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DECIDING BETWEEN AN EMPLOYEE 
OR CONTRACTOR 
Contracting has emerged as an alternative to the traditional employment relationship. A contractor can be 
engaged directly as a natural person, through a trust, partnership or company, or through a labour hire agency. 

Sometimes contracting is necessary, where you require specialist skills that cannot easily be obtained by 
recruiting an employee. Some individuals wish only to be engaged as contractors, particularly where they service 
multiple clients. Contracting can also prove more cost efficient than employment. 

However, there are dangers in engaging an individual as a ‘contractor’ without having a proper understanding of 
the law. You may find that the individual is considered to be an employee at law, and this brings with it a range of 
legal obligations – and liabilities if you get it wrong.    

DO YOU HAVE A CONTRACT IN WRITING? 
It is not unusual for a business to engage an individual to perform work and, due to the pressing nature of the 
work to be performed or a backlog of administrative work, fail to record the terms of the engagement in a written 
contract. This means that, if there is later a dispute about whether the individual is a contractor or an employee, 
or there is a dispute about the terms of the contract, there may be significant disagreement between the parties 
and – ultimately – litigation. 

For this reason, it is always prudent to record the terms of engagement in a written contract before the 
engagement commences, and have both parties sign it. Even if you have already engaged the individual, it is not 
too late to enter a written contract and acknowledge that the contract has already commenced. 

However, you should be aware that simply calling an individual a ‘contractor’ on paper, or the fact that they have 
an Australian Business Number (ABN) or a registered business name, does not mean that this is determinative of 
the relationship. Courts can still look behind a contract to define the true relationship between the parties.  Also, 
having a contract in place does not mean that you can contract out of your obligations under legislation. 

So, what makes an individual an ‘employee’ or a ‘contractor’ at law, and how do courts decide? 

EMPLOYEE OR CONTRACTOR? 
A GUIDE FOR PUBLIC PRACTITIONERS 
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APPLYING THE TESTS 
Determining if an individual is an employee or contractor at law, first requires the application of the common law 
test. Courts have traditionally assessed the relationship against a range of indicia, all of which, when combined, 
determine the true nature of the relationship. 

Even if the common law test determine that an individual is a contractor (at common law), some legislation 
captures contractors by either: 

• deeming them to be ‘employees’ or 
• treating payments made to contractors the same as (or similar to) payments made to employees. 

Common law test 

The common law test for determining whether a relationship is one of independent contract or employment is 
known as the ‘multi-factor’ test. This involves identifying and weighing up various features of the relationship to 
see where the balance lies. This table extracts some common features that courts have considered:  

 
Feature Employee Independent contractor 

Measure of control 
exercised by the 
principal/employer 

Employer usually has the right to control how, 
when and where a worker performs their duties. 
Tasks are usually performed at request of 
employer.   

Contractor works at own initiative to 
achieve a stated result.  Contractor 
maintains discretion and flexibility as to 
how work is completed, although contract 
may specify some terms as to materials 
used and methods of performance. 

Exclusivity Employee usually works exclusively for 
employer. 

Contractor is free to provide services to 
multiple clients. 

Right to delegate Employee is personally engaged to perform the 
role and has no inherent right to delegate 
performance of the role to another employee, 
unless authorised by employer. 

Contractor may delegate all, or some, tasks 
to another person and may employ other 
persons to perform the services (although 
this may be subject to the principal’s 
consent). 

Risk, rectification of 
faults 

Employee bears little or no responsibility to 
rectify poor work.  Employer is responsible to 
others for poor work of employee. 

Contractor must rectify poor work at own 
cost and effort and bears commercial risk 
of loss incurred by principal due to 
contractor’s poor work. 

Tools and equipment Employee generally performs work using tools 
and equipment provided by employer, at 
employer’s place of work.  Employee is generally 
reimbursed for expenses personally incurred by 
them in performing work, as long as they are 
authorised by the employer. 

Contractor generally provides their own 
tools and equipment.  Contractors are not 
usually reimbursed for expenses they incur 
in providing the services. 

Hours of work Employee has hours of work set by employer. Contractor can set their own hours of 
work, as long as they perform the services. 

Leave entitlements Employee is entitled to annual leave, long Contractor is not entitled to leave, and a 
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Feature Employee Independent contractor 
service leave and sick leave, and this is usually 
provided for in written contract. 

written contractor agreement would not 
usually provide for these things. 

Payment Employee is generally paid for their time, e.g. 
hourly, weekly, annual salary. 

Contractor is generally paid for providing 
services or completing units of work.  
Contractor usually issues tax invoices. 

Method of 
engagement 

Employees are always personally engaged. If an individual is engaged through a trust, 
partnership or company, this usually 
indicates a contractor relationship. 

