A Note on the Hicksian Concept of Inco me

Ajit Zacharias *

February2002**

*Research Fellow, Lev yEconomics Institute, Annandale - on - Hudson, NY 12504. E - mail:

zacharia@lev y.org

**Preliminarydraft. Please do not quote without permission. Iw ish to acknowledge, with gratitude and the usual di sclaimer, comments b yDimitri Papadimitriou and conversations on the topic with W ynne Godley, Edward Wolff, and Alex Izurieta.

ABSTRACT

Empirical studies of intertemporal dynamics of individual income, d istribution of personal income, and growth and distribution of national income are all based on statistics that rel yon some concept of income. The dominant one toda y appears to be the so - called Hai g - Simons -

Hicks (HSH) concept of i ncome. I examine the foun dations of this concept in Hicks´s Value and

Capital and conclude that there is nothing ^Hicksian~ about the HSH concept of income.

Furthermore, I argue that Hicks´s failure to distinguish between definition and calculation, and the consequent lack of adeq uate ex post concepts, make it impossible for his income definitions to serve as a basis for income accounting.

JELCodes: D30, B21, B31.

INTRODUCTION

The question ^what is income? ~ has preoccupied economists and policymakers for a long time.

Rulers have alwa ys been interested in an income concept that can be used as a yardstick for taxation (Musgrave 1985) . In the twentieth century, the emergence of dem and managem ent policies and national income accounting also brought substantial governm ent involvement in developing concepts of income. Economists have been deepl yentangled in developing concepts of taxable income, personal income, and national income in various capaci ties: as theoreticians, policymakers, and government bureaucrats (Kendrick 1970, Usher 1987) .

Concepts of personal income and national income used bymost government agencies and economists todayhave been often compared t o the so - called Hai g - Simons - Hicks (HSH) concept of income (Haig 1921, Hicks 1939, Simons 1938) . Implicitl yor explicitl y, t his concept is usuall y considered the theoretical concept of income. According to the HSH definition, income in a given period of time is the maximum amount that can be consumed in that period while keeping real wealth un changed. The 1993 S ystem of National Accounts (1993 SNA), the landmark publication on national income accounting put together b yprominent international organizations such as the United Nations, expressed the widel y - held view that, ^from a t heoretical poin t of view, income is often defined as the maximum amount that a household can consume without reducing its real net wort h.~ (1993 SNA, Section 8.15, p.186). The HSH concept is accepted as the theoretical concept of income even b ysome critics of the offici al incom e statistics: ^The theoretical Hicks - Hai g - S imons concept of income is that which we can consume while keeping our real wealth intact. But this is a far cr yfrom the usual measures of individual incomes, corporat e profits or the aggregates of person al and national income.~ (Eisner 1989, 2) . In the field of household incom e statistics, a recent study aimed at developing a uniform definition of household income for the purposes of international comparisons took as its theoretical startin g point the HSH concept (Smeeding and Weinberg 2001, 2) .

Given its pervasive influence, it is useful to examine the ori ginal context in which the

HSH concept was constructed. Of the three archit ects, Hicks was arguabl ythe one w ho made the most theoreticall ysophisticated contribution to the concept. Accordingl y, i n this note, Iexamine

Hicks´s (1939) discussion of income concepts in its original form ˙ chapter 14 of Value and

Capital . In order to limit the scope of the discussion, Iwill abstract from problems of depreci ation in anyform and focus largel yon issues relevant to personal or household income.

At the outset, it is useful to recall a remarkable feature of Hicks´s discussion that appears to have been i gnored in the subse quent literature. Chapter 14 was placed before Part IV of the book, where he purport edl ydeveloped a theor yof economic d ynamics wit hout using the concept of income (whether that of an individual or of an entire nation), as well as related categories such as saving, investment, and depreci ation. The explicit purpose of the chapter was to justifythis procedure. This justificat ion took the form of a demonstration that the concept of income was theoreticall yvacuous. It cannot be defined unequi vocall yand an y operational definition of income involves a great deal of imprecision. The notion of a ^theoretical concept of income~ was for Hicks a contradiction in terms. It is paradoxical that, given this feature of Hicks´s arguments, later economists tend to locate the theoretical concept of income here. 1

THE ^CENTRAL MEANING~

Hicks started out b ynoting what the definition of income should be for practical purposes and then discussed how economists and businessmen approximate this definition.

