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SECURITIES

AUSTIN v. LOFTSGAARDEN: SECURITIES FRAUD IN REAL
ESTATE LIMITED PARTNERSHIP INVESTMENTS-

OFFSETTING PLAINTIFFS' RELIEF TO
THE EXTENT OF TAX BENEFITS

RECEIVED

INTRODUCTION

Real estate limited partnerships have become an increasingly
attractive investment vehicle for high tax bracket individuals who
seek to shelter their income.' Securities law issues may arise, how-
ever, when these ventures prove to be unsuccessful and the inves-
tors wish to rescind. In Austin v. Loftsgaarden,2 the Eighth Circuit
Court of Appeals was the first circuit court to address the issue of
what role real estate limited partnership tax benefits should have
in measuring restitutional damages under the Securities Act of
1933 and the Securities Exchange Act of 1934.3 The court held that
where a rescissory measure of damages is applied in a private se-
curities fraud action, evidence of any tax saving incurred by the
investor as a result of the investment in the tax shelter4 may be
permitted to reduce potential damages. This ruling should be one
of the risks considered by real estate limited partnership investors
in the Eighth Circuit. In making an initial investment decision, a
potential investor would presumably wish to know that if a securi-
ties law violation occurs, any tax savings vis-a-vis the investment

1. Limited partnerships are advantageous investments to high income indi-
viduals because of the tax consequences; income and losses of the partnership are
passed directly to the partners. See Dahlk, Real Estate Partnerships and the Securi-
ties Laws: A Primer, 12 CREIGHTON L. REV. 781, 783 (1979); HOFF & FASS, 1983 TAX
SHELTERED INVESTMENTS HANDBOOK 94 (1982).

2. 675 F.2d 168 (8th Cir. 1982). This issue has been addressed several times at
the district court level, but never directly by a Circuit Court of Appeals.

3. 15 U.S.C. § 7711(2) provides that:
[AIny person who... (2) offers or sells a security ... by means of a pro-
spectus or oral communication, which includes an untrue statement of a
material fact or omits to state a material fact necessary in order to make
the statements, in light of the circumstances under which they were made,
not misleading ... shall be liable to the person purchasing such security
from him, . . . to recover the consideration paid for such security with in-
terest thereon, less the amount of any income received thereon, upon the
tender of such security, or for damages if he no longer owns the security.

[Emphasis added].
4. 675 F.2d at 183-84. High income investors invest in real estate limited part-

nership ventures to enjoy dual benefits: deductible losses in the initial years and
hopefully speculative gain in the later years.
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will be held against the investor in a subsequent claim for
damages.

FACTS AND HOLDING

The plaintiffs in Austin were four of the twenty-two investors
in a real estate limited partnership venture, the purpose of which
was to develop, build and operate a Ramada Inn in Minnesota.5

The defendants, Loftsgaarden, promoter of the venture and three
of his closely-held corporations, were to serve as the general part-
ners.6 Loftsgaarden prepared an offering memorandum in which
he detailed the tax benefits of an investment in the partnership.7

The limited partnership encountered financial difficulties from
its inception. 8 Construction costs exceeded expectations, operat-
ing expenses for the hotel were greater than had been forecast,
and the occupancy rate was short of the predicted level.9 Loft-
sgaarden, in an attempt to raise additional operating capital for the
repayment of debts, sold five additional units in the limited part-
nership for a sum of $175,000.10 These sales did not alleviate the
partnership's financial difficulties. 1 1

Loftsgaarden next asked the limited partners to make $125,000
in additional loans to the partnership to keep it afloat.12 The plain-
tiffs and other limited partners made these loans. 13 The partner-
ship ultimately defaulted on its loans and rent payments and

5. Id. at 172.
6. Id. B. J. Loftsgaarden is an attorney and the president and sole shareholder

of each of the corporate defendants. Under the terms of the venture, each limited
partner was to invest a minimum of $35,000. Twenty units, or $700,000, were to be
sold. Additionally, Loftsgaarden obtained, for the venture, a $2.31 million mortgage
loan and a $240,000 furniture and fixtures loan. Id. at 173.

