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Underlying the judicial approach of the courts in the United
States as indicated by the above cases, has been the search, as in
Canada and in England, for a conceptual reconciliation of the
function of damage awards to achieve compensation with the
concept of net income. The task, however, has met with the same
lack of success as in Canada, due in part at least to similar verbal
distortions and the absence of concentration on the conceptual
foundations, as illustrated by Grant v. Thomas 87. In that case the
plaintiff, a janitor, was injured in an auto accident and suffered
whiplash as a consequence. As a result of the accident the plaintiff
missed work for fourteen days with a loss of wages amounting to
$160. The plaintiff recovered $11,000 comprised as follows:

Special Damages
Medical $ 135
Property 85
Past Loss of Wages 160

General Damages
Pain & Suffering $ 4,020
Impaired Capacity 6,600

$11,000

Despite the victim's full compensation for his full loss of earnings
and for associated pain and suffering, he received an incremental
$6,600 for impaired capacity. The Supreme Court of Iowa observed
that loss of earning capacity is to be measured by ". . . the present
value of the loss of impairment of general earning capacity, rather
than loss of wages or earnings in a specific occupation .... 88 At
first glance this would appear to be in direct contrast to the English
view as expressed in the Browning8 9 decision. However, further
analysis of the decision reveals that while the Court was avowedly
compensating "impairment of capacity", the Court's perception of
"capacity" was not an economic one in the sense of the capital
asset or replacement of capital theory, but rather blended in with the

would have to be paid - does not exist here, because taxes on income earned
prior to trial can be easily calculated based on income tax laws and regulations
as they existed at the time the wages would have been earned .... (673).

87. (1962), 118 N.W. 2d 545 (Iowa S.C.).
88. Id. at 548.
89. [1963] 1 Q.B. 750.
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notion of pain and suffering and amenities of life. As the Court
reasoned:

He does not do the janitor work at the school as well as he did
before the accident. He does not play games with the children as
he did before. The children on the bus give him more trouble
because he is nervous. He has given up Little League baseball
and no longer works around the house and yard. Because of the
pain in his neck he sometimes either walks the floor or sleeps in a
chair. 90

The Court then, in evaluating the claim of the plaintiff, and in
awarding the $6,600 for impairment of capacity, is really talking of
those attributes relating to the quality of life, which, traditionally,
when taken from a plaintiff by a negligent defendant, are
compensated through the medium of the pain and suffering or loss
of amenities of life element of the award; this could equally have
been achieved by awarding $10,620 for loss of amenities of life.

If, however, one examines the underlying judicial mechanism in
operation in the determination of awards - quite apart from the
interchangeable labels attached to the various elements - one
observes in the American decisions a similarity of approach in the
techniques of computation to the Canadian and English methodol-
ogy. Hence, in Kinchen v. Cottle, 91 where the plaintiff was injured
in an auto accident, necessitating absence from work for a period of
eight weeks, he was compensated as follows:

Medical Expenses $ 50
Pain & Suffering 1,250
Past Loss of Earnings 148

$1,448

The past loss of earnings was increased from $100 to $148 by the
appellate court on the premise that the greater sum represented
"... the difference between his Workmen's Compensation rate of
$32.50 and wages of $50 per week for the eight and one-half weeks

." thereby supporting the substitutional or "in lieu" theory of
compensation over and above the amount attributable to pain and
suffering. So also in Greyhound Lines Inc. v. Craig92, where the

90. (1962), 118 N.W. 2d 545 at 547.
91. (1965), 173 So. 2d 379 (Louis. C.A.; 2d Cir.)
92. (1968), 430 S.W. 2d 573 at 575 (Texas Civil C.A.).
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Court of Appeals held that ". . .[i]f a plaintiff's earning capacity is
not totally destroyed, but only impaired, extent of his loss can best
be shown under evidence by comparing actual earnings before and
after the injury. .... "

The preceding analysis reveals the reckless abandon with which
judicial decisions and academic literature have employed phrases
such as "capacity", "earnings ability", "loss of earnings",
"replacement of capital", etc., as if nothing would depend on their
choice. As a consequence of the resulting confusion, like a
self-fulfilling prophecy little has depended on the choice of
terminology, and conceptualism has been cast to the winds in this
area of the law. Thus in MacDonald v. Deson93, a decision
subsequent to Jennings, the action involved a claim for damages by
the widow of the deceased, by way of compensation for negligence
causing death. The trial court assessed damages and in so doing
took account of potential tax factors applicable to the deceased. The
British Columbia Court of Appeal upheld the award and
distinguished the Jennings decision with the terse comment that

... this is not a case that comes within the principles enunciated
by the Supreme Court of Canada . . . where the Court was
considering the impaired earning capacity of the party injured

Rather the Court of Appeal was of the opinion that
... in arriving at the net income of the deceased to which the

family might be entitled in a case of this kind, the income tax
payable by the deceased would have to be deducted. Had the
deceased lived, the widow could not under any circumstances
have been entitled to the benefits of his gross earnings without,
amongst other things, the deductions of his income tax. 94

Would Jennings, had he not been injured, have had the benefits of
his gross earnings without any deductions for income tax?

