Topic 4
What is income?
Learning outcomes
After studying this topic, you will be able to:
■ define income;
■ describe the difference between money and income; and
■ outline the different sources and features of income.

Introduction
Most of us receive an income during most, if not all, of our lives. How we
use this money affects our own lives and the lives of others in our society.
In this topic, you will learn where income comes from and how it is different
from money. We will also discuss some of the rules surrounding income,
including the key rights and responsibilities that individuals and businesses
have, and how these affect society and our personal finances.

4.1 What is income?
4.1.1 Describing income
When we speak of ‘income’, we mean all of the money that we
receive. Income is literally money coming in – ie ‘in-come’. As
we saw in Topic 3, we get money from a variety of sources
and all of these are part of our income, including:
■ pocket money;
■ gifts of money;
■ pay from a job;
■ state benefits;
■ interest paid on savings; and
■ pensions.
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Marion Baker’s income

Marion
I work as events manager for the
Grand Hotel and earn £24,000 a
year. I’m paid monthly, so every
month my total income from the
hotel is £2,000. This is called my
‘gross income’.

The hotel pays the government the income tax and National Insurance
contributions (NICs) that Marion owes on her earnings. Tax and National
Insurance are compulsory payments that are made to Her Majesty’s
Revenue & Customs (HMRC), the government department in charge of
tax.
The Grand Hotel also takes
money
from
Marion’s
earnings for its workplace
pension
scheme
(HM
Government, undated c).
All
hotel
employees
earning £10,000 or more
are part of the scheme.
Every month, the hotel
deducts a percentage of
their salaries and puts the
money into a pension fund.
The hotel and the government add money to the pension fund as well.
This money is invested and, when employees retire, they receive a
pension income from the hotel.
The government has made it compulsory for employers to offer
workplace pensions to ensure that more people have an employer’s
pension when they retire than did in the past. This means that these
people will have more to live on than just the State Pension.
The hotel pays Marion the rest of the money, after income tax, NICs and
pension contributions. This is called her ‘net income’. As you can see
from Marion’s payslip (see Figure 4.1), she receives £1,543.96 a month
as net income. The hotel transfers this money into Marion’s bank
account electronically.

2

© The London Institute of Banking & Finance 2017

Topic 4

Figure 4.1 Marion’s pay slip
The Grand Hotel Plc
Marion Baker

October 201X

PAYMENTS

DEDUCTIONS

Description
Gross pay

Amount
2,000.00

Description
PAYE Tax Paid

216.66

N. I.

159.38

Workplace pension
Minus deductions
Net pay

456.04

Amount

Total deductions

80.00
456.04

1,543.96

4.1.2 Income and cash flow
The type of income that you receive will change over the course of your life,
depending on your circumstances. Children, for example, rely on their
families to give them money, such as an allowance and gifts. Most adults
go to work and are paid by an employer, or if they are unable to work, they
can claim certain benefits from the government. Older people have an
income from pensions. The way in which circumstances change over a
person’s life is discussed in more detail in Topic 11.
People use their income to make purchases and to save for the future. These
purchases and savings are called ‘outgoings’. All of a person’s income and
outgoings form their cash flow – ie money coming in and going out.
Working out our cash flow for the coming week or month helps us to plan
how to use our money. Some outgoings must be paid, such as taxes, rent
or a mortgage (so that you have somewhere to live), and the costs of food
and drink. These costs are called ‘expenses’. Once we have paid our
expenses, we can spend or save anything that is left over. This money is
often called our ‘disposable income’.