7. Id. The offering memorandum indicated that Loftsgaarden could obtain in-
terim construction financing at an interest rate of nine and one-half percent; that
the construction loan interest would amount to $130,000; that the land lease would
run for 40 years; that construction would begin in May of 1973 and be completed in
December of 1973; that the developer would receive $103,000 for "overhead and
profit;" that the furniture and fixtures loan would be at a rate of eight percent; and
that long term financing had been firmly committed. These representations were
all found to have been false. Id. at 174-75.

8. Id. at 175.
9. Id.

10. Id. The court did not indicate whether the purchasers of these units were
plaintiffs in this case. Id.

11. Id.
12. Id.
13. Id. at 176. The limited partners hired on account an independant attorney

to investigate the financial affairs of the partnership before making these loans.
The district court found that by the time these investigations took place, the plain-
tiffs knew or should have known about Loftsgaarden's fraudulent acts. Id.
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foreclosure ensued. 14 The plaintiffs filed their complaint in Febru-
ary of 1976.15

On June 25, 1980, after a seven day trial, the district court jury
found that Loftsgaarden had knowingly made material misrepre-
sentations and omissions in the offering memorandum, upon
which the plaintiffs had relied.16 The district court also accepted
the jury's advisory verdict that there was a causal connection be-
tween Loftsgaarden's wrongful actions and the plaintiffs'
investments.

17

The district court jury found Loftsgaarden and the corporate
defendants liable under section 10(b) and Rule lob-5 of the Securi-
ties Exchange Act of 1934 and, in the advisory opinion, liable under
section 12(2) of the Securities Act of 1933.18 The district court ap-
plied a rescissory measure of damages, allowing the plaintiffs re-
turn of their full consideration, interest and attorneys' fees. 19 The
defendants appealed the damages award.20 Specifically, the de-
fendants took exception with the district court's ruling that they
could not introduce any evidence pertaining to the tax benefits ob-
tained by the plaintiffs as a result of their investments in the ven-
ture.21 The defendants claimed that the tax benefits should have
been a relevant factor in determining the actual amount of dam-
ages suffered by the plaintiffs. 22

The Eighth Circuit overturned the district court's decision on
damages. 23 The court held that where a rescissory measure of
damages is applied in a private securities fraud action involving
tax shelter investments, evidence of the tax savings benefits in-
curred by the investor is admissible to reduce potential damages. 24

14. Id.
15. Id.
16. Id. at 176.
17. Id.
18. Id. at 172. The jury also found the defendants liable under the antifraud

provisions of the Minnesota Securities Act, MINN. STAT. ANN. §§ 80A.01 to -23 (West
Supp. 1983). Id.

19. Id.
20. Id. at 172-73. The defendant's also raised securities law issues with respect

to the sufficiency of the evidence as to materiality, reliance and causation. Id. at
176. But as the court aptly held, the damages issue is "the most hotly contested
issue in this case." Id. at 180.

21. Id. at 180. The district court disallowed the evidence, dismissing the argu-
ment as "sophistic malarky." Id. at 181.

22. Id. at 180.
23. Id. at 184.
24. Id. at 183-84.
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BACKGROUND

Tax Shelter Structure of Real Estate Limited Partnerships

As the Eighth Circuit aptly suggested, the attraction of real es-
tate limited partnerships to high income investors results from the
tax treatment of the partnerships' income and losses. 25 Current
tax law allows the income and losses of the partnership to pass
directly through to its partners. 26 These deductible losses are val-
uable to high income investors as a means of offsetting income
from other sources. 27

Partnership gains and losses are allocated to each partner
based on the terms set forth in the partnership agreement.28 How-
ever, only in real estate limited partnerships are the partners al-
lowed to deduct more in losses than each has actually invested or
placed "at risk. ''29 This phenomenon, coupled with the use of de-
preciation and other tax-saving procedures, makes it possible for
investors to receive a cash flow from the investment, as well as a
deductible loss.30 The limited partners' deductions in the first year
can, in some cases, be as high as their initial capital outlays.31 The
court in Austin noted that the primary purpose of the Loftsgaar-
den venture was to permit investors to obtain these tax benefits. 32

Measurement of Damages under the 1934 Act

Federal courts have been given broad discretion in fashioning
remedies for violations of the 1934 Securities Exchange Act. 33 The

25. Id. at 173.
26. I.R.C. § 701 (1976). "A partnership ... shall not be subject to the income

tax ... " A partnership is thus taxed only at the partner level.
27. Austin, 675 F.2d at 173.
28. Note, Real Estate Limited Partnerships and Allocational Efficiency: The In-

centive to Sue for Securities Fraud, 63 VA. L. REv. 669, 675 n.26 (1977). A partner-
ship may split the gains and losses proportionately or in any other mathematical
variation. See I.R.C. at § 702.

