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‘the meaning.of § 104(#)(2) of thé'Internal Revenue Code, The
.district court, on the United States' motion to dismiss, found.for
the taxpayer~appelléeé, Ma#y, Helen, .and William Brabson
(collectively the "Taxpayers" or "Brabsons'), and.held that under
Colorado law, prejudgment interest is'an-element.of compengatory
damages excludable fxrom incqme-under § 104 (a) (2). See Brabson v,
United States, 859 F. Supp. 1360 (D. Colo. 1994). We conclude,
howevef, that considerations of federal law require revefsal.
I. BACKGROUND

On July 15, 1%81, Mary Brabson and her childrén, Helen and
William, were.injured in an explosion caused by_a gas leak in.thei;
home . .Mary Brabson, on behalf of herself and her children; Suéd_
the City of Colorado Springs, Stratmoor Hills Water District, andl
Stratmoor.Hills_Sanitation District. On October 29, 1983, after_a
jury trial, the court entered judgment for the Brabsons awafding
damages for personal and property inju;ies, and statutory
prejudgment interest on this amount dating from the time of the
explosgion.

The defendants appealed, the Stratmoor Hills partiesg
.subsequently settied, and in November 1986, the Colorado Court of
Appeals affirmed the judgment. The City of Colorado Springs filed
a petition for a writ df certiorari in.the Colorade Supreme Court

-
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that was initially granted but then, following oral argumént on
April 25, 1938, denied.
In June 1988, the City of ColoradQ.Springs satisgfied the
judgment:, The Brabsons did not include the amount characterized as
prejudgment_interest on their 1988 fedefal income taxrreturns, and
were assessed deficiencies for the'excluded.amount. After paying
the déficiencies, the Brabscons brought suit to recover the amounts
paid, plus interést and attorney's fees. The distfict court found
for the Brabsons, holding that prejudgment interest awa?ded
pursuant to Colo. Rev. Stat. § 13-21-101(1) (1979) is an element of
damages excludable from income within the meaning of § 104(a)(2).of
the Intefnal Revenue Code. 859 F. Supp. at 1370._:ThiS'éppeai by
the-government followed. |
II. DIg N

The facts are not in dispute. We review de novo the legal

question of whether prejudgment interest is properly excludable

under § 104({a) (2). gZes 0'Gilvie v. Uniked Stateg, 66 F.3d 1550,
1555 (10th Cir. 1995). We shall review relevant statutory

provigions, set out the competing positions as reflected in the

caselaw on point, then turn to our own analysis of the issue.
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"Grogs income" is defined in § 61(a) of the Internal Revenue
Code: '"Except as otherwise provided in thig subtitle, gross income
means all income from'whatever source derived." 26 U.8.C. § Gl{a).
Since its enaétment, the "sweeping écope" of this gection and ite
predecegsors has been repeatedly emphasi;ed by the Supreme Court.
ﬁgw v. Commiggioneyx, 115 8. Ct. 2159, 2163 (1995); O'gilvie,
66 F.3d at 1555. Thué, any gain coﬁstitutes groge Lncome unless
the taxﬁayer demonstrates that it falls within a specific

exemption, Wegson v. United Statesg, 48 F.3d 894, 898 (5th Cir.

1995); gee gchlejer, 115 8. Ct. at 2163; Commiggioner v. glenshaw
Glags Co., 348 U.8. 426, 430 (195885},

The exclusion at issue here, § 104 (a) Qf the Code, provides;
in relevant part, | |
gross incomé does mot include--
{2) the amount of any damages feceived (whether by suit
or agreement and whether as lump sums or as periodic
payments) on account of pergonal injurigs or sickness.
26 U.8.C. § 104(%)(2). In interprefing the breadth of § 104(a) {2),
we aré guided by the corollary to § 61l(a}'s breoad construction, the
"default zrule of gtatutory interpretation that exclusions from

income mugt be narrowly construed." Sghleier, 115 8. Ct, at 2163;

Q'Gilvie, 66 F.3d at 1560.
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The ﬁension between §§ 61l{a) and 104(a) is the nub oflthis
dispute, _The Taxpayerg contend that prejudgment interest, as
provided for by Colorédo_law, falls.within the gpecific exclusion
of § 104(a) (2). 1In contrast, the government arguesg that interest
~1s not an element.oﬁ § 104(a) (2) démages but rather is expressly
defined as income under § 61l {a} (4).