The above case juxtaposed against the Jennings decision
demonstrates the convenient elasticity of terminology such as
"earning capacity" and "loss of earnings" as found in judicial
usage. In Jennings the plaintiff was awarded $33,800 past earnings
to the date of the trial, plus $104,000 anticipated loss of earnings
(later increased to a pre-tax basis), over and above amounts awarded
for pain and suffering, loss of amenities of life, etc.. The Court

93. (1970), 73 W.W.R. 241 (B.C.C.A).
94. Id. at 248.
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characterized these sums as being amounts in lieu of earning
capacity. In MacDonald the "capacity" of the wage earner was
totally extinguished and the compensation was premised on the
deceased's loss of potential earnings based on actuarial evidence
indicating that he would have continued employment till age
seventy. This was characterized on the "in lieu" theory as being
substitution of earnings and tax factors were considered to base the
award on a net earnings basis.

Other Canadian cases have similarly departed from the Jennings
ratio with comparable facility. In May v. Metro Toronto, the
Ontario High Court, in assessing the damages in a wrongful death
action, felt

. . .it is quite clear, however, that the Jennings case does not
apply to the case at bar in any event, for the present case is not
taken by the person who would be earning the income but by the
person who would be receiving a benefit from the net income. It
is obvious that the widow at no time was entitled to the income
and at no time was she ever able to receive or could she count on
receiving either as a right or as a gratuitous payment anything
more than the net income of the deceased after deducting income
tax .... 95

The Court thus distinguished the Jennings decision on either (1) the
basis of standing of the plaintiff and postulated a different rule
where the plaintiff is the estate of the deceased, as opposed to the
injured plaintiff, or (2) that the widow was not entitled to anything
more than net income. The first distinction lacks any conceptual
substance and is premised on mere form. The second distinction
ignores the premise that the deceased himself would not have been
any more entitled to gross income than his widow, and is a
distinction without a difference. The issue was finally presented to
the Supreme Court of Canada in Gehrmann v. Lavoie,95a to
determine whether the Jennings principle was confined to non-fatal
personal injury cases. A majority of the Court decided that the
Jennings principle applied to fatal accident situations, thereby
overruling the lower court decisions which had adopted a contrary
view.

Insofar as the primary purpose of damage awards is compensa-
tion, both of the elements of the total damage award - pecuniary
loss and loss of amenities of life - represent substitutional sums of

95. (1969), 2 D.L.R. (3d) 659 at 662 (Ont. H.C.).
95a. (1976), 59 D.L.R. (3d) 634 (S.C.C.).
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money. This substitutional aspect alludes to the computational
methodology in the determination of quantum, and should be
extended to the subsequent conceptual characterization. The
distinction, however, between the two elements, despite their

similarity in being substitutionary, should lie in the initial
dichotomy of the elements which the award seeks to replace.
Whereas the pecuniary element seeks to replace that which in its
original format was taxable, the element pertaining to the monetary
replacement of the amenities of life substitutes for that which was
initially exempt from all tax. This approach would be similar in
philosophy to that suggested in Raytheon9 6 that ". . .[als in other
types of tort damage suits, recoveries which represent a
reimbursement for lost profits would be taxable income, the
proceeds of litigation which are their substitute are taxable in like
manner. .... " The question then to be asked is: In lieu of what
were the damages awarded? The response suggested in this paper is
that one element is awarded to replace and substitute for potential
lost earnings, and should be characterized accordingly. The second
component relating to the compensation for loss of amenities of life
should similarly be substitutionally characterized and totally exempt
from all tax implications and considerations.

Given the desired and oft stated objective of compensation in the
determination of damage awards, the above recommended
substitutional characterization of the two principal components, and
their subsequent tax treatment in a manner similar to the treatment
afforded the original elements, has the enviable attribute of
enhancing conceptual purity both in the area of damage and income
theory, while at the same time injecting a dose of equity into the
bloodline of the tax structure. If the above substitutional
characterization is accepted, the problem of implementation comes

to the fore. As intimated earlier, two major alternatives present
themselves for consideration. On the one hand is the Gourley
solution of the judicial consideration of tax factors in determination
of quantum, an alternative which has met with severe criticism as a
result of the inherent limitations, rigour and rigidity of this
approach. On the other hand is the alternative, recommended by this
writer, that all tax consequences and the tax treatment of the damage
award should be vested in the hands of the appropriate
administrative agency, the Department of National Revenue in

96. Raytheon Prod. Corp. v. Comm. (1944), 144 F. 2d. 110 (1st Cir.), cert.
denied (1944), 323 U.S. 779.
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Canada, with suitable statutory safeguards incorporated into the
taxing statute.