29. I.R.C. at § 704(d). See also I.R.C. § 465(c)(3)(D).
30. See Note, supra note 28, at 673 n.22. A real estate partnership, for example,

may have a $100,000 depreciable mortgage expense, $20,000 of rental income, and a
non-deductible mortgage amortization of $5,000. If the partnership agreement al-
lows for two partners to split the gains and losses 50/50, each would receive a tax
deduction of $40,000, (one-half the difference between $100,000 and $20,000) as well
as a net cash flow of $7,500 (one-half of the difference between $20,000 and $5,000).

31. See Dahlk, supra note 1, at 783. In the example in note 30 supra, if each
investor had paid $10,000 for the investment, the deduction would quadruple that
amount in the first year. And since the "at risk" provisions of the tax laws do not
apply to real estate limited partnerships, this would be a permitted occurrence. For
an overview of the real estate limited partnership benefits, see generally, HOFF &
FAss, 1983 TAx SHELTERED INVESTMENTS HANDBOOK (1982).

32. 675 F.2d at 174.
33. J.I. Case Co. v. Borak, 377 U.S. 426 (1964).
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Eighth Circuit has used a case-by-case method of determining
damages for each factual situation 34 and has acted on its authority
to "fashion the remedy best suited to the harm. '35 The Eighth Cir-
cuit has been inflexible, however, in holding that a plaintiff must
show that he was "actually harmed"36 by the defendant. A failure
to do so has proven fatal to relief.3 7

Traditionally, an out-of-pocket or "tort"38 measure of damages
has been chosen by the courts to be the best measure in section
10(b) and Rule lOb-5 fraud cases. 39 "The purpose of this measure
[out-of-pocket] is to determine not what the plaintiff might have
gained, but what he actually lost."4 In other words, under an out-
of-pocket measure a defrauded buyer can recover the value of the
consideration paid for the security reduced by the actual value of
the security received.4 1

Federal courts may also use the rescissory measure of dam-
ages in section 10(b) and Rule 10b-5 cases. 42 Again, there is an at-
tempt to return the injured party to the position occupied before
the fraudulent incident.43 Typically, a rescission under section
10(b) and Rule 10b-5 requires that the securities purchased or the
consideration received be restored to the defrauded seller or

34. Id. There has been some reason to doubt that the Eighth Circuit would
continue to decide the damages issue on a case-by-case basis, in light of its recent
ruling in Shapiro v. Midwest Rubber Reclaiming Co., 626 F.2d 63 (8th Cir. 1980).
Shapiro, in dicta, appeared to indicate that the Eighth Circuit has adopted the out-
of-pocket measure of damages for cases involving defrauded buyers and sellers. Id.
at 68. For a discussion of Shapiro see Note, 14 CREIGi-rrON L. REV. 1204 (1981). How-
ever, the court's decision in Austin appears, in theory at least, to be a reemphasis of
its determination to be flexible.

35. Garnatz v. Stifel, Nicolaus & Co., 559 F.2d 1357, 1360 (8th Cir. 1977), cert. de-
nied, 435 U.S. 951 (1978).

36. Shapiro, 626 F.2d at 69.
37. Id. at 70.
38. See RESTATEMENT (SECOND) OF TORTS § 901 (1970); Smith v. Bolles, 132 U.S.

125 (1889).
39. Reder, Measuring Buyer's Damages in 10b-5 Cases, 31 Bus. LAw. 1839, 1841

(1976). The traditional out-of-pocket measure of damages is "the difference be-
tween the real value of the property at the date of its sale ... and the price paid for
it, with interest from that date, and, in addition, such outlays as were legitimately
attributable to the defendant's conduct, but not damages covering the expected
fruits of an unrealized speculation." Janigan v. Taylor, 344 F.2d 781, 786 (1st Cir.)
cert. denied, 382 U.S. 879 (1965).

