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Thi s appeal concerns the degree to which a defendant is entitled to
damages offsets in the calculation of rescissory damages offsets.

In 1986, following a trial in federal district court, a jury found
that the accounting firmof Arthur Young had committed securities fraud in
connection with the sale of notes issued by Farner's Co-operative of
Arkansas and Okl ahoma, Inc. (Co-op). After appeals stretching over severa
years, the district court awarded the plaintiff class of Co-op notehol ders
(CAass) $5.4 million in rescissory damages.

Arthur Young appeal s the award of damages, arguing that the district
court overstated the danmages because of two erroneous | egal concl usions.
First, the court increased the damages by the anount that the O ass would
refund to several settling defendants pursuant to a Mary Carter agreenent.?!
Second, the court failed to reduce the class danages by the anount of
i nterimbankruptcy distributions. Based on the principles of rescissory
damages, we affirmin part and reverse in part, and renmand to the district
court with instructions.

Organized in 1946, the Farner's Co-operative of Arkansas and
Ckl ahoma, Inc., for nobst of its existence, operated as a

IMary Carter agreenents are settlenment agreenents where the
exact amount of the settlenent is not fixed. Rather, the
ultimate val ue of the settlenent depends on the anount plaintiff
recovers from ot her defendants, either through settlenent or
court - awar ded danages. See generally Lisa Bernstein and Dani el
Kl erman, An Economic Analysis of Mary Carter Settl enent
Agreenents, 83 Geo. L.J. 2215 (1995). Sone definitions of Mary
Carter agreenents further require that the settling defendant
remain a party to the suit. See, e.qg., Hoops v. Waternelon City
Trucking, Inc., 846 F.2d 637, 639-40 & n. 2-3 (10th Cr. 1988);
In re Mosher, 25 F.3d 397, 402 (6th Cr. 1994).
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traditional farnmers' cooperative. For a nominal fee, any farnmer in the
area coul d becone a nenber, entitled to one share and one vote. To raise
noney to finance its operating expenses, the Co-op issued uncollateralized
and uninsured pronissory notes that offered paynent upon denmand and a
hi gher interest rate than other local investnent institutions.

On February 23, 1984, the Co-op filed for bankruptcy to protect
itself froma run on denand notes triggered by its inability to pay on
t hose obligations. The Co-op asserted that three factors caused the
bankruptcy: (1) ineffective managenent, (2) demand notes used as the
primary source of financing, and (3) financial problens of a gasohol? pl ant
it owned. As a consequence of the bankruptcy filing, the demand notes were
frozen in the bankruptcy estate and were no |longer redeenmable at wll.
Rel yi ng on Arkansas and federal |aw, the purchasers of Co-op demand notes
brought a class action securities fraud suit in the United States District
Court for the Western District of Arkansas against the Co-op's directors
and officers, Arthur Young, and several others.

Prior to trial, the Class arrived at a settlenment with the Co-op's
directors and officers. According to the settlenent terns, |nternational
| nsurance Conpany (International), on behalf of the directors and officers,
agreed to nake an initial paynment of $5.6 million to the d ass. The
agreerent al so contained a "sliding scale" provision, requiring the C ass
to repay International an anobunt equal to one-half of the Cdass's
recoveries fromnonsettling defendants. Utinately, the dass settled with
every defendant but Arthur Young.

Following a trial in late 1986, a jury found that Arthur Young had
commtted fraud agai nst purchasers of notes between

2Gasohol is a fuel consisting of 90% gasoline and 10% et hyl
al cohol .
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February 15, 1980, and the bankruptcy date by issuing msleading audit
reports in violation of § 10(b) of the Securities and Exchange Act of 1934,
15 U S.C. 8§ 78j(b), and 8§ 67-1256 of the Arkansas Securities Act, Ark.
Stat. Ann. 8 67-1256 (recodified at Ark. Code Ann. § 23-42-106 (1987)).
In audits perforned for fiscal years 1981 and 1982, Arthur Young®
m srepresented the value of a gasohol plant owned by the Co-op, creating
the inpression that the Co-op had a positive net worth when, in fact, the
net worth was negati ve.

