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Introduction 

The issues for determination presented by the fact pattern revolve around the question 

whether the particular instances in Beverly’s transactions have an income tax effect. To this end, 

the paper determines whether her compensation for the alteration of the contract of employment 

and the payment for signing the restrictive covenant have an income tax effect. Further questions 

for determination are whether the payment for acting as a surrogate and the receipt of the 

diamond ring from the couple has any income tax effect. Finally, it also determines whether the 

costs associated with the office and the payment for defending the claim of negligence have any 

income tax effect.  

Defining Income  

Lord Macnaughten famously defined income tax in London County Council v Attorney 

General
1
as ‘tax on income.’

2
 Unfortunately, the concept of income is not clearly demarcated.

 3
 

Clark suggests that this problematic state of affairs is due to the legislature’s lack of clarity in the 

statutory definition hence there is no comprehensive definition of the term income.
4
 The income 

tax payable by an individual is the difference between the product of his taxable income and tax 

rate and his tax offsets.
5
 The taxable income is the difference between the accessable income and 

the allowable deductions.
6
 The Income Tax Assessment Act 1997 (Cth) (ITAA97) provides that 

accessable income comprises of both ordinary and statutory income.
7
 Assessable income denotes 
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a taxpayer’s income that is possibly chargeable.
8
 Allowable deductions are expenses incurred in 

the process of generating accessable income.
9
 The Act also provides that some ordinary and 

some statutory income may make up exempt income
10

 and that exempt income is not assessable 

income.
11

 Further, some ordinary and statutory income is both non-assessable and non-

exempt
12

and income, either ordinary or statutory, can only fit in one category.
13

 Therefore, it can 

either be assessable, exempt or non-assessable non-exempt income.  

Ordinary Income 

 Ordinary income is defined as ‘income according to ordinary concepts.’
14

 For Australian 

residents, it includes ordinary income directly or indirectly derived from all sources in or out of 

Australia in any given financial year.
15

Jordan CJ in Scott v Commissioner of Tax
16

held that 

income must be perceived according to ‘ordinary concepts and usages of mankind’ except in 

situations where there is an express statutory provision stipulating otherwise. The court 

concluded that income is not a term of art hence negating the need to offer a concrete definition. 

There are three established principles that are determinative of whether any received payments 

are income. First, the determination of whether payment is income must be made according to 

ordinary concepts and usages of mankind.
17

Second, there must be scrutiny of the explicit facts 
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and an examination of the character of the payment from the recipient’s perspective.
18

Third, the 

determination must be made in an objective manner.
19

  

Characteristics of Ordinary Income  

Case law has developed various specific preconditions and distinguishing traits as 

devices that are applied in determining whether proceeds of any transaction qualify as income. 

Gilders et al, have classified these traits into propositions that have to be considered in their 

totality while determining whether, on the facts of a particular case, receipts qualify as income.
20

 

The prerequisites are that there must be real profit accruing,
21

and the profit must be either money 

or in a form that can be converted into cash.
22

 Another proposition asserts that capital gains do 

not qualify as ordinary income.
23

 Concerning compensation, whether it qualifies as income 

depends on its nature. In Commissioner of Taxes (NSW) v Meeks,
24

 the court concluded that 

compensation adopts the same character of the receipt it replaces. Therefore, if it is for the loss 

of capital, it is capital in nature, and if it is for the loss of profits or income, it qualifies as 

income.
25

 Personal gifts do not qualify as income because they are not earned.
26

  

Further, winnings from gambling and associated windfall profits do not meet the income 

threshold.
27

 Another proposition is that income must be derived from an external source. Known 

as the principle of mutuality, the effect of this proposition is that an individual cannot be the 
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source of their income.
28

 Only amounts that have come in to the receiver qualify as ordinary 

income. Following section 6-5 of the ITAA97, payment comes into an entity if that entity has 

derived it. Therefore, payments that have not been realized within the particular financial year do 

not qualify as ordinary income. In GP International Pipecoaters v FC of T
29

the court concluded 

whether a payment has the character of income is determined referring to the person or entity 

that derives it rather than the character of the expenditure that produced it. Further, the form and 

frequency of the receipt is determinative of the whether the income character is attained.
30

 

Regular and periodic payments are more likely to be considered as ordinary income as opposed 

to payments made in a single instance.
31

 However, this is not an essential characteristic.
32

 

There are three general categories that are recognized as sources of ordinary income. 

These categories are useful groupings although they are not characteristics of income. These are 

personal services, property, and business. According to Hayes v FCT,
33

 any receipt that is as a 

result of employment or a reward for services that have been offered is accessable income. 

