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Tor ont o

I . I nt r oduct i on .

I n t hr ee r ecent t or t cases and a f at al acci dent case t he Supr eme Cour t
of Canada at t empt ed t o est abl i sh some gener al pr i nci pl es f or maki ng

damage assessment s . ' To an economi st t he most t r oubl esome aspect

of t hese cases i s t he cour t ' s di scussi on of i nf l at i on and t axat i on .

Si nce t he cour t anal ysed i nf l at i on and t axat i on wi t hout t he benef i t of

any ser i ous economi c evi dence, i t i s not sur pr i si ng t hat t he opi ni ons
cont ai n some er r or s . The Canadi an cour t s ar e not al one i n t hei r

i nadequat e t r eat ment of t hese t wo i ssues . I n t he Uni t ed St at es t he

t r eat ment of i nf l at i on and t axes i s gener al l y unset t l ed, ' and i n Gr eat

Br i t ai n a Royal Commi ssi on has r ecent l y r ecommended some maj or

changes i n t he Br i t i sh met hod of assessi ng damages . 3

I nf l at i on and t axat i on have of t en been l i nked as t wo f act or s

whi ch can be negl ect ed i n per sonal i nj ur y awar ds because i t has been

* Samuel A. Rea, Jr . , of t he Depar t ment of Pol i t i cal Economy and of t he

Facul t y of Law, Uni ver si t y of Tor ont o . The aut hor i s gr at ef ul f or t he comment s of
Jack Car r , Mi chael Tr ebi l cock and Wendy Thompson . The r esear ch was suppor t ed
by t he Ont ar i o Economi c Counci l , but t he aut hor assumes f ul l r esponsi bi l i t y f or t he
vi ews expr essed .

' Andr ews v . Gr and & Toy ( Al ber t a) Lt d . , [ 1978] 2 S . C. R . 229, 83 D. L . R. ( 3d)
452 ; Thor nt on v . Boar d of School Tr ust ees of School Di st r i ct No . 57 ( Pr i nce

Geor ge) , [ 1978] 2 S . C. R. 267, 83 D. L . R . ( 3d) 480 ; Ar nol d v . Teno, [ 1978] 2 S . C. R.

287, 83 D. L. R. ( 3d) 609 ; Kei zer v . Hanna . [ 1978] 2 S. C. R. 342, 82 D. L . R. ( 3d)

444 . The cases ar e di scussed i n W. H. Char l es, A NewHandbook on t he Assessment

of Damages i n Per sonal I nj ur y Cases Fr om t he Supr eme Cour t of Canada, ( 1978) , 3

C. C. L . T . 344; A. Bi sset t - Johnson, Damages f or Per sonal I nj ur i es- The Supr eme
Cour t Speaks ( 1978) , 24 McGi l l L . J . 317 ; C . J . Br uce, The Cal cul at i on of For egone

Li f et i me Ear ni ngs : Thr ee Deci si ons of t he Supr eme Cour t of Canada ( 1979) , 5 Can .
Pub . Pol . 155 ; M. Br ani f f and A. Pr at t , Tr agedy i n t he Supr eme Cour t of Canada: New
Devel opment s i n t he Assessment of Damages f or Per sonal I nj ur i es ( 1979) , 37 U. T.

Fac . L . Rev . 1 ; V . Kr i shna, Tax Fact or s i n Per sonal I nj ur y Cases : A Pl ea f or Ref or m

( 1978) , 16 Osgoode Hal l L . J . 723 .
z J . P . Hender son, Some Recent Deci si ons on Damages ; wi t h Speci al Ref er ence

t o Quest i ons of I nf l at i on and I ncome Taxes ( 1973) , 40 I ns . Counsel J . 432, Case
Not e, Fel dman v . Al l egheny Ai r l i nes I nc . ( 1976) , 37 Ohi o St at e L . J . 138 and

( 1976) , 62 Cor nel l L . Rev . 803 ; Fut ur e I nf l at i on, Pr ospect i ve Damages and t he

Ci r cui t Cour t s ( 1977) , 63 Va . L . Rev . 105 .
a Gr eat Br i t ai n, Royal Commi ssi on on Ci vi l Li abi l i t y and Compensat i on f or

Per sonal I nj ur y, Repor t ( London, 1978) her ei naf t er r ef er r ed t o as t he Pear son
Repor t .
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cl ai med t hat t hey of f set each ot her . ' I t i s shown i n t hi s ar t i cl e t hat t he
t wo i ssues ar e l i nked i n a mor e i mpor t ant way because t he r at e of
i nf l at i on af f ect s t he r at e of t axat i on . The f i r st par t of t he ar t i cl e deal s
wi t h t he t r eat ment of i nf l at i on i n per sonal i nj ur y and f at al acci dent
awar ds and i ndi cat es t he cor r ect appr oach i n t he absence of t axat i on .
I n t he second sect i on t axat i on i s i nt r oduced and t he connect i on
bet ween i nf l at i on and t axat i on i s i l l ust r at ed . Sever al al t er nat i ve
appr oaches t o t axat i on ar e compar ed wi t h numer i cal exampl es .
Al t hough t he di scussi on i s i n t er ms of a per sonal i nj ur y t hat l eads t o
t ot al di sabi l i t y and t ot al l oss of ear ni ngs, t he concl usi ons ar e equal l y

appl i cabl e t o f at al acci dent s and par t i al di sabi l i t y . The r esul t s
i ndi cat e t hat t he Supr eme Cour t made a subst ant i al er r or i n i t s
t r eat ment of i nf l at i on i n Andr ews v . Gr and & Toy ( Al ber t a) Lt d . s

The r ul e t hat t axes shoul d be i gnor ed i n per sonal i nj ur y cases was

appr oxi mat el y cor r ect i n Andr ews, but i t can l ead t o a subst ant i al l y

bi ased r esul t , dependi ng on t he f act s of t he case .

I I . I nf l at i on .

The pr i nci pl e of r est i t ut i o i n i nt egr um r equi r es t hat damages be

cal cul at ed so as t o r et ur n t he vi ct i m t o t he posi t i on he enj oyed pr i or

t o t he acci dent . I n t he absence of t axes t hi s i mpl i es t hat t he awar d

must pr ovi de an amount i n each f ut ur e year whi ch equal s t he l ost
ear ni ngs ( ot her heads of damage ar e not consi der ed i n t hi s ar t i cl e) .
Si nce t he pr edi ct i on of f ut ur e ear ni ngs i s based on cur r ent pr i ce
l evel s, i t i s r easonabl e t o assume t hat t he f ut ur e ear ni ngs wi l l
i ncr ease i n each year al ong wi t h t he cost of l i vi ng . ' The Supr eme
Cour t has acknowl edged t hat i nf l at i on must be bui l t i nt o t he damage

cal cul at i on, ' but i t di d not under st and t hat t he f or ecast r at e of
i nf l at i on must be consi st ent wi t h t he r at e of i nt er est used t o di scount
f ut ur e l osses . Af t er t he r el at i onshi p bet ween t he i nt er est r at e and
i nf l at i on i s expl ai ned, i t wi l l be shown t hat cour t s need not expl i ci t l y

f or ecast t he r at e of i nf l at i on unl ess t he ef f ect of i nf l at i on on t axes i s
consi der ed .

I nt er est r at es can be t hought of as a mechani sm f or ent i ci ng
consumer s t o f or ego consumpt i on t oday i n exchange f or consump-

McWeeney v . NewYor k, NewHaven and Har t f or d R. R. ( 1960) , 282 F. 2d 34

( 2nd Ci r . ) , cer t . den. ( 1960) , 364 U. S. 870. Lawyer s' f ees wer e ment i oned as

anot her f act or whi ch woul d of f set t axes . I n a l at er case Judge Fr i endl y not ed t hat wi t h

hi gher r at es of i nf l at i on t he appr oach may have t o be changed, Yodi ce v . Koni nkl i j ke

Nedenl ansche St oonboot Maat schappi j ( 1971) , 443 F. 2d 76, at p . 79 ( 2nd Ci r . ) .

s
Supr a, f oot not e 1 .

s
Ear ni ngs shoul d al so i ncr ease due t o pr omot i ons and r i si ng r eal wages i n t he

economy as a whol e . Thi s l at er ef f ect was consi der ed i n Cobean v . Nor t her n and

Cent r al Gas Cor p . Lt d . , unr epor t ed j udgment of t he Supr eme Cour t of Ont ar i o, Jul y

3r d, 1979, at p. 22 .