IV. Suggested Methodology for Taxation in Canada

In the context of the conceptual framework of the preceding
analysis, and the recommendation that that element of the total
damage award which corresponds to the substitution of past and
future earnings, should be subject to taxation, it becomes imperative
to devise a method which achieves at the same time the conceptual
and equitable integration of the theories of income and damages
with the pragmatic objectives of administrative convenience and
simplicity. There has been a plethora of criticism of the proposition
propounded in the Gourley decision that the court should take into
account income tax factors in assessing the quantum of an award in
personal injury actions. The criticism, premised on both the
doctrinal and pragmatic implications of a judicial tribunal
endeavouring to account for such tax factors, is in the opinion of
this writer well directed. On a doctrinal level, the criticisms run the
range from issues of remoteness and res inter alios acta to the
inequity of applying progressive tax rates to bunched income
receipts. 97 On a pragmatic plane, issues of flexibility of planning,
uncertainty of future tax rates, foreign income problems, simplicity,
the possibility of double taxation, and the added delay and expense
of trials are raised by critics .98

If, however, one views the legal system as the totality of various
sub-systems, it becomes imperative that there be an integration of
the sub-systems directed towards some identified objective. Hence,
the limitations of one arm of the legal system in implementing an
objective should not form the rationale for rejection of the concept,
but rather should suggest the possibilities of implementation
through some other sub-system. The thrust of the criticisms levelled
against the consideration of tax factors by judicial tribunals is
thwarted in part by shifting the arena from the courts to the
Department of National Revenue. In devising the proposed
methodology for taxation in Canada herein outlined, the underlying
objective is the desire to reconcile the conceptual necessity for the
imposition of tax on that portion of the award relating to the

97. As Fleming, supra, note 67 at 316, puts it ... the most, serious objection,
however, to taxing the award is that it would be intolerably punitive and inequitable
under our customary, highly graduated system of taxation ......
98. For a sampling see Street, supra, note 2; Dworkin, supra, note 10; Fleming,
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substitution of past and future earnings, with the desirable requisite
of an administratively feasible and equitable mechanism.

It is, however, the desire for equity within the taxing mechanism
which raises problems in construction of the structure. For one
dimension of equity is premised on the notion of the ability to pay,
which implies the existence of progressive tax rates. As the Carter
Commission observed:

. . . [W]e believe that taxes are fair when they are allocated
according to ability to pay, and that this would be achieved by the
application of a progressive rate structure to the annual tax
base . . .9

However, the very existence of the progressive tax rate structure,
designed as an instrument to promote equity, may become the
sword of inequity when indiscriminately applied. It should be
remembered that the choice of a calendar year as a time interval for
the basis of computation of tax liabilities for an individual is an
artificial creation, divorced from any conceptual understanding of
income, designed to enhance simplicity and administrative
feasibility at the expense of a sacrifice in equity. Hence, the Carter
Commission commented that
.. . there is nothing sacrosanct about the measurement of income
for tax purposes on an annual basis. The choice of the calendar
year as the relevant time period is a matter of convention and
convenience rather than principle. .... 100

Once again we are posed with the dilemma - How much of a
sacrifice is required in the conceptual purity of an idea or an ideal
tax structure, in order to achieve greater simplicity and administra-
tive convenience? Again, it is worthy of repetition that the answer
should remain that only that much sacrifice should be made as is
absolutely necessary to make the proposal operationally feasible. At
opposing ends of the spectrum there is the inherent and inevitable
conflict between pure equity and pure simplicity. Pure equity would
necessitate the spreading out of an individual's income over his
entire tax life, with the consequent administrative problems for both
the Department of National Revenue and the taxpayer. Pure
simplicity, on the other hand, would dictate that any sum be taxed in
the year of receipt, with the resultant inequitable consequences. The

supra, note 67; G. Bale, British Transport Commission v. Gourley, Reconsidered
(1966), 44 Can. B. Rev. 66.
99. 3 Carter Report, supra, note 13 at 242.
100. Id. at 241.
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severity of this inequity was crystallized in Gourley'0 1, where, as a
consequence of the House of Lords' decision to consider tax factors
in the determination of quantum, the earnings component of the
award was reduced from £37,720 to £6695.