Part of the business The work of an employee is usually essential to 
the business carried on by the employer. 
Employee is working in the business of the 
employer. 

Contractor carries on their own business, 
independently of the employer and as 
distinct from the employer’s business. 

Legislation that deems individuals to be ‘employees’ 

Some individuals who appear to be contractors can be caught by legislation which deems them to be employees 
for the purposes of the relevant legislation. 

Superannuation 
 
The Superannuation Guarantee (Administration) Act 1992 (Cth) (SG Act) requires you to make superannuation 
contributions for the benefit of employees. This captures both employees at common law and persons who are 
captured by the extended definition of ‘employee’ which is: 
 
‘If a person works under a contract that is wholly or principally for the labour of the person, the person is an 
employee of the other party to the contract’. 
 
The purpose of this expanded definition is to reach beyond the traditional employment relationship and capture 
independent contractors who principally provide their own labour to meet obligations under a contract.  

 
Superannuation Guarantee Ruling SGR 2005/1 explains when an individual is deemed to be an ‘employee’ under 
the extended definition in the SG Act. The ATO considers that an individual works under a contract that is ‘wholly 
or principally for the labour of the person’ – and is, therefore, a deemed ‘employee’ - where:   

 

• the individual is remunerated (either wholly or principally) for their personal labour and skills 
• the individual must perform the contractual work personally (there is no right of delegation) 
• the individual is not paid to achieve a result. 

The Ruling specifically notes that an individual who contracts using an ABN may still be an employee for the 
purposes of the SG Act. However, where an individual performs work for you through an entity such as a 
company or trust, they are not an employee for the purposes of the SG Act (either at common law or under the 
extended definition). This is because the company or trust (not the individual) has entered into an agreement 
rather than the individual. If you contract with a partnership, then the person who actually does the work is also 
not your employee. This is so even if the worker is a partner and even if the contract requires the partner to do 
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the work. However, if partners contract outside the partnership in their own personal capacity to provide their 
labour to fulfil a contractual obligation, they can be your employee. 
 
This extended definition of ‘employee’ means that, if you engage an individual as a contractor, you may need to 
pay superannuation contributions for their benefit, even if your written contract with them does not provide for 
this and even if they use an ABN. 

 
Payroll tax 
 
In most States and Territories, there are now specific contractor provisions which (subject to certain exemptions 
and concessions) deem payments to contractors to be part of ‘taxable wages’ which are subject to payroll tax.  
Available concessions and exemptions should be reviewed in each jurisdiction in which labour performs services.  
The contractor provisions capture all payments to contractors as part of an employer’s taxable wages regardless 
of whether the contractor is an individual or is engaged via a company or trust structure. 
 
Western Australia is the only State whose payroll tax act is not harmonised with the other States and Territories 
on the issue of contractors. Western Australia has not extended its payroll tax system to specifically include 
payments to contractors. Payments to sole traders who are contractors will only be caught in Western Australia 
where the persons to whom the payments are made are, ‘in substance’, employees.   

The exemptions recognised in most States and Territories include circumstances where: 

• the services provided by the contractor are ancillary to the supply of goods under the contract by the 
contractor (e.g. incidental installation services) 

• the services provided by the contractor are of a kind not ordinarily required by you (e.g. an interior decorator 
hired once a year to select artwork for your reception area) 

• the services provided by the contractor are of a kind ordinarily required by you (from any source) for less than 
180 days in the financial year 

• the services are provided (by the specific contractor) for a period that does not exceed 90 days in the financial 
year 

• the Commissioner is satisfied (which requires reference to relevant rulings and possible input from the 
Commissioner) the services are performed by a person who ordinarily performs services of that kind to the 
public generally in the relevant financial year and 

• the services are supplied by a contractor if that contractor engages labour to perform the actual services 
required under the contract – where there must be at least two individuals performing the work 

• the services provided are ancillary to the conveyance of goods by means of a vehicle provided by the person 
conveying them 

• the services are in relation to the door to door sale of goods solely for domestic purposes. 

 
Workers compensation 
 
You should be aware that under workers compensation legislation (which is different for each State), you may be 
required to take out workers compensation insurance for individuals who you engage as contractors. For 
example, in New South Wales, Schedule 1 to the Workplace Injury Management and Workers Compensation Act 
1998 (NSW) provides a list of persons who are deemed to be workers for the purposes of that Act. This includes a 
contractor who performs work exceeding $10 in value (not being work incidental to a trade or business regularly 
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carried on by the contractor in the contractor’s own name, or under a business or firm name) and who neither 
sublets the contract nor employs any workers. In this case, the contractor is deemed to be a ‘worker employed by 
the person who made the contract with the contractor’. 
 
