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Before the Director {Securities Market Division)

In the matter of Show Cause Notice issued to

Arif Latif

Under Rule 8 read with Rule 12 of the Brokers and Agents Registration Rules, 2001

Mumber and Date of Molice: No. MEWISMDILSEN(S)2006/70 dated August 28, 2007
Dale of Hearing Seplember 06, 2007
Present at lhe Hearing: Mtr. Arif Latif

W, Rana M. Hammad Khan
Mr, Asad Uliah Javied {Advocale)

Date of Crder December 27, 2007

ORDER

.

This order shall dispose of the proceedings iniliated hrough Show Cause Motice bearing
Mo, MSWISMDILEEM{SZ00670 daled August 28, 2007 (‘the SCN7) issued 1o Arf Latif {"the
Respondent’), member of the Lahore Stock Exchange {Guaranles) Limited ('LSE") by the Secunties
and Exchange Commission of Pakistan {“the Commission™) under Rule & of the Brokers and Agenls
Registration Rules, 2001 ("the Brokers Rules”) for violation of Rule 12 of the Brokers Rules and Clause

A5 of the Code of Conduct contained in the Third Schedule of the Brokers Rules

2 The bnef facts of the case are thal the Respandent s a member of LEE and i registered with the
Commission under the Brokers Rules. An enquiry was initiated by the Commission in exercise of its
powers under Section 21 of ihe Securities and Exchange Ordinance, 1868 {"the Ordinance’) anil
Messrs. Ford Rhodes Sidal Hyder & Ce. {"the Enquiry Officer’) was appointed as the Enguiry Officer
under the above mentioned section for 1h_e following

(a) to enguire inlo the dealings, business or any lransaction by the Respondant dunng the pericd
from April (1, 2006 fo June 15, 2008 ['the Review Period")

{b) to Identify any and all Ihe acts or omissions constituting the vislation of the Ordinance and the

Rules made thersunder,

(c) lo identify violalions of any other applicable laws, including but not limited fo the Brokers Rules,
Regulations for Short Seling under Ready Market, 2002 (“Short Selling Regulations '),
1
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General Rules and Regulations of LSE, Securities and Exchange Rules 1971 (‘the 1971
Rules") and directives issued by the Commissian from time to time.

3. The findings of the Enauiry Officer revealed several instances of potential non compliances with

8.1

applicable laws and regulations, A copy of the Enquiry Officer's report was sent 1o the Respondent on
May 28, 2007 which required the Respondent 1o provide explanations on the cbservations of the
Enquiry Officer together with supporting documents

After perusal of the Respondent's replies to the above mentioned letter, which did not adequately
explain the position in respect of some instances, the SCN was Issued to the Respendent under Rules
8 of the Brokers Rules stating that the Respondent has prima facie contravened Rule 12 of the Brokers
Rules read with Clause AS of the Code of Conduct contained in the Third Schedule to the Brokers Rules

which are reproduced as under:

Rule 12- “& braker holding a cerfificate of registration under these rules shall abide by the Code of
Conduct specified in the Third Schedule’,

Clause A5 of the Code of Conduct- “A broker shall abide by all the provisions of the Securilies and
Exchange Commission of Pakistan Act, 1997 (‘the Act’) and the rules, regulations issued by the

Commission and the stock exchange from time Lo time as may be applicable to him'”.

On Auqusl 28, 2007, the Respondent was called upon to show cause in writing within seven days and
appear before the undersigned on September 08, 2007 for a hearing, to be atlended either in person
andior through an authorized representative.

The hearing was held on Seplember 08, 2007 which was attended by Mr. Anf Latif, Rana M. Hammad
iKhan employee of the Respondent and Mr. Asad Ullah Javied, Advocate, who argued the case and also
submitted written reply daled Seplember 03, 2007

A summary of the contentions and objections (hat were raised by the Respondent in its written
submissions and during the hearing and findings and conclusion of the Commission on the same is as

faflows,

Preliminary Objections

The obiecticns raised by the Respondent on the Enguiry conducled by the Enguiry Officer are given as
under:- .

o The Enquiry Officer was not appointed in accordance with the provisions of Section 21 of the
Crdinance For the purpose of enquiry under section 21 of the Ordinance a ‘person’ has to be
appointed as enquiry officer, whereas Ford Rhodes Sidat Hyder & Co. is neither a natural
person not a legal person.
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* Indelegation of powers under Secticn 10 of the Act on July 07, 2006 the Director (SM) did not
have powers lo order enquiry under Section 21 of the Ordinance. Further under delegation of
powers under SRO 1061 (1)/2005 dated 18~ Cctober, 2005, the Director (SM) does nol have
the power to issue a Show Cause Notice; hear or decide under Rule 8 and 12 of the Brokers
Rules.