A lengthy series of appeals followed.* During the course of these

ln 1981, the Co-op hired Russell Brown and Conpany, at that
time the largest accounting firmin Arkansas, to performa
conpany audit. However, on January 2, 1982, Russell Brown nerged
with Arthur Young and Conpany. Therefore, the 1981 audit was
performed under the Russell Brown nane while the 1982 audit was
performed under the Arthur Young name. Later, in 1989, Arthur
Young nerged wth Ernst & Whinney to form Ernst & Young.

“Art hur Young appeal ed the district court's denial of its
nmotion for judgnment n.o.v. W reversed the district court
deci sion, believing that the demand notes did not constitute a
security for purposes of either the federal or Arkansas security
acts. Arthur Young & Co. v. Reves, 856 F.2d 52 (8th Cr. 1988).

The Suprenme Court granted certiorari, vacated our deci sion,
and remanded. It held that the demand notes constituted
securities within the neaning of 83(a)(10) of the Securities
Exchange Act of 1934. Reves v. Ernst & Young, 494 U S. 56
(1990).

On remand fromthe Suprenme Court, we affirmed the judgnent
of the district court in all respects except the damage award,
whi ch we reversed and remanded for a newtrial to determ ne
damages. Arthur Young & Co. v. Reves, 937 F.2d 1310 (8th Gr
1991) .

Prior to the newtrial, the dass sought Supreme Court
review on the question of whether summary judgnent in favor of
Arthur Young on the claimthat it had acted in violation of R CO
was proper. The Suprenme Court granted certiorari and affirmnmed
our holding that Arthur Young did not contravene RI CO under the
t heory propounded by the Cass. Reves v. Ernst & Young, 507 U S
170 (1993).
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appeal s, the bankruptcy trustee nmade five distributions to the notehol ders.
I n Septenber 1987, the trustee paid notehol ders



the proceeds of the Co-op's settlenment with its directors and officers.
The trustee nmade an additional four distributions to Co-op notehol ders as
wel |l as other creditors between Decenber 1988 and January 1990 with the
proceeds fromthe periodic sales of Co-op's assets. The trustee nade the
| ater paynents on an interimbasis, subject to adjustnents in the future
to ensure that the final distributionis fair to all the creditors.?®

On Novenber 14, 1994, the case returned to the district court to
retry the issue of danages. Before the court were questions about the
speci fic mechanics for cal cul ati ng danmages. The court found Arthur Young
liable for $5,446,073.38 to the dass. Crucial to reaching this figure was
the court's conclusion that the damage figure should be adjusted upward to
account for the rebate provision in the settlenent agreenent and that the
i nterim bankruptcy distributions to shareholders did not entitle Arthur
Young to a danmges offset.

At the danmages trial, it was undisputed that Arthur Young is entitled
to a damages offset for the settlenent proceeds. The ampount of that
of fset, however, was contest ed. Because of the settlenent agreenent's
sliding scale rebate provision, the value of the settlenent varies
depending on whether it is neasured before or after the rebate to
International. The court held that the value of the settlenment nust be
neasured after the rebate and, therefore, the anount of damages to be paid
by Arthur Young nust be adjusted upward to account for the effect of the
sliding scale reinbursenent clause. Following traditional notions of
resci ssory damages and the fact that "the Eighth Crcuit enphasized that
defendant is to receive an offset for settlenent proceeds and settlenents

received," Mem Op. at 12, the court stated that the settlenent

°A full description of the background to this litigation is
set forth in Arthur Young & Co. v. Reves, 937 F.2d 1310 (8th Gr.
1991).
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of fset nust be neasured after the operation of the sliding scale provision
The upward adjustnment should be in an anpbunt such that the Class will be
nmade whol e after paying fifty percent of their recovery to International

The parties also contested whether Arthur Young should receive a
damages offset for the bankruptcy distributions. The district court held
that an offset would contravene the Eighth Grcuit's directions on danages
According to the district court, the Eighth Circuit opinion, Arthur Young
v. Reves, 937 F.2d 1310 (8th Gr. 1991) (referred to as Reves I1), "sinply
does not expressly instruct this court to provide a bankruptcy distribution

offset." Mem . at 13. |In addition, the court noted that such an offset
m ght violate the collateral source rule.