PAYG withholding 
 
PAYG withholding generally does not need to be withheld from payments to an individual contractor if the 
individual is genuinely a contractor. The relevant test for determining whether an individual is an employee for 
PAYG withholding is the common law test discussed above (i.e. there is nothing in the PAYG legislation that 
deems genuine contractors to be employees). The position for an individual is not affected by whether or not the 
individual has supplied an ABN. PAYG does not need to be deducted if you are making payments to a contracting 
entity that is a partnership, trust or company, provided that entity quotes an ABN and the arrangement is not a 
sham or a mere re-direction of an employee’s wages. 

 

Case studies 
The Federal Circuit Court of Australia (FCA) found that a man who had worked for a company for 20 years without 
a written agreement was an employee not an independent contractor. The company resisted the man’s claim on 
the basis there was a verbal agreement that he was a contractor, the fact he invoiced the company for his work 
and that he refused to use the fingerprint identification system. In coming to its decision, the FCA took into 
account the fact the man used a company vehicle, represented himself as working for the company and because 
he was provided with equipment and material necessary to complete his work. The FCA found that the company 
had control over important aspects of the man’s working arrangements and day to day activities including how 
the man carried out his duties (Balemain v Mobilia Manufacturing Pty Ltd & Anor [2017] FCCA 743). 

 
On an appeal the FCA found that agents of an insurance company were employees, despite having independent 
contractor agreements stating otherwise. The company rejected the claim that its agents were employees.  The 
agents were paid commission, they used their own vehicles to visit customers and they did not have income tax 
deducted from their earnings. Both the agents and the company organised themselves on the basis they were not 
employees of the company. The FCA found that the company trained and reinforced selling techniques to its 
agents.  The agents were only permitted to sell the company’s insurance policies to the company’s customers.  
The agents worked under close supervision and direction of the company.  The agents did not have independence 
of action or organisation. The Court found that if the independent contractor agreement was set to one side, 
there was no adequate foundation on which the relationship was anything but one of employment (ACE 
Insurance Limited v Trifunovski [2013] FCAFC 3). 

 

RISKS: WHAT IF YOU GET IT WRONG? 
Generally, the employment relationship is more heavily regulated than a contractor relationship. So, if you 
incorrectly classify an individual as a contractor, where at law they are in fact an employee, you will find that you 
are at risk of breaching the law. 

If you incorrectly classify an individual as an employee or contractor, you may be liable for: 

• superannuation charges, where you have failed to make superannuation contributions for the benefit of the 
individual either because they are an employee at common law or because they are an ‘employee’ under the 
extended definition in the SG Act 
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• additional payroll tax (including penalties and interest) where you have incorrectly claimed contractor 

exemptions on payments made to common law employees (for which there are no exemptions available) 
 

• back pay under a modern award, where you have incorrectly classified an individual as a contractor. Most non-
management employees are covered by a modern award and will have entitlements under the award to a 
minimum wage, overtime, penalty rates, allowances and leave loading. Besides liability for back pay, there are 
penalties for breaching modern awards 
 

• unpaid annual and long service leave, where you have incorrectly classified an individual as a contractor. All 
employees are entitled to paid annual leave, and may be entitled to long service leave upon reaching the 
required number of years’ service 
 

• compensation for unfair dismissal or for other prohibited conduct. Many employees have access to an unfair 
dismissal regime, and to other remedies where their employer acts to the detriment of the employee. For 
example, under the Fair Work Act 2009 (Cth), an employer must not take adverse action against an employee 
because the employee makes a complaint about safety matters affecting the employee’s employment. 
 

FURTHER INFORMATION 
• The ATO has information (‘Employee or contractor’) on its website and also a tick-box decision tool to help you 

determine whether an individual is your employee or contractor.  
 

• The Fair Work Ombudsman has information about the differences between independent contractors and 
employees. 
 

 

 

 

 

 

 

 
CPA Australia is one of the world's largest accounting bodies with a global membership of more than 160,000 members working in 118 countries, with more 
than 25,000 members working in senior leadership positions. 
 
About the author 
CPA Australia commissioned McCullough Robertson Lawyers to supply the content of this Deciding between an employee or contractor guide.  
 
DISCLAIMER: the above material is only general in nature and not intended to be specific to the reader’s circumstances. Further, as laws change frequently, 
all practitioners, readers, viewers and users are advised to undertake their own research or to seek professional advice before making any decisions or 
relying on the information provided. 
 
May 2017 
 

https://www.ato.gov.au/Business/Employee-or-contractor/
https://www.ato.gov.au/Calculators-and-tools/Employee-or-contractor/
https://www.fairwork.gov.au/find-help-for/independent-contractors
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