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Martin Shkreli dubiously stepped into the national spotlight as “the poster boy for greedy (859) 2574747

drug company executives.””’ Shkreli’s company, Turing Pharmaceuticals, purchased a drug
used for treating toxoplasmosis, a disease that can be fatal to H.LV. patients.m editors@kentuckylawjournal.
Subsequently, Turing Pharmaceuticals raised the price of this drug from less than $20 per org

tablet to over $750 per tablet—a 3,750% increase.”” As a result, Shkreli emerged as “the

most reviled person in America.”” Poor publicity, however, proved the least of Shkreli’s

problems. In December, the Securities and Exchange Commission charged Shkreli with

securities fraud.”

Shkreli represents the latest public figure in the Commission’s crosshairs. Recall also the
Commission’s investigation into Martha Stewart’s “timely” stock sale in 2001.” Since the
Great Depression, the Commission has wielded a vast arsenal in combating fraudulent
market activity. Yet the outer edges of the Commission’s enforcement authority remain
fuzzy. Specifically, what happens when someone who receives confidential information
shares that information with another party, and this third party subsequently trades on the
basis of that confidential information? This October term, the Supreme Court will clarify
this question in Salman v. United States, wherein the Court will determine what liability a

. 8 . . . . .
downstream “remote tlppee”[ ! faces when trading on inside information.

In 1934, Congress enacted the Securities Exchange Act. The Act empowered the
Commission to enforce several anti-fraud provisions. Section 10(b) in particular contains

broad, vague language.M Under this sweeping authority, the Commission promulgated
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Rule 10b-5. Rule 10b-5 delineated three categories of what constituted a “manipulative or

1ol Despite the Rule’s modest beginnings,m Rule 10b-5

J

deceptive device” under § 10(b).

. . . . . . . . 12,
now serves as the Commission’s most widely used tool in regulating insider tradmg.l

Yet neither § 10(b) nor Rule 10b-5 directly prohibit insider trading. Instead, the United
States Supreme Court has developed an elaborate interpretive framework for § 10(b) and
Rule 10b-5. As a result, many commentators consider Rule 10b-5 a “judicial oak which has
grown from little more than a legislative acorn.”" “[1]¢ is difficult to think of another
instance in the entire corpus juris in which the interaction of the legislative, administrative

rulemaking, and judicial processes has produced so much from so little.”"

These humble roots have not stunted Rule 10b-5’s growth. The Commission continually
wields Rule 10b-5 against bad market actors. Targets are not just limited to interior
decorators and pharmaceutical executives, either; Bassam Salman drew the Commission’s
ire in 2011. Salman had received a material tip on corporate information from family.“sl
Maher Kara worked as an investment banker at Citigroup.l I He provided confidential
information to his brother, Mounir “Michael” Kara."” Michael, in turn, passed this
information along to his brother-in-law, Bassam Salman." By using this information,
Salman was able to earn over $1.7 million."” Inevitably, the government realized the
collusion and, in September 2011, charged Salman with securities fraud under Rule 10b-5.
P At trial, a jury convicted Salman on all counts.”” The Ninth Circuit Court of Appeals
afirmed Salman’s conviction on a theory directly conflicting with the Second Circuit
Court of Appeals’s decision in United States v. Newman.”” This split in authority attracted
the Supreme Court’s attention; in January 2016, the Supreme Court granted certiorari,””

The Court has scheduled oral argument for October 5,124

Salman v. United States provides a unique opportunity whereby the Supreme Court can
finally address the disparate branches of the “judicial oak.” For the first time, the Court will
address liability for “remote tippees™—tippees who do not receive inside information from
an insider, but rather from another tippee in a chain. What must the government prove

when establishing liability for these downstream tippees?

The Supreme Court first confronted liability for tippees in Dirks v. SEC.” There,
corporate insider Ronald Secrist disclosed corporate fraud to Raymond Dirks, an
investment analyst.[zo] Dirks tried investigating the claims but faced significant opposition
at every turn.”” He did, however, disclose the information to various clients.”” These
investors sold off securities in the fraudulent company just before the allegations went
public and stock prices plummeted as a result.”” The Securities and Exchange Commission
subsequently censured Dirks for his role in the process, stating: “[w]here ‘tippees’—
regardless of their motivation or occupation—come into material ‘corporate information
that they know is confidential and know or should know came from a corporate insider,’

. . . . . . . 0]
they must either publicly disclose that information or refrain from trading.
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The Court refused to impose a general duty on tippees to disclose material information or
abstain from trading. Such a broad holding would “have an inhibiting influence on the role
of market analysts, which the SEC itself recognizes is necessary to the preservation of a
healthy market.””" Instead, the Supreme Court held that a tippee inherits a duty to disclose
or abstain only when “the insider’s ‘tip” constituted a breach of fiduciary duty.”[m The test
for determining if an insider has breached his or her fiduciary duty turns upon “whether
the insider personally will benefit, directly or indirectly, from [the] disclosure.””” Rule
10b-5 saddles a tippee with liability only when the tippee knows about this “personal

benefit” to the insider.

Dirks’s holding left unanswered what to do about remote tippees. Does a tippee once,
twice, even thrice removed from the original insider’s tip need to know about that original
insider’s personal benefit? The Court remained silent on this point for nearly thirty years.
Then along came Todd Newman. In 2012, the government charged Newman with
securities fraud under Rule 10b-5."" Newman, however, occupied a position four times
removed from the original tip.m Initially, corporate insider Rob Ray leaked information to
analyst Sam Goyal; Goyal passed this information down to fellow analyst Jesse Tortora.”™
Tortora kept the chain going by tipping Spyridon Adondakis, and, finally, Adondakis
tipped Newman."” Relying on Dirks, Newman advanced two arguments. First, Newman
argued that Ray, the insider, did not personally benefit from starting the tipping chain.”
Second, even if Ray did benefit, the government did not demonstrate that Newman, the

remote tippee, knew that Ray personally benefited.”” The Second Circuit agreed.

