SECURITIES REGULATION: RULE 10b-5 PURCHASER/
SELLER REQUIREMENT SATISFIED EVEN WITHOUT
ACTUAL SALE IN SHORT-FORM MERGER SITUATION

THE Second Circuit, in Vine v. Beneficial Finance Go.,* has allowed
a civil liability action under section 10 (b) of the Securities Exchange
Act? and rule 10b-5% even though the plaintiff had not actually sold
his stock. When Beneficial Finance, a major small-loan company,
became interested in acquiring Crown Finance, Beneficial arranged
with the officers and directors of Crown to buy at a premium their
Class B stock which held voting control. Beneficial then made a
public tender to Class A holders, whose stock had sizable dividend
and liquidation advantages. Having thereby acquired 95%, of all
shares, Beneficial executed a short-form merger.t This purchase
scheme resulted in an 800,000 dollar saving for Beneficial and a
900,000 dollar gain for the B shareholders, all at the expense of the
A holders. However, Vine, one of the A holders, refused the tender.
Thus, when he sued, the district court dismissed, reasoning that the
plaintiff had to qualify as a seller in order to bring a 10b-5 action.®
In reversing, the Second Circuit attributed the requisite status to
Vine since the short-form merger gave him no alternative but sale.
Moreover, it held that a plaintiff’s reliance on the fraud need not
be shown in the case of a forced sale.®

Although section 10 (b) of the Securities Exchange Act and its
implementing rule 10b-5 broadly proscribe fraud “in connection with
the purchase or sale” of securities, the private actions subsequently
allowed” under those provisions have been subject to some limita-
tions. For example, the plaintiff must prove a causal connection
between the fraud and the harm which he suffered® as well as some
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degree of reliance upon the deceptive statements of his defendant.?
Moreover, while courts have abandoned any privity requirement!?
and given an expansive interpretation to the “in connection with”
clause of section 10 (b),!! a restrictive “buyer/seller” test, first enunci-
ated in Birnbaum v. Newport Steel Corp., 2 still remains. In that
action, the court reasoned that rule 10b-5 was promulgated only
to perfect the securities law which had not previously proscribed
fraudulent buying of securities and that, therefore, persons who were
neither sellers nor buyers were not to be included in the protected
class.18

Although the Birnbaum test has yet to be rejected expressly, its
seemingly rigid classifications have been expanded to accommodate
varied transactions. Hence, both the initial issuance of securities'4
and the exchange of stock for stock in a corporate merger?® have been
recognized as involving a purchase or sale under 10b-5. An under-
writer’s unexecuted agreement to distribute an issue'® and an in-
vestor’s unfilled promise to purchase stock from a broker!” have also
been deemed to satisfy the Birnbaum rule. Likewise, one who se-
cures a stock purchase loan with a portion of the acquired shares is
given “buyer” status in an action against a collateral holder who
unlawfully disposes of the securities.®
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Even the fraudulently induced deferral of sale followed at a later
date by sale at a loss has been determined to be fraud “in connection
with a sale” and thus actionable under 10b-5.1 However, the Birn-
baum test was given one of its most liberal applications in Voege v.
American Sumatra Tobacco Corp.2® where, on facts substantially
identical to Vine, the plaintiff had bought the stock twenty years
before the time of trial. When a public tender followed by a short-
form merger threatened her with a forced sale, she brought suit un-
der 10b-5. The court found that by Delaware corporate law she had
purchased under an implied contract to sell in case of a short-form
merger. Since a contract to sell is treated as a sale under the Securi-
ties Exchange Act,?! plaintiff was a seller.?* Having thus isolated a
twenty-year-old contract to sell which could be coupled with the
recent fraud, the court then found the requisite reliance in “the
justifiable assumption [at the time of purchase] that any merger would
deal with her fairly. . . .”2 Whatever the merits of the Voege ap-
proach, the district court in Vine distinguished it by reasoning that
Vine, unlike Voege,, had not exhausted state remedies available to
stop the merger.2*

In reversing the district court’s dismissal of Vine’s complaint, the
Second Circuit noted the expansive construction the cases have given
the “sale” concept and accordingly held that Vine was a seller for
10b-5 purposes since the short-form merger and consequent freezing
of his assets left him no alternative but sale.2® Moreover, even
though reliance may be necessary in some cases, the court regarded
it as “unnecessary . . . when no volitional act is required and the
tesult of a forced sale is exactly that intended by the wrongdoer.”’?
Similarly, the court-refused to regard the possible existence of a state
remedy as relevant to the availability of a federal right. The SEC,
as amicus, had requested the court to go further and to determine
that in merger cases such as the instant one, a plaintiff-shareholder
may sue under rule 10b-5 irrespective of whether he relinquished his
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holding “so long as the Rule has been violated and plaintiff’s stock
lost value as a result,” but the court merely noted that the contention
was “interesting.”?

While the Second Circuit was able to fit Vine within the Birn-
baum standard, a better approach would have been to disregard the
buyer/seller shibboleth and to decide the case expressly on the
language and policy of section 10 (b) and rule 10b-5. As the Birn-
baum court observed, 10b-b was added so that action could be taken
against fraudulent buyers as well as fraudulent sellers. However,
that interpretation does not necessarily require that only defrauded
buyers and sellers are allowed private remedies under 10b-5, espe-
cially since section 10 (b) and rule 10b-5 did not explicitly contem-
plate civil liability?® and thus could not have identified precisely
those deserving recovery. While the buyer/seller test may have some
merit in barring suits alleging no more than a breach of fiduciary
duties,?® complex arguments straining to meet the literal language
of “buyer” or “seller,” detract from a well-formulated overall rule
upon which courts and litigants can rely. Further, the Birnbaum
doctrine directs attention away from the allegations of fraudulent
sale or purchase and the causal connection to the plaintiff’s loss and
instead concentrates on the status of the plaintiff. As an alternative,
rule 10b-6 civil liability could be predicated on an investor’s loss
which is proximately caused by fraud or deceit in connection with
the purchase or sale of securities.®® This standard would appear to
meet the statutory intent of protecting the investing public while still
restricting 10b-5 liability to cases directly tied to fraudulent securities
transactions.
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38 See Ruder, supra note 9, at 642-60. Cf. J. I. Case Co. v. Borak, 377 U.S. 426
(1964) (approval of civil liability under section 14 (a) Securities Exchange Act).
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