The purpose of inc ome calcul ations in practical affairs is to give people an indication of the amount which theycan consume without impoverishing themselves. Following out this idea, it would seem that we ought to define a man´s income as the maximum value which he can con sume during a week, and still expect to be as well off at the end of the week as he was at the beginning.

Thus, when a person saves, he pl ans to be better off in the future; when he lives beyond his incom e, he plans to be worse off. Remembering that the pr actical purpose of income is to serve as a guide for prudent conduct, I think it is fairl y clear that this is what the central meaning must be. (Hicks, 1939,172).

For Hicks, the motivation for the definition of income is purel ysubjective, in the sense th at such a definition must facilitate ^prudent conduct~ for t he individual. The central meaning of income is also subjective for him in the sense that it is formulated in terms of the individual´s expectations. In fact, Hicks considered onl ysubjective defi nitions of income as theoreticall y meaningful because onl y theyare relevant for indi vidual decisions. He therefore dismissed ex

1 Yet another notable feature of Hicks´ discussion of inco me was its departure fro mthe view tha t inco me is fundamentallya flo w of utility or satisfactio ns ˙ the then - standard viewo f mar ginalist econo mists (Haig 1921, 55 -

57) . T his should not be surprising given Hick s´ vehement rejection of cardinal utility.

post definitions as useless for positive theor y: ^. . . theyare of no use to theoretical economists, who are tr ying to find ou t how the economic s ystem works, because the yhave no si gnificance for conduct.~ (179). 2 It was on the same grounds that he advised positive theoretical economists to avoid the compan yof those who seek objective definitions of income ˙ such as the income ta x authorities (180, n.1). This advice was proffered perhaps in light of (in cont rast to? ) Keynes´ observation in his own chapter on the definition of income in the General Theory :

It will be seen that our definition of net income comes ver yclose to Marsh all´s definition of income , when he decided to take refuge in the practices of the

Income Tax Commissioners and ˙ broadl yspeaking ˙ to regard as income whatever the ysa y, with t heir experience, choose t o treat it as such. For the fabric of their decisions can be regarded as the result of the most careful and extensive investigation which is available, to interpret what, in practice, it is usual to treat as net income. (Ke ynes 1964, 59) .

The motivation posed byHicks for an income defi nition is quite restrictive. The starting premise, taken to be self - evident, seems to be, ^Whywould Iwant to know m yincome unless I want to ascert ain the maximum amount that Ican consum e without going into debt or selling off m y assets? ~ Ruled out are several other reasons wh yan individual would want to know his or her income, such as how it fi gures in relati on to that of a colleague or neighbor. Even if we focus onl yon consumption behavior, relative income maybe an important factor. Moreover, there is no reason wh y^prudent conduct~ should be defined solel ywith respect to individual decisions to consume. T he central meaning of income as form ulated byHicks is relevant onl yto personal disposable income. In a modern capitalist econom ywith emplo yer and employee contributions to social insurance, complex codes of personal income taxation, and substantial gove rnment provision of public goods, the motivation for income measurem ent, even at an individual level, has to be broader than obtaining information relevant to personal consumpt ion expenditures.

Indeed, disposable incom e itself is a derivative concept that can be constructed onl yfrom other, more basic concepts of income.