First, the Second Circuit narrowly defined “personal benefit.” The government must
demonstrate the insider’s personal benefit by showing that “the [insider] ‘is in effect selling
the information to its recipient for cash, reciprocal information, or other things of value for
himself.”*” The government adduced evidence demonstrating a close relationship
between Ray and Goyal, but the court held that a close relationship alone would not
suffice.”"” Although the court stated “personal benefit is broadly defined to include not only
pecuniary gain, but also . . . any reputational benefit that will translate into future earnings
and the benefit one would obtain from simply making a gift of confidential information to
a trading relative or friend,” this definition does not permit an inference of a personal
benefit from a close relationship without further showing “an exchange that is objective,
consequential, and represents at least a potential gain of a pecuniary or similarly valuable
nature.” "’
Second, a remote tippee, such as Newman, must know about the original insider’s personal
benefit.” No matter how far down the chain, the Second Circuit judged mens rea based on
the original “tip.” Thus, the court held that “without establishing that the tippee knows of
the personal benefit received by the insider in exchange for the disclosure, the Government
cannot meet its burden of showing that the tippee knew of a breach.”" The government

did not produce any evidence showing that Newman knew that Ray, the insider, would
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derive any benefit from Goyal, the original tippee.[451 Thus, Newman’s sentence could not

stand.”™

Re-enter our friend, Bassam Salman. The Second Circuit handed down Newsman while
Salman awaited appeal. Salman surely thought that Newman provided a silver bullet for his
own appeal. Alas, the Ninth Circuit wore body armor. The Ninth Circuit did not read
“personal benefit” so narrowly. Recalling language in Dirks glossed over by the Second
Circuit, the Ninth Circuit noted that a personal benefit “also exist[s] when an insider makes
a gift of confidential information to a trading relative or friend.”"” The Ninth Circuit thus
declined to follow Newman and held that a close relationship between the insider and

original tippee could stand alone and satisfy the personal benefit requirement."

Salman’s argument faces serious challenges. The Ninth Circuit correctly followed the plain
language in Dirks. The Supreme Court clearly contemplated comity gifts as a personal
benefit. " Limiting a personal benefit to only pecuniary gain or quid pro quo exchanges
undermines Dirks’s spirit. After all, the Court in Dirks established liability when an insider’s
tip violated the insider’s duty of loyalty to the corporation. Thus, the Court focused not so

much on measuring any tangible gain but rather on the motive underlying the original tip.

Furthermore, the Court’s current composition cuts against Salman. Justices Ginsburg,
Kennedy, and Breyer previously endorsed an expansive insider trading liability theory in
United States v. O’Hagan.w]ustice Sotomayor also recognized broad insider trading liability
when she served as a judge on the Second Circuit.”” These four justices already gridlock
the Court. Given his prosecutorial background, Justice Alito could easily provide the hfth

. . P . . . . . . .1 52
vote needed for a majority opinion expansively construing insider trading lla‘blhty.I l

Salman might place some hope in Justice Thomas, as Thomas dissented from the Court’s
holding in O’Hagan.w More recently, Justice Thomas joined Justice Scalia’s concurring
comment in a denial of certiorari from a Rule 10b-5 prosecution.m There, Justice Scalia
posited two concerns with Rule 10b-5’s continual expansion.[ﬁ] First, he noted a problem
with separation—of—powers.[50] Legislatures define crimes, not the executive agencies and
the courts.”” Defining tippee liability through the common law might offend this notion.
5 As noted, Rule 10b-5 exists primarily as a “judicial oak which has grown from little
more than a legislative acorn.”” Second, Justice Scalia suggested Congress had

[60]

inadequately defined criminal liability under the Securities Exchange Act of 1934.

The Supreme Court’s clumsy approach to an already-awkward statutory text needs to be
clarified. Salman provides the Court an opportunity to prune the “judicial oak’s” arthritic
branches. After all, Salman represents the classic “bad actor.” He schemed to use inside
information toward his own advantage. Just because the original information exchange did
not necessarily produce a pecuniary benefit to the corporate insider does not mean that
Salman should walk away unscathed. The Court should devise a downstream “remote

liability” test that effectively captures Salman’s conduct. When doing so, however, the
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Court should take Justice Scalia’s concerns in Whitman seriously. A vague criminal sanction

—created entirely by the judiciary and an administrative agency—poses serious

constitutional deficiencies. Professor Richard Epstein has offered a simple solution: “[T]he

sole violation that matters is the deliberate use or sharing of information contrary to the

wish of the firm that has supplied it in the first place. These unauthorized uses should

impose liability on the immediate recipient and any person who takes with knowledge of

the illegal release.””"”’

Justice Blackmun once dubbed the Second Circuit as the “justifiably esteemed panel . . .
[and] ‘Mother Court’ in . . . [securities] law.”*” Yet the Second Circuit’s opinion in
Newman is seemingly at odds with the remote tippee liability described in Dirks.
Furthermore, the Second Circuit’s rule threatens market efhciency by weakening investor
confidence in confidentiality. A tightened “personal benefit” requirement distracts from the
main issue. Therefore, the Supreme Court should use Salman v. United States as a vehicle to
clarify downstream remote tippee liability and just what constitutes a “personal benefit”

under the Dirks standard.

[]J].D. expected May 2017.
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