Supr a, f oot not e 1, at pp . 258 ( S . C. R . ) , 474 ( D. L . R. ) .
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t i on i n t he f ut ur e . Consi der t he si mpl e case of someone who i s
l oani ng $100 . 00 f or one year at t hr ee per cent i nt er est . I n t he absence
of i nf l at i on t he t hr ee per cent i nt er est i s t he r ewar d f or del ayi ng
consumpt i on f or one year . I f pr i ces r i se seven per cent by next year ,
t he $100 . 00 l oan pl us $3 . 00 i n i nt er est wi l l be wor t h seven per cent
l ess i n t er ms of t hi s year ' s pur chasi ng power . The consumer i s put i n

a posi t i on of gi vi ng up $100 . 00 i n consumpt i on goods t o have t he
equi val ent of $103 . 00/ 1 . 07 = $96 . 26 i n consumpt i on goods next
year . He may be i nduced t o consume t hi s year r at her t han l endi ng on

t hese t er ms . The bor r ower of f unds on t hese t er ms may be i nduced
t o bor r ow mor e because he can r epay t he l oan wi t h dol l ar s t hat ar e
wor t h seven per cent l ess . Si nce l ender s ar e l ess wi l l i ng t o l end and
bor r ower s ar e mor e wi l l i ng t o bor r ow, t he i nt er est r at e must r i se
above t hr ee per cent t o equat e t he suppl y and demand f or l oans . I f t he

consumer was wi l l i ng t o l end at t hr ee per cent i nt er est i n t he absence
of i nf l at i on, he wi l l be wi l l i ng t o l end at ( r oughl y) a t en per cent r at e
of i nt er est i f i nf l at i on equal s seven per cent . At t he end of t he year
t he $100 . 00 pl us $10 . 00 i nt er est has a pur chasi ng power equal t o
$110 . 00/ 1 . 07 = $102 . 08 i n t oday' s pr i ces, r oughl y t hr ee per cent
mor e t han at t he begi nni ng of t he year . The bor r ower i s wi l l i ng t o
pay t en per cent because he can r epay t he l oan wi t h dol l ar s t hat ar e
wor t h seven per cent l ess t han when t he l oan was made . Economi st s
di f f er ent i at e bet ween t he nomi nal i nt er est r at e and t he r eal i nt er est
r at e . The l at t er i s cor r ect ed f or i nf l at i on . I n t hi s exampl e t he nomi nal
i nt er est r at e i s t en per cent and t he r eal i nt er est r at e i s t hr ee per cent .

A si mi l ar pr ocess i s at wor k i n t he economy as owner s of weal t h

deci de on what asset s t o hol d. Al t er nat i ve asset s of f er var yi ng
degr ees of pr ot ect i on agai nst i nf l at i on . For exampl e, i f one owns
pr oper t y whi ch pr ovi des a r ent t hat i s r evi sed f r equent l y, t he annual
r ent wi l l i ncr ease mor e or l ess i n l i ne wi t h t he cost of l i vi ng . I n ot her
wor ds, t he r eal r et ur n on t he i nvest ment i s r el at i vel y const ant . On
t he ot her hand i f one buys a bond, t he i nt er est ear ned wi l l be f i xed i n
nomi nal t er ms . As pr i ces r i se f ewer goods and ser vi ces can be
pur chased wi t h t he f i xed i nt er est on a bond . Fur t her mor e, when t he

bond i s r et i r ed, t he pur chasi ng power pr ovi ded by t he pr i nci pal wi l l
be l ower because of i nf l at i on . Rat i onal i nvest or s wi l l choose
bet ween t he al t er nat i ve t ypes of asset s based on t he r eal r at e of r et ur n
whi ch can be expect ed . I n or der t o know t he r eal r at e of r et ur n f r om
asset s such as bonds, t hey must f or ecast t he r at e of i nf l at i on . The
hi gher t he expect ed r at e of i nf l at i on, t he hi gher must be t he nomi nal
i nt er est r at e on t he bond i n or der t o ent i ce i nvest or s t o hol d bonds .
The mar ket - det er mi ned i nt er est r at e on bonds wi l l be r oughl y t he
sum of a l ong- t er m r eal r at e of r et ur n and t he expect ed r at e of
i nf l at i on . Si nce t he expect ed r at e of i nf l at i on cannot be measur ed
di r ect l y, a r easonabl e est i mat e of t he expect ed r eal r at e of r et ur n i s
t he amount by whi ch i nt er est r at es have exceeded i nf l at i on i n t he
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past . For exampl e, t he r at e of r et ur n on l ong- t er m Gover nment of

Canada bonds aver aged t wo poi nt t wo per cent age poi nt s above t he

r at e of i nf l at i on bet ween 1955 and 1977 .

Once one under st ands t he r el at i onshi p bet ween i nt er est r at es

and i nf l at i on i t i s easy t o see t hat t he est i mat e of f ut ur e i nf l at i on i s

not needed by t he cour t . As an exampl e consi der an i ndi vi dual whose

l oss one year f r om now i s est i mat ed t o equal $10, 000 . 00 i n t oday' s

pr i ces . I f i nf l at i on i s f or ecast t o equal seven per cent , t he pl ai nt i f f

wi l l need $10, 700 . 00 next year t o be r est or ed t o hi s f or mer posi t i on .

I f t he mar ket i nt er est r at e i s t en per cent , t he pr esent val ue of

$10, 700 . 00 i s $10, 700/ 1 . 1 = $9, 727 . 00 . I f i nst ead, we si mpl y

cal cul at e t he pr esent val ue of $10, 000 . 00 usi ng a r eal r at e of r et ur n

of t hr ee per cent , we get subst ant i al l y t he same r esul t wi t hout

consi der i ng t he r at e of i nf l at i on : $10, 000 . 00/ 1 . 03 = $9, 709 . 00 . The

sl i ght di f f er ence bet ween t hese t wo f i gur es i s el i mi nat ed i f we

r ecogni ze t hat t he i nt er est payment ( as wel l as t he pr i nci pal ) wi l l

have l ower pur chasi ng power af t er a year of i nf l at i on . 8 I f r i s t he r eal

r at e of r et ur n and p i s t he r at e of i nf l at i on, , t he i nt er est r at e must equal

r + p + ( r x p/ 100) t o guar ant ee a r eal r at e of r et ur n equal t o r . For

exampl e, i f t he r at e of i nf l at i on i s expect ed t o be seven per cent . and

t he r eal r at e of r et ur n i s t hr ee per cent , t he i nt er est r at e must equal

7 + 3 + ( 7 x 3) / 100 = 10 . 21 per cent .

Tabl e 1 i l l ust r at es t hat t he amount of consumpt i on t hat can be

mai nt ai ned wi t h an i ni t i al capi t al f und equal t o $148, 775 . 00 i s t he

same r egar dl ess of i nf l at i on . I n t he absence of i nf l at i on t hi s f und can

sust ai n $10, 000 . 00 per year i n consumpt i on f or t went y year s wi t h a
t hr ee per cent r at e of i nt er est . ' Al t er nat i vel y, t he same f und can

sust ai n t he same consumpt i on under seven per cent i nf l at i on i f t he

i nt er est r at e equal s 10 . 21 per cent . The l ast t hr ee col umns i n Tabl e 1

r epr esent t he pat t er n of asset s, i ncome, and consumpt i on i f nomi nal

consumpt i on r i ses wi t h t he pr i ce l evel but r eal annual consumpt i on

r emai ns const ant . The exampl e i n Tabl e 1 al so i l l ust r at es t hat when
i nf l at i on i s expect ed ( and r eal i zed) asset s must be accumul at ed i n t he

ear l i er year s i n or der t o pr ovi de f or hi gh cost f ut ur e consumpt i on .