Marion wants to save more
Marion wants to save money for emergencies, presents and
holidays. When calculating her expenses, Marion realises that
she can choose where to buy her gas and electricity, and her
food, and how much she spends on petrol. So she decides to
work out what her disposable income is – ie the amount of
money that she has every month after paying taxes, her
pension contribution, her mortgage payment, her bills and her essential
expenses. These cost more money than she expected (see Figure 4.2).
So Marion decides to shop around for cheaper energy suppliers, and to
spend less at the supermarket and on petrol, if possible, so that she can
save more money each month.
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Figure 4.2 Marion’s monthly disposable income

Marion’s disposable income
£
Net pay

1,543.96

Minus expenses
Mortgage payment on flat

500.00

Electricity, water and gas

126.00

Mobile phone

35.00

Supermarket shopping

240.00

Car expenses to get to work
(road tax, insurance and petrol)
Disposable income

80.00
562.96

Key terms
■ Cash flow – all of the money coming in (income) and all

of the money going out (outgoings) over a period of time,
such as a week or a month.
■ Disposable

income – income less taxes, pension
payments, mortgage payments and expenses.

■ Expenses – payments that must be made.
■ Gross income – income before income tax and NICs are

paid.
■ Net income – income after income tax and NICs are paid.

How much disposable income you have to spend and save depends on your
earnings and your expenses. Your earnings depend on the type of job you
have and the hours that you work. Some people work full-time, but others
work part-time, perhaps because they have other commitments, such as
looking after children or studying.
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Jacob Baker’s cash flow
Jacob is at university now. He has a part-time
job as a waiter in a restaurant and is paid by
the hour. You can see all of his income and
expenses in Figure 4.3.
Jacob has very little disposable income.

Figure 4.3 Jacob’s cash flow

Wages from work

Student loan

Rent on flat

Bills – food,
transport, house

Interest on savings

Income

Expenses

(money coming in)

(money being spent)

Selling old CDs

Loan from parents
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4.1.3 Different types of income
Income is usually paid on a regular basis. Pocket money is income that is
usually paid weekly or monthly. Your salary or wages from work is income that
is paid weekly or monthly. Any benefits that you receive will be income paid
every week, or every two or four weeks, or every month, depending on the
benefit (HM Government, undated a). Interest on savings accounts is income
paid every month or once a year. Winning the lottery or inheriting money is
less likely to be called ‘income’, and is more usually described as a ‘windfall’
– ie a large sum of money that you receive suddenly and unexpectedly.
We have seen that there are different types of income. The kinds of income
that are most common are salary, wages and state benefits.
■ Salary is usually paid monthly and is a set amount paid for working a set

number of hours in a month. These details are written in your
employment contract, for example working 37.5 hours a week. If you
work extra hours, you are not paid any extra money unless your employer
offers ‘overtime’ payments.
■ Wages are more often paid by the hour, so how much you are paid each

month (or week) will depend on how many hours you have worked.
■ There are two types of state benefit – targeted and universal.

– Targeted benefits are for only particular groups of people. To claim
these benefits, you have to apply for them and show that you meet a
range of criteria that prove you are in need. These include benefits
such as Jobseeker’s Allowance and Personal Independence Payment
(HM Government, undated a).
– Universal benefits, on the other hand, are for everyone in certain
circumstances. An example of such a benefit is State Pension for those
of a certain age.

Discuss
During the university term, Jacob
works in a restaurant on Tuesday,
Friday and Saturday nights. Just
before and during exam time, Jacob
decides to study on Tuesday nights
rather than work.
■ What effect will this have on his

cash flow?
■ What do you think he could do to make sure that he can

still pay his expenses?
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4.1.4 The differences between money and income
Many people see money and income as the same thing, and they use the
words interchangeably. Both money and income can be simply numbers on
a page or screen, and neither has to be physical cash. They are, however,
quite different ideas.
Essentially, money is a medium of exchange. It represents value – ie all of
the purchasing power that a person or a country has. The money held in
the UK, for example, includes people’s cash and bank balances, loans from
banks, profits made by businesses, funds held by the government, foreign
currencies, discontinued banknotes and coins, and anything else that is
used as a medium of exchange.
Income is the amount of money that a person receives, either as cash
payments or through electronic transfers of funds.

