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“Innocent Purpose” (aka No Profit) defence in insider 

dealing narrowly construed by the Court of Final Appeal 
 
Peter So and Eddie Lau 
 

On 12 October 2018, the Court of Final Appeal (CFA) - in a majority of four to one - allowed the Securities and 
Futures Commission’s (SFC) appeal against the Market Misconduct Tribunal’s (MMT) findings that two former 
executives of Asia Telemedia Limited (ATML) (the respondents) had not engaged in insider dealing under the 
Securities and Futures Ordinance (SFO). 
 
The background of the present case and the decision by the MMT were discussed in a previous article. The present 
article focuses on the decision by the CFA (FACV 5/2018; [2018] HKCFA 44). 
 
The Majority Decision by the CFA 
 

Mr. Justice Ribeiro PJ and Mr. Justice Fok PJ gave a joint judgment (the Joint Judgment) with which Chief Justice Ma 
and Lord Neuberger of Abbotsbury NPJ agreed and supplemented by their respective judgments.  Mr. Justice Tang 
PJ, on the other hand, gave a dissenting judgment. 
 
Section 271(3) of the SFO provides that an insider dealer shall not be regarded as having engaged in market 
misconduct if he can establish that the purpose for which he dealt in the listed securities was not, or where there was 
more than one purpose, the purposes for which he dealt in the listed securities, did not include, the purpose of 
securing or increasing a profit or avoiding or reducing a loss, by using relevant (i.e. inside) information (the “innocent 
purpose defence”). 
 
The focus in this appeal was the construction of the phrase “using relevant information”. 
 
In the Joint Judgment, their Lordships held that “using relevant information” in section 271(3) simply means making 
one’s decision to buy or sell the listed securities because of the quoted market price, knowing that price to be either 
artificially high or artificially low because the inside information is not generally known to those accustomed or likely to 
deal in the securities (para. 49).  It is the turning of the possession of that knowledge of the price sensitive information 
into action which constitutes the use of the inside information (para. 50).  The Joint Judgment opined that this 
construction is consistent with the concept of “consciously making use of relevant information” and the inside 
information must be a “factor” in the insider’s participation in the transaction or must have “played a role in his 
decision-making”. 
 
While their Lordships accepted and did not disturb the findings of the MMT, their Lordships examined the MMT’s 
reasoning for exonerating the respondents, namely:- 
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 The respondents’ sole motivating factor was to secure profits from the unexpected speculative surge in 
ATML’s share prices; and 
 

 The respondents did not use the inside information since they believed that the indebtedness owed by ATML 
to Goodpine Limited would eventually be sorted out “behind closed doors” and would never enter the public 
domain (the “behind closed doors” justification). 

 
Their Lordships held that the MMT erred in law in exonerating the respondents under section 271(3) under both 
reasoning. 
 
As to the first reasoning, their Lordships held that the selling of shares to secure profits from the unexpected surge in 
the ATML’s share prices in fact confirmed that their purpose was to secure a profit. 
 
As to the second reasoning, the “behind closed doors” justification, their Lordships held that the respondents’ 
subjective belief as to whatever might prospectively happen in the future to resolve the company’s dilemma was not 
relevant. The proper question to ask is whether it was part of their purpose to use inside information to secure profits.   
 
Their Lordships explained that inside information is, by definition, always “behind closed doors”.  That the information 
does not in fact enter the public domain does not negate its status as inside information, so long as it can be shown 
that if it were disclosed, it would affect the share price.  When a person with price sensitive information deals in the 
securities for financial advantage, he is “using relevant information” at that very time and hence his subjective belief in 
a prospective resolution of the company’s problem in the future is irrelevant as a matter of law.  Even if such belief 
was genuinely held by the respondents (which their Lordships accepted), it did not demonstrate that they did not use 
the price sensitive information they possessed.  
 
Their Lordships were also of the view that the respondents sold ATML’s shares by taking advantage of their 
knowledge that the prices and profits they were securing were significantly greater than they ought to have been and 
which would no longer be achievable had the information been known to the market.  By doing so, they were “using 
relevant information” as construed above. 
 
Their Lordships acknowledged that in holding so, a connected person in possession of price sensitive information 
may be put at a disadvantage compared to others who may deal in the same securities (such as the other employees 
of ATML who exercised their options and sold shares when the price was surging in the present case), but such 
restriction, as their Lordships described as analogous to the restrictions placed on trustees and fiduciaries from self-
dealing or profiting from their positions, is a reasonable price for achieving a fair and level playing field in the market. 
In allowing the appeal, the CFA set aside the orders made by the CA and the MMT, and remitted the matter back to 
the MMT to deal with the question of the appropriate sanctions, on the basis that the two respondents are found to be 
culpable of market misconduct by insider dealing. 
 