2. R@M&l@m.

il

The partieg' contrary positions are a reflection of the cases

that have addressed this igsue. Beginning with Kovacs v.
Commiggioner, 100 T.C. 124 (1993}, aff'd without puyblighed opinion,

25 F.3d 1048 (6th Cir, 19§4}, the Tax Court uniformly has hgld that
prejudgment interest is taxable.

Kgxggg involved the statutory assessment of. prejudgment.
interest under Michigah law on a wrongfﬁl death claim. - Relying.on
the principle that "the words of statutes -- including revenue acts
-- should be interpreted where possible in their ordinary, everyday
sengesg, "  id, at 128 (quoting Crane v. Commissioner, 331 u.s. 1, 6
(1947)), the court found a clear demarcation betﬁeén "damages" and
"interest" and emphasized. that § 104{(a}(2) referred only to
Tdamagesg." In addition, the court stressed the usﬁal practice of
taxing interest, noting in particular that it.had found no céses
that supported the taxpayer's pogition. Finaily, the court noted

-5~
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that its decision was qonsistent with Michigan law, which clearly
digtinguished between "damages" and'"interest." The Tax Court's
subseqﬁent decisionsf'felying on Kovacg, consistently ha&e held
that prejudgment interest is taxable, regardless of how the.state
characterizes .its prejudgment statute or whether the final
disposition is judgment or settlement. gee Euxng v. Commiseioner,

67 T.C.M. (CCH) 3116 (199%4); Robingon v. Coumjgsioner, 102 T.C.

116, 126 (1994), aff'd in pax 'd i , 70 F.3d 34 (5th
Cir. 1995); Delaney v. Commissioper, 70 T.C.M. (CCH) 353 (1995);
Foregt v. Commissioney, 70 T.C.M. (CCH) 349 (1995).

The district court forthrightly attacked the reasoning of
Kgﬁagg, See 859 F. Supp. 1366-70. Discarding the "inﬁerest is
interest® equation as "tautology," id. at 1368, the coﬁft undertook
a thorough analysie of the concept of interest and damgges.and
arrived at a contrary conclusion. The crux of the court's decision
was that under Colorade law, prejudgment interest ig characterized

as damages. Id, at 1363-66.°

2 In support of its theory that the characterization of
"interest" as '"damages" resolveg the tax question, the district
court relied primarily on a United States Board of Tax Appeals

case, N.V. Kopninkliike Hollandigche Lloyd (Royal Helland Llovd) v.
Commiggioner, 34 B.T.A. 830 (1936). See 859 F. Supp at 1367-68.

We think it is inapposite. Royal Holland inveolved the unlawful
detainment by the United States of a foreign vessel in New York
Harbor. The foreign owner of the vessel sued the United States

-6-
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We see merit in each.position. Ag, apparently, this is the
first puﬁliéhed opinion from a coﬁrt'of appeals reviewing Xovacs
| and.ité progeny, we embark on a thorough explpratibn of this
difficult question.
B. Qur Analygis
The tagk before us 18 to determine whether prejudgment
interest on tort damageé' ig excludable as "damages" under §
104(a)(2). We begin by reviewing the Supreme Court's mbst.recent
discussioﬁ of the provision in Schleier, and then consider the
nature of. the. prejudgment interest awérd undex zColorado law.
Haﬁiﬁg thus set the framework, we reexamine the statutory language,
~and becaﬁse we detérmine that it is ambiguousg, we turn to consider._
legislative intent. |
1. Schleier
In holding that a plaintiff's recovery under the ADEA is not

excludable from gross income under § 104(a) (2), 115 8. Ct. at 2163,

government and received damages and interest, beth of which were
held to be excludable from income. However, because Royal Holland
was a forelgn corporation, the taxability of the interest was
governed by § 119(a) of the Revenue Act of 1932. Unlike § 61({a}
and its statutory predecessor, § 22(a), § 119(a) did not broadly
define income. Rather, "the income shown to be taxed [had to] cowe
strictly within the limits of the statutory reguirements." 34
B.T.A, at 834,

