B SECURITT S & EXCITANGE COMMISSION OF PAKISTAN

W e .
gl (Secnrities Sarkeet Tavisnend

Before the Director (Securities Market Division)

In the matter of Show Cause Notice issued to

Muhammad Ayub Chaudhary

Under Rule 8 read With Rule 12 of The Brokers and Agents Registration Rules, 2001

Mumber and Date of Nolica Ng. MSW/SMDILSENIS)2006/76 dated August 28, 2007
Dale of Hearing September 06, 2007
Fresent at Ihe Hearing tr. Muhammad Ayub Chaudhry

3. Muhammad Asif Imran

Date of Order December 27. 2007
ORDER
1. This order shall dispose of the proceedings initiated through Show Cause Notice bearing

No  MSWISMD/LSEN(512006/76 dated August 28, 2007 (‘the SCN') issued to Muhammad Ayub
Chaudhary (the Respondent’), Member of the Lahore Stock Exchange (Guarantee) Lid. ("the LSE") by
the Securities and Exchange Commission of Pakistan (the ‘Commission’| under Rule 8 of the Brokers and
Agents Registration Rutes. 2004 ('The Brokers Rules’) for violation of Rule 12 of the Brokers Rules and

clause A5 of the Code of Conduct containgd in the Third Schedule of the Brokers Rules.

2 The briel facls of the case are that the Respondent is & member of LSE and Is registered wilh the
Comrmission under the Brokers Rules. An enquiry was intiated by the Comimission in exercise ol its powers
under Section 21 of the Securilies and Exchange Ordinance, 1959 (‘the Ordinance’) and Ford Rhodes
Sidat Hyder & Co. (‘the Enquiry Officer) was appuinled as the Enguiry Officer under the atrove
mentioned Seclion far the followmg:

{a) toenquire inta the dealings, business or any transaction by lhe Respondent during the period from
April 01, 2000 to June 15, 2006 {“the Review Period")

(b) to identify any and all the acts or omissions constituling the violation of the Ordinance and he

Rules made thereunder.

(¢} o identily violations of any other applicable laws, including but not imited 1o the Brokers Rules,
Regulations far Short Sefling under Ready Market, 2002 (“Short Selling Regulations’, General
Rutes and Regulations of Lahore Stock Exchange (Guarantes) Limited. Securities and Exchange

Rules 1871 {"the 1971 Rules’) and direclives issued by the Commissicn from time to lime.
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The findings of the Enguiry Oflicer revealed several mstances of polential non compliances with applicable
laws and requlations. & copy of Enguiry Officer's report was sent to the Respendent under cover of a lalter
dated May 22, 2007 which required the Respondent fo provide explanations on the observations of the
Enquiry Officer together with supparting documeants.

After perusal of the Respondent's reply to the above mentioned felter, which did not adequalely explain the
position, the SCN was issued |o the Respondent under Rules & of the Brokers Rules slating that the
Respondent has prima facie contravened Bule 12 of the Brokers Rules read with Clause AS of the Code of

Conduct in tha Third Schedule 1o the Brokers Rules which are reproduced as under

Rule 12-" A broker holding a certificate of registration under these rules shall abide by the Coda of Conducl
specified in the Third Scheduls”

Clause A5 of the Code of Conduct- “A broker shall abide by all the provisions of the Act and the rules,
regulations ssued by the Commission and the stock exchange from time to time as may be applicable 1o
them’

Cn August 28, 2007 the Respondent was called upon to show cause in writing within seven days and
appear before the undersianed on Seplember 05, 2007 for a hearng, 1o b altended eithar in person andio

through an authorized represantative

The hearing was held on Seplember 06, 2007 which was altended by Mr. Muhammad Ayub Chaudhary,
Member LSE, and Muhammad Asit Imran, Manager of Respondent. who argued the case and also

submitled writlen reply diled Seplember 3, 2007 vide which Respondent requestad to refer o his earlier
replies dated June 01, 2007 and June 13, 2007

A surnmary of conlenlions raised by the Respondent in its witlen submissions and durng the haanng and

findings and conclusion of the Commission on the same is as follows:
Blank Sales ('Issue No. 1)

I terms of Requlation 4 of the Shart Selling Regulations, Blank Sales are nol permissible and in terms of
Regulalion 5 of lhe Short Zelling Regulaticns, it is provided that

‘Mo Member shall make a Shorl Sale unless:

a) Frior contraclual barrowing arrangement has been mada.
b The sal: is made at an uplick, and
c) The tradle is identified as a Short Sale at the time of placement of order”

The findings of the Enquiry Officer's report revealed 55 instances of Blank Sales dunng the Reviaw Period.

