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U.S. v. Martoma: The Second Circuit reconsiders
the personal benefit rule in insider trading cases
and announces the partial abrogation of Newman
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In August, in an opinion by Chief Judge Robert A. Katzmann
that was joined by Circuit Judge Denny Chin, the 2nd Circuit
affirmed the insider trading conviction of former SAC Capital
Advisors LP manager Mathew Martoma. No. 14-3599 (2d Cir.
Aug. 23, 2017).

In a 2-1 opinion, the court held that the Supreme Court’s 2016
decision in Salman v. United States, 137 S. Ct. 420 (2016) abrogated
the requirement for a “meaningfully close personal relationship”
between tipper and tippee previously articulated by the 2nd Circuit
in United States v. Newman, 773 F.3d 438 (2014).

The majority did not disturb Newman's other key holding — which
is consistent with language in the Salman opinion — that at least in
a criminal case, the government must prove that the tippee knew
that the tipper breached a duty and received a personal benefit in
order to be liable for insider trading.

Judge Rosemary S. Pooler, who wrote separately, dissented.

BACKGROUND

In Newman, the 2nd Circuit held that, in order to infer a personal
benefit to the tipper from a gift of confidential information to a
trading relative or friend, a jury must find that there is “proof of
a meaningfully close personal relationship” between tipper and
tippee “thatgenerates anexchangethatis objective, consequential,
and represents at least a potential gain of a pecuniary or similarly
valuable nature.” Newman, 773 F.3d at 452.

In Salman, the Supreme Court pared back one aspect of Newman,
unanimously holding that the government is not necessarily
required to prove that tippers receive a concrete, pecuniary benefit
in exchange for their tips; rather, liability can be established if a
tipper provides inside information as a gift to a trading relative or
friend. 137 S. Ct. 420 (2016).

In Martoma, the 2nd Circuit held that Salman effectively overruled
Newman’s requirement of a “meaningfully close personal
relationship” between the tipper and tippee.

Under Martoma, the key questions are: (1) whether the tipper
had an expectation that his tippee would trade on the inside
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information; and (2) whether the disclosure “resembles trading by
the insider followed by a gift of the profits to the recipient.” Slip
Op. at 27-28.

Martoma, a former portfolio manager at SAC Capital, was
responsible for managing $400 to 500 million in pharmaceutical
and health care industry investments.

In an effort to obtain information about an experimental
Alzheimer's drug, Martoma obtained information from paid
consultants, including two doctors who were working on the drug’s
clinical trial.

Both doctors were obligated to maintain the confidentiality of
the trial results, but they communicated with Martoma dozens
of times and disclosed confidential information about the drug’s
safety and trial results.

In Martoma, the 2nd Circuit held that Salman
effectively overruled Newman’s requirement of a
“"meaningfully close personal relationship” between
the tipper and tippee.

Directly following one such meeting, Martoma began reducing
SAC's position in the companies developing the experimental
drug. Shortly thereafter, one of the doctors presented the final
results of the drug trial at an industry conference, at which time,
the drug companies’ share prices dropped significantly.

Martoma’s trades ahead of the presentation earned SAC
approximately $80 million in profits and helped avoid close to
$195 million in losses.

Martoma received a $9 million bonus from SAC, in part, based on
the performance of his investment in these drug companies.

Martoma was convicted in February 2014, prior to the decisions in
either Newman or Salman.

On appeal, he argued that, in light of Newman, the evidence
presented at his trial was insufficient to support a conviction and
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that the district court’s jury instructions were flawed because
they permitted conviction without proof of a “meaningfully
close personal relationship” with the doctor who provided the
information, which was required under Newman in order to
satisfy the “personal benefit” requirement.

After the 2nd Circuit heard oral argument in Martoma's
appeal, the Supreme Court issued its decision in Salman v.
United States.

In Salman, the Court “adhere[d] to Dirks,” the seminal 1983
decision that established the framework for tipper-tippee
liability, holding that a jury may infer a personal benefit when
a tipper provides inside information to a relative or friend.
Salman, 137 S. Ct. at 427 (discussing Dirks v. SEC, 463 U.S.
646 (1983)).

Referring to Newman, the Court stated, “[t]o the extent the
2nd Circuit held that the tipper must also receive something
of a ‘pecuniary or similarly valuable nature’ in exchange for
a gift to family or friends, ... this requirement is inconsistent
with Dirks!" Id. at 428.

The majority (Judges Katzmann and Chin) held that
Martoma’s “ongoing ‘relationship of quid pro quo™ with the
tipping doctor justified conviction under a pecuniary theory,
even though the doctor did not bill Martoma specifically for

his pre-conference meetings. Slip Op. at 1/7-18.

But the court did not stop there, proceeding to address
Martoma’s other claims under the standards for gift theory
articulated in Dirks, Newman and Salman.

The majority observed that the logic of Salman precluded it
from applying Newman's additional requirement for finding
a “meaningfully close personal relationship” in tipping
scenarios that did not involve friends or relatives.

