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I.

Introduction

In its recent decision, the Second Circuit in United States v. Martoma1 overturned key
aspects of its decision in United States v. Newman.2 Justifying this departure based on the
Supreme Court’s ruling in Salman v. United States,3 the majority in Martoma held that there is
no requirement to prove a meaningfully close personal relationship in order to find liability for
insider trading under Rule 10b-5.4 While Martoma ostensibly changed the test for tippee liability,
this Article argues that the substantive outcome for most insider trading cases is likely to remain
unaffected. However, because Martoma expanded the scope of tippee liability, more claims can
now get into court. This expansion should be resisted under the traditional Santa Fe doctrine5
because it threatens to blur the distinction between corporate law and securities law. This Article
first provides a quick roadmap to insider trading law, then dives into an analysis of Martoma and
the decisions immediately preceding it, and concludes by offering perspectives on what the likely
impact of the decision will be.
II.

Insider Trading and 10b-5 Actions

Insider trading is governed by section 10(b) of the Securities Exchange Act of 1934 (the
1934 Act),6 implemented by the Securities and Exchange Commission (SEC) as Securities
Exchange Act Rule 10b-5 (Rule 10b-5);7 section 16 of the 1934 Act;8 Regulation Fair Disclosure;9
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and Rule 14e-3.10 Section 16 primarily details disclosure requirements and short-swing profit
liability of statutory insiders. 11 Regulation Fair Disclosure governs insider tipping. 12 Finally, Rule
14e-3 governs trading in the context of a tender offer.13 Given that the Martoma decision revolved
around the scope of section 10(b) and Rule 10b-5,14 only section 10(b) and Rule 10b-5 shall be
dealt with in depth in this piece.
Rule 10b-5 was not originally enacted to prohibit insider trading, 15 but rather was (and
still is) the basis for bringing general actions for securities fraud and deceit under its “catchall”
provisions. 16 It was only in the case of In re Cady, Roberts & Co.17 that the SEC laid down a
straightforward rule to bring specific trading based on material, non-public information within
the ambit of Rule 10b-5 fraud. After Cady, Roberts, individuals had to either “disclose material
facts which are known to [the insiders] by virtue of their position but which are not known to
persons with whom they deal and which, if known, would affect their investment judgment”18 or
“forego the transaction.”19 This boils down to a simple, oft repeated mantra—“disclose or
abstain.”20
Over the years, courts have interpreted the rule articulated in Cady, Roberts to capture a
wider spectrum of activity as running afoul of the insider trading prohibition under Rule 10b-5. 21
This Article will focus on what is understood by the term “insiders” and precisely which class of
people can be held liable under Rule 10b-5.
In 1968, basing its decision on the equal access theory, the Second Circuit in SEC v.
Texas Gulf Sulphur determined that “insiders” included any participant in the market, not merely
corporate insiders.22 Rejecting this approach in favor of a relationship-based theory of liability,
the Supreme Court in Chiarella v. United States held that mere materiality is not enough to
generate liability from nondisclosure. 23 In other words, a duty to abstain from trading arises only
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if trading constitutes a breach of a “fiduciary or other similar relation of trust and confidence
between [the trader and the shareholders of the company].”24
Three years later, the Supreme Court recognized the need to restrict trading done by
outsiders (“tippees”) on the basis of information received from insiders, 25 and thus held in Dirks
v. SEC that a tippee would assume a fiduciary duty to shareholders not to trade, but only when
(a) the insider breached her fiduciary duty in giving the tip and (b) when the tippee “[knew] or
should [have known] that there [had] been a breach.”26 It further indicated that the insider would
need to “personally . . . benefit, directly or indirectly, from her disclosure . . . [which includes]
pecuniary gain or a reputational benefit.”27 It further suggested that in some cases temporary
insiders, such as lawyers and accountants, may be held to owe fiduciary duties to shareholders by
virtue of the insiders’ relationship with the company. 28
Over a decade later in United States v. O’Hagan,29 the Supreme Court had to grapple with
a circuit split between the Second, Seventh, and Ninth Circuits on one side and the Fourth and
Eighth Circuits on the other.30 The split was over, inter alia, whether the basis of attaching
liability to insider trading under Rule 10b-5 could be expanded under the misappropriation
theory, rather than limited by a strict interpretation of the relationship theory under Chiarella.31
The Supreme Court in O’Hagan approved the misappropriation theory, affirming that an
individual commits fraud “in connection with” a securities transaction—and thereby violates
section 10(b) and Rule 10b-5—if the individual misappropriates confidential information for
securities-trading purposes in violation of the duty owed to the source of information.32 This is to
say that whenever an individual uses confidential, material, and non-public information to make
trades on any securities transaction, then that individual can face criminal liability that follows
from a breach of section 10(b)33 and Rule 10b-5.34
We thus have three different approaches to insider trading that can be applied to
regulation under Rule 10b-5: the equal access approach, the fiduciary-relationship approach, and
the misappropriation approach. It is not at all clear that any of them are “complementary,” as
suggested by the majority in O’Hagan, 35 but more on this below.