Apart from its restrictive focus, the ^central meani ng~ postulated b yHicks also failed to distinguish between defi nition and calculation, that is, defining incom e in such a wa yso that an individual can calculat e what it is expected to be and then as what it actual l yis. Commenting on the ex ante and ex post concepts of income, George Break observed several years ago: ^An entit y

2 Unless other wise noted, the numbers in parentheses refer to page numbers in Value and Capital .

must be defined independentl yof expectations before an yexpec tations maybe held with respect to that entit y.~ (Break 1954, 49) In contrast to Hicks, James Meade and Richard Stone adopted a purel yex post approach i n their pioneering article on national income accounting. Mone y income is defined there as the maximum amount th at could be spent on consumption while leaving nominal wealth intact and real income as t he maximum that could be spent on consumption while leaving real wealth intact (Meade and Stone 1941, 219) .

An ex ante concept, irrespective of its theoretical me rits, cannot serve as a basis for income measurement if it does not have an ex post counterpart. Even theoreticall y, it is hard to understand how ex ante values of economic variables can be important for behavior if such values cannot be compared to their ex post counterparts. Nevertheless, as I shall now discuss,

Hicks arrived at the rather unsettling conclusion that his ex ante concept of i ncome did not permit, in general, the derivation of ex post counterparts.

THE ^THREE APPRO XIMATIONS ~

Hicks discusse d three approximations to the ^cent ral meaning~ of income defined above (172˘

175). The first approximation, which he called ^Income No. 1,~ abstract ed from changes in the expected rate of interest and prices. It defined income during a year as the maximum amount that the individual can spent on consumption and still expect to be as wealth y, i n nominal terms, at the end of the year as he was at the beginning of t he year. Suppose that the opening nominal wealth of an individual is V . Then, with a fixed rat e of interest, r , the condition that income, Y , equals the maximum that can be consumed while l eaving nominal net wort h intact can be stat ed as:

( )(1 )

V Y r V - + =

( 1 )

It follows that:

1

1

(1 )

Y V r

æ ö

= - ç ÷

+ è ø

( 2 )

In so far as the individual expects the rate of interest to remain unchanged, he will have an income equal to Y in each year. Income for an ygiven year is thus simpl y the discounted value of the income that could be expected for that year if none of the starting wealth is used for consumption, all income from we alth is reinvested and no change occurs in capital value. 3

Hicks noted that a ^supremel yimportant propert y~ of Income No. 1 is its amenabilit yto objective, ex post measurement. At the end of the year, the incom e statistician can assess the amounts of nom inal weal th that Istart ed and ended with, and therefore, the change in m y nominal wealth. Assuming that the statistician can determine the amount of m yconsumption expenditures from m ym arket transactions, he can add this to the change in m ynominal wealt h and obtain m ynominal annual income (179).

However, argued Hicks, the possibilit yof objective measurement vanished as soon as a more realistic scenario, i n which the individual expects the rat e of interest t o var yover the planning horizon, is considere d. If the rat e of interest expected during the second and the subsequent years is higher than the rat e of interest expected during the first year, then incom e expected from the second year onward will be hi gher than income expected for the fi rst year.

Howe ver, in such a situat ion, there is no reason whythe individual should attempt to keep his nominal wealth constant from year to year (174). Even if he exhausts some of his wealth in the first year, he can expect to make it up in the subsequent years becaus e of the higher expected rate of interest.

The second approximation proposed b yHicks, ^ Income No. 2,~ was meant to be suitable for this situation. If the rate of interest is expected to change, income is defined as the maximum amount that an individual can consume during the year and still expect to consume the same amount in the subsequent years. In effect, this method of calculating ex ant e income consists of aggregating the stream of discounted values of expected future income over the planning horizo n and allocating the average amount for each year. The logic of this definition precludes an ex post counterpart. What can actuall ybe observed at the end of a year is the person´s actual consumption during that year, not his expectations regarding the rat e of interest for the remainder of his planning horizon.