The total benefit derived by a taxpayer permitted to spread his
income over any period of time is the cumulative sum of two
separate and distinct influences: (i) mitigation of the rigour of
progressive tax rates, and (ii) the time value of money. The impact
of the progressive rate composition as embodied in s. 117 of the
Income Tax Act10 2 together with the provincial levies may be
demonstrated by a hypothetical case. Assume an individual receives

(a) $15,000 taxable income for each of five years, or (b) $75,000 in
the first year and zero dollars in the next four years. The resulting
tax liability of the individual taxpayer is shown below:

CASE A
Annual Income $15,000

Tax thereon:
On the first $14,000 $3,415
On the next 1,000 350

(@ 35%)

Federal Tax Payable $3,765
Provincial Tax @ 36% 1,355

Total Tax Payable per year $5,120
Total Tax Liability over five years $25,600

CASE B
Lump Sum Income $75,000

Tax thereon:
On the first $60,000 $21,795
On the next $15,000 7,050

(@ 47%)
Federal Tax Payable $28,845
Provincial Tax @ 36% 10,384

Tax Liability over five years $39,229

101. [1956] A.C. 185; [1956] 2 W.L.R. 41; [195513 All E.R. 796 (H.L.).
102. S.C. 1970-71-72, c. 63.
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Here, two individual taxpayers in identical tax circumstances, with
identical total incomes over the same total time span, will have a
difference in their respective tax liabilities of $13,629 over the five
year period, with the difference being attributable entirely to the
progressive rate factor.

In addition, however, where a taxpayer is permitted to spread his
income received in any year over several future years, he receives
an incremental, but distinct, benefit from the time value of money.
Hence, if the individual in Case B were allowed to spread his
income of $75,000 received in the first year in the same manner as
the individual in Case A, he would receive an additional benefit
equivalent to the net after tax interest earned on the money invested
for the five year period.

Given this important disparity between the tax liability of those
taxpayers who receive their income over several taxation years and
those who might receive their income lump sum in one year, it
becomes imperative to design some system of taxation of the
earnings component of a personal injury award which will achieve
relative equity and at the same time maintain relative simplicity and
be administratively operational. It is worthy of note that this
inherent conflict between equity and simplicity is not limited by any
means to the area of damage awards compensating for lost earnings.
Indeed, identical problems arise whenever any form of bunched
income is received, which reflects an accretion to wealth
accumulated over several taxation years. As the Carter Commission
observed in this context:

... in particular, we believe that substantial gifts and
inheritances, damage payments, and property gains realized or
deemed to have been realized on death or cessation of Canadian
residence all require relieving provisions .... 03

In the spirit of the preceding discussion outlining the desirability
of conceptualism reconciled with equity and simplicity, the
following specific proposals are submitted as a possible mode of
DNR taxation of the earnings component of damage awards. They
suggest the tenor of possible tax treatment, and are intended as
such, rather than as a definitive resolution of the problems outlined.

(1) The concept of income should be enlarged to bring within its
embrace that portion of the damage award which represents a

103. 3 Carter Report, supra, note 13 at 242.
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substitution of past and future earnings. This may be achieved in
one of two ways:

(a) by a shift in judicial attitude interpreting this segment of the
damage award as being encompassed within the concept of
income as that term is currently employed in the Income Tax
Act. Thus, the judicial interpretation of "income" and
"taxable income" as used in ss. 2, 5, 6, and 9 may be
expanded to encompass such payments. However, given the
dictum of the Jennings decision 10 4, interpreting such
amounts as representing compensation of impaired earning
capacity, and the judicial role of the Supreme Court of
Canada as the ultimate arbiter of income tax appeals, such a
judicial shift represents at best an equivocal possibility.

(b) by express statutory inclusion within the Income Tax Act, an
unequivocal assault may be launched on the problem, with
the attendant advantages of clarity and certainty. To achieve
this, s. 56 (1) may be expanded by insertion of a new
paragraph 56(1) (s) as follows:

Amounts to be included in income for year
56(1) [Current] Without restricting the generality of section 3,
there shall be included in computing the income of a taxpayer for
a taxation year,

(s) Damage Payments [Proposed]
(i) All payments received by a taxpayer as a result of

settlement or litigation, representing that portion of a
damage award in a personal injury action which relates to
the compensation of past or future earnings, howsoever
computed, but so as to exclude any portion of the award
whether by settlement or litigation, that relates to
compensation for pain and suffering and loss of amenities of
life.105

(ii) Proof of allocation between amounts to be included or
excluded may be made by extracts of any relevant

104. [1966] S.C.R. 532 at 545; 57 D.L.R. (2d) 644 at 655; Judson J., adopting the
minority view of Gourley: ". . In a case of personal injuries, what the plaintiff
has lost is the whole or part, as the case may be, of his natural capital equipment

105. The tax treatment of medical expenses is considered infra in proposal #3. It is
submitted that existing provisions contained in s. 81 (1) (g.1), (g.2), (g.3) and 81
(4) be eliminated from the Act as being unduly preferential to infants. The concern,
as expressed by the Minister of Finance, for victims of thalidomide would appear
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documents, including judicial records used in, or resulting
from, the settlement of or litigation involving the personal
injury action. In the absence of any specific documentation,
the allocation made by the taxpayer between amounts to be
included or excluded by s. 56(1)(s)(i) must be reasonable.