Arthur Young challenges the district court's damage cal cul ation,
arguing that the court erred (1) in basing the settlenent offset on the
settlenent's post-rebate value, and (2) in denying an offset for bankruptcy
di stributions received by the d ass.

In an earlier appeal of this case, this Court held that rescissory
damages best suited the harmsuffered by the Cass. Reves, 937 F.2d at

1336. Rescissory danmages serve to place the Cass in the sane position
t hey woul d have been in but for Arthur Young's fraud. 1d. at 1337.

Recogni zing that rescissory principles underlie the resolution of
guestions concerni ng damage cal cul ati ons, this opinion considers the two
argunents asserted by Arthur Young in turn



A

Arthur Young and the O ass agree that Arthur Young is entitled to an
offset for the amount received by the Cass as settlenent. The
di sagreenent between the parties lies in the calculation of the anount of
the offset. The district court, interpreting Reves Il, held that Arthur
Young should be allowed an offset only for that part of the initial Mary
Carter agreenent that the Cass retains after rebating fifty percent to
I nt ernational

Arthur Young offers three grounds for reversing the district court's
deci si on. First, it argues that the district court deviated from the
mandate in Reves 1. Second, it clains that the Cass procedurally
defaulted on the claimby failing to raise it in earlier appeals. Third,
Arthur Young asserts that the district court cannot increase the judgnent
against it based on the provisions of other settlenent agreenents. These
argunents are not conpelling.

W issued no mandate in our Reves Il opinion regarding a specific
amount of offset for the directors and officers' settlement. W stated
that the district court should "credit Arthur Young with the settlenent
proceeds allocated to the post-April 22, 1982, denand note purchasers."
Reves, 937 F.2d at 1338. Arthur Young assunes that the phrase "settl enent
proceeds" necessarily refers to the entire anount of the settlenent paid
to the dass, without deduction for the ass's obligation to refund fifty
percent of any award to International. Appellant's Br. at 26. Arthur
Young errs in this assunption.

When referring to standard settlenents, the phrase "settlenent
proceeds" has a clear and unchangi ng neani ng. Wth a Mary Carter
agreement, however, the anobunt of the proceeds could arguably be one of two
figures: it could be the final apportionnment after judgnment or it could be
the initial paynent. |In our Reves |



opi nion, we did not reach the issue of how "settl enent proceeds" should be
defined in this context.

Rat her, we stated that the danmage award nust "place the Class in the
sane position that it would have been in if not for Arthur Young's
fraudul ent acts." Reves, 937 F.2d at 1338. The offset for the settl enent
proceeds should result in no unjust enrichnent for the Cdass and no
undeserved benefit for Arthur Young. In order to achieve these results,
the district court properly adjusted the danages upward to insure that the
damages awarded made the O ass whole. To do ot herwi se would ensure that
the Cass is underconpensated by the anpbunt of the settlenent rebate.

Arthur Young is also mistaken in claimng that the Cass had
previously defaulted on this issue. The Cass questioned the nmanner in
which the district court applied the sliding scale to the settlenent
credits inits first appeal. Arthur Young acknow edges this, but, relying
on Primary Care Investors, Seven, Inc. v. PHP Healthcare Corp., 986 F.2d

1208 (8th Cir. 1993), believes that the single sentence argunent on the
rebate issue is inadequate to maintain the claim?®

Arthur Young's argunent misses the point: until this appeal, how the
settl enent offset should be cal cul ated remai ned an open issue. |n earlier
appeal s the C ass never conceded that the offset for settlenent proceeds
should be based on the initial settlenent paynent - in fact it argued
exactly the opposite, albeit in a single sentence. |In Reves Il we renanded
the case to the district court for a newtrial on danages. Reves, 937 F.2d
at 1338. W therefore conclude that the question of how to calculate the
settlenment offset was properly within the purview of the district

