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Supreme Court Revisits Insider-Trading Liability

Salman reaffirms Dirks and holds that a “gift” of inside information to a trading relative or
friend continues to meet the personal-benefit requirement.

The Salman Prosecution

In 2011, Bassam Yacoub Salman was indicted on four counts of securities fraud and one count of
conspiracy to commit securities fraud." At trial, the government produced evidence showing that Salman
had received material, nonpublic information about healthcare deals from Mounir “Michael” Kara, who had
in turn received that information from Michael's brother and Salman’s brother-in-law, Maher Kara, an
investment banker at the time. The government further showed that Salman used the inside information
to net US$1.5 million in trading profits.

The government also introduced evidence about the relationship among the brothers. Specifically, Maher
testified that he “loved his brother very much” and that he gave Michael the information to “benefit him”
and “fulfill whatever needs he had.”> Maher also testified that, on one occasion, Michael asked Maher for
a “favor,” requesting “information,” and, when “Michael turned down Maher’s offer of money, Maher gave
him a tip about an upcoming acquisition instead.”® Before Maher started disclosing inside information, he
became engaged to Salman’s sister. During the engagement, the Kara and Salman families grew close,
with Salman and Michael becoming “fast friends.”*

A jury convicted Salman on all counts.

The Circuit Split: Newman and Salman

At the time Salman appealed his conviction, it was well established — since the Supreme Court’s seminal
decision in Dirks v. United States — that, for insider trading to occur, an insider had to personally benefit,
directly or indirectly, from the disclosure of inside information.® In Dirks, the Supreme Court explained that
the benefit could be “a pecuniary gain or a reputational benefit that will translate into future earnings.”®
And, the Court continued, the benefit could be inferred, such as when there is “a relationship between the
insider and the recipient that suggests a quid pro quo from the latter, or an intention to benefit the
particular recipient.”” Thus, a tipper or tippee could be liable for insider trading if the “insider makes a gift
of confidential information to a trading relative or friend.”® In that situation, “[t]he tip and trade resemble
trading by the insider himself followed by a gift of the profits to the recipient,” and so a finding of personal
benefit to the insider is appropriate.® Presumably because of Dirks, Salman initially did not challenge his
conviction based on a lack of evidence of a personal benefit.

While Salman’s appeal was pending, the Second Circuit added its own gloss to the Dirks personal-benefit
rule in United States v. Newman." Although the Second Circuit recounted the language above from Dirks,
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it went on to hold that an inference of personal benefit is “impermissible in the absence of proof of a
meaningfully close personal relationship that generates an exchange that is objective, consequential, and
represents at least a potential gain of a pecuniary or similarly valuable nature.”" That holding appeared to
provide a viable defense to insiders who share information with friends or family members without
receiving any identifiable benefit, as well as to tippees who receive inside information by way of such an
insider.

The Ninth Circuit allowed supplemental briefing on Newman, and Salman urged the court to apply what
he viewed as Newman’s holding — that “evidence of a friendship or familial relationship between tipper
and tippee, standing alone, is insufficient to demonstrate that the tipper received a benefit.”*? In particular,
Salman argued that, because there was no evidence in his case that the insider—Maher—received “a
potential gain of a pecuniary or similarly valuable nature,” the evidence was insufficient to support his
conviction.™ In an opinion authored by Senior District Judge Rakoff of the Southern District of New York,
who was sitting by designation, the Ninth Circuit swiftly rejected Salman’s argument: “To the extent
Newman can be read to go so far, we decline to follow it. Doing so would require us to depart from the
clear holding of Dirks that the element of breach of fiduciary duty is met where an ‘insider makes a gift of
confidential information to a trading relative or friend.”"