We can concl ude t hat exact l y t he same capi t al sum wi l l be
cal cul at ed i f ei t her of t wo met hods ar e used: 1) $10, 000 . 00 i s
capi t al i zed at a r eal r at e of t hr ee per cent , or 2) $10, 000 : 00 i s

i ncr eased by seven per cent per year t o account f or i nf l at i on and t he

r esul t i ng ser i es i s di scount ed at a r at e of 10 . 21 per cent . However , i t

i s cr uci al t hat t he f or ecast r at e of i nf l at i on used t o i nf l at e t he

$10, 000 . 00 annual sum be t he same r at e of i nf l at i on whi ch i s -

8 The expl anat i on f or t hi s di f f er ence i n Case Not e on Fel dman v . Al l egheny

Ai r l i nes, op . ci t . , f oot not e 2, at p . 145 i s not cor r ect .
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TABLE 1

CONSUMPTI ON SUPPORTEDBYLUMP SUMPAYMENT

Not e : The cal cul at i ons assume t hat t he i nt er est i s pai d on t he asset s hel d at t he end of t he
pr evi ous year and pr i ces r i se at t he begi nni ng of each year . End of year asset s equal

t he pr evi ous year ' s asset s pl us i nt er est mi nus consumpt i on .

i mpl i ci t i n t he i nt er est r at e . Thi s i s wher e t he Supr eme Cour t made a
cr uci al er r or i n Andr ews . Mr . Just i ce Di ckson not ed t hat cur r ent
r at es wer e appr oxi mat el y t en and one hal f per cent and subt r act ed a
f or ecast r at e of i nf l at i on of t hr ee and one hal f per cent , pr oduci ng a
seven per cent r eal r at e of di scount . The use of t hi s excessi vel y hi gh
r eal di scount r at e subst ant i al l y r educed t he awar ds . For i nst ance, i n
Andr ews t he pecuni ar y l oss woul d be $1, 109, 373 . 00 wi t h a t hr ee per
cent capi t al i zat i on r at e, compar ed t o $641, 713 . 00 wi t h a seven per
cent capi t al i zat i on r at e . The i nf l at i on f or ecast was based on evi dence
of a home economi st i n t he Thor nt on t r i al . ' She t est i f i ed t hat t he
Economi c Counci l of Canada had f or ecast a t hr ee and one hal f per
cent r at e of i nf l at i on f or t he next f or t y year s . Ther e was no sour ce
gi ven f or t hi s f or ecast . I n t he ot her cases t he Supr eme Cour t
at t r i but ed t he f or ecast t o Dr . Deut sch, f or mer head of t he Economi c

s Supr a, f oot not e l , at pp . 279 ( S . C. R . ) , 487 ( D. L . R. ) .

Year

End of

Year

Asset s

No I nf l at i on

I nt er est

3% Consumpt i on

End of

Year

Asset s

7% I nf l at i on

Consumpt i on

Const ant

Pur chasi ng

I nt er est Power ( 10, 000

10 . 21% year 0 pr i ces)

0 148775 148775
1 143238 4463 10000 153265 15190 10700
2 137535 4297 10000 157464 15648 11449
3 131661 3950 10000 161291 16077 12250
4 125611 3768 10000 164651 16468 13108
5 119379 3581 10000 167436 16811 14026
6 112961 3389 10000 169523 17095 15008

7 106350 3191 10000 170773 17308 16058
8 99540 2986 10000 171027 17436 17182
9 92526 2776 10000 170104 17462 18385

10 85302 2559 10000 167800 17368 19672
11 77861 2336 10000 163883 17132 21049

12 70197 2106 10000 158093 16732 22522
13 62303 1869 10000 150135 16141 24099
14 54172 1625 10000 139678 15329 25786
15 45797 1374 10000 126347 14261 27592
16 37171 1115 10000 109725 12900 29522
17 28286 849 10000 89340 11203 31588
18 19135 574 10000 64662 9122 33800
19 9709 291 10000 35098 6602 36166
20 0 0 10000 - 15 3584 38697
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Counci l , but i s not cl ear t hat he ever made such a f or ecast . 10 I n any
case, such a f or ecast , made at l east f i ve year s pr evi ousl y, i s t ot al l y

i nconsi st ent wi t h t he r at e of i nf l at i on whi ch par t i ci pant s i n t he

mar ket wer e pr edi ct i ng i n 1978 when i nt er est r at es wer e above t en

per cent . Si mi l ar l y, i f t he f ut ur e ear ni ngs ar e t o be expl i ci t y i nf l at ed,
t he ( nomi nal ) di scount r at e must r ef l ect t he same f or ecast of i nf l at i on

t hat i s used t o i nf l at e f ut ur e l osses . "

The conf usi on over expect ed r at es of i nf l at i on can be i gnor ed

al t oget her i f t he cour t s use a r eal r at e of di scount whi ch r ef l ect s

hi st or i cal exper i ence . A t wo t o t hr ee per cent f i gur e woul d be

appr opr i at e . Lor d Di pl ock was near l y cor r ect when he suggest ed t hat

t he i nt er est r at es t hat pr evai l dur i ng " st abl e" per i ods shoul d be

used . " Hi s suggest i on must be modi f i ed somewhat because t he

cor r ect di scount r at e i s an i nt er est r at e whi ch occur s when i nf l at i on i s

expect ed t o be zer o . The hi st or i cal r eal r at e of r et ur n i s an est i mat e of

such a r at e . I f t he modi f i ed Di pl ock appr oach i s used, t he assessment

pr ocess woul d be gr eat l y si mpl i f i ed by a Supr eme Cour t r ul i ng t hat a

par t i cul ar r eal r at e i s r easonabl e f or al l cases . " I t i s ext r emel y

i nef f i ci ent f or economi c evi dence t o be hear d on t he hi st or i cal r eal

r at e of r et ur n i n ever y i nj ur y or f at al acci dent case .

I t must be emphasi zed t hat t he use of a r eal r at e of di scount does

not guar ant ee t hat t he pl ai nt i f f wi l l not be adver sel y af f ect ed by

i nf l at i on or t hat he mi ght not benef i t f r om i nf l at i on . I f i nf l at i on

i ncr eases unexpect edl y, t he . pl ai nt i f f , al ong wi t h ot her owner s of

f i xed i ncome asset s, wi l l suf f er a capi t al l oss as i nt er est r at es r i se . I f

i nf l at i on unexpect edl y f al l s, he wi l l r ecei ve a capi t al gai n as i nt er est

r at es f al l . Thi s r i sk can be al l evi at ed somewhat by hol di ng

shor t - t er m asset s . I n t he past t he gai ns and l osses f r om unexpect ed

i nf l at i on have t ended t o cancel out when measur ed over l ong

per i ods, wi t h t he r esul t t hat t he ex- post r eal r et ur n has been r el at i vel y

const ant . Economi st s see no r eason f or t he f ut ur e r eal r et ur n t o

devi at e f r om past l evel s .

The suggest i on t hat i nf l at i on be consi der ed i mpl i ci t l y ( by usi ng

a r eal r at e of di scount ) r at her t han expl i ci t l y i s onl y cor r ect i f t axes

1o
Dr . Deut sch assumed a 3112 per cent r at e of i nf l at i on i n a l et t er t o t he Mi ni st er

of Labour , December 27t h, 1973 . I n anot her case t hi s l et t er was st at ed t o be t he

r ef er ence t o Dr . Deut sch, Jul i an v . Nor t her n and Cent r al Gas Cor por at i on Lt d .

( 1978) , 5 C. C. L . T. 148, at p. 159 ( Ont . S. C. ) .

11
The pl ai nt i f f s i n al l f our cases ( supr a, f oot not e 1) coul d have used bet t er

economi c advi ce : i n Kei zer t he pl ai nt i f f consent ed t o a 9- 10 per cent r eal i nt er est r at e,

at pp . 366 ( S. C . R. ) , 464 ( D. L . R. ) .

12
Mal l et t v . McMonagl e, [ 1970] A. C. 166, at p. 176.

13 I n Andr ews, supr a, f oot not e 1, at pp . 259 ( S . C. R. ) , 474 ( D. L . R. ) , t he cour t

hel d ( wi t h r espect t o t he di scount r at e) t hat " [ t ] he r esul t i n t he f ut ur e cases wi l l

depend upon t he evi dence adduced i n t hose cases" .
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ar e not consi der ed . I n t he next sect i on i t i s shown t hat t he i mpact of

t axat i on depends on t he r at e of i nf l at i on . Ther ef or e, a f or ecast of t he

r at e of i nf l at i on may have t o be made, but i t i s cr uci al t hat i t be

consi st ent wi t h t he i nf l at i on f or ecast i mpl i ed by t he l evel of t he
mar ket i nt er est r at e .

I I l . Taxat i on .

Taxes i nt r oduce an i nt er est i ng concept ual pr obl em and a conf l i ct

bet ween t he economi c and l egal vi ews of negl i gence l aw .

