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Topic 2 Part 1: Ordinary income- property and business 

• Taxable income= assessable income - allowable deductions (Div 4) 

• Taxable income x marginal tax rate= tax payable 

• Assessable income can be separated into two categories: 

o Ordinary income; 6-5, ITAA 1997 

▪ First need to meet two pre-requisites to be dealing with ordinary income 

▪ 6-5: income is defined according to ordinary concepts which is called 

ordinary income. 

▪ Case law- more clear than ^ 

• Personal services 

o Performing an effort and getting a reward for it e.g. salary. 

• Property 

o E.g. rental income 

• Business 

o Statutory income 

▪ Specific statutory section that says an amount is income. 

o *Exempt income 

• There is no definition of ‘assessable income’ in s 6(1) ITAA 1997.  

1. Interpretation 

2. Prerequisites 

3. Application notes (compensation, illegality etc) 

4. Income from PS includes PS v Capital 

5. Income from PROPERTY 

6. Income from BUSINESS including Bus V Cap 

Characteristics  

• Income flows, generally from exploiting an asset regularly. 

o Must be a real gain and not just a reimbursement. 

o Objective assessment of whether something is an income. 

1. INTERPRETATION 

Ordinary Income 

• S 6-5: income according to ordinary concepts.  

• Look to judicial interpretation of the term- the courts identified characteristics which they 

say are attributable to receipts that are income in nature. 

• The failure to provide a concrete definition stems from the belief that the notion of income 

is not a technical term and hence should simply be accorded its ordinary meaning (Scott v C 

of T (NSW) (1935) SR (NSW) 215 at 219, 3 ATD 142 at 144). 

Principles of interpretation that apply: 

• What receipts ought to be treated as income must be determined in accordance with 

ordinary concepts and usages of mankind, except in so far as statute dictates otherwise 

(Scott v FC of T (1935)) 

• Whether the payment received is income depends on a close examination of all relevant 

circumstances ( The Squatting Investment Co Ltd. v FC of Tax (1953)) 
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• It is an objective test (Hayes v FC of T (1956)) 

Summary of income according to ordinary concepts 

Positive indicia 

• A gain from the use of capital 

• Earned from business activities 

• A once-off transaction with the intention to profit. 

• Earned from personal service 

• Regular or periodically 

• Compensation for lost income 

• A benefit in the form of cash or convertible into cash 

• Real gain beneficially derived 

Negative Indicia 

• Not the disposal of capital 

• Not a hobby 

• Not a mere realisation of capital 

• Not a windfall gain or personal gift 

• Less likely if once-off 

• Not compensation for capital loss 

• Not non-cash benefits or benefits that cannot be converted to cash 

• Not a mutual receipt or an unrealised gain. 

2. Prerequisites & Characteristics 

Courts ruled prerequisites for ordinary income, some: STEP 1 

a) That the gain must either be cash or cash convertible: Federal Coke Co. Pty Ltd v. FCT (1977) 

7 ATR 515; Cooke & Sherden (1980) and 

a. Receipts that are not cash or convertible to cash are not ordinary income  

b. The ordinary meaning of income contains a notion of gain that is money or 

convertible to money.  

i. The implication is that if some goods or services are received that cannot be 

converted to cash then there is no benefit to the taxpayer and therefore no 

ordinary income. 

1. E.g. a watch for services is cash convertible as can be sold. But a 

locked phone is not, as cannot be sold as not transferable. 

c. Cooke & Sherden: selling soft drink door to door, and payment was a non-

transferable holiday. HELD: not ordinary income, as not cash convertible. Could not 

be sold.  

i. S21 could not give a money value where the non-monetary consideration 

could not be converted into cash or the right transferred to a third party. 

d. Payne (1996): Because of work had to fly a lot. Got a lot of frequent flyer points. 

ISSUE: is the value of those points ordinary income? HELD: not ordinary income as 

not redeemable for cash. Non cash benefit and could not be sold. 

b) That there must be a real gain: Hochstrasser v. Mayes [1960] AC 376.  

a. This prerequisite is mostly applied to employment situations. 
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b. Hochstrasser v Mayes [1960] AC 376: tax payer was required to move locations for 

work. Bought a house just before moving, and then made a loss when selling it to 

allow for move for work. Work reimbursed worker for the loss. HELD: work 

reimbursing for loss in value of worker’s house, was ruled not to be a real gain and 

thus not assessable. Just restoring worker to former position and not a benefit. 

i. What if it was not work related? Receipt then would have been a real gain 

Some characteristics: 

• A gain that is regular/periodic is more likely to be ordinary income than a lump sum; and 

• If something “flows” it is more likely to be ordinary income.  

o Courts have used analogies with fruits and trees to illustrate this concept: Eisner v. 

Macomber (1920) 252 US 189.  

▪ For instance, the sale of a business is the sale of the “tree”, so the gain is 

likely to be capital and not ordinary income. In contrast, everyday profits 

from the business are the “fruits” that flow from the business tree and so 

are likely to constitute ordinary income. 

• OI assessable under s 6-5 does not include capital. Any item of capital must be assessable 

through statutory income; California Copper Syndicate 

o Capital receipts and profits arising from the mere realisation of a capital asset are 

not income, but where carrying on a business the proceeds will be OI. 

• Dixons criteria- Sun Newspapers 

o Receipts arising in the ordinary operation of a business will be OI 

o Receipts relating to the loss or desrruction of the profit-making structure will be 

capital in nature. 