The Supreme Court Weighs in

Reaffirming Dirks

After declining to grant certiorari in Newman, despite the government’s request, the Supreme Court used
Salman to enter the fray. In a unanimous opinion by Justice Alito, the Court reaffirmed what seemed to
have been clear all along: “when a tipper gives inside information to ‘a trading relative or friend,” the jury
can infer that the tipper meant to provide the equivalent of a cash gift.””® Such an inference is appropriate,
the Court explained, because “a gift of trading information is the same thing as trading by the tipper
followed by a gift of the proceeds.”*®

The Court reached this conclusion by “adher[ing] to Dirks, which,” in the Court’s view, “easily resolve[d]
the narrow issue presented here.””” The Court relied, in particular, on the discussion of gift giving in Dirks
noted above. The holding in Dirks, the Court continued, “makes clear” that “a tipper breaches a fiduciary
duty by making a gift of confidential information to ‘a trading relative.”"®

Applying that rule to this case, the Court had little trouble upholding Salman’s conviction. As the Court
explained, “Maher would have breached his duty had he personally traded on the information here
himself then given the proceeds as a gift to his brother,”*® and “Maher effectively achieved the same result
by disclosing the information to Michael, and allowing him to trade on it.”*

As for Newman, the Court concluded that, “[t]o the extent the Second 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, Newman, 773 F.3d, at 452, we agree with the Ninth Circuit that this requirement is inconsistent
with Dirks.”*

The Knowledge Requirement Remains

Importantly, the Court left undisturbed another key aspect of Newman. The Second Circuit also held that
“a tippee’s knowledge of the insider’s breach necessarily requires knowledge that the insider disclosed
confidential information in exchange for personal benefit.”* Salman did not provide the Court occasion to
address that aspect of the Second Circuit's Newman decision and, as a result, it remains good law.?
Indeed, at oral argument, the government appeared to concede this requirement: “We need to be able to
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show that the tippee ... had knowledge that the information originated in a circumstance in which there
was a breach of fiduciary duty for personal benefit.”*

Implications of Salman

While long awaited, the ultimate importance of the decision is modest. The Court’s “narrow” decision —
as in Dirks — is limited to situations in which the recipient of information is a trading relative or friend.
Although the government urged the Court to adopt a broader rule — “that a gift of confidential information
to anyone, not just a ‘trading relative or friend,’ is enough to prove securities fraud”* — the Court declined
the invitation. Conversely, while Salman argued that Dirks’ gift-giving standard is ambiguous and difficult
to apply, the Court only acknowledged the possibility that there might be cases in which the facts make
assessing gift-giving liability more “difficult.”* In rejecting both parties’ more expansive arguments, and in
declining to say much more than that Dirks is still the law and this case falls within the “heartland” of that
decision,” the Court left the more difficult questions about the outer bounds of insider-trading liability for
another day.

To the extent the Second Circuit’s decision in Newman slowed the pace of insider-trading prosecutions,
that lull is now likely to end. The government has a clear path forward when bringing insider-trading
charges even when an insider’s personal benefit is intangible. That path will also likely breathe new life
into enforcement actions by the Securities and Exchange Commission (SEC), in addition to the
Commodity Futures Trading Commission (CFTC), which has recently started to pursue insider-trading
cases.” Moreover, although the Court simply reaffirmed what it had long ago said, the Salman decision
could be viewed by some government officials as an invitation to push the limits of insider-trading liability
and the inferences a jury can be asked to draw.

Although Salman does not speak to the knowledge requirement, the decision does address the
inferences that can be drawn from a close relationship between insiders and tippees. And although it is
doubtful the government going forward will seriously dispute the need to prove a tippee’s knowledge of
personal benefit to the insider, what type of evidence is sufficient to meet the knowledge requirement
remains ripe for further litigation. This litigation potential is especially true for situations in which the
relationship between the inside tipper and the ultimate tippee is more remote.* As a result, in these
“remote tippee” cases, the government may try to rely more heavily on the inferences of knowledge that
can be drawn from circumstantial evidence, such as relationships and shared histories. The degree to
which these inferences will be permitted remains to be seen. Notably, however, although proof of
knowledge is required, the government can meet its burden by showing that the final tippee knew, had
reason to know, or consciously avoided knowing that the insider received a personal benefit in exchange
for the information provided.* One thing is for sure: the Supreme Court’s “gift” to regulators this holiday
season is little more than a “re-gift.”