The Respondent made tha following submissions on {he issue:
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s The Responden! staled that Blank Sales mentioned at serial number 22, 23 and 24 of the
Annexure — & ('the Annexure’)-of the SCN were executed by his employee Mr. Munawar gbal

whao had commilled a fraud of Rs. 6.2 million because of which he was remaved from his |oD,

« ‘Whereas wilh respect lo the rest of the instances of Blank Sales the Respondent slated that his
house was not using Client's Trade Risk Filter ("the CTRF") during the Review Feriod because of
which his house could not keep track of exact shareholding position of the clients due to which
Blank Sales as menlioned in the Annexure of SCN were execuled, However, Respondent
informed that alter delection of Blank Sales he has implemenled appropriate system
from April 04, 2007

| have considered the contentions of the Respondent and the issues raised therein and the same are
addressed by me below

+ The Respanden! has acknowledged vide his writlen reply and during the hearing that the Blank
Sales mentioned in the Annexure was executed by his house because he could not keep Irack of
axact shares holding positions of the clients. However, with regard to Blank Sales mentioned al
serial number 22 23 and 24 of the Annexure the Responden stated that same wers execuled by
his above mentioned employee, The said explanations given by the Respondent clearly shows
lhat he faied to run the '[:umkeragé house with due care, skill and dilgence and also failed o put in
place proper syslem and conimls,

Considering the above facts and the conlentions of the Respondent, it is an established fact thal on 55
accasions Blank Sales have been made in violation of Regulation 4 of the Shar Seliing Regulations. In
terms of Rule 8 of the Brokers Rules, sub rule {ii) where the Commission is of the opinion that a broker has
inter alia falled to comply with any requirements of the Act or the Ordinance or of any rules or directions
made or given thereundar, in terms of sub rule (i) has contravened the rules and regulations of the
exchange, in terms of and sub rule {iv) has failed 1o follow any requirement of the Code of Canduct laid
down in the Third Schedule, the Commission may in the pubiic interest, take aclion under Rule 8(a) or (b} of
ihe Brokers Rules,

In light of the above ie. the fact the Respondent by making Blank Sales has violaled the Short Selling
Regulations theteby altrscting sub rule (iil) of the Rule 8 of lhe Brokers Rule and has also falled to comply
wilh Clause A5 of the Code of Canduct contained in the Third Schedule to the Brokers Rules, thereby,
attracting sub rule {iv) of the Rule B of the Brokers Rule. Accordingly. a penalty of Rs, 25,000 {Rupees

Twenty Five Thousand ouly) is hereby imposed on the Respondent under Rule 8 (b) of the Brokers Rules.

Account Opening Form (‘lssue No. 27)

In ferms of Cl}rnmislsion 5 Directive Mo, SMODISER2(89) 2003 daled July 23,2003 which requires all the
members-brokers la makntain Account Opening Form {s) {“the AOF(s)"} in conformily with the Standardized

=
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Account Cpening Form ('the SACF') prescribed by the Commission and subsequent changes made to the
SACF vide leflers No. SMD/SE(2(89) 2003, dated November 19, 2003 and January 20, 2004, Subsequently
this SAOF was also made parl of LSE General Rules and Regulations as Chapter VIl The said directives
of the Commission requira that:

»  Allested copes of clients’ CNICs musl be attached with [ha AQFs:

o List of Transaction fee, Commission to be charged by the Broker and ather COC charges to
be levied should be attached with the ACFs,

Findings al the Enquiry Cliicer revealed that.
+ Copies of chents CNICs atlached wilh AOF wera nol attesied.

s List of Transaction fee, Commission o be charged by he Broker and ather COC charges 1o ba
levied were nel attached with the ACFs,

The Respondent made the following submission on this issug;

o With regard g violation of non allestation of tha CNICs of the clients the Respondent stated that
normally all CNICs are attested at the time of epening account byt due to eror some altesied

copies of CHICs could not be ablained, however, naw the said ermor has been rectified.