The inclusion of a statutory amendment as outlined above will, in
addition to the obvious conceptual benefits, have associated with it
several ancillary pragmatic advantages: (a) since only amounts
actually received by the plaintiff would need to be included, it
would make moot the criticisms that ". . [tiax is not a charge on
income before it is received .... "1106, and would have no impact
on the taxpayer pending any appeal; (b) it would thwart any
possibility of double taxation, since the courts should no longer feel
the necessity to consider income tax factors in determining
quantum, in the knowledge that the plaintiffs tax liability would be
determined by statute10 7; (c) the courts would be relieved from any
overtones of uncertainty and speculations in regard to future tax
rates, personal exemptions, foreign income, and the individual
circumstances peculiar to every taxpayer 10 8; (d) at the same time the
dangers of prolonging trials to evaluate and consider such technical
arguments would no longer be necessary10 9; (e) finally, the
presence of such statutory provisions would serve as an inducement
to the judiciary, upon pressure by counsel, to clearly articulate the
characterization and computation of damage awards, with the
resulting benefits to future potential litigants in settling claims.

On a doctrinal level the advantages of statutory inclusion are even
more impressive. A persistent criticism of the Gourley doctrine has

misdirected in that a substantial portion of such awards would represent the loss of
amenities of life and would be exempt under the proposals suggested herein.
106. Comment of the English Law Reform Committee, supra, note 9 at4 and adopted
by Judson J. in Jennings, [19661 S.C.R. 532 at 543; 57 D.L.R. (2d) 644 at 655.
107. Dworkin, supra, note 10 at 323.
108. Id. at 324; "The Gourley calculation is inconvenient speculation and often
seriously wrong .... Also dissent by Lord Keith of Avonholm in Gourley at 811
".. . To fix on an estimate of future taxation is impossible, and to assess them de
futuro on the basis of existing taxation without any knowledge of what the future
commitments and obligations and personal status of the injured person will be, or
would have been, seems to me unreal .... ." The force of these and similar
criticisms would be eliminated substantially.
109. The fear of complex tax issues were expressed inHighsheiv v. Kushto (1956),
134 N.E. 2d 555 at 556 (Ind. S.C.):

... such subject matter would involve intricate instructions on tax and non-tax
liabilities with all the regulations pertinent thereto. No Court could with any
certainty properly instruct a jury without a tax expert at its side ....
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been the inevitable by-product effect of providing the defendant
with a windfall related to the plaintiff's tax status. On the other
hand, the Jennings doctrine places the windfall on the plaintiff. As
Fleming has commented, "... in effect, the pre-tax rule gives a
windfall to the plaintiff, the post-tax rule to the defendant. . ..
In light of the earlier doctrinal discussion on the purpose of damage
awards, the granting of a windfall to either the plaintiff or the
defendant erodes the fundamental theory of damages, and should,
where possible, be avoided. The treatment suggested above
succeeds in this objective by placing on the tortfeasor the full
burden of his negligence, while restoring the victim of the tort to his
pre-injury position. As a consequence, this proposal should
dissipate any fears of enrichment of either party to the action at the
expense of the other.

Further, the suggested statutory inclusion mitigates the public
policy exceptions taken by some critics. It has been argued that the
Gourley principle may result in a significant invasion of the privacy
of the plaintiff, in that accurate judicial consideration of tax factors
would necessitate the introduction of personal information into an
open court, which may prove distasteful to the plaintiff."1 Where,
however, the relevant amount is administered through the medium
of a taxing statute, the plaintiff retains his privacy without the
necessity of disclosure of personal financial information.

(2) Advocates of non-taxation of damage awards have long taken
the stance that the fact of escalating legal fees may in certain
instances be quite substantial, and have used this crutch to support
the view that the plaintiff has suffered enough by the payment of
these fees, and as such should not be further penalized by
deductions pertaining to income tax elements 112. Thus, in
McWeeney v. New York, NH & HRR Company, the Court alluded to
this rationale in the following terms:

Whatever the reasons of history or policy for the American
practice of generally not awarding attorneys' fees to the

110. Fleming, supra, note 67 at 317; see also a similar view by Bale, supra, note
98.
111. Dworkin, supra, note 10 at 326:

... The charge that the Gourley principle may result in a significant invasion of
the privacy of the plaintiff may sound sensational, but it is not necessarily
inaccurate ....