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III. Tippee Liability and Martoma
In 2015, the Second Circuit elaborated on the standard of tippee liability established in
Dirks by holding in United States v. Newman that “to the extent . . . that Dirks suggests that a
personal benefit may be inferred from a personal relationship between the tipper and tippee . . .
such an inference is impermissible in the absence of proof of a meaningfully close relationship”
which “generates an exchange that . . . represents at least a potential gain of a pecuniary or
similarly valuable nature.”36
In 2016, however, the Supreme Court held in Salman v. United States that the reasoning
in Newman was “inconsistent with Dirks” insofar as Newman held that there was a need to show
potential gain of a pecuniary or similarly valuable nature.37 The Supreme Court clarified that “the
jury [could] infer that the tipper meant to provide the equivalent of a cash gift,” if there existed a
close personal relationship, 38 essentially eroding the potential gain aspect of the test for tippee
liability in Newman.
This brings us to the Second Circuit’s 2017 decision in United States v. Martoma.39
Mathew Martoma was a portfolio manager at SAC Capital who obtained information about an
experimental drug used to treat Alzheimer’s Disease from two doctors, both of whom owed
duties to keep results of clinical trials confidential. 40 After learning about a determination from
one of the doctors that the drug might not be as effective as a previous press release had
suggested, SAC began to reduce its position in the securities of the companies manufacturing the
drugs by entering into short-sale and options trades that would generate profit and reduce SAC’s
losses if the companies’ share prices were to subsequently fall. 41 It was only after this point in
time that the results of the determination were made public and the companies’ share prices
plummeted.42 The trades made before the presentation of the results led to SAC making $80
million in profits and avoiding $195 million in losses. 43 Martoma was convicted in February
2014,44 before either Newman or Salman had been decided.45 On appeal, in light of Newman,
Martoma challenged whether the evidence presented at trial was sufficient to sustain the
conviction46 and whether the jury instruction to infer a personal benefit even in the absence of a
meaningfully close personal relationship was correct.47
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The majority (Chief Judge Robert Katzmann and Judge Denny Chin) rejected the
sufficiency of evidence argument, citing the deferential test as affirmed in United States v.
Coplan48 and holding that “hav[ing] the opportunity to . . . yield future pecuniary gain” was
sufficient to satisfy the personal benefit limb of the test.49 They further recognized that the
Newman “meaningfully close personal relationship” requirement could not be sustained in light
of Salman and upheld the district court’s jury instruction. 50 The majority thus concluded 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 relationship.’”51
IV. Tippee Liability: New-But-Same?
What the decision in Martoma does is simple: it retains the need for tippers to incur a
personal benefit but abolishes the requirement to prove either a familial or other close personal
relationship between the insider and the tippee from which the insider incurred some personal
gain. 52 In the abstract, this must be correct—there is no reason why deriving a personal gain from
sharing insider information should be limited only to meaningfully close relationships. An
insider can benefit, as the facts of Martoma clearly demonstrate, through the payment of money
for services provided. 53 So Newman, on its face, seems wrongly decided.