Cash vs money
The amount of cash in the economy does not equal the
amount of money in the economy. In fact, in 2010, the total
money supply in the UK was calculated to be £2.2 trillion,
while the actual cash was just £47 billion (Lipsey and
Chrystal, 2011). How is this possible?
It is possible because money moves between people
and organisations in the economy. For example,
when you save money in a bank account, the bank
uses the money to make loans to other
customers. So if you were to save £100, the
bank could lend £100 to someone else. This
means that your savings account statement
would show that you have £100, while the
borrower’s account would show that they have
the same £100. Lending money is called
‘giving credit’. The impact of banks using
customers’ money to give credit is that there
is more purchasing power in the economy. This
is known as the ‘multiplier effect’. The total
value of the purchasing power is the total value
of money in the economy.
Figure 4.4 illustrates how £100 deposited into a
bank may be used a number of times by a number of
people. It also shows how the financial decision that
one person makes can impact on banks and other people
in the economy.
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Figure 4.4 The effect of Philippe Baker’s £100

!
Money, as described in Topic 3, is a medium of exchange, a unit of measure
and a store of value. It is the way in which we receive our income and the
way in which we measure the value of any part of our income that is not
received as money, such as a work uniform. Because money can be divided
into small amounts (1p, for example), it allows us to buy goods that have
different prices and to get change. We can choose to spend our money on
the many and varied items that we require for our daily living, or we can
choose to save it for future purchases (for example a car or a home) or for
retirement. Cash is the actual physical form of money. While it is still
convenient for us to carry around a small amount of cash for day-to-day
items, debit card and microchip technology (which keeps an accurate record
of a person’s financial transactions) mean that we are moving ever closer
to a cashless society.
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Discuss
The cashless society
People can now pay by many
methods that do not involve
banknotes and coins, including
debit cards, credit cards, banking
on mobile phones, banking over
the internet, PayPal, and prepaid
cards such as Oyster.
What do you think the advantages and disadvantages of a
cashless society would be?

4.2 Sources, types and rules of income
4.2.1 Sources and types of income
Paid employment is the main source of income in the UK, in the form of
salaries and wages. However, other sources of income, such as pocket money
and benefits, also make up a significant proportion. We may get money from
other sources, including bonuses from employers, interest on savings, or
money from investments or shares in companies. These are held as ‘financial
assets’, meaning non-physical things that are owned in order to produce
income. People may also get some income through selling personal items.
Different people can have different sources of income. Many families have
income from both paid work and government benefits. How much of
someone’s income is earned and how much comprises benefits tends to
change over time.

The Baker family’s incomes
Lisa and Philippe

Lisa
Philippe and I are both retired. When we were
younger, Philippe worked full-time at the docks
operating a crane and I worked part-time as a
hairdresser. Our combined salaries were
enough to pay for all of our expenses.

Philippe
Now, our income is from our State Pension, plus
the pension I get from the shipyard and the
interest paid on our savings.
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Sue and Daniel

Sue
At the moment, I work as a medical secretary
and Daniel has a job in an insurance company.
We both earn salaries. I also receive Child
Benefit from the government for Ben, who’s 14
years old.

Daniel
A few years ago, I was made redundant and was
out of work for six months. The government paid
me Jobseeker’s Allowance during this time.

Richard

Richard
I’m a self-employed potter. My income is less
regular than that of the family members who
work for employers, because I get paid only
when I sell my goods. I save money whenever I
can afford to, but when I retire, I think my only
income will be State Pension.
Marion

Marion
I have an income from the hotel. The hotel has a
workplace pension scheme, so I’ll have this
pension as well as State Pension when I retire.
Jacob

Jacob
My first part-time job was at a restaurant. I only
worked on Saturdays and was paid my wages in cash.
I didn’t earn enough money to pay income tax or
National Insurance contributions. When I finish
university, I hope to get a job in the computer
industry. I might need to claim Jobseeker’s Allowance
while I’m looking for a job.
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Sophie

Sophie
I have two sources of income: wages from my
Saturday job at a florist shop, and a monthly
allowance from my parents, Sue and Daniel.

Ben

Ben
I get pocket money from mum and dad (Sue and
Daniel) every week in cash. In the summer holiday,
I make extra money by mowing our neighbours’
lawns.