Ordinary Income comes into the recipient 

• An amount can only be ordinary income if it comes into to the entity in that particular 

income year. Section 6-5 states that an amount has come into an entity if it has been derived 

by the entity. This means that unrealised amounts cannot be classified as ordinary income 

for that particular year. 

o In addition, the courts have held that if a receipt of an amount saves a taxpayer from 

incurring expenditure, then this doesn’t necessarily make the receipt ordinary 

income – because ‘income is what comes in, it is not what is saved by going out’: FC 

of T v Cooke & Sherden (1980) 42 FLR 403, 80 ATC 4140, 4149 

Dictionary Definitions, Income is: 

• Gain 

• Money or monies worth 

• Regular 

• Reward for services (personal exertion) 

• Return from capital and labour (business) 

• Return from investment (property) 

What is NOT OI? 

• Capital receipts 

• Gifts 

• Chance winnings 
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• Income from recreational activities 

• Non-cash receipts 

3. Application 

Compensation payments 

• Whether compensation constitutes assessable income will depend on the nature of the 

compensation: C of T (NSW) v. Meeks (1915) 19 CLR 568.  

o That is, compensation takes on the same character as what it replaces. 

▪ E.g. if you get compensation for lost wages due to injury at work- counts as 

personal services ordinary income. 

▪ BUT a person’s earning capacity is capital in nature- thus compensation for 

injury is capital if it is paid to compensate for destruction or permanent 

impairment of that capacity; Tinkler v FCT 

• Compensation for personal injury is also excluded from CGT 

provisions, escapes tax. 

• Payments for the loss or sterilization of capital assets are generally capital in nature: 

Glenboig Union Fireclay Co Ltd v IRC (1922); Burmah Steamship Co v IRC (1930) 

• Difficulties arise where the compensation is for unliquidated damages and the capital and 

revenue components cannot be identified.  

o In such a situation the Australian courts will not attempt to apportion the amount 

into revenue and capital components: McLaurin v FCT (1961) 104 CLR 381, 8 ATR 

180, 12 ATD 273. In essence, the Australian courts will treat the whole 

compensation as a capital payment as long as it contains some portion of capital, no 

matter how small that portion may be. 

Mutual receipts are not income (Doctrine of mutuality) 

• A basic concept of income is that it must “come in” which means that it must be derived 

from some outside source. Although it may seem obvious, therefore there will not be any 

ordinary income if the taxpayer is dealing with themselves. 

• Similar to this is the notion that an organisation cannot derive income from itself.  

o Bohemians Club v Acting FCT (1918) 24 CLR 334 

▪ If a club is carried on by its members for its members. If the members 

contribute financially to the club for an event and there is a surplus, this 

surplus will be given back to the members through the find and is not 

income. 

o E.g. If there is a tax law club- and there is $1,000 distributed back to the people who 

put the money into the club in the first place= not income. 

Constructive receipts (the person who derives the income pays the tax on it) 

• The amount must be characterised as ordinary income in the hands of the person who 

derived it. 6-5 (4) 

o The character of the receipt is determined by reference to the person/entity who 

derived it. It is not determined by the character of the expenditure that produced 

the item: GP International Pipecoaters v FC of T (1990) 170 CLR 124, 136; Federal 

Coke Co Pty Ltd v FC of T 77 ATC 4255. 

o The person who earns the income is the relevant person who pays the tax on it. 
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▪ If you derived the money by earning it, cannot escape paying tax on it just 

because you allocate half your salary to go to someone else. 

• E.g. an employer paying for an employee’s child’s school is still tax 

assessable income, as derived by employee. 

▪ Whoever does the work and earns it is the person who pays tax on it. 

Federal Coke Co P/L v FCT (important case) 

• Bellambi produced (produced coke, fuel). This was done through its subsidiary companies, 

Fed Coke was one of these subsids producing the coal/coke.  

• Le Nickel had a supply agreement contract with Bellambi, but scould not pay full contract 

price. Contract was varied and agreement reached to pay FC $1m comp. Le Nickel gave the 

money to FC not Bellambi. The ATO assessed 1 million dollars given to FC as income for FC.  

• Stuff up as FC had no contractual relationship with Le Nickel and did not derive. ATO should 

have assessed Bellambi as derived benefit. 

• ISSUE: issue of a constructive receipt was also raised. For example, if the taxpayer directs her 

employer to pay part of her salary to her husband, this amount is still ordinary income of the 

employee as a constructive receipts. 

HELD: 

• Full Federal Court held not assessable income 

o Receipt not compensation because Le Nickel did not have contractual obligations 

with FC that would have made them owe compensation.  

o Lack of dealings between FC and LN meant could not be OI from dealings as business 

• Had Commissioner assessed Bellambi not FC then could have been assessable in Bellambi 

hands, this would have been through concept of constructive receipt (that they 

constructively received comp payment and redirected it to FC). 

• Important point: that constructive receipt of a payment that would have been ordinary 

income if it had actually been received will constitute OI.  

o S 6-5(4) also deals with this ‘taken to have received the amount as soon as it is 

applied or dealt with in any way on your behalf or as you direct’ 

Illegality 

• The fact that a receipt is from an illegal activity, does not mean it is not assessable.  

o It is assessable provided it would have been assessed if the activity was legal.  

o For example, assessed on proceeds of drug dealing (we also come back to this when 

consider deductions and La Rosa); Lindsay v IR Comms and TR  

4. INCOME FROM PERSONAL SERVICES 

• An amount will be "ordinary" personal exertion income if it is a product or incident of the 

employment of the person or a reward for services rendered by the person. 

• An amount is ordinary income, and therefore may included in assessable income under s 6-

5(1) ITAA97, if there is a sufficient nexus between the amount and an earning activity. 

o Must be a nexus between the service and a reward (amount received). 

▪ If the nexus is satisfied= assessable income (6-5) 

• Where a receipt or benefit accrues directly by virtue of the 

taxpayer’s office, it will constitute income: Moorhouse v Dooland 

[1955] 1 All ER 93 