112. Fleming, supra, note 67 at 318 has expressed the fear that in some cases
"... a lion's share of the award is devoured by the plaintiff's own lawyer ......
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successful party . . . we can hardly shut our eyes to this when
asked to require the jury to take another extrinisic factor into
account - particularly when we know that even court-prescribed
maximum scales of contingent fees, which have been attacked by
counsel as inadequate, provide either a sliding scale ranging from
50% down to 25%. 113

In part this rationale is peculiarly American, since in the United
States there is no indemnity for litigation costs. In contrast, the
English practice permits a successful plaintiff to recover from the
loser all reasonable costs, whereas the usual Canadian practice is to
allow partial indemnity for costs to the successful party. Upon any
view, however, it is difficult to conceive of a more diluted
justification for exemption of the entire damage award from
taxation, particularly in Canadian jurisdictions, which allow for
partial indemnity of costs.

Rather, the approach suggested herein is that legal fees incurred
in the course of litigation or settlement of personal injury claims
should be made specifically deductible by appropriate statutory
amendment. Several alternative routes are available to implement
this suggestion.

(a) In light of s. 8(l)(a) of the Income Tax Act, which restricts
the employment expense deduction to 3 per cent of income
from employment, with an annual upper limit of $150, the
deduction of legal fees may be restricted in a similar manner
as being an expense incurred to recover lost employment
income. From any realistic standpoint, however, the $150
limitation on the deductibility of legal fees, while achieving
consistency, would be all but useless to the successful
plaintiff.

(b) The $150 maximum could be raised in the case of
deductibility of legal fees in personal injury actions to an
equivalent of $150 times the number of years which the
damage award is intended to recompense. Hence, where the
award is for lost earnings for a period of ten years, the upper
limit would be $1,500; where the intended compensation
covers life, then presumably the same life expectancy
computation as that used at trial could be utilized. Once
again, this technique suffers from any realistic relationship
to current legal costs.

113. (1960),282F.2d34at38(U.S.C.A.;2dCir.).
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(c) The entire proportional amount expended in legal fees, less
any legal costs specifically recovered, i.e. proportional net
legal fees, could be made deductible from that portion of the
damage award being subjected to taxation. Proportional
deductibility may be supported on the premise that of the
total award only the portion relating to lost earnings is being
subjected to taxation, with the pain and suffering and loss of
amenities of life component being treated as exempt
receipts. The advantage of this approach is that it relates the
deductibility of an expense to the corresponding inclusion
of income, and is in closer harmony with the concept of net
income. Thus, where a plaintiff receives a total award of
$100,000 made up of:

Lost earnings $60,000
Medical expenses 5,000
Loss of amenities of life 35,000

with attendant legal costs of $15,000 of which $5,000 is
recovered from the defendant as party and party costs, then
the deduction of legal fees would be restricted to a
maximum of $6,000. 114

(d) The entire amount of any net legal fees and disbursements
may be made deductible from that component of the total
damage award which is being subjected to taxation. In the
illustration above, the entire legal fees of $10,000 would be
deductible from the $60,000 lost earnings component. The
argument in favour of this approach is that the high cost of
legal costs should not unduly penalize the injured plaintiff.

While the selection of either (c) or (d) as the appropriate
technique for the allowance of deduction of legal fees is a matter of
relative equities, this writer favours the last-mentioned alternative
for the reason above-mentioned. To implement this suggestion, a
new paragraph 60(s) may be enacted to read as follows:

Other Deductions
60. [Current] There may be deducted in computing a taxpayer's

114. $ 60,000 = 60% x ($15,000 - 5,000) = $6,000.
$100,000
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income for a taxation year such of the following amounts as are
applicable:

(s) [Proposed] Such amounts paid by the taxpayer in respect of
legal fees and associated legal disbursements incurred in the
settlement or litigation of a personal injury action, less any
portion of legal fees and associated legal disbursements received
by the taxpayer from another party as a result of settlement or
litigation of such action, but so as not to exceed the amount
attributable to the compensation of past or future earnings,
included in income in s. 56(l)(s)(i).

Several observations in respect of the proposed statutory
amendment are in order. The proposal is intended to ameliorate
against the inclusion of the earnings component into income, so as
to generate taxation on some concept of net income, with a
matching of revenues and related expenses. As such the overall
deductibility is restricted to a maximum amount equal to the amount
included in income. Further, the deduction is restricted to the net
legal costs only in those situations where the taxpayer actually
receives his costs from the defendant. Where, as in certain
contingency fee arrangements, the recovered costs are retained by
legal counsel, the taxpayer's deduction would be the gross legal fees
and costs actually paid by him'1 5.