But the Newman holding is subtler than that—a personal benefit cannot be inferred
merely because of the existence of a personal relationship; a personal benefit can be inferred
only when the relationship is a meaningfully close relationship. Otherwise, the personal benefit
needs to be shown through other means. This is also consistent with Dirks, in which the Supreme
Court held that a personal benefit could be satisfied in many ways, notably (but not only)
through some pecuniary or reputational gain. 54
This, in fact, is the key argument made by Judge Rosemary Pooler in the dissenting
opinion of Martoma. 55 She concluded that Salman only criticized the holding of Newman insofar
as Newman required some further evidence of a pecuniary or similar benefit on the part of the
tipper giving insider information to relatives or friends. 56 In other words, the Supreme Court in
Salman did not reject the requirement of a meaningfully close personal relationship for an
inference of personal benefit; rather, it merely restated that the personal benefit test needed to be
satisfied and that one way of doing so was by showing a meaningfully close relationship. 57
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Moreover, a powerful argument for such a reading of Salman can be found in the
Supreme Court’s rejection of the government’s argument that the “gift of confidential
information to anyone” should be enough to prove securities fraud. 58 In rejecting this argument
and reaffirming Dirks, the Supreme Court explicitly endorsed the restricted scope of tippee
liability. On this basis, the holding of the majority in Martoma that any relationship of quid pro
quo could lead to a breach of Rule 10b-559 may well be wrong.
One way of resolving this conundrum is by concluding that the courts have essentially
talked past each other. On one hand, the majority in Martoma held that the “logic of the giftgiving analysis” in Salman meant that liability would follow if the insider shared confidential
information “with the expectation that [the recipient] would trade” on the basis of the
information or otherwise exploit it for her pecuniary gain. 60 On the other hand, the Court in
Salman reaffirmed the need for a personal benefit test as laid down in Dirks.61 If personal benefit
is the same thing as an expectation to trade, then both courts are in agreement.62 If not, then they
are engaging in two different tests. What is important to note is that on the facts of Dirks,
application of either of the tests would give the same answer. This is due to the nature of the
relationship of the tipper and tippee in Dirks, where the tipper had no expectation that the tippee
would trade on the information and consequently did not derive any personal benefit from
sharing it. 63
The better way of resolving the two decisions would be to affirm that the test in Martoma
is essentially the same test, just put in different words. While theoretically it appears that
Martoma has widened the scope of who could be caught for insider trading, 64 it is not altogether
clear whether the open-ended personal benefit test under Dirks and the expectation to trade test
under Martoma will lead to meaningfully different outcomes. If the tipper is to incur some
personal benefit—pecuniary, reputational, or otherwise—then there will (almost always) be a
corresponding expectation that the tippee will trade on the information obtained. 65 Sharing with
an analyst or reporter who is not expected to trade on the information, for example, would
probably not cause the tipper to incur a personal benefit, or at least not a benefit that would be
caught by the test in Dirks. Sharing between brothers, as was done in Salman, would likely be
caught under the expectation to trade test just as much as the personal benefit test. The point is
that the Dirks reference to a friend has been interpreted to set a low bar, and decisions pre- and
58
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post-Newman would not have been decided differently under the Martoma expectation to trade
test.66
The real issue for 10b-5 liability thus is not the new-but-same test advocated by the
Second Circuit. Contrary to the argument in the dissenting opinion by Judge Pooler, 67 the
majority did add a new (or rather restated the old) limitation to “replace” the personal benefit
rule: the expectation to trade test.68 This restriction comes in the guise of the nature of the
relationship between the tipper and tippee. In other words, while Martoma expanded the reach of
insider trading regulation to reach any type of relationship, it also reigned in the reach of 10b-5
by noting that the nature of the relationship may well mean that no liability would attach to the
sharing of the information. 69 In fact, the real issue, largely overlooked by the courts in Newman,
Salman, and Martoma, is that the underlying theoretical approach of Dirks was eroded a long
time ago by the Supreme Court in O’Hagan, and thus the courts’ heavy reliance on Dirks seems
to be problematic.
V.

The Misappropriation Theory

While the development of the law in tippee liability cases has been argued to be
“circuitous and complex,”70 the underlying test laid down by Dirks has remained unchanged.
There are two de minimis elements that need to be shown: (a) breach of a fiduciary duty to the
shareholders by the insider, and (b) knowledge (or recklessness) on the part of the tippee that
such a breach had occurred.71
Newman, 72 Salman,73 and Martoma74 all ostensibly affirm the logic of Dirks on this point.
