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2nd Circuit Slams the Door on ‘Soft Benefit’ 
Insider Trading; Will Congress Pry it Back Open?
By Jimmy Fokas, Esq., and Yulia Fradkin, Esq.  
Baker Hostetler

On April 3, the 2nd U.S. Circuit Court of Appeals denied rehearing in United States v. Newman, a recent 
insider trading prosecution involving two former hedge fund portfolio managers who were charged 
with being downstream tippees of inside information.1  Though the defendants were convicted at 
trial, the 2nd Circuit reversed, holding that the government failed to prove that defendants knew 
that the insider disclosed confidential information in exchange for a personal benefit. 

This holding effectively undercut dozens of past and pending insider trading cases — and left a less 
than clear standard to distinguish between legal and illegal conduct. 

In the short time since the Newman decision, a wave of proposed insider trading legislation hit the 
headlines, with three bills competing in Congress.  Surprisingly, there is no federal statute that 
specifically defines and prohibits the practice of trading on inside information. 

Instead, insider trading has been defined by decades of judge-made legal precedent.  Judge Jed S. 
Rakoff, sitting in the U.S. District Court for the Southern District of New York, recently  noted that the 
appropriate branch to define insider trading is Congress.2 

Until Congress acts — or the Supreme Court grants certiorari — the law of insider trading as it 
pertains to downstream tippees will remain murky.  If Congress passes a broadly worded bill, the 
first cases will have to be interpreted in federal court and may still look to decades of judicially 
created precedent for guidance. 

GENERAL BACKGROUND OF INSIDER TRADING LAW

Unlawful insider trading generally splits into two judicially created theories arising from Section 
10(b) of the Securities Exchange Act of 1934 and Rule 10b-5.  The classic or traditional theory of 
insider trading targets insiders (directors, officers, employees) who buy or sell company securities 
while in possession of material nonpublic information, with scienter (guilty knowledge), in breach 
of their fiduciary duties.3  The classic theory also includes liability for insiders (tippers) who tip a 
corporate outsider (tippee), who trades on the material nonpublic information.  Both the tipper and 
the tippee can be held liable for insider trading. 

The misappropriation theory concerns corporate outsiders who misappropriate and trade on 
material, nonpublic information in breach of duty of trust or confidence owed to the source of such 
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information.  The leading case on this topic is United States v. O’Hagan, 521 U.S. 642 (1997).  
James O’Hagan was a law firm partner and a corporate outsider who gained material, nonpublic 
information about a company his firm represented.  After a conviction at the district court 
level, and a reversal in the 8th Circuit, the U.S. Supreme Court upheld O’Hagan’s conviction, 
holding that a person who trades in securities for personal profit, using confidential information 
misappropriated in breach of a fiduciary duty owed to the source of the information, may be held 
liable for insider trading. 

NEWMAN NARROWS THE SCOPE OF TIPPEE LIABILITY

Newman involved two hedge fund managers, Anthony Chiasson and Todd Newman, whose 
funds allegedly reaped $72 million in profits from illicit insider trading.  The managers were 
downstream tippees and were several layers removed from the original tippers, who were insiders 
of the company at issue.  

The 2nd Circuit made two significant holdings in the case: The government must prove that the 
tippee knew that the insider tipper disclosed confidential information, and the tipper must have 
done so in return for a personal benefit.4 

The court also determined that a personal benefit in the context of insider trading requires a 
quid pro quo relationship and must be more tangible than, say, the elevation of social status.5  
In deciding Newman, the appeals court based its analysis on the early 1980s Supreme Court 
insider trading decisions of Dirks v. SEC6 and Chiarella v. United States,7 which established that 
“insider trading liability is based on breaches of fiduciary duty.” 

In Dirks, the tipper, Raymond Dirks, received material, nonpublic information from corporate 
insiders (the source).  He then disclosed that information to third-party tippees.  The Supreme 
Court found that neither Dirks nor the third-party tippees were liable for insider trading because 
none received a personal benefit and because Dirks did not owe a fiduciary duty to the company.8  

“Absent some personal gain [by the tipper], there has been no breach of duty to stockholders.  
And absent a breach by the insider, there is no derivative breach by [tippees],” the Supreme Court 
said.9  “Unless insiders breached their [fiduciary] duty in disclosing the nonpublic information to 
Dirks, he breached no duty when he passed it on to investors.”10

The Newman court, in turn, honed in on and scrutinized the “personal benefit” prong and held 
that “in the absence of proof of a meaningfully close relationship that generates an exchange 
that is objective, consequential, and represents at least a potential gain of a pecuniary or similarly 
valuable nature,” there can be no breach by the insider tipper.11  The 2nd Circuit went further 
and stated that career advice, social meetings and memberships to the same club would not be 
sufficient to establish a “personal benefit.”  

Both defendants in Newman were downstream tippees three or four levels removed from the 
insider tippers, who did not communicate directly with them.  This tenuous relationship to the 
source was not sufficient to establish actual knowledge of the tippers’ breach and could not 
support a conviction.  Accordingly, the appeals court overturned the convictions of the two hedge 
fund managers.  

A district court decision applying Newman has since held that this holding is not limited to the 
classic theory but also applies to cases brought under the misappropriation theory.12

PROPOSED LEGISLATION

In February and March three bills were introduced in Congress intended to specifically define and 
outlaw insider trading.13  While each bill varies in terms of scope and how it would define different 
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types of conduct, they all share the common goal of specifically overruling the holding in Newman 
and removing the personal benefit requirement.  Even Securities and Exchange Commission 
chief Mary Jo White hinted that the agency has considered and may consider implementing a 
rule banning insider trading.14

INSIDER TRADING IN A POST-NEWMAN WORLD

While Newman provides a limit on the liability of downstream tippees by requiring proof of 
knowledge by the tippees of the tipper’s personal benefit, the proposed legislation highlights the 
potential for renewed uncertainty to be injected into the law of insider trading.  For now, Newman 
is the law in the 2nd Circuit, although it has been applied by a district court in another circuit.15  

It is likely, however, that the holding of Newman may not apply in every circuit, creating a split and 
a potential situation where insider trading in one part of the country may not be insider trading in 
another.  Such a split would have to be resolved by the Supreme Court to avoid injustice and the 
uncertainty it would create.

The jurisprudence of insider trading that has developed over the past 40 years has, for the most 
part, provided some level of certainty to market participants as to what is prohibited.  If Newman 
remains law, it will be up to the courts to determine what constitutes a tangible quid pro quo 
benefit and where that line will be drawn. 

Should a highly polarized Congress act and pass legislation banning insider trading, it will also 
be left to the courts to decide its scope and meaning.  While the courts may rely on precedent 
to define the more familiar provisions of any statute, there will be new interpretations and new 
forms of prohibited conduct that will not be so easily decided.  

Regardless of Newman’s continued impact, traders, fund managers and other sophisticated 
market participants must still be mindful of the source of information they use to make trading 
decisions.  Sophisticated market participants should document the basis for their trading 
decisions whenever possible to avoid potentially damaging scrutiny by prosecutors or the SEC. 

Newman may have limited the scope of insider trading liability, but the government scrutiny and 
aggressive pursuit of insider traders will continue regardless of whether the holding in Newman 
is replaced by statute or overruled by the Supreme Court. 
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