40. In Re LTV Securities Litigation, 88 F.R.D. 134, 148-49 (N.D. Tex. 1980).
41. Id. at 148. See also Garnatz, 559 F.2d at 1360.
42. Myzel v. Fields, 386 F.2d 718, 742 (8th Cir. 1967), cert. denied, 390 U.S. 951

(1968).
43. Nelson v. Serwold, 576 F.2d 1332, 1340 (9th Cir.), cert. denied, 439 U.S. 970

(1978). The Second Circuit has used this theory of damages, but refers to it as an
"out-of-pocket" measure. Gerstel v. Gamble-Skogmo, Inc., 478 F.2d 1281, 1305 (2d
Cir. 1973). The court justified its use of this measure to avoid unjust enrichment by
the defendant. Id. at 1307.
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buyer, respectively."

Damages under the Securities Act of 1933

In contrast to the 1934 Act, the 1933 Act contains express reme-
dies and limitations for violations of its mandates. 45 Section 12(2)
of the 1933 Act gives the plaintiff a choice of two remedies: return
of the consideration, less any income received, or damages in the
event that the plaintiff no longer owns the security.46

The rescissory remedy under section 12(2) merely undoes the
fraudulently induced transaction. 47 The District Court for the Dis-
trict of Maryland, in an extensively litigated and oft-cited case,
John Hopkins University v. Hutton,48 analyzed the measure of
damages embodied in section 12(2). The court explained the re-
scissory measure of damage under section 12(2) standards.4 9 The
controversy in Hopkins arose out of the purchase by Hopkins of an
oil and gas production payment.50 Hopkins alleged that the de-
fendant had materially misrepresented and omitted facts material
to the transaction in the offering circular.5 1 The court, in a complex
ruling, ordered rescission of the transaction and, in a supplemen-
tary opinion, addressed the issue of damages. 52 The court in Hop-
kins succinctly stated the mandate of section 12(2):

If the transaction has been tainted by material misrepre-
sentations and omissions on the part of the seller, and the
remedy of rescission becomes applicable, the buyer will
receive the consideration he has paid, with interest at the
rate which the buyer could reasonably have expected to
earn by an investment of the same type.5 3

44. Sacher, An Overview of the Panoply of Remedies Available to An Aggrieved
Plaintiff Under Securities Rule 10b-5, 7 CUM. L. REv. 429, 435-36 (1977).

45. See note 3 supra. Sections l1(g) and 11(e) of the 1933 Act also provide
specific limitations on the amount of damages recoverable by plaintiffs under cer-
tain sanctions of the Act. 15 U.S.C. § 77(h), (k).

46. 15 U.S.C. § 771(2). Section 12(2), unlike § 10(b) and Rule 10b-5 of the 1934
Act, provides this relief only to purchasers of securities fraudulently purchased.
Iowa Corp. v. McClendon, 378 F.2d 783, 789 (8th Cir. 1967). For an overview of plain-
tiff actions under § 12(2), see generally Peterson, Recent Developments in Civil Lia-
bility under § 12(2) of the Securities Act of 1933, 5 Hous. L REV. 274 (1967).

47. Spatz v. Borenstein, 513 F. Supp. 571, 586 (N.D. Ill. 1981).
48. 297 F. Supp. 1165 (D. Md. 1968), affid in part, rev'd in part, 422 F.2d 1124 (4th

Cir. 1970), on remand, 326 F. Supp. 250 (D. Md. 1971), affd in part, rev'd in part, 488
F.2d 912 (4th Cir.), cert. denied, 416 U.S. 916 (1974). For a discussion of the John
Hopkins issue, see generally S. WECHLSLER, NEw TRENDS IN SECURITIES LITIGATION,
375-77 (1979).