Jacob’s first part-time job was casual work. This type of work is part of the
‘informal economy’ (or ‘cash economy’). Other examples of casual work are
cleaning and babysitting, which are usually carried out in private homes. It
is difficult to know how much work is taking place or how much money is
changing hands in the UK’s cash economy, because there are no records

Did you know?
Income inequality
In April 2016, the average
annual salary in the UK was
£28,028 for a full-time worker.
However, salaries ranged from
around £14,500 a year for
junior sales jobs, to over
£70,000 a year for some health
professionals
(Office
for
National Statistics). As well as differences in income
depending on job types, there are also differences in
the typical incomes of men and women, and among
ethnic groups.
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Discuss
Human rights are based on the idea that everyone should be
treated fairly and equally (Equality and Human Rights
Commission, 2015). Despite the Equality Act 2010, the
incomes that men, women and ethnic minorities earn are
different.
■ Why do you think this is?
■ If you were a member of Parliament (MP), what would you

do about it?
(See www.equalityhumanrights.com for ideas.)

4.2.2 Income rules and employment rights
Having an income enables us to play an active role in the economy. For
example, it involves us:
■ paying taxes (which are used to pay for benefits and other government

services);
■ spending (helping businesses to make profits and so to employ other

people); and
■ saving (giving money to banks, which can then lend it to other people).

It is one of the ways in which we contribute to society. The important role
of income in our lives means that the government has made rules about
earnings that protect our interests. In Topic 1, you learned about some of
your rights and responsibilities as UK citizens. The laws about earnings and
tax payments protect these rights, and specify our responsibilities.
There are a number of legal rights that deal with wages, relating to the
National Minimum Wage, National Living Wage, illegal deductions from
wages and the right to a payslip, among other things. Every employee must
receive a payslip from their employer when they get paid: it gives details
about their income, and the income tax and National Insurance that has
been paid by the employer on their behalf.
A payslip must show gross pay (ie what you earn before any deductions),
net pay (ie what you have earned after things like tax have been taken off),
how much income tax you have paid, your NICs, and other items such as
how much you have paid into the employer’s pension scheme. Figure 4.1
showed Marion Baker’s payslip as an example.
You will learn more about income, payslips and how tax is calculated in
Unit 2.
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Did you know?
A living wage
In the mid-1860s, common labourers worked for ten hours
a day and for six days a week. They earned 3s 9d (three
shillings and nine pence) a week, and could afford only
enough food to keep themselves alive (Nelson, 2005). The
only help available was from a workhouse, which gave
people basic food and clothes in exchange for work.
Conditions were so bad in workhouses that only people who
were desperate went there for help (Higginbotham, 2016).
In 1894, Mark Oldroyd, Liberal MP
for Dewsbury, Yorkshire, argued
that workers should be paid a
‘living wage’ that covered the
costs of food, ‘reasonable home
comforts, recreation and rest’, and
allowed people to ‘discharge the
duties of citizenship’ (Oliver,
2013).

Mark Oldroyd, MP

This idea of a living wage is the
basis of the National Minimum
Wage and National Living Wage
that we have today.

The National Minimum Wage was introduced under the
National Minimum Wage Act 1998. Once you leave
school, you have the legal right to be paid at least
the minimum wage until you are aged 24. In
2016, a National Living Wage was introduced
for workers aged 25 and over.
The minimum wage is set in October for the
year ahead, and it varies according to the
age and status of the employee. The living
wage will be reviewed every year.
It is illegal to pay anyone less than the
applicable National Minimum or Living Wage.
There are a number of people who are not
entitled to the minimum or living wage,
however, including self-employed people,
members of the armed forces, prisoners and
voluntary workers.
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Child employment
There are specific government rules about child
employment. This is to ensure that employers do not take
advantage of children (because the National Minimum Wage
does not apply to children who are younger than schoolleaving age and not apprentices). It also ensures that
children can concentrate on their education.
The earliest age at which a child can start working is 13 and
they can work only part-time in certain kinds of jobs. This is
different for children involved in acting or modelling, who
need to get a performance licence to be able to work.
Children can start full-time work only once they leave
compulsory education (ie after they are aged 18 or if they
enter into an apprenticeship).
Some of the specific rules about when children can work
include that they must:
■ not work during school hours;
■ not work before 7 am or after 7 pm;
■ not work in dangerous jobs or those harmful to their

health in any way; and
■ have at least one hour’s break for every four hours of

working.