®l’n Primary Care Investors, we held that a "cursory and
summary statenent” that failed to provide any "hint as to the
nature of the asserted error” could result in a waiver of a claim
on subsequent appeal. Primary Care lnvestors, 986 F.2d at 1212.
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court and is properly before us on appeal

Finally, Arthur Young argues that the court cannot nake its liability
contingent on the dass's settlenment with other defendants. According to
Arthur Young, the settlenment operated like insurance for the d ass,
offering the benefit of a guaranteed multi-mllion dollar recovery, but the
drawback that any future recovery would be shared with I|nternational
Because it had no voice in defining the terns of the settlenent, Arthur
Young feels that its liability should not be affected by it.

This argunent misses the mark. Arthur Young is jointly and severally
liable, with the other defendants, for the injuries suffered by the d ass.
See TBG Inc. v. Bendis, 36 F.3d 916, 929-30 (10th Cr. 1994) (Wite, J.
concurring). The Class cannot obtain double recovery from both Arthur

Young and the settling defendants, and therefore Arthur Young's liability
to the Cass nust be offset by the final anobunt received from the
settl enent. The provisional Mary Carter agreenent of $5.6 nillion,
however, is not final. It is subject to reduction, because fifty percent
of the Cass's recovery in court nust be refunded to International.
Allowing Arthur Young to rely on the provisional anmobunt for its offset
woul d effectively reduce the Cass's recovery and the total liability of
all the defendants. This we cannot do.

The district court also held that Arthur Young was not entitled to
an offset for the five distributions nade by the bankruptcy trustee to the
d ass. Reaching this concl usion based on our opinion in Reves Il, the
court stated that "the Eighth Crcuit opinion sinply does not expressly
instruct this court to provide a bankruptcy distribution offset in any
portion of the opinion." Mm Op. at 13. W disagree. To be consistent
with the principle that rescissory danages "contenplate a return of the
injured party
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to the position he occupied before he was i nduced by wongful conduct to
enter into the transaction," Arthur Young nust be allowed an offset for
these distributions. Reves, 937 F.2d at 1335 n. 34.

When we held that rescissory damages were the proper renedy, we
explicitly acknow edged that this formof renmedy would allow Arthur Young
to be treated as noteholders, entitled to distributions by the bankruptcy
trustee, once final judgnent was entered. As this Court stated, "we do
believe that rescissory danages are fair to both parties: the dass
receives funds i nmediately, and Arthur Young has an opportunity to recoup
from the Co-op's bankruptcy estate the damages it paid to the O ass.”
Reves, 937 F.2d at 1336.

Al t hough saying that Arthur Young steps into the position of the
bondhol ders once final judgnent is entered does not necessarily nean that
it is also entitled to an offset for bankruptcy distribution nade to the
Class prior to final judgnent, there is only a small gap in reasoning
between the first proposition and the second. Garnatz v. Stifel, 559 F.2d
1357 (8th Gr. 1977), cert. denied, 435 U S 951 (1978), bridges this gap.
There we stated that rescissory danages "seek[] to return the parties to

the status quo ante the sale. |In effect, the plaintiff is refunded his
purchase price, reduced by any val ue received as a result of the fraudul ent
transaction.” |d. at 1361

The inplication of Garnatz for this case is clear. The Cass has

received sone value as a result of buying the Co-op notes: they received
a partial return of their principal through bankruptcy distributions.” To
the degree that the C ass recovers

'Had the Co-op voluntarily decided to cease business and
sold its assets to raise funds to repay creditors, there would be
no question but that the noteholders were receiving a return on
their investnment. The sanme is true of the bankruptcy
di stributions.
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its principal, its injuries are necessarily reduced. Under the theory of
damages adopted by the Court on prior appeals, Arthur Young is required to
pay a judgrment only to the degree necessary to reestablish the status quo
before the fraud-i nduced note purchase.