» The requirement of Section 21 of the Ordinance is that an enguiry can anly be conducted by an
‘order in writing” and It cannol be conducted by mere intimation. The Respondent was never
informed about the order, which was passed for conducting his enquiry and neither the
Respongdent was heard before passing such order of enquiry.

e Section 21 (4] of the Ordinance, provides following procedure of enquiry

“The person holding an enquiry under sub-section (1) shall, for the purpose of such
enquiry have the same powers as are vested in a court under the Code of Civil
Frocedure, 1908 (Act V of 1808), when frying 2 sull, in respect of the following
malters, namely -

{al enforcing the aftendance of & person and examining him on oath or

affirmaticn;
(b1 compelling the produciion of documents;
{c) Issuing commissions for the examination of witnesses;

and any proceedings before such person shall be desmed to be 'judicial
proceeding” within the meaning of Seclions 193 and 228 of the Pakistan Penal
Code [Act XLV of 1860)."

The Enquiry Officer did not follow the aforementioned procedure in conducting the enquiry.
Mereaver, the Respondent was also nol provided a proper opporiunity to provide evidence and
material in-suppor of the contentions raised in the report. The statements of the persons and
the documents marked as provided in Civil Procedure. Code ware not taken under cath, Tha
Respondent asserted that the use of word "shall” in the abovemantionad sub-section makes it
mandatary for the Enquiry Cfficer to exercise these powers and conduct the enquiry
accordingly.

8.2 | have considered the conlenlions and the preliminary objections raised by the Respondent and the

issues raised therein and the same are addressed below,

= The Respondent's assertion that to conduct an enquiry under Section 21 of the Ordinance only a

nalural or legal persen can be appointed as an Enquiry Officer is not correct. In this regard
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altention of the Respandant was brought to the section 2{1)(j) of the Ordinance which defines the
term “person” as [ollows:

‘person” includes a Hindu undivided family, & firm, an association or body of
individuais. whether incomorated or not, a company and every other artificial junidical
parson,

Since Ford Rhades Sidhat Hyder & Co. is a firm, therefore, it falls under the definition of “person’

and can be appainted as Enquiry Officer under section 21 of the Ordinance-

« The asserfion of the Respondent that Director (SM) does nat have the power 10 order enguiry
under seclion 21 of the Ordinance, issue a show cause notice, to hear or decide under Rule 8
and 12 of the Biokers Rules is also not correct, The powers under section 21 of the Crdinance
were delegated to Director (SM) by the Commission under section 10 of the Act vide SR.O.
1075(1)2005 daled October 21, 2005

« The contention of the Respondent that the Enquiry does not stand valid or enforceable as the
Enquiry Officer did not conduct the Enguiry in accordance with the procedure laid down in the
Saction 21(4) of the Ordinance, is not correct, It is not mandatory for the Enquiry Officer o
exercise he powers conferred under the Section 21(4) of the Ordinance. It i his discretion to

aropt a suitable melhod for carrying out an enaulry,
Blank Sales ("lssue No. 17)

In terms of Regulalion 4 of the Shert Selling Regulations, Blank Sales are not permissible and in terms
of Regulation 5 of the Short Selling Regulations. itis provided that

"No Mamber chall make a Short Sale unless:

a) Prior contractual borrowing arrangement has been made:
b The sale is made at an uptick, and
o) The irade is identified as a Short Sale &t the time of placement of order”

The findings of the Enyuity Officer revealed 182 instances of Blank Saies during the Review Pericd.