The CFA gave two example scenarios in which the innocent purpose defence might arise: 
 

 where a person deals in the securities pursuant to a prior contractual obligation and has to sell whether it 
entails realising a profit or a loss; and 
 

 where a person sells shares in compliance with a Court order, e.g. in matrimonial financial relief 
proceedings. 

 
The CFA also noted that the phrase “make use of the information” in sections 270(1)(c) and (d) of the SFO (tipping 
prohibition) bears the same meaning as “using the relevant information” in the innocent purpose defence in section 
271(3). 
 
Commentary 

 
By virtue of this decision, the innocent purpose defence in section 271(3) will be construed narrowly.  The CFA 
opined that this defence is not easy to establish.  The two examples given by the CFA, namely, dealing pursuant to a 
prior contractual obligation or a Court order, appear to suggest that in practice, the person would only be able to 
make out this defence if he or she was compelled or had no choice to deal in the securities. 
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Hong Kong Court holds that claim in tort was not affected 
by arbitration clause 
 
Genevieve Lam  
 
“Arbitration agreement” is defined under section 19 of the Arbitration Ordinance (Cap 609) as an agreement by the 
parties to submit to arbitration all or certain disputes which have arisen or which may arise between them in respect 
of a defined legal relationship, whether contractual or not. Disputes submitted to arbitration may involve contractual 
claims and non-contractual claims, such as tortious claims. Generally, if an arbitration agreement includes claims 
arising out of or in connection with an agreement, the wording should be broad enough to cover tort claims relating to 
the parties’ agreement. As a result, the arbitral tribunal would have jurisdiction to determine such tort claims. 
 
However, in a recent District Court case, Castlemil Infant (HK) Supplies Company Ltd v Care N Love Development 
Ltd [2018] HKDC 1419, the Court held that a tortious claim was not affected by the arbitration clause in the 
agreement when it granted a mandatory injunction order.  
 
Brief Facts 

 
The Plaintiff was the sole distributor of milk products. The Defendant was engaged as the Plaintiff’s marketing 
consultant or sales agent pursuant to an agency agreement. The Defendant set up a Facebook account for the 
Plaintiff which acted as the virtual salesroom or retail shop for the Plaintiff. The account was also the only platform 
where the Plaintiff’s clients and potential clients could access information concerning the Plaintiff’s events, promotion 
and sales. The relationship between the parties later broke down and the Plaintiff terminated the agreement.  
 
After the termination, the Defendant requested HK$200,000 in exchange for returning the control of the Facebook 
account to the Plaintiff. Subsequently, the Plaintiff discovered that many posts and marketing materials in the 
Facebook account had been deleted. Later, the Defendant reduced the figure to HK$50,000. 
 
The Plaintiff applied for an injunction requiring, among other things, the Defendant to deliver up the control of the 
Facebook account and an order restraining the Defendant from further tempering the contents of the Facebook 
account. The Defendant was not represented and did not appear at the hearing. 
 
The agency agreement contained an arbitration clause which read as follows:- 
 
“Any dispute, controversy or claim arising out of or relating to this Agreement, including its interpretation, 
performance, breach, termination or invalidity shall be … submitted to a binding arbitration in accordance with the 
rules of the International Chamber of Commerce then in effect. The place of arbitration shall be Hong Kong…” 

 
Court’s Ruling 

 
The District Court held that notwithstanding the arbitration clause in the agreement, the Plaintiff may succeed in a 
claim against the Defendant in these proceedings because:- 
 
1. The agreement came to an end as a result of the termination notice; 

 
2. The owner of the Facebook account was the Plaintiff. After the termination, the Defendant repeatedly refused to 

allow the Plaintiff to have control of the Facebook account. Further, the Defendant deleted the contents of the 
Facebook account without the Plaintiff’s consent and may therefore have committed the tort of conversion and 
wrongful interference with goods. 

 
3. The Plaintiff’s claim in tort was not affected by the arbitration clause in the agreement. 
 
As a result, the Court was satisfied that there was a serious question to be tried. The Court granted the injunction to 
the Plaintiff. 
 
Comment 

 
Whilst the Court is empowered to grant interim measures to support arbitral proceedings under section 45 of the 
Arbitration Ordinance, the Court should be the Court of First Instance of the High Court, as defined under section 2(1) 
of the Ordinance. One would expect the party to the arbitration agreement to apply to the High Court for an injunction 
whilst an arbitration agreement exists. Hence it is rather unusual that the Plaintiff applied to the District Court, thereby 
disregarding the arbitration agreement.  
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Further, in this case, it is not clear why the District Court came to the view that the Plaintiff’s claim in tort fell outside 
the ambit of the arbitration clause.  
 