(3) It is suggested that medical expenses be treated as a "wash"
transaction. Since proposed s. 56(1)(s)(i) makes no reference to
medical expenses recovered to be included in income, and existing
s.110(7) has the effect of prohibiting a deduction for medical
expenses where the taxpayer has been or is entitled to be
reimbursed, such- expenses incurred and reimbursed would in effect
"wash". This approach would accord with the concept of income,
since there would be no accretion to wealth. Further, if the taxpayer
has, prior to receiving his damage award by judgment or settlement,
deducted his medical expenses incurred under s.110(l)(c), the
Minister may obtain a waiver under s.152(4) for subsequent
reassessment.

The impact of the proposals to this juncture may be illustrated by
the use of hypothetical figures. Assume that Taxpayer A has
recovered a personal injury damage judgment of $100,000 plus
costs as follows:

115. It may be observed that the tortfeasor will not be able to deduct his legal fees
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Lost Earnings (Past) $ 10,000
Lost Earnings (Future) 55,000
Loss of Amenities of Life 35,000

100,000

and has expended $15,000 in legal fees and costs, of which $5,000
were recovered from the defendant. Then he would be required to
include in income:

Lost Earnings (Past) $10,000
Lost Earnings (Future) 55,000

$65,000

from which $65,000 he could deduct $10,000 net in legal fees and
costs, leaving him with net income of $55,000. How should the
$55,000 be taxed?

(4) As observed earlier, the existence of progressive tax rates
within the structure of the taxing statute, inserted as a vehicle of
equity, may prove instrumental in achieving inequitable and harsh
results. To mitigate against the rigour of such severe consequences,
which results ensue whenever bunched income is taxed lump-sum in
one taxation year, the taxpayer should be allowed to "forward
average" his residue of $55,000 by use of a forward-averaging
annuity contract. The forward-averaging provisions currently in the
Act are designed to permit individual taxpayers to spread their
income and the resultant tax liability over a number of future years.
The use of the forward-averaging mechanism to spread the
plaintiff's income over future years achieves at the same time the
desirable equitable consequence of permitting the taxpayer some
measure of relief, and is administratively feasible and simple in
view of the existing provisions in the Act. The mechanism for
deferral of certain forms of income (which list excludes damages) is
currently accomplished by the purchase of an "income averaging
annuity contract", pursuant to s.61(1)(a) and (4), whereby the
taxpayer purchases with a single payment within the taxation year or
within sixty days from the end of the taxation year, an annuity
contract from certain licensed institutions. 116

under this provision, since he will not have any offset income by virtue of the
restriction in the proposed subsection.
116. Income TaxAct. S.C. 1970-71-72, c. 63, s. 61(4)(b)(i).
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The essence of the forward-averaging provisions is that the
taxpayer may deduct from his income the premium required to
purchase the annuity contract, less the equivalent of one year's
annuity receipt expected from the contract. The annuity itself must
be for a guaranteed term or for the life of the individual, with or
without a guaranteed term1 17, with the restrictive proviso that the
guaranteed term must not exceed fifteen years, or if the individual is
age 71 or more at the time the annuity payments commence, the
guaranteed term cannot extend beyond the year that the individual
will, if alive, become 85 years of age' 18. Other restrictive
conditions require that payments under the contract to the taxpayer
must not commence later than ten months after the date that the
individual has made the single payment for the contract"1 9 , and the
annuity payments must be equal, and must be made annually or at
more frequent periodic intervals 120.

In the context of the previous illustration the plaintiff could, if the
suggested amendments were implemented, utilize his $55,000 to
purchase an annuity contract in accordance with the above specified
conditions. If he expected to receive annual payments of $5,300 for
fifteen years under the contract, he would be eligible to deduct
$49,700 from his income in the year the contract was purchased,
i.e. $55,000 single premium less $5,300 annual receipt expected.
The taxpayer could, of course, utilize any lesser sum of the total
$55,000 to purchase the annuity contract. The liability for tax is
then deferred; when the annuity payments are received by the
plaintiff under the income averaging annuity contract purchased for
forward-averaging, the payments would be included in computing
the income of the individual in the year of receipt' 21 . Further, the
deduction normally permitted for the capital element of an annuity
payment is expressly prohibited in the case of an annuity payment
under an income averaging annuity contract 122, and this would
conceptually accord with the entire principal and interest elements
of the substitutional loss of earnings being taxed as and when
received by the plaintiff taxpayer.