49. 297 F. Supp. at 1231.
50. 297 F. Supp. at 1172.
51. Id.
52. Id. at 1226.
53. Id. at 1231.
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As under the 1934 Act, the Eighth Circuit requires that plaintiffs
under section 12(2) of the 1933 Act prove "actual harm" or "actual
damages" as a condition to relief.54

Rescission v. Restitution

Under both section 12(2) of the 1933 Act and section 10(b) and
Rule lOb-5 of the 1934 Act, the Eighth Circuit has held that the
function of the trial court "'is to fashion the remedy best suited to
the harm,'" and that, accordingly, a rescissional remedy "or some
other measure of damages in the nature of restitution may be ap-
plied. '55 This language is evidence of the tendency of courts to use
the terms rescission and restitution interchangeably. However,
there is an important distinction between the two remedies. Resti-
tution is a much broader remedy than rescission.56 Rescission at-
tempts to return the injured party to the position occupied before
the transaction was entered into. As the court noted in John Hop-
kins: "If the buyer has in fact received some income from the re-
scinded deal, the status quo ante will be reached by crediting the
seller with the amount of income that the buyer did in fact re-
ceive."57 The ability of the defendant to offset damages to the ex-
tent of income received by the plaintiff is specifically provided for
in section 12(2) of the 1933 Act. 58 In this regard, section 12(2) pro-
vides for a true rescissional remedy. On the other hand, a goal of
restitution is to avoid the defendant's unjust enrichment,59 particu-
larly where the defendant is a conscious wrongdoer. Where the
defendant has intentionally defrauded a securities purchaser, pub-
lic policy may favor an award of restitution, which allows the pur-
chaser to recover the purchase price as well as to retain any
benefits derived from the transaction. Such a remedy may be con-
sidered a "windfall" to the plaintiff, yet this result is deemed pref-
erable to a mere rescission, which allows the culpable defendant to
be unjustly enriched if allowed to offset liability to the extent of
the plaintiff's benefits.60 While it is true that the 1934 Act specifi-
cally states that anyone entitled to recover thereunder is limited to

54. Austin, 675 F.2d at 181; see generally Shapiro v. Midwest Rubber Re-
claiming Co., 626 F.2d 63, 69 (8th Cir. 1980), cert. denied 449 U.S. 1079 (1981).

55. Austin, 675 F.2d at 181 (emphasis added).
56. D. DOBBS, HANDBOOK ON THE LAW OF REMEDIES 222 (1973).
57. 297 F. Supp. at 1231.
58. Securities Act of 1933 § 12(2), codified at 15 U.S.C. § 771(2) (1976) (allowing

recovery of "consideration paid for such security with interest thereon, less the
amount of any income received thereon ... ").

59. D. DOBBS, supra note 56, at 223-27.
60. Id. at 224.
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relief for "actual damages, '61 this section generally has been inter-
preted to preclude speculative 62 and punitive 63 damages under the
securities acts. An award of restitution to prevent the defendant
from being unjustly enriched is not a form of punitive damages. 64

Allowing a plaintiff in a securities fraud action to retain tax bene-
fits vis-a-vis the government-in order to preclude an unjust en-
richment to the defendant-does not seem to be an affirmative
award to the plaintiff in excess of actual harm.

As noted, courts have held that they are free to shape either
rescissory or restitutionary relief under the securities acts.65 An
award of full restitution, (i.e., one which precludes any offset due
to the plaintiff's gains) would seem to be available under section
10(b) and Rule 10b-5 of the Securities Exchange Act of 1934, since
recovery under this act is conditioned upon scienter 6 and the
measure of relief is entirely within judicial discretion.67 A more
difficult issue arises, however, when relief is predicated on section

.12(2) of the 1933 Act. Section 12(2) specifically states that the
plaintiff's rescissory remedy is to be reduced by any "income" re-
ceived by the plaintiff from the transaction.68 As noted, the reduc-
tion of damages to the extent of income received is contrary to the
broad remedy of restitution.69 However, given the policy of avoid-
ing unjust enrichment to a culpable defendant, courts may nar-
rowly limit the definition of "income" so as to allow more frequent
relief in the form of restitution.

A frequently cited case in which the district court for the
Southern District of New York denied a request for the production

61. Securities Exchange Act of 1934 § 28(a), codified at 15 U.S.C. § 78bb(a)
(1976).

62. Osofsky v. Zipf, 645 F.2d 107, 111 (2d Cir. 1981); Gould v. American-Hawaiian
S. S. Co., 535 F.2d 761, 781 (3rd Cir. 1976); Wolf v. Frank, 477 F.2d 467, 478 (5th Cir.
1973), cert. denied 414 U.S. 975 (1974).