As well as salary or wages, our income can include holiday pay, pension
rights, company perks (such as a free lunch or paid travel), overtime and
bonuses. Some of these are rights that must be given to people in certain
jobs, and employment law protects these rights. Things such as sick leave,
maternity or paternity leave, or holiday pay are just a few rights that mean
that our flow of income does not need to stop if we become ill or need to
take time off for other reasons.
There are other laws that protect your income. For example, the Equality
Act 2010 states that employees should receive equal money for equal work.
Other rules mean that your employer must put some of your pay into a
pension scheme (as long as certain conditions are met, relating to things
such as how much you earn and how many employees the business has).
Putting money aside like this means that you will get a pension income in
the future. You can also save money to give yourself an income in the
future.
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Summary
Finally, we can recap what we have learned in this topic.
■ Your income is the total amount of money coming in from

a range of sources. Income comes in and outgoings,
such as spending and saving, go out. Together, they
are your cash flow. Income is a different idea from
money itself: money is the medium of exchange
that we commonly use, while your income is the
flow of money that you receive.
■ The amount of income that we receive

changes over time, depending on our age
and circumstances. We can get income from
a number of different sources, and it is
likely that our income will be from more
than one place, for example salary from a
job and interest from savings.
■ We can also save or invest money in order to

have an income in the future, and we
generally do this by means of a pension.
When we save with a bank, the bank can lend
our money to other people. This is one
contribution that we can make to society in terms
of the economy.
■ Most people get their income from doing paid work.

Income from employment is very important to us as
individuals and to the economy; hence the government has
passed a number of laws about it to protect us. These are our
employment rights, which we are given in return for taking up the
responsibility of working, and contributing to society and the economy.

Thinking points
■ What sources of income can you identify in your own life?

How might your income change over time and why?
■ Are some kinds of income better than other kinds? Why?
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Key terms
Benefits – payments that the government makes to someone who is
entitled to receive it (eg Jobseeker’s Allowance or State Pension).
Cash – banknotes and coins.
Cash flow – all of your money coming in and money going out.
Disposable income – the part of your income that you can choose to use
in whatever way you want, after you have paid all of your essential expenses.
There are technical definitions for ‘disposable’ and ‘discretionary’ income,
but you do not need to know these distinctions at this level of study.
Gross income – the income that you receive before any deductions (ie
tax and National Insurance contributions) are made.
Income – all of the money (or items worth money) that you receive,
including through work, investments and government benefits.
Informal economy (or cash economy) – those jobs and payments
received that are not formally registered as ‘working’, and so are difficult
to quantify.
Money – a medium of exchange in the form of banknotes and coins
(cash), or electronic balances (ie what you use to purchase goods and
services).
Multiplier effect – the impact of one financial decision on another, which
in turn has an impact on someone or something else, and so on.
Net income – the income that you receive after all deductions have been
made from your gross income.
Pension – income received after you have retired, whether from the state
(State Pension) or from an employer (into which scheme you will pay while
you are working).
Salary – a regular fixed payment for work carried out, usually paid monthly
and generally spoken of as an annual amount, such as ‘£24,000 a year’.
Shares – investments that represent part-ownership of a company.
State Pension – a payment made by the government to those who are retired.
Targeted benefit – a payment made by the government only to specific
groups of people who fulfil certain criteria (eg Disability Living Allowance).
Universal benefit – a payment made by the government to everyone in
a certain circumstance (eg State Pension to those over a certain age).
Wage – a sum of money paid for work carried out, usually paid monthly
at an hourly rate.
Windfall – a large amount of money that is won or otherwise received
unexpectedly.
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