-7-



AppeHa&eCase:94=1591 Document: 01019280397 Date Filed: 01/11/1996 Page: 8

the Supreme Court enunciated the proper approach to be followed in
applying the provision:

In sum, the plain language of § 104(a) (2), the text of

the applicable regulation [26 C.F.R., § 1.104-1{c)], and

our decigion in Burke [504 U.S. 229 (1992)] establish two

independent requirements that a taxpayer must meet before

a recovery may be excluded under § 104(a) (2). First, the

taxpayver must demonstrate that the underlying cause of

action giving rise to the recovery is "based upon tort or

tort type rightg"; and second, the taxpayer must show

that the damages were received "on account of personal

injuries or sicknessg.'
Id, at 2167,

Schleier makes clear that all elements of a damage award
received by a taxpayer must satisfy these two prongs. Justice
Stevens for the Court described a hypothetical car accident that
caused the victim to suffer medical expenses, lost wages, and pain,
suffering and emotional distress. The resulting settlement is
excludable in full, he explained, not simply because the taxpayer
received a tort settlement, but because each element of the tort
award was "damages . . . received 'on account of injuries or
sickness.'" Id. at 2164. In other words, each element of damages
was linked to the injury itself.

In this case, there is no dispute that the Taxpayers satisfy

the first prong: the award of prejudgment interest was based upon

a tort. However, for the Taxpayers to prevail, they must
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demonstrate that the interest here is_"démages," and further, that
recovery of-sugh “daméges" was "on éccount of injuries" -- i.e.,
attributable to the injuries suffered in the explosion. We
therefore look to Colorado law to determine how, if at all, it
plays a part in deciding thesge issues. |
2. colorado Law

We note at the outset that state law determines the nature of
the legal interests and fights created by state law, but that the
federal tax consequenceg pertaining to such interests and rights
are solely a matter of federal law. See Helvering v. Stuart, 317
U.S. 154, 162 (1942); Lyeth v. Hoey, 305 U.S. 188, 194 (1_93_.8).,. Imel
v, United States, 523 F.2d 853, 855 (10th Cir. 1975). In Qg;;}.m,
for example, in discussing whether pﬁnitive damageg were excludable
under § 104 (a) {(2), we noted that other circuits faced with thé same
quegtion looked to gtate law to determine whether puniti?e damages
were cowmpensatory 1in nature, 66 F.3d at 1556 n.10. Here,
analogously, we look to state law to-detefmine the nature of the
payment of prejudgment interest.

The Colorado sgtatute mandating prejudgment interest for
personal injury c¢laims provides:

(1} In all actions brought to recover damages for

personal injuries gustained([,] . . . it is lawful for the

plaintiff in the complaint to claim interest on the

-9-



Appellate Case: 94-1591  Document: 01019280397 .DaueFﬂed:01Mj11996 Page: 10

damages alleged . . . . When such interest is so claimed,
it ieg the duty of the couxt in entexring judgment for the
plaintiff in such action to add to the amount of damages

aggegged . , . interest . . . calculated from the date
such suit was filed to the date of satisfying the
judgment. . . .

Colo. Rev. Stat. § 13-21-101(1).}

In interﬁreting Ehe gtatute, the Colorado Supreme Court has‘
 held that "pfejudgment intefest is an element .of compensatqry
damages in actions fqr personal ihjgries} awarded to compensgate the
plaintiff for the time value of the award eventﬁaily obtained
against the tortfeaser." 'Allggﬁpg_lna*"QQA v. ﬁ;gzkgf 79?_P.2d 14,

19 (Colo. 1990). It ig treated as another item of damages, id,,

which "is necessary to make the plaintiff whole." ﬁggﬂgxﬁ_CQnaLxé
Co. v. Bradley, 817 P.2d 971, 975 {Colo. 1991).
The rulings'quoted above from gtarKke and RBradley provoke the

strongest arguments on both sides of this débate. The government
contends that interest that compensates for the time value of money