63. Byrnes v. Faulkner, Dawkins & Sullivan, 550 F.2d 1303, 1313 (2d Cir. 1977);
Straub v. Vaisman & Co., Inc., 540 F.2d 591, 599 (3rd Cir. 1976); Green v. Wolf Corp.,
406 F.2d 291, 302-03 (2d Cir. 1968), cert. denied, 395 U.S. 977 (1969); Myzel v. Fields,
386 F.2d 718, 748 (8th Cir.) cert. denied, 390 U.S. 951 (1968); Tomis v. Shearson Hay-
den Stone, Inc., 459 F. Supp. 1355, 1363 (S.D.N.Y. 1978); Schaefer v. First Nat. Bank
of Lincolnwood, 326 F. Supp. 1186, 1193 (N.D. 111. 1970).

In Myzel, the Eighth Circuit went so far as to say: "[W e feel the only effect of
this provision [15 U.S.C. § 78bb(a)] is to prohibit punitive damages...." 386 F.2d at
748 (emphasis added).

64. D. DOBBS, supra note 56, at 223-24.
65. See text at note 55 supra.
66. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 201 (1976).
67. J.I. Case Co. v. Borak, 377 U.S. 426, 433 (1964). See generally Sacher, An

Overview of the Panoply of Remedies Available to An Aggrieved Plaintiff Under
Securities Rule 10b-5, 7 CUM. L. REv. 429 (1977).

68. See note 58 supra.
69. See notes 56-60 and accompanying text supra.
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of income tax returns, Wiesenberger v. WE. Hutton & Co.,70 dealt
specifically with the issue before the Eighth Circuit in Austin. The
plaintiff in Wiesenberger brought suit against the defendant for al-
leged violations of the Securities Act of 1933 and the Investment
Advisors Act of 1940.71 The plaintiff alleged that he had suffered
damages as a result of an investment in oil participations, made
upon the advice of the defendant.72 The defendant sought produc-
tion of the plaintiff's income tax returns to show a tax savings in-
curred by the plaintiff as a result of his investment in the
venture. 73 The court disallowed the production, ruling that: "The
theory that the damages of [the] plaintiff are to be reduced by
taxes saved on account of his oil participations seems without
merit. . .. It also seems wide of the mark to argue an 'injustice' to
[the] defendant ... if it cannot reduce the amount of the claim
against it by the amount of taxes saved by [the] plaintiff through
deductions for his losses. . .. "174 The court additionally reasoned
that to reduce the plaintiff's damages for reasons "wholly uncon-
nected with the acts of [the] defendants" would be the true
injustice.

75

In John Hopkins University v. Hutton,76 the District Court for
the District of Maryland dealt directly with the issue of what con-
stitutes "income" within the meaning of section 12 (2). The defend-
ant in that case asked not only that the tax benefits be considered
income but that interest on that income additionally be considered
to reduce the damages. 77 The court rejected the defendant's argu-
ment as an attempt to "rewrite the remedial language of the stat-
ute. ' 78 The court held that only payments received as the
equivalent of interest could correctly be classified as income under
section 12(2), 79 and amounts applied to taxes were not to be con-
sidered as income nor consideration.8° The court refused to
equate "income" under section 12(2) with the tax benefits the
plaintiff gained from the investment.81