Specifically, the majority found that “the straightforward logic
of the gift-giving analysis” in Salman “[was] that a corporate
insider personally benefits whenever he ‘disclos[es] inside
information as a gift ... with the expectation that [the recipient]
would trade’ on the basis of such information or otherwise
exploit it for his pecuniary gain” and “such a disclosure is the
functional equivalent of trading on the information himself
and giving a cash gift to the recipient,” regardless of whether
the tipper and tippee share a “meaningfully close personal
relationship.” Id. at 25.

As the Martoma majority noted, this scenario is laid out
clearly in the Dirks opinion itself.

The Martoma court made clear, however, that the nature
of the relationship between the tipper and tippee may be
relevant to the jury’s determination of whether the tipper had
an expectation that the tippee would trade on his information,
and to the related determination of whether the disclosure
was equivalent to a gift of the trading proceeds by the tipper.
Id. at 28, n. 8.

The court insisted that its ruling “does not eliminate or vitiate
the personal benefit rule,” but rather “acknowledge[d] that
it [was] possible to personally benefit from a disclosure of
inside information as a gift to someone with whom one does
not share a ‘meaningfully close personal relationship.” Id. at
29-30.

Writing separately in a lengthy dissent, Judge Rosemary S.
Pooler stated that the majority’s ruling “holds that an insider
receives a personal benefit when the insider gives inside
information as a ‘gift’ to any person,” and thus, strips the
“personal benefit rule of its limiting power.” Id. at 2 (J. Pooler,
dissenting).

The majority’s opinion will likely expand the
scope of tipping scenarios that could result in
investigation and prosecution
for insider trading.

Judge Pooler maintained that Salman overturned only
the 2nd portion of Newman's holding, which imposed
additional requirements for demonstrating personal benefit
in circumstances involving tips to relatives or friends, and
left intact Newman'’s first holding, which required proof of
a “meaningfully close personal relationship” to support a
finding of personal benefit where the tippee was not a relative
or friend. Id. at 15.

Judge Pooler also criticized the Martoma panel for overruling
Newman without going through the process of en banc
review. Id. at 1.

Judge Pooler lamented the loss of the limiting principles of
the personal benefit rule, as laid out in Newman (and Dirks
and Salman), and wrote that the majority’s focus on a tipper’s
expectation that the tippee will trade on the information
merely restated an existing requirement for insider trading
liability and “[did] not add a new limitation to replace the
personal benefit rule.” Id. at 20.

IMPLICATIONS OF MARTOMA

By eliminating the need to show either friendship, a familial
relationship, or another sort of close personal relationship
between a tipper and tippee in a gifting scenario, the
majority’s opinion will likely expand the scope of tipping
scenarios that could result in investigation and prosecution
for insider trading.

In this respect, it was not surprising to see that representatives
of the U.S. Attorney’s Office for the Southern District of New
York were pleased with the result.

However, going all the way back to Dirks itself, the
development of the law in tipper-tippee cases has been
circuitous and complex. Accordingly, it is fair to wonder
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whether Martoma is the last word or whether the 2nd Circuit
will revisit the issue via en banc review.

It is also possible that the Supreme Court might take up the
question, although that seems unlikely in the absence of a
circuit split.

Despite the intricate nuances of the law in this area, we remain
of the view — as has been the case for many years — that
from a risk-avoidance perspective, compliance professionals
should take a conservative view and should counsel against
trading in a scenario that involves the possession of material
non-public information, at least without extremely careful
analysis of questions of duties, motivations and personal
benefit.

This article appeared in the September 2017, edition of
Westlaw Journal White Collar Crime.

(L-R) James J. Benjamin Jr. is a partner in Akin Gump's
litigation practice in New York, where he represents clients
in a wide variety of government and regulatory investigations
and litigation, along with appellate and complex commercial
litigation. He served for more than five years as a federal
prosecutor in the U.S. attorney’s office for the Southern
District of New York. Michael A. Asaro, a partner in Akin
Gump's litigation practice in New York, focuses on white-
collar criminal defense, SEC and CFTC investigations,
corporate internal investigations, and complex commercial
litigation. He is a former assistant U.S. attorney from the
Eastern District of New York. Peter I. Altman, a senior
counsel in Akin Gump's litigation practice in Los Angeles,
focuses on representing investment management firms,
private and public companies, and individuals in white collar
and other government enforcement and regulatory matters,
securities class-action litigation, and internal investigations.
He previously served as senior counsel in SEC's enforcement
division. Elizabeth C. Rosen is an associate in Akin Gump’s
litigation practice in New York. Her practice covers a variety
of litigation matters, including complex civil litigation,
government and regulatory investigations, and corporate
governance and compliance. This article was first published
Aug. 24 as an Akin Gump Litigation Alert. Republished with
permission

Thomson Reuters develops and delivers intelligent
information and solutions for professionals, connecting
and empowering global markets. We enable professionals
to make the decisions that matter most, all powered by the
world’s most trusted news organization.

©2017 Thomson Reuters. This publication was created to provide you with accurate and authoritative information concerning the subject matter covered, however it may not necessarily have been prepared by persons
licensed to practice law in a particular jurisdiction. The publisher is not engaged in rendering legal or other professional advice, and this publication is not a substitute for the advice of an attorney. If you require legal or
other expert advice, you should seek the services of a competent attorney or other professional. For subscription information, please visit www.West.Thomson.com.

© 2017 Thomson Reuters

SEPTEMBER 2017 | 3