Economi st s and l awyer s who vi ew l aw f r om an economi c per spec-

t i ve have concl uded t hat t he pr i mar y j ust i f i cat i on f or negl i gence l aw

i s t hat i t encour ages ef f i ci ent acci dent pr event i on . 14 The Lear ned

Hand r ul e" def i nes negl i gence t o have occur r ed whenever t he cost of

pr event i ng an acci dent was l ess t han t he expect ed cost of t he

acci dent . The Lear ned Hand r ul e not onl y def i nes negl i gence, i t al so

i mpl i es t hat t o pr omot e economi c ef f i ci ency t he damage awar d

shoul d r ef l ect t he soci al cost of t he acci dent , not j ust t he cost t o t he

vi ct i m. Thi s economi c cr i t er i on r equi r es t hat t he awar d shoul d

r ef l ect t ot al l ost ear ni ngs, gr oss of t axes . " I t i s i mmat er i al whet her
t he gover nment t axes t he ear ni ngs or t he awar d, as l ong as t he
t or t f easor i s assessed t he t ot al cost of t he acci dent . £f subst ant i al
i nj ust i ce occur s t o acci dent vi ct i ms, t he l egi sl at ur e can r evi se t he
t ax l aws . Thi s possi bi l i t y was ment i oned i n Andr ews . 1 '

I n cont r ast t o t he economi c vi ew, t he cour t s and most of t he
l egal pr of essi on per cei ve t he pur pose of damages i n t or t cases t o be
compensat i on f or t he vi ct i m. ' 8 Si nce damages ar e supposed t o
r est or e t he i nj ur ed vi ct i m t o t he posi t i on t hat he woul d have enj oyed

had he not been i nj ur ed, t he cour t shoul d r epl ace l ost af t er - t ax
i ncome . I n t hi s ar t i cl e al t er nat i ve appr oaches t o t axat i on ar e
eval uat ed f r om t hi s per spect i ve .

I f t he l ost ear ni ngs occur r ed i n onl y one year , t he cour t coul d
si mpl y awar d t he amount of t he l ost af t er - t ax i ncome f or t hat year .
Ther e woul d be no t ax consequences si nce t he awar d i t sel f i s not

" R. A . Posner , A Theor y of Negl i gence ( 1972) , 1 J . Legal St udi es 29 .

' ' Uni t ed St at es v . Car r ol l Towi ng Co . ( 1947) , 159 F. 2d 169 ( 2nd Ci r . ) .

' s
The soci al cost may devi at e f r omt he cost t o t he vi ct i mf or r easons ot her t han

t axes .

" Supr a, f oot not e 1, at pp . 260 ( S. C . R. ) , 475 ( D. L . R. ) . E. Yor i o suggest s t hat

awar ds f or l ost ear ni ngs be t axed, The Taxat i on of Damages : Tax and Non- Tax

Pol i cy Consi der at i ons ( 1977) , 62 Cor nel l L. Rev . 701, at p. 736 .

l e The f ol l owi ng quot at i on i s t ypi cal : " The car di nal pr i nci pl e of damages i n

Angl o- Amer i can l aw i s t hat of compensat i on f or t he i nj ur y caused t o pl ai nt i f f by

def endant ' s br each of dut y" [ i t al i cs i n or i gi nal ] . F . V. Har per and F. James, Jr . , The

Law of Tor t s ( 1956) , p. 1299 .
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t axabl e . When t he l oss ext ends i nt o t he f ut ur e, i t becomes much

mor e di f f i cul t t o cal cul at e a capi t al sum t hat wi l l r epl ace t he l ost

af t er - t ax ear ni ngs . The cour t f aces a di f f i cul t cal cul at i on because t he

r eci pi ent wi l l have t o i nvest t he capi t al sum so as t o spr ead hi s

consumpt i on t hr oughout hi s l i f e . Si nce t he f ut ur e i nvest ment i ncome

i s t axabl e, t he r esul t i ng l i f e- t i me t ax l i abi l i t y di f f er s f r omt he t axes

t hat woul d have been pai d on t he l ost ear ni ngs . The t hr ee most

i mpor t ant causes of t hi s di f f er ence ar e : 1) i ncome f r omcapi t al and

ear ni ngs ar e t axed at di f f er ent r at es . The $1, 000 . 00 di vi dend and

i nt er est excl usi on, t he di vi dend t ax cr edi t and t he f avor abl e

t r eat ment of capi t al gai ns ar e exampl es of pr ovi si ons t hat r educe

t axes on t hi s i ncome compar ed t o t axes on an equi val ent amount of

ear ni ngs . 2) Si nce t her e i s no expl i ci t t ax on capi t al ( excl udi ng

capi t al gai ns) , t he r eci pi ent of a l ump sumawar d wi l l not pay t axes

on t hat por t i on of hi s consumpt i on t hat i s f i nanced out of

encr oachment s on capi t al . 3) The t ax syst em makes no di st i nct i on

bet ween nomi nal and r eal r et ur ns t o capi t al . I f i nf l at i on i ncr eases t he

i nt er est r at e, t he i ncr eased nomi nal i nt er est i ncome i s t axed as i f i t

wer e r eal i ncome . Nomi nal capi t al gai ns r esul t i ng f r omi nf l at i on ar e

al so t axed . Ther ef or e, t he t ax r at e, expr essed as a per cent age of r eal

i nvest ment i ncome, wi l l i ncr ease as t he r at e of i nf l at i on i ncr eases .

Consi der t he f ol l owi ng exampl e ( gi ven ' a t hr ee per cent r eal r at e of

i nt er est ) . I f t her e i s no i nf l at i on and t he t ax r at e i s t went y per cent ,

t he af t er - t ax r at e of r et ur n i s 3 - . 2 x 3 = 2 . 4 per cent . I f i nf l at i on i s

cor r ect l y ant i ci pat ed t o be seven per cent , t he i nt er est r at e wi l l r i se t o

10 . 21 per cent . The nomi nal af t er - t ax r at e of r et ur n wi l l be 10 . 21 -

. 2 x 10 . 21 = 8 . 17 per cent . The r eal r at e of r et ur n i f r oughl y 8 . 17 -

7 = 1 . 17 per cent , or mor e pr eci sel y 1 . 09 per cent . " The i nf l at i on

r educes t he af t er - t ax r eal r et ur n f r om 2 . 4 per cent t o 1 . 09 per cent

and i ncr eases t he t ax as a per cent age of r eal i nvest ment i ncome f r om

t went y per cent t o si xt y- f our per cent . I ndexi ng t he t ax br acket s does

not el i mi nat e t hi s addi t i onal t ax on capi t al . The t ax r at e on r eal

ear ni ngs i s unaf f ect ed by i nf l at i on as l ong as t he t ax br acket s ar e

i ndexed
. 2o

A . Al t er nat i ve Appr oaches .

Cour t s have l ong r ecogni zed t he compl exi t y of t aki ng t axes i nt o

account i n t he comput at i on of damages, and over t he l ast t hi r t y year s

a number of di f f er ent appr oaches t o t he pr obl emhave been pr oposed .

i s Not e t hat 7 + 1 . 09 + ( 7 x 1 . 09/ 100) = 8 . 17 .
a° Some of t he f eat ur es of t he t ax syst em ar e not i ndexed f or i nf l at i on, such as

t he empl oyment expense deduct i on, t he st andar d deduct i on, and t he i nt er est di vi dend
and capi t al gai ns deduct i on . The absence of i ndexat i on of t hese deduct i ons has

r el at i vel y l i t t l e ef f ect ( see i nf r a Tabl e 4) .
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Af t er a descr i pt i on of t hese al t er nat i ves, t hei r accur acy wi l l be

compar ed under t he Canadi an i ncome t ax r ul es appl i cabl e i n 1978 .

l . Ar ment r out v . Vi r gi ni a Ry . 21

I n Ar ment r out a Uni t ed St at es Di st r i ct Cour t j udge pr esent ed

ei ght pages of det ai l ed cal cul at i ons i n whi ch t axes on t he i nt er est

i ncome f r om t he l ump- sum awar d wer e cal cul at ed f or each f ut ur e

year . 22 The cal cul at i ons wer e i nt ended t o show t hat t he l ower cour t

awar d woul d r epl ace t he l ost af t er - t ax i ncome dur i ng t he wor ki ng l i f e

of t he pl ai nt i f f . The j udge' s t ask was f or mi dabl e wi t hout t he ai d of

moder n comput er s, and i t i s not sur pr i si ng t hat ot her cour t s have not

dupl i cat ed hi s ef f or t and unt i l r ecent l y have i gnor ed t axes on

i nvest ment i ncome . Thi s met hod r equi r es t hat t r i al and er r or be used

t o f i nd a l ump- sum whi ch wi l l al l ow t he pl ai nt i f f t o consume an

amount i n each year t hat equal s t he l ost af t er - t ax ear ni ngs . Taxes on

t he f und' s i nvest ment i ncome must be cal cul at ed f or each f ut ur e year

i n or der t o det er mi ne i f a par t i cul ar l ump- sum i s suf f i ci ent . The
devel opment of comput er s si nce Ar ment r out has made t hi s met hod a
f easi bl e al t er nat i ve t o ot her j udi ci al appr oaches . I n f act , exper t

t est i mony based on t hi s met hod was accept ed i n a r ecent f at al

acci dent case . " Si nce t he t r i al and er r or t echni que i s t he onl y way of
det er mi ni ng t he awar d t hat wi l l exact l y r epl ace f ut ur e af t er - t ax

ear ni ngs, i t i s used bel ow t o eval uat e ot her met hods . A mor e det ai l ed

expl anat i on of t he met hod i s pr ovi ded bel ow.