More recently, the district court for the Northern District of

70. 35 F.R.D. 556 (S.D.N.Y. 1964).
71. Id. at 557.
72. Id.
73. Id.
74. Id. at 558.
75. Id.
76. 297 F. Supp. at 1230.
77. Id. at 1231.
78. Id.
79. Id. at 1232.
80. Id.
81. Id.
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Illinois, in Spatz v. Borenstein,82 rejected the argument that tax
benefits could be used to reduce a defendant's damages under sec-
tion 12 (2). As in Austin, the Spatz dispute involved the sale of real
estate limited partnership interests. 83 The plaintiffs'in Spatz al-
leged that material misrepresentations were present in the pro-
spectus-a violation of section 12(2) of the 1933 Act.84 The court
granted summary judgment and rescission in favor of the plain-
tiffs. 85 In a supplemental memorandum and order, the court ad-
dressed the possible reduction in damages issue.86 The defendant
argued that because of the tax benefits inherent in the limited
partnership venture, the plaintiffs would reap a windfall if rescis-
sion were ordered.87 The court dismissed this argument as "whol-
ly unpersuasive. ' '8 8 "The fact that the plaintiffs may be better off
vis-a-vis the government does not warrant the discarding of a rem-
edy specifically enumerated by the Securities Act. ' 89 Although the
court labeled the measure of damage rescissory, the supplemental
opinion makes it clear that what the court really granted was a
restitutional measure of damages.90

ANALYSIS

Based on its interpretation of section 12(2) and the rescissory
remedies it has developed under section 10(b) and Rule lOb-5,9 1

the Eighth Circuit in Austin held that the tax benefits received by
the plaintiffs should be admissible to reduce potential damages. 92

82. 513 F. Supp. 571 (N.D. Ill. 1981).
83. Id. at 575. The Spatz venture was likewise structured to benefit high in-

come investors.
84. Id. at 576. In addition, the plaintiffs alleged violations of other securities

laws. But as in Austin, the plaintiffs structured their plea for damages around the
rescissional remedy of § 12(2). Id. at 575.

85. Id. at 586.
86. Id.
87. Id.
88. Id.
89. Id.
90. Id.
91. The court primarily relied upon two district court decisions: Smith v.

Bader, 83 F.R.D. 437, 439 (S.D.N.Y. 1979) (tax benefits discoverable in that such in-
formation may mitigate damages in a securities fraud action); Bridgen v. Scott, 456
F. Supp. 1048, 1060 (S.D. Tex. 1978) (application of a rescissory damage measure in a
lOb-5 suit would allow tax write-offs received by the plaintiffs to reduce plaintiff's
relief). The court also cited Dupuy v. Dupuy, 551 F.2d 1005, 1025 (5th Cir.) cert. de-
nied, 434 U.S. 911 (1977), in which the Fifth Circuit held that a trial court did not
abuse its discretion in discounting a plaintiff's recovery in a lob-5 action to the ex-
tent of tax benefits received by the plaintiffs, as well as a discount for the minority
control status of the securities at issue. It is important to note that none of these
decisions purported to preclude the broader relief of restitution.

92. 675 F.2d at 183-84.

1983] 1149



CREIGHTON LAW REVIEW

This decision was based on the court's continued adherence to its
rule that damages are recoverable only to the extent of "actual
harm:"

The actual damages principle requires that a rescissional
or restitutional award be 'reduced by any value received
as a result of the fraudulent transaction.' 93

[T] he strictly compensatory nature of damages awardable
in private securities fraud actions requires that [the value
of tax deductions] be taken into account in determining
whether and to what extent damages were inflicted upon
plaintiffs.

9 4

The court's suggestion that a restitutional award be reduced
by any value received is contrary to the traditional theory and goal
of restitution.95 Indeed, to speak of restitution and compensatory
damage for actual harm is to speak of two separate forms of re-
lief.96 To the extent the Eighth Circuit in Austin limits the former
by the latter, it would seem to be in error.

If the court continues to suggest that "damages in the nature
of restitution" 97 are appropriate in actions under section 12(2) of
the 1933 Act, then the true nature of restitution, as articulated in
Wiesenberger,98 John Hopkins99 and Spatz, 100 should be consid-
ered. Where a defendant is found intentionally to have violated
the securities acts, allowing such a defendant to subtract the plain-
tiff's tax benefits from the defendant's liability creates the possibil-
ity that the defendant will be unjustly enriched to the extent of the
plaintiff's tax benefits, thus creating an incentive to perpetrate
fraud. An award of full restitution would negate such unjust en-
richment and serve as a deterrent to intentional violations. Such
an award is permissible under section 10(b) and Rule 10b-5 under
the 1934 Act, since scienter is a condition to relief under these pro-
visions.1 1 While section 12(2) of the 1933 act does provide for an
offset of "income" received by the plaintiff, this rescissory caveat
has not been found to preclude full restitutionary relief where
courts find that the benefits received by the plaintiff are distin-

93. Id. at 181 (citing Garnatz v. Stifel, Nicolaus & Co., 559 F.2d 1357, 1361 (8th
Cir. 1977), cert. denied 435 U.S. 951 (1978)).