-- whether damages or not -- is distinguishable from damages that

3 Another sentence of the subsection provides that "after
July 1, 1979, it is lawful for the plaintiff in the complaint to
claim interest on the damages claimed from the date the action
agerued." Id. (emphasis added). Despite this internal ambiguity,
Colorado courte have held that interest is calculated from the date
the action accrued. See Gregory B. Cairns and John C. Tredennick,
Jr ollecting Pre- d Post-Judgment Interesgt I :

! L AN =

Priwer, 15 Ceoleo. Law. 753, 756-57 (1986},

-10-
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recompénse_the underlying injury. The Brabsons éounter that any
type of damages that gserve to cdmpensate an injured person is
excludable.

One thing is clear. Under Colorado law, the nature of the
prejudgment interest is to compensate the injured victim for the
lost time value of money., While Colorado has characterized this
compengsation as an element of damages, the taxability of this
interest is purely a question of federal law. See Imel, 523 F.2d
at 855.

Our question has therefore become nafrowed. Accepting that'
prejudgment interest under Colorado law compensates-ﬁlaintiffs for
the lost time wvalue of money, ahd constitutes an element Qf
damages, we still must determine wheﬁher the interest ié "déméges
received . . . on account of peréonal injury" under § 104 (a) (2).
In short, is compensation for the lost time value of money

excludable under § i04(a){2)?

o
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The plain language of the statute provides no guidance.én this
question. The Taxpayers argue that the word "any" in conjunction
with "damagesﬁ in § 104 (a) (2) clearly "broadéns the definition of
damages" so that "all elements of damages including interest on a
judgment " are encompassed. The word "any," however, cannot alter
the méaning of."damdges," and it therefore sheds.no light on’tﬁe
issue at hand: whether prejudgment interegt ig "damages . . . on
account of personal injury."

Nor do we £find COmpelling the Tax Court'g épproach_to_the
language, which is simpiy to rely on the fact that intereSt and

_ damages.:as generally 'understood' and defiﬁed were sépafétel
. concepts.' Kevacs, 100 T.C. at 129. .After all, "compensation for
Services" ag used in § 61(a) (1) ¢of the Céde ig also definitibnally
a geparate concept from "damages," yet it is_undisputed that lost
wages are excludable undex § 194(3)(2); §§§ Schleier, 115 S. Ct.

at 2164. Moreover, labels take us only so far; for federal tax

¢ Citing Webster' i New I ! 1 Dictd ry {1986),
the Tax Court defined ‘"damages" as the ‘'compensation or
satigfaction imposed by law for a wrong or injury," and "interest"”

- ag the price paid for borrowing [ie., withholding] money." Id.

12~
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purposes, we focus on substance over form.: See Commissjioner v.
rt_Holdi , 324'U.S. 331, 334 (1945). | o
b. T ry Regulation 1.104-1(c
The regulation promulgated bf thé Treésﬁry Department under §
104 (a) (2) is likewise unhelpful., Regulation 1{104—1(0} provides
that "[tlhe term 'damages received (whether by suilt or agreement)'
means an amount received . . . through prosecution cf a legal suit
or action basged upéﬁ tért or tort'type rights, or through a
settlement égreement entered into in lieu of such progecution." 26

C.F.R. § 1.104-1(¢). While an award of interest could fall neatly

within this definition -- it is an "amount received . . . thrbugh
prosecution of a legal suit" ~-- we note that the regulation does
not define '"on account of personal injuries or sickness." Nor have

we read the regﬁlation this.broadly. Although punitive damages are
clearly a form of "damages" and "an amount received . . . through
_prosecution?" we have held that they are th excludable under §
104 (a) (2). Bee Q'Gilvie, 66 F.3d at 1560,

Having'found no angwer to our guestion in the language of §
104(a)(2)'and its related regulation, we thus turn to congressional

intent.