The Class makes three argunments for disallowing Arthur Young an
of fset for the bankruptcy distributions. First, it asserts that prior
court decisions in this matter preclude an offset for bankruptcy
distributions. This interpretation of Reves Il puts form over substance.
While it is true that the opi nion nade no express nention of an offset for
bankruptcy distribution, this is of no consequence. W were clear in our
intent--Arthur Young should receive the  benefit of bankr upt cy
di stributions. If a final judgment had been quickly reached, then
di stributions would have gone directly to Arthur Young. Since this case
has dragged on and distributions have been nmade, however, the benefit nust
conme to Arthur Young through an offset in the judgnent instead.

Second, the d ass asserts that Randall v. Loftsgaarden, 478 U.S. 647
(1986), disallows an offset for the bankruptcy distributions. Wth respect
to 810(b) of the Securities Exchange Act, Loftsgaarden holds that the Act
ainms not only to conpensate defrauded investors, but also to deter fraud

and mani pul ative practices and encourage full disclosure of material
information. 1d. at 664. Consequently, rescission is not the sole neasure
of dammges available in § 10(b) actions. In instances where the
application of rescissory danages result in a undeserved wi ndfall remaining
with the defendant, it is proper to use the defendant's profits as the
neasure of damages. 1d. at 663. This alternative neasure of danmages may
cause the plaintiff to receive nore than necessary to nake hi m whole for
t he econonic | oss caused by the defendant's fraud.

Loft sgaarden does not require this Court to deny Arthur Young an

of fset for the bankruptcy distribution. See id. Rather, it
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allows the court, within the bounds of § 28(a) of the Securities Exchange
Act, to award the 8 10(b) plaintiff nore than is necessary to effect
restitution in certain circunstances. This case does not present such a
circunmstance. The application of a rescission theory of danmages does not
result in a windfall or unjust enrichnent to Arthur Young. Rather, Arthur
Young will likely have a mllion dollar judgnent to pay even with the
offset. It cannot be said that Arthur Young will have less incentive to
conply with 8 10(b) and the other securities laws after this case is
resol ved.

Finally, the Cdass turns to Arkansas law, asserting that its
col lateral source rule bars Arthur Young fromreceiving any credit for the
distributions. The COass cites several cases describing the operation of
the rule. Traditionally, under this rule, if an injured person receives
conpensation for his injuries froma source wholly independent of the tort-
feasor, the paynent should not be deducted fromthe danages which he woul d
otherwise collect fromthe tort-feasor. See, e.g., Green Forest Pub. Sch
v. Herrington, 696 S.W2d 714, 718 (Ark. 1985).

Arkansas | aw has extended the application of the collateral source
rul e beyond the sphere of common law tort. See Bell v. Estate of Bell, 885
S.wW2d 877, 881 (Ark. 1994). The C ass, however, has cited no case
applying the rule to securities laws in particular. Assuning, however,

that the rule can be applied to securities fraud actions, it does not apply
to the bankruptcy distributions at issue. Here, the O ass accrues a
benefit because they are creditors of a bankrupt business. The source of
the benefit is in no way collateral to the fraud action. |ndeed, the O ass
received the partial return of principal directly due to their ownership
of the notes at issue.

W affirmthe district court in part, holding that Arthur
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Young is entitled to an offset equaling the final value of the dass's Mary
Carter agreenent with International. W also reverse the district court
in part, holding that Arthur Young is entitled to an offset equaling the
val ue of bankruptcy distributions received by the Class. W leave to the
court's discretion whether interest is due on this bankruptcy distribution
of f set.

The district court should direct the parties to submt revi sed damage
calculations in light of this decision.® The reports should rely on the
sane benchrmark dates and clearly indicate what, if any, interest rate is
applied in each tine period.

A true copy.

Attest:

CLERK, U. S. COURT OF APPEALS, EIGHTH ClI RCUIT.

8The resolution of the two | egal questions |eaves unanswered
what the actual damages award to the C ass should be. Arriving
at a quantitative nmeasure of damages is difficult. The expert
anal yses provided by the parties arrive at significantly
different damage figures. |In addition, the nunbers are difficult
to conpare because the experts chose different benchmarks from
whi ch to neasure damages. Matters are further confused by the
district court's unexpl ai ned damage figure of $5, 446, 073. 38.
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