Of course whether an arbitration does extend to a claim in tort will depend upon the proper construction of the 
arbitration clause. The test for determining whether a tortious claim is within the ambit of an arbitration clause is  the 
two-limb close connection test in the Empresa Exportadora de Azucar v Industria Azucarera Nacional SA (The “Playa 
Larga” and “Marble Islands”) [1983] 2 Lloyd’s Rep 171:- 
 
“(1)   the resolution of a contractual issue is necessary for a decision on the tortious claim; or  
(2)   the contractual and tortious disputes are so closely knitted together on the facts that an agreement to arbitrate on  
       one can properly be construed as covering the other.” 
 
The two-limb test has been applied in various High Court cases, including the recent case of Gossip Daily Ltd v Next 
Media Magazines Ltd and Others [2018] HKCFI 1951 in August 2018. 
 
 
 
 

Liquidators held personally liable for costs of an 

unsuccessful application seeking to void transactions 
 
Leo Wong  
 

In Re Kin Ming Toy Manufactory Ltd (in liquidation), HCCW 402/2015 [2018] HKCFI 2057 and 2285, Harris J of the 
Court of First Instance dismissed an application under section 182 of the Companies (Winding Up and Miscellaneous 
Provisions) Ordinance (the Ordinance), Cap. 32, brought by the liquidators of a company in liquidation seeking to void 
two payments made out of the company’s bank account after commencement of the winding up proceedings, and 
further ordered that the liquidators be held personally liable for the costs of the unsuccessful application. 
 
Key Facts 
 

1. On 29 December 2015, a winding up petition was issued against the company. On 23 March 2016, the company 
was ordered to be wound up. By virtue of section 184 of the Ordinance, the commencement of the winding up 
took place on 29 December 2015. 
 

2. On 4 January 2016, the company paid HK$1.1 million (1st Payment) to the 1st Respondent out of its bank 
account which was already in overdraft. As a result, the overdraft increased. 
 

3. On 7 January 2016, the company paid HK$1.0 million (2nd Payment) to the 1st Respondent by way of cheque, 
drawn out of the same bank account, which had gone into credit due to the deposit of proceeds of sale of the 
company’s property charged to the 2nd Respondent (a bank), agreed to be sold before commencement of the 
winding up. 
 

Issue 

 
Whether the 1st Payment and the 2nd Payment made by the company after commencement of the winding up 
constitute disposition of the property of the company and should therefore be void. 
 
Ruling 

 
Dismissing the liquidators’ application, it was held that: 
 
1. A post-petition payment out of the account of a company that was already in overdraft did not constitute a 

disposition of the property of the company and section 182 therefore did not apply. As to whether the use of an 
overdraft might give rise to a disposition where the bank held security for further advances, an increase in the 
overdraft automatically expanded the quantum of the bank’s security interest, and correspondingly reduced the 
company’s equity in the charged assets, unless these were already charged to their full value at the time of the 
further drawing on the account (Super Speed Limited (in liquidation) v Bank of Baroda [2015] 2 HKLRD 965). 
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2. It is possible that a payment which in itself does not constitute a disposition might cause a negative impact on the 
equity of redemption of the secured asset and in this sense constitute a disposition of the company’s property. It 
therefore remains necessary to identify what precisely the relevant disposition is. 
 

3. The 1st Payment, which was subject to a charge and was made out of the company’s bank account in overdraft, 
did not involve the disposition of the property of the company and s.182 of the Ordinance has no application.  
 

4. The 2nd Payment, which came from the proceeds of sale of the charged property, did not involve the disposition 
of the property of the company either, because it was clear from the terms of the charge itself and at common 
law that both the charged property and the sale proceeds were subject to the same charge.  
 

5. The Respondents’ costs of the liquidators’ application be paid personally by the liquidators with a certificate for 
counsel.  Harris J quoted Kam Toys & Novelty Manufacturing Limited (unreported, CACV 67/2017, 13 November 
2017) and said that “if a liquidator initiates an application, which proves to be unsuccessful, the correct order is 
that the liquidator should be liable for costs personally. I can see no reason why on the facts of this case I should 
make any other order than that made in Kam Toys, a decision which binds me.”  

 
Lessons learnt 

 
1. Post winding up petition payments out of an account of a company that was in overdraft would not constitute a 

disposition of the company’s property which shall be void under section 182 of the Ordinance, because such 
overdraft payments are not the company’s property; 
 

2. Even if post winding up petition payments increase the overdraft, and seemingly expand the quantum of the 
bank’s security interest and reduce the company’s equity in the charged assets, they will not be deemed as a 
disposition of the company’s property, as long as the assets were already charged to their full value at the time of 
further drawing on the account; and 

 

3. Liquidators may be found personally liable for costs of unsuccessful applications they initiated, but in the 
judgment of Kam Toys, the Court of Appeal remarked that the liquidators could protect themselves by obtaining 
financial support prior to the start of proceedings from the general body of creditors who would benefit from the 
proposed litigation. 
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