Hicks also reached a similar conclusion in the case of a yet another realistic scenario in which the individual expects prices of consumption goods to change in the future (180). In this instance, Hi cks argued that income ˙ ^Income No. 3~ ˙ is defined as the m aximum amount that

3 It should be noted that these assumptio ns are also necessar yfor the other definitio ns. T o avoid repetition, I do not mention themhereafter.

an individual can consume during the year, and still expect to consume the same amount in real terms in the subsequent years (174). This is equivalent to saying that incom e is the maximum amount that an individual can consume in real terms while leaving his real wealth intact.

Denoting the expected proportionate change in pri ces b y

¨ p we can express this condition in a

similar fashion to the first approximation 4 :

( )(1 )

V Y r p V

- + - D = ( 3 )

and therefore:

1

1

(1 )

Y V

r p æ ö

= - ç ÷

+ - D è ø

( 4 )

However, the identitybetween ^ Income No. 3~ and the conventional HSH concept breaks down

if the yet more realistic scenario, in which the individual expects inflation and the real rate of

interest to be different from year to year, is assumed. Hicks´ formulation of ^Income No. 3~ was

designed to hold in the face of both t ypes of variation s. Maintaining real wealth constant when

the real rate of interest is changing can be ruled out for the same reason that maintaining nominal

wealth constant was considered unlikel yin the case of variations in the nominal rate of interest.

As discussed abo ve, this is the onlysource of difference between ^ Income No. 2~ and ^ Income

No. 1.~

In the more general case, a process of averaging similar to that performed under the

second approximation is implied byHicks´ definition. The discounted values of the ac tually

expected stream of real income over the planning horizon were averaged and this average was

defined as ^Income No. 3~ for each year (184). Once again, the individual´s expectations are

inscribed into the definition itself. An ex post measurement of Income No. 3 is thus impossible

since the individual´s expectations regarding inflation or the real rate of interest cannot be

observed from market transactions.

4 I take here, for convenience, V as equal to both no minal and real wealth at the start o f the planning horizon.

PROBLEM OF LABOR INCOME

The discussion so far has implicitlyconsidered onlyone form of in come: income from the

ownership of financial or physical assets (^property~). The prospects for ex post definitions are

completelybleak once income from work is considered.

If an individual expects a constant stream of earnings in the planning horizon, an nual

income from labor can be simplyobtained b yarithmetic division, that is, bydividing total

expected earnings over the planning horizon bythe number of years in the planning horizon

(173). This is a simpler version of ^Income No. 1.~ On the other han d, if the expected stream is

not constant over time, or if the expected rate of interest or prices were to var yover the planning

horizon, matters become more complicated. Hicks did not deal with these complications

systematicallyin the case of labor inco me. But, the definitions of income proposed b yhim

suggests that in the face of such variations in expected earnings, prices, or the rate of interest, the

actual expected stream of labor income needs to be replaced b ya h ypothetical stream that

distributes the present value of the actual expected stream equall yover the years in the planning

horizon. However, unlike the case of propertyincome, where at least the first approximation has

an ex post counterpart, it is impossible to construct ex post measures of labor income for all the

three approximations.

Since the logic of the argument is the same for all approximations, it is sufficient to

consider the first approximation. Suppose that the only^wealth~ I have is my^human capital.~

In value terms, this mu st be equal to the present value of myexpected earnings. No change in

this wealth (sa y, due to improvements in myeducation or deterioration in myhealth that Iexpect

from activities that I engage in during the year) can be directl yobserved from mymark et

transactions because the valuation of myhuman capital is a process purel yinternal to me. Of

course, it is not necessaryto invoke ^human capital~ concepts to make the argument ˙ a change

in anyof the circumstances affecting the individual´s expected fu ture earnings is enough to allow

for the conclusion. Hicks was aware of this difficultywith respect to labor income as can be seen

from his explicit, though passing, recognition that the ex post counterpart of Income No.1 will

hold onlyif ^. . . we confi ne our attention to income from property, and leave out of account an y

increment or decrement in the value of prospects due to changes in people´s own earning

power�.~ (178). Of course, leaving out labor income means that the resulting theoretical concept of income is not applicable to the most preponderant form of income in modern

capitalist economies.