« With regard to violalion regarding not attaching, with ACQF, list of transaction fee, commission (o be
charged by the Respondent and ather CDC charges o be levied the Respondent statad that ha
was not aware of this requirement, howaver, after the Enguiry he same has been altzched with all
lhe ACFs,

| have considered the asserion of the Respondent and it is clear to me that the Respondent has
acknowledged above-mentioned viglalions. However, the Respondent can not be absolved from his
obligation of complying with the aferementioned directive of the Commission based an his claim that he was
not aware of lhe alorementioned requirements of SADF. It may be noted that all the directives of the
Commission are sent to the exchange for circulating the same lo all members. The said directives are also
placed on the webh site of the exchange.

Cansidenng the ahove facls and the contentions of the Respondent, il is established lhatl the Respondent
has failed to comply with Comimission's directive and General Rules and Regulations of the LSE. In terms
of Rule & of the Brokeis Rules, more particularly sub. rule (iil) and sub rule (v) therefare, whera the
Commission is of the opinion that a broker has inter alia failed o comply with any reguirements of the any
directions of the Commission andior has contravened the rules and regulations of the Exchange andlor has
failed to foliow any requirement of the Code of Conduct laid down in the Third Schedule, it may in the public
intarast take aclion LIJFIEIEF Rule &(a) or (b) of the Brokers Rules.
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In light of the ahave le. the fact the Respondent failed to comply with Commission's directivas thereby
allracting sub rule (v) of the Rule 8 of the Brokers Rule, Howsver, based on {he Respondents stalement
thal he has already taken comective action and assurance to the Commission that such violations will nof
accur in future | am inclined, on this occasion, to take a lenient view in the matter and will not take any
punitive action under Rule 8 of the Brokers Rules. As such, | believe a 'caulion’ in this instance to the
Respondent would suffice and | would furiher direct the Respondent to ensure that full compliance is made
of all rules, regulations and directives of the Commission in the fulure for avoiding any punitive action under
the law

Separate Bank Account for Clients Funds ("Issue No. 3
In terms Commission s direclive Mo, SMD/SE 2{20)/2002 dated March 42005 which siates that:

“The exchanges are to ensure that brokers follow the practice of segregating clients' assets from

the brokers assels in order fo ensure that clients’ assels are nol misused,

For this purpose brokers should have one separate bank account which includes all the cash

depasits of their clients along-with recordsibreakdown of clienl positions "

The findings of tha Enquiry Cfficer revealed that the Respondent was not maintaining a separate bank

account for clients” funds
The Respendent made |he following submission on the aforementioned Issue!

. Wilh regard o the viglation of net maintaining 2 separale bank account for clents' funds the
Respondent stated that he was not aware of this requirement and neither the Auditers painted out
zuch requirement dunng System Audit, However, aller this matter was pointad out by the Enauiry
Officer he has opened a separate 2 bank accounl and clients’ funds have heen transterred into

this account,

| have considered the assertions of the Respondent and it is clear to me thal the Respondent has failed to
comply with the above mentioned directive of the Commission. The Respondentls statement that he was not
aware of the Commissions’ direction on maintenance of separale bank account for clignis’ funds does not

absolve him from his obligation of complying with Commission's directive and therafore, can not be taken
as sufficient explanalion’excuse,

Considering the above tacls and the contentions of the Respondent, i Is established that Respondent has
failed lo comply with Commission's directive. In terms of Rule 8 of the Brokers Rules; more particularly sub
rule {v) therefore, where: the Commission is of the opinion that a broker has infer aka failed to comply with
any requirements of the directions of the Commission it may in the public interest, take action under Rule
B(a) or {b) of lhe Brokers Rules.
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106 In light of the above ie the fact the Respandent failed to comply with Commission's directive thereby
allracting sub rule (v} of the Rule 8 of the Brokers Rule. However, based on the Respondents statement
that he has already taken correclive action and assured that that such violalions will not oocur in future | am
inclined, on this occasicn, 1o take a lenient view in the matler and will not take any puritive action under
Fule 8 of the Brokers Rules. As such, | believe a caution” in this instance to the Respandent would suffice
and | would further direct the Respondent to ensure that full campliance is made of all rules, requlations and

directives of the Commission in the future for avaiding any punitive action under the law
11, As stated above, the Respondent is penalized as follows:

al  As tegards Issue Mo 1, as staled above, a penally of Rs. 25,000/ (Rupees Twenty Five
Thousand only) s imposed.

bl Nopunitive aclion is taken in relation to Issue No. 2 and 3 and a simple caution will suffice

12 The matter is disposed of in the above matier and the Respondent is directed 1o depasit the fing with the
Commission not later than fifteen (15) days from the receipt of this Crdes

nayat Bott
Director (SM)
Securities Market Division
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