Finally, it is suggested that in the selection of a discount rate by

117. Id., s. 61 (4)(b)(ii).
118. Id., s. 61 (4)(b)(ii)(A).
119. Id., s. 61 (4)(b)(ii).
120. Id., s. 61 (4) (b) (iii) (b).
121. Id., s. 56(1)(d).
122. Section 60 (a).
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the court for the purpose of determination of quantum, the pre-tax
discount rate is to be preferred over the after-tax. Selection of a
pre-tax discount rate circumvents the necessity of the court's
determining the appropriate tax rate to be applied to the plaintiff,
which may fluctuate over the time span of the injury period.
Further, application of a pre-tax discount rate permits the plaintiff to
decide whether he will pay tax lump sum on the damage award or
spread his award over a period of years through the mechanism of
an annuity contract. The determination of this choice will in turn
affect the effective marginal rate applicable, and should be left to
the recipient of the award, rather than to a judicial tribunal.

Implementation of the suggested proposal could conveniently be
achieved by statutory expansion of existing s.61 by the insertion of a
new paragraph s.61(2)(h), structured to meet the stated objectives:

61 ....
(2)....
(h). [Proposed] Any amount included in computing the
individual's income for the year by virtue of s.56(1)(s)(i), less
any amounts deducted from income under s.60(s) ...

V. Conclusion

The tenor of this paper has hinted at the vacuum of conceptualism in
the evaluation of tax consequences on personal injury awards. Lord
Atkin's comment made in 1925 that the law of damages still awaits
a scientific statement and that this branch of the law is less guided
by authority laying down definite principles than any other branch is
probably equally applicable today. 123 Further, it is submitted that
the absence of conceptualism in the area of damages is shadowed by
the void of conceptual integration of the rationale underlying the
theory of income and the objectives of a tax structure. As a
consequence of this neglect, these legal compartments have, in the
absence of integration, developed at tangents within a supposedly
unified legal system.

The proposals submitted in this paper have endeavoured to
balance the conceptual necessity of subjecting the earnings
component of damage awards to taxation, with the desire to devise a
scheme which would be administratively efficient and simple and
still retain an equitable flavour. A decision to tax the earnings

123. The Susquehanna, [1925] P.196 at 210 (C.A.).
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component of such awards would reconcile and integrate the
concept of income as an accretion to wealth, with the underlying
objective of compensation in assessing damages. Given the decision
to tax, of the two alternatives available, taxation through the
medium of the Income Tax Act would prove superior on both
doctrinal and pragmatic levels to the alternative of judicial
consideration of tax factors in assessing quantum.

Statutory taxation and administration by the DNR removes at
once the doctrinal hurdle of choosing between enriching the
defendant or the plaintiff. Under this method neither party is
enriched at the expense of the other. Rather, the defendant pays his
full quota of compensation, while the plaintiff proceeds in his usual
relationship with the taxing authorities. At the same time all issues
of remoteness, res inter alios acta, and the potential for invasion of
fiscal privacy become moot. On a pragmatic level, the suggested
proposals prove advantageous. They permit the plaintiff to retain a
measure of flexibility in arranging his financial affairs, avoid any
delay and the associated incremental costs of extended trials, and
provide for a more comprehensive consideration of the plaintiff's
personal circumstances, exemptions, personal deductions, foreign
income, and the like.

Administratively the choice of statutory taxation provides a
convenient and relatively simple mechanism, with the proposals
premised on the utilization of existing provisions of the Act with
minor modifications. Further, and perhaps of pre-eminent impor-
tance, the proposals facilitate taxation of the plaintiff on some
relatively equitable basis, in that they permit of income spreading
over several years and the deduction of legal costs. Finally, the
suggested proposals permit the taxpayer to maintain flexibility in
planning his affairs, by extending the use of forward averaging
contracts.

While this paper has confined itself to the narrow issue of the tax
treatment of damage awards in personal injury cases, the underlying
approach is of wider application. Notwithstanding the desirability
and importance of conceptualism and integration of legal
sub-systems, some sacrifice of these ideals to the pragmatic
pressures of daily administration is inevitable. That such sacrifices
should be restricted to the minimum essential for the implementa-
tion of a conceptually integrated rationale, is of general application
to other areas of the law. This balancing qf conceptualism against
pragmatism is a task familiar to the judicial and legislative process
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and assumes increasing importance in a complex interactive society.
In the neglect of these principles lies the germ of discord and the
potential for pragmatism by default. The proposals outlined in this
paper are not intended as exhaustive of all possible alternatives, and
do not lay claim to any such pretence. In any balancing process
requiring a compromise of conflicting considerations, value
judgments and ideological influences are ever present. Rather, the
proposals are intended to furnish a tenor for any future review of the
problems discussed, and should be regarded as merely directional in
the search for a resolution.