94. Austin, 675 F.2d at 183.
95. See note 60 and accompanying text supra.
96. D. DOBBS, supra note 56, at 224.
97. Austin, 675 F.2d at 181.
98. See notes 70-75 and accompanying text supra.
99. See notes 76-81 and accompanying text supra.

100. See notes 82-90 and accompanying text supra.
101. See note 66 and accompanying text supra.
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guishable from income. 102

The decision in Austin is without precedent in classifying tax
benefits received by the plaintiff as "income" within the meaning
of section 12(2) of the 1933 Act. The majority of the decisions re-
lied upon by the court all arose under the 1934 Act, which contains
no counterpart to the requirement of exclusion of income, as does
section 12(2).103 Moreover, prior cases make it clear that where
fraud was committed by a culpable wrongdoer, courts will nar-
rowly limit the definition of income under section 12(2).104 The
court in Austin seemed content to expand the definition of income.
The court equated "income" with the words "value" or "benefit."' 05

While there can be little question that a tax deduction is valuable
or beneficial to its recipient, section 12(2) refers to "income," and
not value.

In any private cause of action for securities fraud, the court
will continue to "fashion the remedy best suited to the harm" on a
case-by-case basis.'0 6 It is therefore important to note that the de-
cision in Austin does not forever preclude the award of full restitu-
tion in an appropriate case. Indeed, the decision itself states that
its holding "applies only to cases involving investments that are
expressly marketed and sold as tax shelters"'0 7 where a rescissory
measure of damages is applied. 0 8 Perhaps an award of restitution
would be inappropriate, as a matter of policy, to a plaintiff whose
tax benefits equal or exceed the initial investment, despite the
presence of a willful wrongdoer. However, such a limitation to re-
scissory relief must be seen as a distinction from and a preserva-
tion of the possibility of restitutionary relief. In the end, the choice
between the two should be made upon the equities of preventing a
defendant from claiming a benefit which he ought not to receive. 10 9

CONCLUSION

The Eighth Circuit's decision in Austin has a message for both
investors and promoters of tax shelter real estate limited partner-

102. See Wiesenberger, John Hopkins and Spatz decisions discussed at notes 70-
90 and accompanying text supra.

103. See note 91 supra. Additionally, the decision in Bridgen was limited to the
award of recissory relief. Bridgen, 456 F. Supp. at 1060.

104. See Wiesenberger, John Hopkins and Spatz decisions discussed in notes 70-
90 and accompanying text supra.

105. 675 F.2d at 182. The court states that the tax treatment is one of the "bene-
fits" of the tax sheltered investment. Id. at 181-82.

106. Austin, 675 F.2d at 181, citing Garnatz, 559 F.2d at 1360.
107. Austin, 675 F.2d at 183.
108. Id. at 183-84.
109. D. DOBBS, supra note 56, at 224.
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ships. The message to investors is: Beware! Potential investors in
these ventures should consider the Austin decision before invest-
ing. They should be warned that, even in the face of securities law
violations, if tax deductions equal or exceed their initial invest-
ment, they may recover nothing from the fraudulent promoter.

To potential promoters, the message is: Relax. Should a viola-
tion of the securities law occur, promoters in the Eighth Circuit
apparently need only assure themselves that the investors got a
large enough tax deduction. For after Austin, a large tax deduction
for investors in tax sheltered investments would appear to be a
complete offset to damages for securities law violations in the
Eighth Circuit. If the desire of the courts is to achieve overall fair-
ness, 10 to have the ultimate damages somehow correspond to the
culpability of the defendants,"' and to provide remedies which
further the purposes of the securities laws," 2 hopefully, the deci-
sion in Austin is an aberration that will not become a trend.

Julie A. Eichorn-'83

110. See Mullaney, Theories of Measuring Damages in Security Cases and the
Effects of Damages on Liability, 46 FORDHAM L. REV. 277, 294 (1978).

111. Id.
112. Borak, 377 U.S. at 432-33.
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