

And how much corporate profit represents genuine enterprise rather than economic
rent extracted through ownership, market power or the extraction of value from labour?

There is an even bigger issue. If economic activity depletes natural resources, destroys
environmental capital or consumes assets that cannot be replaced, can we really
describe what results as income? Or are we mistaking the consumption of capital for a
false measure of prosperity?

That question takes us directly to climate change, inequality and the way we measure
economic success.

Understanding income means asking where value really comes from, who creates it,
who receives it and whether our apparent prosperity can be sustained.

This is part of my Understanding Economics series, which explains economics from first
principles and asks whether the conventional answers still make sense.

https://www.youtube.com/watch?v=zGpFZeOBMGs?si=B7mDU_19EH82HHU7
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This is the audio version:

https://www.podbean.com/player-v2/?i=59vnh-1b40ab6-pb&amp;from=pb6admin&amp
;share=1&amp;download=1&amp;rtl=0&amp;fonts=Arial&amp;skin=f6f6fe&amp;font-
color=auto&amp;logo_link=episode_page&amp;btn-skin=c73a3a

There is no Debate Ammunition for this video. There is, however, this infographic:
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This is the transcript:

Hello, I'm Richard Murphy, and this is Understanding Economics. That’s the series I'm
creating, which is looking at the key questions in economics as | see it. At the moment
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we’re still working through some of the mega questions in economics, and this video is
another one that does that. I'm asking the question: what is income? That is one of the
questions that is at the very core of macroeconomics, the economics of a country as a
whole.

So, what do we mean by income? Let me be clear. | am talking here about the economy
as a whole. | am not talking about the money in your pocket, and they are very
different things. | am talking about how we recognise income within the society in
which we live. And income is something that we can easily misunderstand. I'll suggest
to you during the course of this video that most of conventional economics does, and
that is why this video is so important.

Income is what we can use as a society without becoming worse off.
That's it. It's so important. I'm going to say it again.
Income is what we can use as a society without becoming worse off.

Now notice something about that. I'm talking about what we can use. I'm not talking
about money here. I'm talking about the resources that are available to us to live on.
And economics often confuses that idea of income with money spent, but they are not
the same thing.

You can spend savings or borrow money as an individual, but that is not a recognition
of income. That is a recognition of a capacity to spend, and they are not the same
thing.

Income is real value added by work done in a period.

Again, that’s a restatement of that opening phrase | made at the start of this part of the
video, but I'm going to say it again because it is so important.

Income is real value added by work done in a period.

So what creates this income we all depend upon? Conventional economics usually
describes four types of income.

Wages are said to be paid to people for their labour.
Profit is said to be the reward for enterprise when running a business.

Interest is said to be the reward for the use of capital, and rent is paid for the use of
land.

But I'll suggest to you that these labels are deeply misleading. Just because
conventional economics calls something income does not mean that it is. That's the
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whole point of this series about understanding economics. | am reframing economics in
a way that makes sense for the 21st century.

So where does income, this capacity to create those things we need to live on, really
come from? It comes from us, of course; it comes from people; that is its only source.
People use their knowledge, their skill, their wisdom, to make use of naturally available
resources to create income. It is that combination that we create that means that we
can survive and then thrive within the limits of our planet.

We make income possible. Nobody else can.

But what | stress is that we cannot describe everything we can do and everything we
can make or produce as income. That’s because it is not income if producing it uses up
resources that we will need again, and we either do not replace them or they are, in
fact, irreplaceable.

We only create income if, at the same time, we maintain the capital on which its
production depended. That means we must ensure that nature, human capital, and
physical capital, such as buildings and machines, are preserved as we create what we
can describe as income.

Consuming capital is not the same as creating income. If we use up more capital
resources than we replace or maintain during a period, then we are consuming that
capital, and we can consume more capital than we create for a while. Personally, we
can spend more than our income by using savings, selling assets, or borrowing.

At a macroeconomic level, we can do the same thing. We can eat up inherited capital
resources we’ve got from a previous generation, or just last year, and we can deplete
the planet’s resources available to future generations. But we cannot call that excess
consumption income because it is not. If we consume more than we make, we can
create a false picture of prosperity, and climate change makes this very clear.

If we consume our planet beyond its ability to replenish itself, we are not creating
income at all. We are destroying the host that provides us with the opportunity to live
here. That is the contradiction that | am highlighting here. It is the contradiction that
nothing in conventional economics talks about.