The Respondent madsa the following submissions on the issue:

« The Respondent in his earlier reply dated June 02, 2007 accepled the execution of Blank

Sales by staling ", that these lransactions were generated through errar....."

e However in hig reply dated September 03, 2007 and dunng the hearing the Respondent stated
that he had contractual arrangements to mest delivery requirements for the sald instances of
Blank Sales For this purpose the Respondent presented several borrowing agreements all
drawn in favour of the Respondent,
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| have considered Ihe conlentions of the Respondent and the issues raised therein and the same are

addressed by mea below,

-

Wilh regard o the instances of Blank Sales the Respondent in his earlier reply dated June (2,
2007 accepted the execution of Blank Sales. However, during the course of hearing and in his
subsequent wrilten reply dated September 03, 2007 the Respondent changed his stance and
stated that the clients ("the Clients”) menrtioned in the Annexure — & ("the Annexure”) of the
SCN had prior borrowing agreemants. For this the Respondent submitted a number of
borrowing agreements some of which were drawn by the Clisnts of the Respondent and others
were. drawn by the Darson Securities (PW.) Limited, member Karachi Stock Exchange
(Guaranter} Limiled and LSE, However, a scruliny of the said borrowing agreements showed
that these ware not barmowing agreements bul wera in fact unilateral authonty 1o sell shares on
behall of drawers and it was not stated in any of the agresments that the shares had baen
loaned to the Bespondent ar the Clients. Further, the agreements provided were drawn in
favour of the Respondent and not in favour of the Clients who engaged in the Blank Sales
Therefore, it is obvious that the Clients of the Respondent were engaged in blank selling
withaut any pre-existing interest in the shares as menticned in {he Annexure of the SCN and
have violated lhe Regulation 4 of the Short Seling Regulations,

Even if the documents provided v the Respondent are trealed as valid borrowing agreements
for Short Sales as defined under the Short Selling Regulations, Regulation 5 & 6 of the Short
Selling Regulations require that the Short Salas can only be execuled after fulfilling the three
presrequisites including that “the trada being identified as a Shart Sale at thetime of placement
of arder” (for this purpase a separale Short Selling window has been provided in LSE frading
syslem). Since, the Respondent did not identify these trades as Shart Sales at the time of
placement of orders, therafore, thess trades can not be trealed as Short Sales,

| am of the view that it was the respansibility of the Respandent to ensure thal his Clients had
pre-existing interest in the shares before sale. In ¢asea the Clients wished ta Short Sell then the
Respondent should have ensured thal gl the reguirements of the applivable robes and

reguiations had baen fulfilled.

Caonsidering the above facts and the contentions of the Respondent, it is an established fact that on 162

oceasions Blank Sales have been made in viclation of Regulation 4 of the Shor Selling Regulations. In

tetms of Rule B of the Brokers Rules, sub rule (i) where the Commissian is of the opinion that a broker

has inter alia failed lo comply with any requirements of the Act or the Ordinance or of any rules or

directions made or given thereunder, in terms of sub rule (i} has contravened the rules and regulations

of the exchan:ge and in terms of sub rule (iv) has failed to follow any requirement of the Code of
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Conduet laid down in the Third Schedule, the Commission may in the public interest, take action under
Rule B{a) or (b) ol the Brokers Rules.

In light of the above ie. the fact the Resi_:é:mdent by making Blank Sales has violated the Short Selling
Regulalions thereby atlracting sub rule {iii) of the Rule 8 of the Brokers Rule and has also failed to
comply with Clause A5 of the Code of Conduct contained in the Third Schedule to the Brokers Rules,
thereby, allracting sub rule (iv) of the Rule § of the Brokers Rule. Accordingly, a penalty of Rs. 50,000
{Rupees Fifty Thousand only} is hereby imposed on the Respondent under Rule 8 (b) of the Brokers
Fules.

Account Opening Forms ("lssue No. 2")

In terms of Commiss:on's Directive Mo. SMD/SE/2(BS) 2003 dated July 23, 2003 which requires all the
members-brokers to maintain Account Opening Formis) (‘the AOF(s)) in conformity with the
Standardized Account Opening Form (the SAOF") prescribed by the Commissian and subseguent
changes made to lhe SAOF vida letters Mo, SMDVSE/2(8S) 2003, dated MNovember 19, 2003 and
January 20, 2004, Subsequently this SAQF was also made part of LSE General Rules and Regulations
as Chapler VIIl. The said directives of the Commission require that

] All the pages of ADF should be signed by the clients and the broker or his authorzed
reprasentative;

i) Atlester] copy of CNIC of the applicant should be altachad with the AQF;

iif) List of Transaction fee, Commission 1o be charged by the Broker and other CDC charges
to be levied should be attached with the AQFs.