Where the source of income is personal services, the general proposition is that there must be a 

sufficient link between the payment and the earning activity.
34

 In Moorhouse v Dooland
35

the 

court’s conclusion was that where payment is a direct result of an individual’s office, it qualifies 

as income from personal services. Remuneration for personal services qualifies as income even if 

it is a one-off payment.
36

 Further, payment received from an extraordinary transaction that is 
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concluded with the intention of making a profit qualifies as ordinary income.
37

 Further, 

following Partridge v Mallandaine
38

the legality of the source of income is an irrelevant factor in 

the determination of assessable income. It was on this premise that the court in FCT v La 

Rosa
39

allowed the defendant to claim deductions comprising money stolen from the proceeds of 

drug dealing. Therefore, even illegal activities are susceptible to taxation.
40

 

Statutory Income  

Statutory income comprises receipts that have been made assessable by the express 

provisions of the Act.
41

For Australia residents, it comprises statutory income from all sources 

inside or outside Australia.
42

The Act contains numerous provisions creating statutory income.
43

 

Of relevance is section 15-2 of the ITAA97 that makes provision for allowances and other things 

provided concerning employment or services. This provision makes assessable all allowances, 

gratuities, compensation, benefits, bonuses and premiums accruing from employment or services 

rendered either directly and indirectly.
44

 The provision applies regardless of their form, money or 

otherwise.
45
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Deductions 

Deductions are expenses that have been incurred in the process of generating assessable 

income and are claimed to reduce a taxpayer’s liability. The ITAA97 categorizes deductions into 

general
46

and specific.
47

 General deductions are losses or outgoings that accrue or that are 

necessarily incidental to the earning by a taxpayer of assessable income.
48

 The general 

deductions provision also has an exclusion provision concerning expenses that are capital or 

capital in nature, private or domestic, incurred in earning exempt or non-assessable non-exempt 

income or specifically denied by another provision in the Act.
49

 There must be a connection 

between the claimed deduction and the income generating activity. For this link to be established 

the expense must be relevant and incidental to the concerned activity and its essential character 

must be that of an income producing venture.
50

Specific deductions are those that are premised on 

any other provision of the ITAA97. The sum of the general and specific deductions less any 

applicable exclusion make up the allowable deductions used to obtain the taxable income.  

Application 

On the first issue, compensation takes the form of the receipt it replaces. On the facts, 

Beverly was compensated for alteration of the contract of employment. Therefore, the 

compensation was in lieu of the loss of income that she would have derived if the law firm would 

have hired her as planned. Following the rule in Commissioner of Taxes (NSW) v Meeks, the 

compensation qualifies as ordinary income because it replaces the income the Beverly would 

have received if she had been employed as scheduled. The effect of the payment she received to 
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sign the restrictive covenant was to limit her right to damages arising from the breach of the 

original contract of employment. Therefore, it acted to restrict her ability to enforce her rights 

concerning her loss of income that was occasioned by the breach of the employment contract by 

the law firm. Accordingly, the payment is in relation to potential ordinary income hence also 

qualifies as ordinary income. 

Payment for acting as a surrogate qualifies as ordinary income because of the following 

reasons. First, it is contended that the reproductive labor of surrogacy is work.
51

 Consequently, 

surrogacy entails an offer for services. The element of personal exertion is satisfied by the nature 

of surrogacy procedures. Further, the surrogacy arrangement comprises an unusual transaction. 

By making reference to Beverly as required by GP International Pipecoaters v FC of T, the facts 

reveal that her intention in accepting the surrogacy arrangement was for the money involved 

hence for profit. Finally, the fact that surrogacy arrangements are illegal in Australia is irrelevant 

for taxation purposes. Accordingly, the payment she received in relation to the arrangement 

qualifies as ordinary income. About the diamond ring, ordinary concepts of income do not 

include gifts hence they are not assessable income. However, the statutory income provisions of 

the ITAA97 concerning allowances and other things provided in relation to employment or 

services, specifically concerning gratuities, apply. Beverly was given the ring because of the 

surrogacy arrangement between her and the couple. There is a sufficient connection between the 

offer of the ring and the services she offered the couple. Consequently, the receipt of the ring 

qualifies as statutory income.  
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Beverly incurs the power bill costs in the course of her work as a human rights lawyer. 

This is a profession and qualifies as an activity that generates assessable income. Being a part of 

her house, only the cost she has apportioned as power consumption costs are considered valid 

expenses in the course of an income generating activity. Therefore, these costs comprise 

allowable deductions that she can claim to reduce her tax liability. In the same way, the costs she 

incurs in defending the suit against her are incidental to her income earning activities, therefore, 

becoming deductible. She is allowed to claim these expenses in determining her taxable income. 

Conclusion 

From the foregoing, Beverly’s assessable income comprises sums paid as compensation 

for alteration of the contract of employment, payment for signing the restrictive covenant, 

payments received as a surrogate and the value of the diamond ring. The costs associated with 

the office and payments for defending the claim in negligence comprise allowable deductions. 

Therefore, the difference between the sum of her assessable income and the sum of her allowable 

deductions makes up her taxable income. The product of this taxable income less any applicable 

tax offsets results in the amount of income tax that Beverly should pay.  
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