2 . Queen v . Jenni ngs . 24

Gi ven t he compl exi t y of t he t ax cal cul at i on, t he Supr eme Cour t

of Canada deci ded i n Jenni ngs t o i gnor e t axes al t oget her i n per sonal

i nj ur y cases . Thi s deci si on was af f i r med i n Andr ews . The cour t ' s

expl anat i ons f or i gnor i ng t axes 25 ar e not convi nci ng t o an economi st .

I f we accept t he r est i t ut i o i n i nt egr ui n pr i nci pl e, t he appr opr i at e
cr i t er i on f or eval uat i ng t hi s appr oach i s whet her i t l eads t o awar ds

whi ch di f f er si gni f i cant l y f r omt he pr oper awar ds ( cal cul at ed by t he

t r i al and er r or met hod) . I f t he t ax on ear ni ngs r oughl y cancel s out t he

t ax on t he i nvest ment i ncome, t he added cost of t he t r i al and er r or t ax

cal cul at i on may not be j ust i f i ed .

21 ( 1947) , 72 F . Supp . 997, at pp . 1004- 1012 ( S . D. W. Va . ) , r ev' d . on ot her
gr ounds ( 1948) , 166 F. 2d 400 ( 4t h Ci r . ) .

22 I nf l at i on was not t aken i nt o account .
23 Cobean v . Nor t her n and Cent r al Gas Cor p . Lt d . , supr a, f oot not e 6, at pp .

23- 24 .

24 [ 19661 S . C. R. 532 .
21 See Char l es, op . ci t . , f oot not e 1, pp . 358- 361 and Kr i shna, op . ci t . , f oot not e 1 .
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3 . Br i t i sh Tr anspor t Commi ssi on v . Gour l ey . 26

I n t hi s ear l i er deci si on t he House of Lor ds deduct ed i ncome t ax

t hat woul d have been pai d on t he l ost ear ni ngs but di d not t ake

account of t he t ax on t he i nvest ment i ncome .

4 . McWeeney v . NewYor k, NewHaven and Har t f or d Rai l r oad Co. 27

I n t hi s i mpor t ant Amer i can case, f ol l owed i n Uni t ed St at es

gases under f eder al j ur i sdi ct i on, Judge Fr i endl y suggest ed t hat t axes

( on ear ni ngs) shoul d not be consi der ed except f or t hose at t he hi gh

end of t he . i ncome spect r um. 28, I t was ar gued t hat t he ef f ect s of t axes

and i nf l ai on woul d cancel out f or t hose wi t h l ower l evel s of

ear ni ngs . I n McWeeney t he cal cul at i ons made i n Ar ment r out wer e

sai d t o be i mpr act i cal , and ' t he t ax on i nvest ment i ncome was

subsequent l y- i gnor ed .

5 . Tayl or _v . O' Connor . 29

I n t hi s deci si on subsequent t o Gour l ey t he House of Lor ds

acknowl edged t hat t he i nvest ment i ncome woul d be t axed and made

a r ough guess t hat t he . anhual amount of i ncome i n t hat case woul d

have t o be i ncr eased ( " gr ossed ûp" ) by sevent een per cent . " I n

Kei zer v . Hanna ( al so a f at al acci dent case) t he Supr eme Cour t of

Canada appar ent l y made a; subst ant i al upwar d . adj ust ment f or t axes

on t he i nvest ment i ncome . 3 1. Tayl or and Kei zer bot h deduct t he t axes

on t he l ost ear ni ngs . Thei r appr oach i s t hat no expl i ci t or det ai l ed

cal cul at i ons ar e made of t he f ut ur e t ax l i abi l i t y .

6. Pear son ( Royal Commi ssi on on Ci vi l Li abi l i t y

and Compensat i on f or Per sonal . I nj ur y) .

The Pear son Commi ssi on suggest ed t hat t he l ost di sposabl e

i ncome be capi t al i zed wi t h a di scount r at e t hat t akes account of

t axes . 32 As di scussed, above, t he appl i cabl e di scount r at e i n t he

absence of t axes i s r oughl y i - p wher e i i s t he nomi nal r at e of i nt er est

and p i s t he expect ed r at e of i nf l at i on . I f - t axes ar e l evi ed on nomi nal

i nt er est at a r at e of t ( expr essed as a f r act i on) , t he r eal af t er - t ax

di scount r at e becomes r oughl y i ( 1- t ) - p . Thi s f or mul a i mpl i ci t l y

v .

ss [ 19561 A. C. 185 . For a di scussi on see G. Bal e, Br i t i sh Tr anspor t Commi ssi on
Gour l ey, Reconsi der ed ( 1966) , 44 Can . Bar Rev . 66 .

z' Supr a, f oot not e 4 .
sa

I bi d . , at p . 38 ( F . 2d) .

29 [ 19711 A. C. 115 .
so

I bi d . , at p . 129 .
31 Sùpr a, f oot not e 1, at pp. 353 ( S . C. R. ) , 463 ( D. L . R . ) .
320p. i t . , f oot not e 3, Vol . 1, pp . 141- 153 . '
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assumes t hat t he t ax r at e on i nvest ment i ncome i s const ant ,
r egar dl ess of t he amount of i nvest ment i ncome, and t hat t her e i s no
encr oachment on capi t al . The Commi ssi on r ecommends t hat t hi s
f or mul a be used wi t h t he t ax r at e appl i cabl e f or t he l ost ear ned
i ncome at t he t i me of t he t r i al . 33 For exampl e, i f t he aver age t ax r at e
i s . 2 and i nt er est r at es ar e t en per cent , t he af t er - t ax r eal r at e of r et ur n

i s 10( 1- . 2) - 7 = 1 per cent .

B . Compar i son of Al t er nat i ve Appr oaches .

A comput er pr ogr amme was wr i t t en i n or der t o cal cul at e t he
annual consumpt i on t hat coul d be f i nanced out of a gi ven l ump sum

awar d, t aki ng i nt o account t he t axes t hat wi l l be pai d on i nvest ment

i ncome and i nf l at i on . I n or der t o make t hese cal cul at i ons a number
of ar bi t r ar y assumpt i ons had t o be made, such as t he nat ur e of t he
f ut ur e t ax r at es and t he t ype of i nvest ment s made wi t h t he l ump- sum

awar d . The ar bi t r ar i ness of t hese assumpt i ons has bot her ed t he

Supr eme Cour t , " but t hese assumpt i ons ar e no mor e ar bi t r ar y t han a
number of ot her s whi ch ar e cur r ent l y made, par t i cul ar l y t he
deduct i ons f or cont i ngenci es . At any r at e, i t i s even mor e ar bi t r ar y t o

make no est i mat e of t he t ax i mpl i cat i ons .

I n t he exampl es pr esent ed bel ow i t i s assumed t hat cour t i s
at t empt i ng t o r epl ace t he 1978 af t er - t ax ear ni ngs of a pl ai nt i f f who i s
t ot al l y di sabl ed . Al l f ut ur e t ax cal cul at i ons wi l l use 1978 t ax r ul es
f or Canada and Ont ar i o, wi t h t he t ax br acket s and exempt i ons
i ndexed f or i nf l at i on . I t i s assumed t hat t he pl ai nt i f f wi l l at t empt t o
equal i ze hi s consumpt i on i n each of t he r emai ni ng year s, as shown i n
Tabl e 1 . Because of i nf l at i on i t wi l l cost mor e each year t o enj oy t he
same l evel of r eal consumpt i on .