The court in Newman, when it affirmed the scienter requirement, also affirmed that the tippee’s
liability derives “only” from the tipper’s breach.75 The Court in Salman reasoned that the Dirks
analysis generates liability when “a tipper breaches a fiduciary duty.”76 The majority in Martoma
stated that the legality of insider trading is “coextensive with a corporate insider’s fiduciary duty
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72 United States v. Newman, 773 F.3d 438, 447 (2d Cir. 2014).
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of loyalty to the corporation.”77 Hence, the starting point for tippee liability still remains
“derivative from that of the insider’s duty,”78 since “[i]n the absence of a breach of duty to
shareholders by the insiders” there would be no derivative breach by a tippee.79
It is likely that this theoretical dispute was not resolved in the three foregoing cases
because the Second Circuit reaffirmed in SEC v. Obus that the elements of tipping liability are
the same regardless of whether the tipper’s duty arises under the classical (fiduciary) theory or
the misappropriation theory. 80 This is a straightforwardly problematic claim—the Supreme Court
in Santa Fe Industries v. Green held that a distinction must be maintained between state
corporate law and federal securities law and that not every case of alleged corporate misconduct
could fall under Rule 10b-5.81 This, of course, is squarely at odds with the decision in O’Hagan
because the misappropriation theory could render any participant in the market liable for
securities fraud under Rule 10b-5, essentially making the breach of a fiduciary duty a criminal
sanction against the backdrop of a securities transaction.82 Whether such a transformation of state
fiduciary law should be permitted by judicial fiat is a question that is thrown into sharp relief
against the language of Martoma.83
Justice White warned in Santa Fe that “[t]here may well be a need for uniform federal
fiduciary standards . . . [b]ut those standards should not be supplied by judicial extension” of
securities law so as to “cover the corporate universe.”84 Martoma may well end up not changing
the substantive test, but its language does indeed cover the corporate universe. Imagine a
company, which employs a doctor to conduct a series of research trials. The doctor hires three
research assistants. One of the assistants is in a queue for lunch and meets a bystander. During
their conversation, the assistant hints that the company is on the verge of a breakthrough. The
bystander, riveted by the news, pays for the assistant’s lunch and goes home to tell her brother,
who owns a different corporation, which is heavily invested in the stocks of competitors of the
company. The brother’s corporation subsequently dumps its stock but does not invest in the
company. The price of the company’s stock spikes, and the competitors’ shares lose value.
In this scenario, it is likely that the assistant does not owe fiduciary duties to the company
(or its shareholders). 85 As such, on a literal application of the first limb of Dirks, the bystander
can never be liable as a tippee since the fiduciary duty necessary to establish liability is not
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present.86 Under the misappropriation theory, however, the assistant is misappropriating
confidential information due to the existence of the fiduciary relationship between her and the
doctor.87 Since the assistant is now deemed to be in breach of a fiduciary duty owed to the
company’s shareholders, the bystander can be liable as a tippee.
The scenario above is not intended to show that the extension of the misappropriation
theory to tippee liability is necessarily normatively wrong—in fact, it may strike us as a good
thing to curtail any form of insider trading to ensure that nobody gets an unfair advantage over
others88 (notwithstanding the academic positions to the contrary).89 The problem with the
scenario is that it captures a huge range of activity, and even if the bystander is held not liable
due to the nature of the relationship under the language of Martoma, this is still a question of
substance and context that will require litigation to resolve. Martoma will end up doing exactly
what the majority in Santa Fe feared; it will open the door to vexatious litigation from a massive
class of plaintiffs, 90 with the added burden of having criminal liability follow if either an insider
or a tippee is found in breach of Rule 10b-5.91
VI. Conclusion
To conclude, the effect of Martoma, combined with the recent jurisprudence affirming the
misappropriation theory, is likely to lead to more litigation. While this will likely act as a
deterrent and a warning to participants in the market not to engage in insider trading, it will also
bring unnecessary complexity and uncertainty into the law. The Second Circuit should revisit the
Martoma decision en banc to prevent this effect.
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