Latham & Watkins December 9, 2016 | Number 2049 | Page 3



If you have questions about this Client Alert, please contact one of the authors listed below or the Latham
lawyer with whom you normally consult:

William R. Baker lll
william.baker@lw.com
+1.202.637.1007
Washington, D.C.

Christopher J. Clark
chris.clark@lw.com
+1.212.906.1350
New York

Benjamin A. Naftalis
benjamin.naftalis@Ilw.com
+1.212.906.1713

New York

Richard D. Owens
richard.owens@]Iw.com
+1.212.906.1396

New York

Melissa Arbus Sherry
melissa.sherry@Ilw.com
+1.202.637.3386
Washington, D.C.

Elana Nightingale Dawson
elana.nightingaledawson@Iw.com
+1.202.637.2303

Washington, D.C.

You Might Also Be Interested In

Supreme Court Denies Cert in Lamictal Pay-For-Delay Litigation

Ninth Circuit Applies Octane Fitness’ Loosened Fee-Shifting Standard to Trademark Cases

The Department of Justice Will Criminally Prosecute Employee No-Poaching and Wage-Fixing
Agreements
Your Stipulated Protective Order May Not Provide As Much Protection As You Expect

Client Alert is published by Latham & Watkins as a news reporting service to clients and other friends.
The information contained in this publication should not be construed as legal advice. Should further
analysis or explanation of the subject matter be required, please contact the lawyer with whom you
normally consult. The invitation to contact is not a solicitation for legal work under the laws of any
jurisdiction in which Latham lawyers are not authorized to practice. A complete list of Latham’s Client
Alerts can be found at www.lw.com. If you wish to update your contact details or customize the
information you receive from Latham & Watkins, visit http://events.lw.com/reaction/subscriptionpage.html
to subscribe to the firm’s global client mailings program.

Latham & Watkins December 9, 2016 | Number 2049 | Page 4


https://www.lw.com/people/william-baker
mailto:william.baker@lw.com
https://www.lw.com/people/chris-clark
mailto:chris.clark@lw.com
https://www.lw.com/people/benjamin-naftalis
mailto:benjamin.naftalis@lw.com
https://www.lw.com/people/richard-owens
mailto:richard.owens@lw.com
https://www.lw.com/people/melissa-arbus-sherry
mailto:melissa.sherry@lw.com
https://www.lw.com/people/elana-nightingale-dawson
mailto:elana.nightingaledawson@lw.com
https://www.lw.com/thoughtLeadership/Supreme-Court-denies-cert-in-lamictal-pay-for-delay-litigation
https://www.lw.com/thoughtLeadership/ninth-circuit-octane-fitness-loosened-fee-shifting-standards-trademark-cases
https://www.lw.com/thoughtLeadership/DOJ-will-criminally-prosecute-employee-no-poaching-and-wage-fixing-agreements
https://www.lw.com/thoughtLeadership/DOJ-will-criminally-prosecute-employee-no-poaching-and-wage-fixing-agreements
https://www.lw.com/thoughtLeadership/stipulated-protective-order-may-not-provide-protection
http://www.lw.com/
http://events.lw.com/reaction/subscriptionpage.html

Endnotes

20

21

22

23

24

25

26

27

28

29

30

United States v. Salman, 792 F.3d 1087, 1088 (9th Cir. 2015).
Id. at 1089 (brackets omitted).

Id.

Id.

See Dirks v. Securities and Exchange Comm’n, 463 U.S. 646, 662 (1983).
Id. at 663.

Id. at 664.

Id.

Id.

773 F.3d 438 (2d Cir. 2014).

Id. at 452.

Salman, 792 F.3d at 1093.

Id.

Id. (quoting Dirks, 463 U.S. at 664).

Salman v. United States, No. 15-628, Slip Op. at 10.
Id.

Id. at 8.

Id. at 9.

Id.

Id.

Id. at 10.

Newman, 773 F.3d at 449.