One of t he i mpor t ant assumpt i ons whi ch must be made i s how

t he f unds ar e i nvest ed . I n Cobean v . Nor t her n and Cent r al Gas, 35 a

case i n whi ch t he t r i al and er r or met hod was used, t he j udge hel d t hat

i t must be assumed t hat t he f unds ar e i nvest ed i n bonds because
equi t i es ar e t oo r i sky . The deci si on does not acknowl edge t hat bonds
ar e r i sky i f t her e i s unant i ci pat ed i nf l at i on . A mor e basi c quest i on
concer ns t he r i sk t hat must be bor ne by t he pl ai nt i f f . Gi ven t he
pr i nci pl e of r est i t ut i o i n i nt egr um, i t seems r easonabl e t o r equi r e t he
pl ai nt i f f t o assume t he same r i sk t hat was assumed bef or e t he
acci dent . The st r eam of ear ni ngs t hat i s no l onger avai l abl e was al so
subj ect t o r i sk because of uncer t ai nt i es such as l abor mar ket

33 I bi d. , p . 142 .

3' Andr ews, supr a, f oot not e 1, at pp . 260 ( S . C. R. ) , 475 ( D. L . R. ) , Teno, supr a,
f oot not e 1, at pp . 325 ( S. C. R. ) , 633 ( D. L . R. ) .

3s Supr a, f oot not e 6, at p . 19 .
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condi t i ons and t he heal t h of t he i ndi vi dual . Consi st ency r equi r es t hat

t he j udgment not be based on t he assumpt i on of a t ot al l y r i skl ess

por t f ol i o . Fur t her mor e, t her e ar e si gni f i cant t ax advant ages i n
Canada t hat accr ue f r om hol di ng equi t i es . I n t he cal cul at i ons i t i s
assumed t hat hal f of t he f unds ar e i nvest ed i n f i xed i ncome secur i t i es

el i gi bl e f or t he i nt er est deduct i on and hal f ar e i nvest ed i n shar es of

t axabl e Canadi an cor por at i ons ( el i gi bl e f or t he di vi dend t ax cr edi t ) .
The r eal r at e of r et ur n on each i s assumed t o equal t hr ee per cent ,
wi t h no i nvest ment expenses . I f p i s t he annual r at e of i nf l at i on, t he
nomi nal r at e of r et ur n wi l l equal 3 , + p + 3 x p/ 100 . For exampl e,

i f p equal s 7 ; t he nomi nal . r at e of r et ur n i s 10 . 21 per cent . I t i s
assumed t hat t he f ut ur e r at e, of i nf l at i on i s const ant and t hat hal f of

t he year l y r et ur n on equi t i es comes i n t he f or m of , r eal i zed capi t al

gai ns . 36 Except i n t he case wher e medi cal expenses ar e expl i ci t l y

t aken i nt o account , i t i s assumed t hat t he pl ai nt i f f r ecei ves onl y t he

st andar d deduct i on and t he $1, 000 . 00 i nt er est deduct i on . The

pl ai nt i f f i s assumed t o be wi t hout dependent s and i s over age
t went y- one ( and t her ef or e cannot t ake advant age - of sect i on

81 ( 1) ( g . l ) of t he I ncome Tax Act , 37 whi ch exempt s t he i ncome f r om

any pr oper t y acqui r ed pur suant t o an act i on f or per sonal i nj ur y as
l ong as t he t axpayer i s under age t went y- one) .

I n Tabl e 2 a sampl e cal cul at i on i s i l l ust r at ed . The pl ai nt i f f i s

awar ded $426, 514 . 00 whi ch i s t he capi t al i zed val ue of $50, 000 . 00
i n annual l ost ear ni ngs f or t en year s, di scount ed at t hr ee per cent .

Wi t h a 10 . 21 per cent r at e of i nt er est and seven per cent i nf l at i on he

coul d have consumed $50, 000 . 00 per year i n 1978 pr i ces i n t he

absence of t axes on t he i nvest ment i ncome . The t axes on t he

i nvest ment i ncome r educe hi s consumpt i on t o $46, 531 . 00 per year i n

1978 pr i ces, a decl i ne i n consumpt i on of seven per cent . Thi s

consumpt i on l evel was det er mi ned by t r i al and er r or . Not i ce t hat t he

aver age t ax r at e on i nvest ment i ncome ( i ncl udi ng capi t al gai ns) f or a
year f al l s f r om t went y per cent t o zer o as t he si ze of t he f und

decr eases .

I n t he exampl e shown i n Tabl e 2 t he pl ai nt i f f i s over -

compensat ed by f or t y- ei ght per , cent because t he t ax on $50, 000 . 00

i n ear ni ngs i n 1 ,978 woul d be $18, 581 . 00, 38 l eavi ng hi m wi t h onl y

38
Si nce equi t i es have mor e f avour abl e t ax t r eat ment , i t i s not r at i onal t o i nvest

i n f i xed i ncome secur i t i es when t he r at e of i nf l at i on, t he f ut ur e i nt er est r at es, and r eal

r at es of r et ur n ar e known wi t h cer t ai nt y . The gr oss r eal r et ur n on f i xed i ncome

secur i t i es woul d have t o be hi gher t o at t r act i nvest or s . Amor e compl i cat ed model

woul d t ake account of di f f er ent r i sk on al t er nat i ve asset s and al l ow f or di f f er ent

expect ed r at es .of r et ur n .

37
R. S. C . , 1970- 71- 72, c . 63, as am.

33 The t ax on $50, 000 . 00 i n ear ni ngs i ncl udes Unempl oyment I nsur ance and

Canada Pensi on deduct i ons . The cont r i but i ons t hemsel ves ar e not subt r act ed f r om

gr oss ear ni ngs because t hey ar e assumed t o be of f set by benef i t ent i t l ement .
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TABLE 2

I LLUSTRATI ONOF EFFECT OF TAXES ON

CONSUMPTI ON FROMLUMP SUMAWARDS

10. 21%I nt er est , 7%I nf l at i on, 10 Year Wor ki ng Li f e

$31, 419 . 00 i n di sposabl e i ncome i n 1978 . For t hi s exampl e t he

Jenni ngs ( and Andr ews) appr oach subst ant i al l y over compensat es t he

pl ai nt i f f because he i s abl e t o consume $46, 531 . 00 per year wi t h t he

awar d, compar ed t o $31, 419 . 00 per year had t he acci dent not t aken

pl ace .

1 . Jenni ngs .

Bef or e concl udi ng t hat t he cour t s ar e over - compensat i ng by a

subst ant i al per cent age by omi t t i ng t axes f r omt hei r cal cul at i ons, i t i s
necessar y t o consi der some ot her exampl es . I n each case t he

consumpt i on t hat can be enj oyed wi t h t he awar d ( cal cul at ed by t r i al

and er r or ) i s compar ed wi t h t he 1978 af t er - t ax ear ni ngs . The ext ent

of over - compensat i on under t he Jenni ngs appr oach depends cr uci al l y
on t he amount of ear ni ngs l ost , t he l engt h of t he wor ki ng l i f e, and t he
r at e of i nf l at i on . Tabl e 3 i ndi cat es t he per cent age of over -

compensat i on f or a number of exampl es . For shor t wor ki ng l i ves, t he

ext ent of over - compensat i on r i ses subst ant i al l y wi t h ear ni ngs l evel s .

For a f i ve year l i f e, t he over - compensat i on i s onl y t en per cent f or

$7, 500 . 00 i n l ost ear ni ngs . Thi s r i ses t o f i f t y- si x per cent f or
$50, 000 . 00 i n l ost ear ni ngs . The t ax on t he ear ni ngs at t he
$50, 000 . 00 l evel i s subst ant i al , but t her e i s r el at i vel y l i t t l e t ax on t he

i nvest ment i ncome because most of t he compensat i on comes f r om

encr oachment on capi t al f or a f i ve year wor ki ng l i f e . The pi ct ur e

changes dr ast i cal l y when t he l engt h of t he wor ki ng l i f e i ncr eases
because t he i nvest ment i ncome suppor t s a gr eat er per cent age of
consumpt i on . At t he $7, 500 . 00 ear ni ngs l evel t her e i s t wo per cent
over - compensat i on f or a f or t y year wor ki ng l i f e, but at t he
$50, 000 . 00 ear ni ngs l evel t her e i s a t wo per cent under -

Year

End- Year

Asset s

I nvest ment
I ncome and

Capi t al Gai ns

Taxes ( 1978

r at es i ndexed) Consumpt i on

Consumpt i on

1978

Pr i ces

1978 426514

1979 411573 43547 8699 49788 46531

1980 392481 42022 7841 53273 46531

1981 368645 40072 6906 57002 46531

1982 339469 37639 5823 60992 46531

1983 304317 34660 4549 65262 46531

1984 262265 31071 3293 69830 46531

1985 212259 26777 2065 74718 46531

1986 153039 21672 943 79948 46531

1987 83058 15625 61 85545 46531

1988 5 8480 0 91533 46531
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compensat i on over f or t y year s . The Jenni ngs r ul e i s near l y cor r ect i n

t hi s case, but at hi gher l evel s of l ost ear ni ngs t her e i s under -

compensat i on .