So are there other contradictions inside conventional economics? Yes, there are.

Let’s talk about interest and rent. They create another contradiction. That’'s because
rent and interest do not, of themselves, represent income. They can’t because neither
represents the creation of new goods or services, but income is only recognised when
those things happen. Instead, they represent transfers of income created by people.
They transfer income from those who created it to those who own land, financial assets
and other resources. In that case, rent and interest are what economists call economic
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rent. That means they are an extraction of value; they are not a creation of value.

The recognition of the income created by some people as a result of their economic
activity, as the income of those who are claiming they have earned rent and interest, is
a recognition that we have economic rents within our economy. It is not a recognition
that rent and interest are actually a contribution to income at all. The income is created
by human endeavour, but those who undertake that endeavour are not enjoying the
benefit.

So what about profit? Is that really income? The answer in this case is yes, and no.
Profit can exist. It exists in smaller businesses in most cases. It reflects the return to
some people who combine their effort, knowledge, wisdom, and the risks they take to
create businesses. They create a surplus value as a consequence over and above what
they could earn as labour, and that combination is called enterprise, and profit is the
return to the people in question. | do not dispute that this exists.

But when we come to larger companies, things are very different. Any enterprise here
belongs to employees, and they are paid for it, admittedly, often excessively because
they are the directors and senior employees of these companies who earn very high
rewards for the enterprise that they might bring to the activities of larger companies.
But the cost of employing them is treated as a business cost before the profit of these
companies is declared. And so large company profits, in that case, almost always
actually represent economic rents instead of the profits seen in smaller companies.

Some of the profits of larger companies does, of course, come from rents. The business
of some larger companies is letting out property.

And some more of the profit of larger companies can represent interest earned,
especially in banks and finance companies.

But another rent comes from exploiting market power. Companies like Amazon, for
example, can earn returns above those which we would normally expect because they
control much of their market. Banks and supermarkets in the UK can do much the same
thing. They earn what economists call supernormal profits because they lack effective
competition.

And they also profit by not paying the people they employ the full value of what they
create. Those profits which are extracted from employees are another form of economic
rent.

So why does all this matter? We have to get our concept of income right if our
economics is to work. We can mistake consumption for income. The conventional
economics that most people have been taught does do exactly that. It says we can
consume our capital and think that we are getting richer as a result, but that’s a
massive mistake that we’ve been making.
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We have been getting poorer as a result of consuming capital rather than richer, and
we have been fooling ourselves. This is why we need to understand what income is,
while recognising the constraints upon it, which require us to make the economic
choices that characterise the whole discipline we’re discussing.

In addition, by misunderstanding income, we can misdescribe it, and we can also
underpay it to those who really created it, who are human beings going out to work. As
a consequence of underpaying them, we misrecognise it when we describe rent and
interest as income, and we often do so as well in the case of profit. The result can be
poor resource management, environmental damage, and greater inequality. And none
of those are doing us any benefits at all.

So what should we remember?

First, we should recall that income is what we can sustainably create and use without
destroying the resources we will need in the future to recreate that income stream
when we come to need it again.

Second, income ultimately depends on human effort, knowledge, and the resources of
the planet.

And if we get confused about these things, we fool ourselves into thinking we’'re
becoming richer when we are actually becoming poorer.

Conventional economics has confused these issues. That is why we have crises like that
on climate change. We have to understand income. Doing so means rethinking
everything we know about economics, and that is what this series called Understanding
Economics is all about.

All the videos in this series are linked below this one. You can find a playlist there, and
the videos are produced in broadly the order in which you need to understand things,
so | suggest starting with the first and working your way through.

If you do, and if you stick with us, and there are going to be a lot of videos in this series,
you will begin to understand economics in an entirely new way. A way which can
guarantee that we can survive, our planet can survive, but more than we can survive;
that we can thrive. That is the goal that | am aiming for. | want people to do well in this
world when so many at present do not. That is a possibility that we can create, but only
if we understand economics in a new and better way.

Poll

[poll id="501"]
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Previous posts in this series

* Understanding economics: Introduction Article

* What is economics? Article. Video. Infographic.

* What is the economy for? Article. Video. Infographic.

* What is microeconomics? Article. Video. Infographic.

* What is macroeconomics? Article, Video, Infographic,
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