4. Congreggional Intent

-13-
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Aloné, analysis of the geant 1egisiative history of §
213(b)(6); the statutory predecessor of § 104(é)(2), does not
resolve our-quéndary( Courts have generally réad the legislative
history as_demonstrating Coﬁgress'_intent to exclude amounts that

congtitute replacement of losses resulting from injury or sickness.
See Reese v. United Stateg, 24 F.3d 228, 231 (Fed. Cir., 1994);
Wesson, 48 F.3d at 899; Hawkine v. United States, 30 F.3d 1077,
1083 (9th Cir..1994) (ﬁDamages paid for personal injuries are
excluded from gross income because they make the taxpayer whole
from a preVious loss of personal rights -- because, in effect, they

restore a logs of capital.") (citation and internal quotation marks’

omitted) . Because compensating a plaintiff for the delay in
receiving payment also serves to wmake her whole, gee Moneggen:

Southwegtern R. Co, v. Morgan, 486 U.S. 330, 335 (1988) (stating
the proposition that "[p)rejudgment interest is normally designed
to make the plaintiff whole," though finding it unavailable under
FELA) , Taxpayers argue that it too should be excluded.

While the language of Reege, Hegsgon and'ﬂgﬂ&iag read broadly
could support excluding any damages that serve to compensate the
plaintiff, these cases were simply distinguishing punitive from
compensgatory damages in ordef to justify the taxation of punitives,
The conclusion that the legislative histoxy demdnstrates that

-4~
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damages, to be excludable, must serve alcompensatpry purpoée does
nqt_dispose of the'issué hére,.namely whéther évery.type of sum
that might gerve a compenéatory fuﬁction falls Qithin tﬁe scope of
§ 104 (a) (2).

The legislative histbry ig bereft of any diredt.evidénce that
Congress .evef considered the tax treatment bf prejudgment
intereét.5 Therefore, we are left to determine whether a broad or

' narrow .interpretétidn--of § 104(a) (2) is more consistent with

congressional intent.

5 Taxpayers argue that the 1982 Periodic Payment Settlement
Act ("PPSAv"), Public L. 97-473, 96 Stat. 2605, § 101, evidences
‘legiglative intent that time value of money considerations were not
to be treated separately under § 104(a){2). The PPSA amended §
104 (a) (2) and provided that a victim of personal injuries who
received damageg in periodic payments rather than a lump sum could
exclude the entire periodic payment from grogs income.

We are not persuaded that the PPSA, which applies solely to
periodic payments, sheds light on whether Congress intended to
exclude prejudgment interest under § 104(a) {2). There is nothing
in the act or in the revenue rulings themselves that indicates a
general Congressional or administrative position toward the
exclusion of prejudgment interest. Indeed, given the difficult
task of differentiating interest and damages in the context of -
periodic payments, it is quite probable that the driving force
behind the act was a concern for adminlstratlve convenlence. See
Douglas A. Kahn, ; z _ . 3 ] ! )
Injury: To Tax or Not to Tax? 2 Fla. Tax Rev 327 345 (1995)

-15-
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significantly, we note that in éonstruihg § 104 (a){2) in othér
contexts, the Court haé emphasized that traditional tort-cohcepts
_are relevant to the anélysis. See Burke, 504 U.S. at 234, 235
(bpining that "IRS regulations have linked identification of a
personal injury for purposes of § 104(a) (2) to traditicnal tort
principleg" and that "one of the hallmafks of traditiqnal tort

liability is the availability of a broad range of damages"); see

also Schleler, 115 S. Ct. 2159, 2163-64 {considering "typical

. recovery in a personal injury case [to] illustrate[] the usual
meaning of 'on account of personal injuries.'"). Although Burke

'was attempting to elucidate'the meaning of "personal_injury,“ an
igsue that 4is not .in dispute in this case, we believe that
traditiocnal tort concepts are still relevant, particulariy when
attempting to discern the:meaning of § 1Q4(a)(2) ag intended by
Congress. |

érejudgment interest was rarely available under the common

law, and never for personal injuries.® gee Monessen, 486 U.S. at

¢ Bection 104 (a) {(2) has remained virtually unchanged from its
predecegsor, § 213(k) (6) of the Revenue Act of 1918, ch. 18, 40
Stat. 1057, 1066 (1919). Section 213({(b) (6) excluded "l[almounts
received . . . as compengation for personal injuries or sickness,
plus the amount of any damages recelved whether by suit or
agreement on account of guch injuries or sickhess." @Given that §
104 {a) (2) succeeds § 213(b) {(6) in form and substance, damages as
understood by Congress in 1919 are relevant to our discussion here.