Findings of the Enguiry CHicer revealed thal;

i) The AOFs of 17 customers were nol signed by the Respondent or his authorized
representative.
il CMIC's of the customers enclosed with ADFs were not atlested.

iy - List of Transaction fee, Commission to be charged by the Broker and other COC ¢harges to be

leviad were not attachad with the A0Fs
The Respondent made he following submission on these issues:

. With referenice to the Respendent's missing signatures on the AQFs, the Respondent denied

the allegation and stated that same was an inadvertent human arror,

= With reference o violation of unatlesled copies of client's CNICs the Respondent asserted
thal he always indicated the attestation requirements 1o the clients and the clients showed their
original CNICs.
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. With referanca to violation of not attaching list of charges with the ACFs, the Respondent in the
written reply contendad that formal approval of commission rates” is available on the account

statements which are accepled by the clients.

. During the hearng the Respondent assured that he Is now complying with the above
menticnad reguirements,
104 | have considered the contentions of the Respondent and the issues raised therein and the same are

addressed by me below:

. With regard to violations of missing signatures of Respendent on ACFs it may be noted that it
i the requirement of the SAOF prescribed by the Commission thal all pages of AQF should be
signed by the Broker and the Clients, The Respondent in his written reply -and during the
course of hearing admitted that he failed to sign all pages of 17 AOFs. However, he contended

ihat the same was unintentional and an inadverlent mistake,

- With regard to Respondent's asserlion on vidlation of un-attested copies of client's CNIC
copies, | do not agree with the Respondent, It was the responsibility of the Respondent that

before opening an account he should have insisted on atlested CNIC coples.

. | have considered the contentions of the Respondent regarding missing list of charges with
AQFs and co not agree with the Respondent thal giving commission rates on the account
statementirade confirmation suffices the requirement of attaching the list of charges with the
AOF. It may be noted that enclosing the list of charges with the ACF makes it part of the ADF
which is the basic agresmeant between the broker and his clients In case of any dispute
betwaen them all the matters are resolved on the basis of clauses of the AQF. Therefore, by
not attaching the said list with the AOF the Respondent has failad to camply with the direciives

af the Commission,

. Eurther. the conlention of the Respandent that the said issues were resull of unintentional and
inadverlent mistakes do not absclve him from his obligation of complying with Commission’s
directives. It is the duty of the Respondent to ensure full compliance with the securities ruies,
regulations and directives of the Commission, The Code of Conduct sel forth under the third
schedule of the Brokers Rules also requires that a broker should exercise due care, skill and
diligence. The said matter clearly shows that the Respondent falled 1o exercise due care, skil
and diligence while conrﬁucting hi.s business.

105  Considering the above facts and the contentions of the Respondent, it is gstablished that Respondent
has failed to comply with Commission's directive and General Rules and Regulations of the LBE. In
terms of Rule 8 of the Brokers Rules, more particularly sub rule (i) and sub rule (v) therefore, where the

Commission is af the opinion that a broker has inter alia failed to comply with requirements of the any

7
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directions of the Commission andfor has contravened the rufes and requlations of the Exchange andfar
has failed to follow any requirement of the Code of Conduct laid down in the Third Schedule, it may in
the public interesl, lo {ake action under Rule 8(a) or (b) of the Brokers Rules,

In light of the above Le. the fact the Respondent failed to comply with Commission's directive thereby
atlracting sub rule (v) of the Rule 8 of the Brokers Rule. However, based on the Respondents statement
that he has alieady taken corrective actions and assured the Commission that such violations will not
eeeur in future, | am inclined, on this cccasion, to take a lenient view in the matler and will not take any
punitive action under Rule 8 of the Brokers Rules, Assuch, | believe a 'caution’ in these instances to
the Respondent would suffice and | would further direct the Respondent to ensure that full compliance is
made of all rules, reguiations and directives of the Commission in the future for avoidin q any punitive
action under the law

Order Register ("Issue No. 3")
In terms of Rule 4(1) of the 1971 Rules it is provided that :

"All orders to buy or sell securities which a member may receive shall be entered, in the
chronological order, in a register to be maintained by him in a farm which shows the
name and address of the person who placed the order, the name and number of the
securilies 1o be bought or sold, the nature of transaction and the limitation, if any, as 1o
the: price of the securities or the period for which the order is to ba valid"

The findings of the Enquiry Officer revealed that the registér as mentioned above was not maintained by
the Respondent during the Review Period.