See Slip Op. at 3 n.1 (“The Second Circuit also reversed the Newman defendants’ convictions because the Government
introduced no evidence that the defendants knew the information they traded on came from insiders or that the insiders received
a personal benefit in exchange for the tips. 773 F. 3d, at 453-454. This case does not implicate those issues.”).

Salman Oral Arg. Tr. 36, lines 10-15.
Slip Op. at 7.

Id. at 11.

Id.

Using authority enacted pursuant to the Dodd-Frank Act, see 7 U.S.C. §§ 6c(a) and 9, the CFTC may now bring insider-trading
actions based on misappropriation of confidential information. Under 17 C.F.R. § 180.1, the application of that authority is
guided by case law applying the language of SEC Rule 10b-5.

Salman Oral Arg. Tr. 36, lines 11-13 (“[P]erhaps at the end of the chain [it] will be more difficult [to prove the requisite
knowledge] than [for] the ones earlier in the chain.”).

Securities and Exchange Comm’n v. Obus, 693 F.3d 276, 288—289 (2d Cir. 2012).

Latham & Watkins December 9, 2016 | Number 2049 | Page 5




<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /None

  /Binding /Left

  /CalGrayProfile (Dot Gain 20%)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Error

  /CompatibilityLevel 1.4

  /CompressObjects /Tags

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages true

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.0000

  /ColorConversionStrategy /CMYK

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams false

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo true

  /PreserveCopyPage true

  /PreserveDICMYKValues true

  /PreserveEPSInfo true

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments true

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Apply

  /UCRandBGInfo /Preserve

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 300

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 300

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.50000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /ColorImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 300

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 300

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.50000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /GrayImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 1200

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.50000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile ()

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /CreateJDFFile false

  /Description <<



    /BGR <>

    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /CZE <>

    /DAN <>

    /DEU <>

    /ESP <>

    /ETI <>

    /FRA <>

    /GRE <>



    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)

    /HUN <>

    /ITA <>

    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /LTH <>

    /LVI <>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)

    /NOR <>

    /POL <>

    /PTB <>

    /RUM <>

    /RUS <>

    /SKY <>

    /SLV <>

    /SUO <>

    /SVE <>

    /TUR <>

    /UKR <>

    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)

  >>

  /Namespace [

    (Adobe)

    (Common)

    (1.0)

  ]

  /OtherNamespaces [

    <<

      /AsReaderSpreads false

      /CropImagesToFrames true

      /ErrorControl /WarnAndContinue

      /FlattenerIgnoreSpreadOverrides false

      /IncludeGuidesGrids false

      /IncludeNonPrinting false

      /IncludeSlug false

      /Namespace [

        (Adobe)

        (InDesign)

        (4.0)

      ]

      /OmitPlacedBitmaps false

      /OmitPlacedEPS false

      /OmitPlacedPDF false

      /SimulateOverprint /Legacy

    >>

    <<

      /AddBleedMarks false

      /AddColorBars false

      /AddCropMarks false

      /AddPageInfo false

      /AddRegMarks false

      /ConvertColors /ConvertToCMYK

      /DestinationProfileName ()

      /DestinationProfileSelector /DocumentCMYK

      /Downsample16BitImages true

      /FlattenerPreset <<

        /PresetSelector /MediumResolution

      >>

      /FormElements false

      /GenerateStructure false

      /IncludeBookmarks false

      /IncludeHyperlinks false

      /IncludeInteractive false

      /IncludeLayers false

      /IncludeProfiles false

      /MultimediaHandling /UseObjectSettings

      /Namespace [

        (Adobe)

        (CreativeSuite)

        (2.0)

      ]

      /PDFXOutputIntentProfileSelector /DocumentCMYK

      /PreserveEditing true

      /UntaggedCMYKHandling /LeaveUntagged

      /UntaggedRGBHandling /UseDocumentProfile

      /UseDocumentBleed false

    >>

  ]

>> setdistillerparams

<<

  /HWResolution [2400 2400]

  /PageSize [612.000 792.000]

>> setpagedevice