TABLE 3

COMPARI SON OF CONSUMPTI ON UNDER JENNI NGS APPR

AFTER- TAX EARNI NGS

7%I nf l at i on, 10 . 21% I nt er est

ACH WI TH

At t he begi nni ng of t he ar t i cl e i t was shown t hat a r eal r at e of
r et ur n coul d be used f or di scount i ng, el i mi nat i ng any need f or

f or ecast i ng i nf l at i on . Thi s i s no l onger t r ue i f t axes ar e consi der ed .

Si nce t he t ax syst em does not di st i ngui sh bet ween r eal i nvest ment

i ncome and i ncome t hat mer el y of f set s r i si ng pr i ces, t he hi gher t he

r at e of i nf l at i on t he gr eat er t he r eal t ax on i nvest ment i ncome . " I n

Tabl e 4 t he hi gher r at es of i nf l at i on ar e shown t o r educe t he

consumpt i on t hat can be sust ai ned by l ump- sum awar ds . Wi t hout

any i nf l at i on t her e i s ver y l i t t l e t axat i on over t he t hi r t y year per i od,
even at t he $50, 000 . 00 l evel . The hi gh r at es of i nf l at i on r ai se t he r at e

of t axat i on on r eal i nvest ment i ncome as i nt er est r at es i ncr ease . At a

t en per cent r at e of i nf l at i on t her e i s under - compensat i on f or t hose

ear ni ng over $7, 500 . 00 . I t must be emphasi zed t hat t hese cal cul a-

as Changes i n t he r at e of i nf l at i on may al t er t he per cent age of t he t ot al r et ur n on
equi t i es t hat t akes t he f or mof capi t al gai ns . Thi s r eadj ust ment i s not consi der ed i n

t he si mul at i ons . One woul d expect t hat t he non- neut r al i t y of t he t ax syst em woul d

cause nomi nal i nt er est r at es t o r i se by enough t o- of f set t he hi gher t axes, but

empi r i cal l y t hi s has not been t he case .

1978
Ear ni ngs

Bef or e Tax

1978
Ear ni ngs

Af t er Tax
Wor ki ng

Li f e -

Capi t al i zed
Gr oss Ear ni ngs

( 3%di scount
r at e)

Annual
Consumpt i on
1978 Pr i ces

Per cent
Over compen-
sat i on ( +) or

Under compen-
sat i on ( - )

Af t er Tax
Real Yi el d

5 34348 7500 +10 3 . 00

7500 6805 10 63977 7500 +10 3 . 00
30 147003 7269 + 7 2 . 76

40 173361 6950 + 2 2 . 53

5 68696 15000 +24 3 . 00

15000 12138 10 127954 14947 +23 2 . 93

30 294006 13113 + 8 1 . 99

40 346722 12144 0 1 . 76

5 137392 29899 +41 2. 88

30000 21232 10 255908 28899 +36 2 . 27

30 588012 23222 + 9 1 . 13
40 693444 20738 - 2 . 90

5 228986 49139 +56 2 . 39

50000 31419 10 426514 46531 +48 1 . 61

30 980020 35315 +12 . 51

40 1155740 30789 - 2 . 31
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t i ons assume t hat t he gover nment does not r eact t o t he r i si ng r eal t ax

r evenue by l ower i ng t ax r at es . These r esul t s ar e not caused by t he

l ack of f ul l i ndexat i on of t he t ax syst em. I f t he $100 . 00 st andar d

deduct i on and t he $1, 000 . 00 i nt er est di vi dend and capi t al gai ns

deduct i on wer e i ndexed, t he consumpt i on r i ses onl y sl i ght l y

( compar e t he l ast t wo col umns of Tabl e 4) .

Tabl e 5 of f er s a compar i son bet ween t he al t er nat i ve met hods of

account i ng f or t axes assumi ng seven per cent i nf l at i on . The cor r ect

awar d pr ovi des an amount whi ch j ust r epl aces t he l ost consumpt i on

i n each year . The Jenni ngs r ul e pr ovi des mor e compensat i on i n al l of

t he cases shown, but hi gher r at es of i nf l at i on woul d r ever se t hi s

r esul t .

2 . Gour l ey .

3 . McWeeney .

TABLE 4

EFFECT OF I NFLATI ON ON VALUE OF LUMPSUM,
30 YEAR WORKI NGLI FE

a The st andar d deduct i on, and i nt er est , di vi dend and capi t al gai ns deduct i on ar e i ndexed,

as wel l as per sonal exempt i ons and t ax br acket s .

Under t he Gour l ey met hod t he t axes on t he ear ni ngs ar e

deduct ed, but no al l owance i s made f or t he t axes on t he i nvest ment .

The awar d i s near l y cor r ect f or shor t per i ods because most of t he

consumpt i on i s f i nanced f r om encr oachment on capi t al . For hi gher

i ncome l evel s, l onger per i ods, and hi gher r at es of i nf l at i on, t he

Gour l ey appr oach subst ant i al l y under - compensat es t he pl ai nt i f f

( Tabl e 5) . For exampl e at t he $50, 000 . 00 l evel , t he consumpt i on i s

r educed by t went y- t hr ee per cent bel ow t he pr e- acci dent l evel over a

t hi r t y year per i od .

The McWeeney r ul e woul d use t he Gour l ey met hod f or hi gh
i ncome pl ai nt i f f s and t he Jenni ngs met hod f or l ow i ncome pl ai nt i f f s .
For shor t per i od damage cal cul at i ons t he er r or s i n Jenni ngs i ncr ease

wi t h i ncome . Ther ef or e, t he Gour l ey met hod f or hi gher i ncome cases

of f er s mor e accur at e r esul t s . For l onger per i ods ( such as t hi r t y year s)

Annual Consumpt i on Sust ai ned by

1978

1978

Ear ni ngs

Capi t al i zed

Gr oss

Ear ni ngs

Lump Sum

I nf l at i on

1978 Pr i ces

Rat e ( %n)

10

Ful l

Ear ni ngs Af t er Tax ( 3%) 0 - 7 10 I ndexat i ona

7500 6805 147003 7500 7269 6884 7091

15000 12138 294006 14997 13113 12020 12335

30000 21232 588012 29571 23222 20531 21034

50000 31419 980020 48011 35315 30488 31091



Cor r ect '

	

Jenni ngs

	

Gour l ey

	

-

	

Pear sonb

	

° Modi f i ed Tear sone

1978

	

Q
Wor ki ng 1978 Gr oss Af t er Tax

	

Annual

	

Annual

	

Annual Di scount

	

Annual

	

Di scount

	

Annual
.Consumpt i on

6805
12409
22461
33626

00
0
u

TABLE 5
A

ô
COMPARI SONOF ALTERNATI VE APPROACHES, 7%I NFLATI ON

6805
11549 oâ
20677
31026

a Cal cul at ed by t r i al and er r or .

	

m
b The di scount r at e equal s 10 . 21 x ( 1 - t ax r at e on ear ni ngs) - 7 .

The di scount r at e equal s 10. 21 x ( 1 - t ax r at e on i nvest ment i ncome) - 7 .

Li f e Ear ni ngs Ear ni ngs Awar d Consumpt i on Awar d Consumpt i on Awar d Consumpt i on Rat e ( %) Awar d Consumpt i on Rat e ( %) Awar d

7500 6805 - 58048 6805 63977 7500 58048 6805 2 . 26 60303 7070 3 . 00 58048

15000 12138 103623 12138 127954 14947 103540. 12129 . 1 . 26 113376 13270 2 . 55 . ' 105959
10 year s -

' 30000 21232 184548 21232 255908 28899 181113 20858 . 23 209659 23958 1 . 50 195805

50000 31419 279899 31419 426514 46527 268010 30169 - . 58 324450 36051 . 78 . 301121

7500 6805 136345 6805 147003 7269 . 133381 6674 2 . 26 147097 7273 3 . 00 136345

15000 12138 267790 12138 _ 294006 . 13113 . 237910 10991 1 . 26 301667 13398 2. 55 252366
30 year s

30000 21232 526699 21232 588012 23222 416157 17516 . 23 614799 24083 1. . 50 . 509904

50000 31419 850472 31419 980020 ' 35315 615826 24119 - . 58 . ' 103281 36878 . 78 837515
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t he McWeeney met hod wi l l subst ant i al l y under - compensat e hi gh

i ncome pl ai nt i f f s . The Jenni ngs r ul e i s cl osest t o t he cor r ect r esul t

f or l onger per i ods and hi gher r at es of i nf l at i on .