-16~
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337 ("In 1908, when Congréss enacted ﬁhé FELA, the common law did
ﬁot allow prejudgment intérest in suits_for:personai injury or
wrongful death."); 2'Dan.B..Dobbs, Law of Remedies § 8.4, at 454-55
{Practitioner Treatise Series 1993). The requirement of a
ligquidated sum, "fixéd and known," posed the greatest obstacle
towards recovery of such.interest. See Charles T. McCormick, Law
‘of Damages § 54, at.213 (1935). |
- Thus prejudgment iﬁterest; when awarded at all, generally
compensated for pecuniary harms, most often éasily determinable
contragtual ones.” It ig only more recently, pursuant to cexrtain

gtatutes, that prejudgment interest hag become recoverable in

personal injury suits on nonpecuniary harms. gee 1 Law of Remedies .
8 3.6(2), at 346-48 (comparing statutes). While Ehe Colorado

statute may CQntemplate a different understanding of the coﬁcept of
damages, we believe it is contrary to the concept of damages for
personal injuries as understood in the Revenue Act of 1918 and

maintained ever since. See Dan§¥ v. C.I.R., 33 F.3d 836, 840 (7th

* See Law of Damageg § 56, at 223-24. In McCormick's

opinion, interest should have been allowed in personal injury cases
for pecuniary damages such as medical expenditures. Id., He notedq,
however, that "it 1s generally agreed that juries should nct be
directed to allow even asg a matter of digcretion, interegt upon
damages given for pain, suffering, humiliation, and other like
nonpec¢uniary injuries." Id, § 57, at 226.

17 -
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Cir. 1994) (characterizing prejudgment interest as a type of
contract remedy). Absent an express signal from Congress, gee

Monesgen, 486 U.s. at 339, we_hesitate to interpret "damagés oh

account of personal injury" as broadly as Taxpayers request.
b. gchlegiex
Moreover, we belleve that Sghleier léads us to the szanme

conclusion. Though'not facing this isgue, the Court emphasgized
that there should be a direct link between the injury and the
remedial relief. Zee 115 8. Ct. at 2164 ("Thus, in our automobile
hypothetical, the accident Causes.a personal injury.which in turn
causes a loss of wages."i. ~In conﬁrast, compensation for the lost
time  value of money is caused by the delay in attaining judgment..
Time becomes the relevant factor, not the injury itsgelf -~ the
lohger the procedural delay, the higher the amount.. Tndeed, often’
the‘prejﬁdgment-interest award dwarfs the damgges award. In short,
though it is reiated to the injury, both in terms of existence and
computation, the award of prejudgment interest is not linked to the
injury in the same direct way ag traditional tort remedies.
c. mhg_dgiﬁuig;xuis

Lastly, though perhaps most importantly, we are guided by.the

default rule that ‘'"exclusions from income must be narrowly

_18..
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constfued." Schleiey, 115 S..Ct. at 2163; ’G ie, 66 F.id at
1566; Although we think that the.téxation of prejudément interest
is consistent with congressional intent, even if "good reasons
tug[ged] each way," we would be required to hold that § 104 (a) (2)
does not exclude Taxpayers' prejudgment interest award from income,
O'Gilvie, 66 F.3d at 1560 (citation and internal guotation marks
omitted) .
c. Conclusion

We Dbelieve that the T.axpayers' construction, although not
irrational; qontemplates too broad a ieading of the exclusion
provision, a step we are unwilling to take. The default rule to
construe exclugions narrowly, the nature of prejudgment interest,
the Court's recent decision in.ﬁghigigx, and the purpecse of §
104{a) (2) as we discern it, all lead us. to conclude that the
prejudgment ihterest recovered by Taxpayers does not constitute

"damages on account of_personél injury" under § 104{a} (2).

-19-
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