CONCLUSIONS

There is reall yno Hicksian concept of income (at least in Value and Capital ) that could be used

as a theoretical starting point for building a s ystem of income accounting. The ^central meaning~

of income as formulated byHicks had a narrow focus and limited scope. The failure to

distinguish between definition and calculation also deprived the concept of much operational

significance. In order t o serve as a basis of income accounting, definitions of income have to be

ex post. Hicks considered three ex ante definitions byspecif ying in different ways what exactly

is meant by^consume~ and ^well - off.~ As Hicks himself recognized, none of the three

definitions have an yprecise ex post counterparts once both labor and propertyare considered as

sources of income.

It follows that modern national income accounting has little to do with the theoretical

concepts of income found in Value and Capital . The e ssential features of this massive enterprise

seem to derive from the neoclassical view of what constitutes ^production~ (Shaikh and Tonak

1994) . 5 Modern statistics of household income also are not founded on these concepts for similar

reasons. The fact that modern income statistics do not base themselve s entirelyupon the income

concepts discussed here is, in fact, a virtue and should be recognized as such.

Ex post definitions of nominal and real income that do not correspond to the Hicksian

concept can indeed be formulated byremoving the latter comple tel yfrom the anchor of

individual subjectivity. Hicks himself considered this possibilityand admitted the usefulness of

such concepts for normative and descriptive purposes (180). These definitions, however, will

hardlybe ^Hicksian~ and will be identica l to the definitions byMeade and Stone(1941) (and

similar to the ones proposed earlier b yHaig(1921) and Simons(1938)). There is in fact nothing

Hicksian about the Haig - Simons - Hicks concept of income often alluded to.

5 ^At the heart of anyset of national accounts lies so me co mmo n definition of production activities. T o construct

production accounts, one must first distinguish between production and nonproduction activities, and hence between

their corresponding actual or imp uted transaction flo ws~ (Shaikh and T onak 1994, 6) .

REFERENCES

Brea k, George F. 1954. "Capital Maintenance and the Concept of Income." The Journal of

Political Economy 62:1, 48 ˘ 62.

Eisner, Robert. 1989. "Divergences of Measurement and Theor yand Some Implications for

Economic Policy." The American Economic Review 79, 1, 1 ˘ 13.

Haig, Robert M. 1921. "The Concept of Income - Economic and Legal Aspects." in The Federal

Income Tax, Robert M Haig, ed. New York: Columbia UniversityPress.

Hicks, John R. 1939. Value and Capital: An Inquiry Into Some Fundamental Principles of

Economi c Theory . Oxford: Clarendon Press.

Kendrick, John W. 1970. "The Historical Development of National Accounts." History of

Political Economy 11:284 ˘ 315.

Ke ynes, John M. 1964. The General Theory of Employment, Interest, and Money . San Diego:

Harcourt and Brac e.

Meade, James E ,and Richard Stone. 1941. "The C onstruction of Tables of National Income,

Expenditure, Savings and Investment." The Economic Journal 51, 202/203:216 ˘ 33.

Musgrave, R. A. 1985. "A Brief Histor yof Fiscal Doctrine." in Handbook of Public Eco nomics ,

Alan J. Auerbach and Martin Feldstein, eds. New York: North - Holland.

Shaikh, Anwar M. and E. Ahmet Tonak. 1994. Measuring the Wealth of Nations: The Political

Economy of National Accounts . Cambridge: Cambridge Universit yPress.

Simons, HenryC. 193 8. Personal Income Taxation: The Definition of Income as a Problem of

Fiscal Policy . Chicago: Chicago UniversityPress.

Smeeding, TimothyM., and Daniel H Weinberg. 2001. "Toward a Uniform Definition of

Household Income." The Review of Income and Wealth 47 , 1:1 ˘ 24.

Usher, Dan. 1987. "Income." In The New Palgrave: A Dictionary of Economics . John Eatwell,

Murra yMilgate, and Peter Newman, eds. London: Macmillan.