4 . Tayl or .

The Tayl or and Kei zer deci si ons suggest t hat j udges can

appr oxi mat e t he cor r ect r esul t by capi t al i zi ng net ear ni ngs and

addi ng an adj ust ment f or t axes on t he i nvest ment i ncome . A

compar i son bet ween t he consumpt i on pr ovi ded by Gour l ey and t he

af t er - t ax ear ni ngs i ndi cat es t hat t her e i s no si mpl e adj ust ment f act or
( " gr oss up" ) t hat wi l l gi ve sat i sf act or y r esul t s . The upwar d

adj ust ment must be gr eat er f or hi gher i ncomes, l onger per i ods, and

hi gher r at es of i nf l at i on . I f cour t s ar e goi ng t o consi der t hese f act or s,

t hey mi ght as wel l hear evi dence on t he pr edi ct ed t ax bur den based

on t he t r i al and er r or met hod .

5 . Pear son .

The Pear son appr oach makes adj ust ment s t o t he di scount r at e

because of t axes . I n t he exampl e pr esent ed i n Tabl e 5 t hi s met hod

suggest s t hat t he di scount r at e shoul d be 10 . 21( 1- t ) x 7 wher e 10 . 21

i s t he r at e of i nt er est , 7 i s t he r at e of i nf l at i on and t i s t he aver age t ax

r at e on t he l ost ear ni ngs . The r esul t i ng awar ds exceed t he cor r ect

awar ds i n ever y case . Thi s i s i n par t due t o t he l ower t axes on

i nvest ment i ncome compar ed t o ear ned i ncome . The l ast col umn i n

Tabl e 5 modi f i es t he Pear son f or mul a t o use t he aver age t ax on t he

gr oss i ncome l ost , t r eat i ng i t as i nvest ment i ncome . 4° Thi s br i ngs t he

r esul t s mor e i nt o l i ne, but t her e i s some under - compensat i on f or
l onger per i ods . The under - compensat i on i ncr eases wi t h t he r at e of
i nf l at i on .

C. Medi cal Expenses .

I n Andr ews t he Supr eme Cour t of Canada f el t t hat t he

t ax- deduct i bi l i t y of medi cal expenses i n excess of t hr ee per cent of
net i ncome mi t i gat ed t he need t o al l ow f or f ut ur e t axat i on . 41 Tabl e 6
compar es t he non- medi cal consumpt i on of pl ai nt i f f s wi t h and
wi t hout $10, 000 . 00 per year ( 1978 pr i ces) i n medi cal expenses . The
awar d f or t he pl ai nt i f f wi t h medi cal expenses i s t he capi t al i zed val ue
of medi cal expenses pl us gr oss ear ni ngs . Use of a t hr ee per cent
di scount r at e i mpl i ci t l y assumes t hat medi cal cost s and ear ni ngs wi l l
i ncr ease al ong wi t h t he cost of l i vi ng . The t abl e i ndi cat es t hat t he

" I t was assumed t hat hal f of t he i ncome was i nt er est , one- quar t er di vi dends and

one- quar t er capi t al gai ns .

" Supr a, f oot not e 1, at pp . 259- 260 ( S. C. R. ) , 475 ( D. L . R. ) .
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pl ai nt i f f wi t h $10, 000 . 00 i n medi cal expenses may be bet t er - of f or

wor se of f i n t er ms of f unds l ef t over f or ot her consumpt i on,

dependi ng on t he l evel of i ncome and t he r at e of i nf l at i on . Ther e ar e

sever al r easons why t he medi cal expense deduct i on does not exact l y

of f set medi cal cost : 1) t he di vi dend t ax cr edi t i s a cr edi t f or di vi dend

i ncome t hat i s not t axabl e i f i t i s used f or . medi cal expenses . Thi s

r ai ses t he consumpt i on of t he r eci pi ent of an awar d f or medi cal

expenses . 2) Onl y expenses i n excess of t hr ee per cent of net i ncome

ar e deduct i bl e . 3) When t her e i s i nf l at i on, some por t i on of t he awar d

f or medi cal expenses, must be r ei nvest ed i n t he ear l y year s t o cover

f ut ur e r i si ng medi cal cost s . The, t axes on t he subsequent i nvest ment

i ncome ar e not t ax deduct i bl e .

TABLE 6

I NCREASE ( +) ®R DECREASE ( - ) I NANNUAL CONSUMPTI ONOF THOSE
WI THMEDI CAL EXPENSES OF $10, 00® PERYEAR ( 1970 PRI CES)

JENNI NGS METHOD, 30 YEAR WORKI NGLI FE

I CI . Concl usi ons .

The net r esul t of t hese bi ases i s t hat at a zer o r at e of i nf l at i on t he

hi gher i ncome i ndi vi dual can enj oy a gr eat er i ncr ease i n non- medi cal

consumpt i on t han t he l ower i ncome i ndi vi dual . At hi gh r at es of

i nf l at i on, t he hi gher i ncome i ndi vi dual suf f er s a gr eat er l oss of ot her

consumpt i on. I n t he $50, 000 . 00, t en per cent i nf l at i on case,

ei ght een per cent of - medi cal expenses ( $1, 843 . 00 di vi dend by

$10, 000. 00) ar e not compensat ed because of t he addi t i onal t ax

bur den .

An anal ysi s of t he i mpact of i nf l at i on on i nt er est r at es suggest s t hat a

modi f i ed Di pl ock appr oach shoul d be used . The r eal r at e of i nt er est

t hat has. pr evai l ed over l ong per i ods i n t he past of f er s t he best gui de

t o . f ut ur e l ong- t er mr eal r at es of r et ur n . Thi s appr oach el i mi nat es t he

need f or t est i mony on t he f ut ur e r at e of i nf l at i on, but such t est i mony

may be r equi r ed i f t axes ar e t aken i nt o account usi ng t he Tayl or ,

Pear son, or t r i al and er r or met hods .

The si mul at i ons of t he t ax consequences f or t he r eci pi ent of a

l ump- sum awar d suggest t hat t he met hod chosen by t he Supr eme

Cour t of Canada i n Andr ews f or per sonal i nj ur y cases i s onl y

accur at e f or l ong wor ki ng l i ves and cur r ent r at es of i nf l at i on ( t en per

cent ) . For shor t er wor ki ng l i ves t her e i s subst ant i al over -

compensat i on . The Tayl or and Kei zer met hod of ar bi t r ar y adj ust -

Rat e of I nf l at i on

Gr oss Ear ni ngs 0 7 10

7500 0 - 136 - 782
15000 - +3 - 284 - 1148
30000 +429 - 474 - 1476
50000 +1405 - 700 - 1843
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ment i s unl i kel y t o yi el d a cor r ect r esul t . The Pear son met hod i s

adequat e i f t he t ax r at e i s based on i nvest ment i ncome .

I t i s l i kel y t hat t he Supr eme Cour t ( i n Andr ews) deci ded t o

i gnor e i ncome t axes f or per sonal i nj ur y cases f or t wo r easons . Fi r st ,

i t bel i eved t hat t he t axes on t he ear ni ngs woul d cancel out t he t axes

on t he i nvest ment i ncome . Second, i t bel i eved t hat i t i s i mpr act i cal

t o make t he cal cul at i ons . Now t hat i t has been demonst r at ed t hat t he

r esul t s may be bi ased i f t axes ar e i gnor ed and t hat i t i s pr act i cal t o

make t he cal cul at i ons, i t i s suggest ed, wi t h r espect , t hat t he cour t

shoul d r econsi der i t s posi t i on . Fol l owi ng Kei zer , pl ai nt i f f s i n f at al

acci dent cases must now i nt r oduce t est i mony on t he f ut ur e t ax

l i abi l i t y . Such t est i mony based on t he t r i al and er r or met hod, has

been ut i l i zed i n Cobean . 42 Si nce no meani ngf ul di st i nct i on can be

made bet ween f at al and non- f at al cases, t he Jenni ngs r ul e i s cl ear l y

i nappr opr i at e .

42 Supr a, f oot not e 6, at p . 23 .
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