The Respondent niade the following submission on the aforementioned issue:

» The Respondent in its written reply assered that electronic ledgar as maintained today fulfills
the requirement of abovementioned section. The Respondent further asserted that the said

Rule was incarporated when manual trading was prevalent in the stock market

«  During the hearing the Respondent stated thal now a days dus 1o high velume and speed of
frading it is practically impossible to maintain manual order register, However, after the Enquiry
the Respundent has started to maintain the Order Register.

I have considered the contentions of the Respondent and | am of the view that electronic ledgers or the
Daily Activity Log @s mentioned by the Respondent is not a substitute for the Order Register as required
under the Hule 4(1) of the 1971 Rules. The aforementioned Logs only record thase orders that are
placed by the Resnondent info LOTS a-nd not all the orders which were received fram the clients and
not entered info LOTS. Further, the said Log oaly records the time of placement of orders into the
system and not the time of receipt of ardars,
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The Commission is also cognizant of the practical difficulties associated with the maintenance of such

an Order Register manually. However, it is noted with disappointment that the brokerage house and

LSE were not able to keep pace with evalution in technology and significant increase in trading activities
whereby a system should have been developed 1o enable simullaneous recording of orders recsived
from clients and their incorporation in a database fo generale the Order Register as required under the
Rule 4{1) of the 1971 Rules

Considering the above mentioned fact | am inclined. on this occasion, to take a lenient view in the
matier and will not take-any punitive action under Rule 8 of the Brokers Rules. As such, | believe that a
caution in this instance to the Respondent would suffice and | would further direct the Respondent (o
ensure that full compliance is made of all the laws, regulations and directives of the Commission in
future for avoiding any punilive action under the law.

Separate Bank Account for Clients Funds {“lssue No. 4")
In terms Commission's directive No. SMDISE 2{20)/2002 dated March 4, 2005 which states that:

“The exchanges are 1o ensure that brokers follow the practice of segregating clients' assets

from the broker's assels in order to ensure that clients' assets are not misused.

For this purpose brokers should have one separate bank account which includes all the cash
deposits of their clients along-with records/breakdown of client positions,”

The findings of the Enquiry Officer revealed that the Respondenl was not maintaining separate bank
account for clients' funds.

The Respondent made the foliowing submission on the sforementioned issue:

. The Respendent stated that it is the clients who always direct the Respondent and according
to the directions of the clients the funds are transferred fairly and transparently as prescribed
under he law.

. Furtlier, during different discussions and mesting in LSE and the Cornmission it has been
nighlighted that separale bank account for every client's funds is practically impossibla to
operate in flucluating business,

I have considered the contentions of the Respondent and | am of the view that the Respondent has
failed to understand the Commission’s directive No. SMD/SE 2{20)/2002 dated March 4, 2005. The said
directive requires the members to maintain one separate bank account in which only the clients' funds
are to be placed in order lo slop the members from using clients’ funds for their own purposes. The
same facl was also pul bafore (he Respﬂdndent during the hearing to which the Respondent agreed 1o
maintain @ separate bank account as required under lhe said directive:
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125 Considering the above mentioned fact | am inclined, on this occasion, fo take a lenient view in the
matter and will not 1ake any puritive action under Rule 8 of the Brokers Rules. As such, | balieve that a
caution in this instance to the Respondent would suffice and | would furlher direct the Respondent to
ensure that full compliance Is made of all the laws; regulations and directives of the Commission in
future for aveiding any punitive action uh|l:|er1he law

13 As stated above, the Respandant Is penalized as follows

al  As regards Issue Not, as stated above, a penalty of Rs. 50,000/ {Rupees fifty Thousand
only) is imposed

b) Mo punitive action is taken in relation fo Issue No. 2, 3 and 4 and a simple caution wi’@
suffice.

131 The matter is disposed of in the above manner and the Respondent is directed o deposit the fine with

the Commission not later than fifleen (15) days from the recsipt of this Order.

a utt
Director {(SM)
Securities Market Division




