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Background

1 Presently, all Brokers assume the responsibility of clearing and
settlement of trades executed on the behalf of their clients while
providing custodial services.

} Brokers requires substantial resources in terms of:
B infrastructure; and
B human resource
B to offer custodial and clearing/ settlement services.

1 Although custody and clearing services complement the trading business
to an extent but also requires:

B expertise in risk management; and
B responsibility with respect to client assets under their custody.

1 Custody, Clearing & Settlement exposes Brokers to reputational risk in
case of any malpractice by his employee(s) or agent(s)
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Challenges for Brokers

1 With the promulgation of Securities Broker (Licensing & Operations)
Regulations, 2016, brokers have to fulfill additional requirements which
Includes minimum rating, appointment of dedicated staff to monitor and
ensure client asset segregation etc.

1 Major challenges includes:

B Maintenance of mandatory infrastructure along with various support
solutions;

B Extensive monitoring of number of regulatory requirements and its
related costs;

B Risks associated with mishandling of clients assets;

B Maintenance of asset under custody;

B Additional staffing requirements;

B Difficult to open and manage multiple Branches; and

B Handling of Margin Requirements and Clearing & Settlement Issues.
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Possible Settlement Options for Brokers desiring to
perform only trading business (Trading Only/TO

brokers)

1 In order to provide a viable alternative solution for the provision of trading
services independently of the custodial, and clearing & settlement
services, new concept of Professional Clearing Member (PCM) is
Introduced.

1 PCM will be an institution offering custodial, clearing & settlement
services to investors.

1 Institution carrying out business as PCM shall not offer trading services
thereby preventing conflict of interest and addressing the concerns of
Broker regarding the confidentially of client information.
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Roles and Responsibilities of TO

}

Appoint PCM upon satisfactory completion of necessary requirements as
prescribed in the Brokers Regulations;

Execute a Bilateral Agreement with PCM,;
Coordinating and facilitating its clients;

Perform Know Your Customer (KYC), Customer Due Diligence (CDD)
and In-Person Verification (IPV);

Suggest trading limits of clients to PCM;

Assign and open a new client(s) code in the OMS back-office system;

Use Order Management System (OMS) for placement of proprietary and
client(s) trades;
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1 Communicate trade confirmations and provide account statements to its
clients;

1 Assist the clients in depositing shares/cash with PCM;

1 Assist the clients in handling securities in CDS including portfolio
transfers, transmission of shares, pledging etc.;

} Handle trade related complaints of the client(s);

1+ Facilitate the customers to deposit cash with PCM; and

} Establishing the responsibility of TO to deal with complaints relating to
unauthorized trading
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Roles and Responsibilities of PCM

} Execute a Bilateral Agreement with the TO.

1 Provision of Order Management System (OMS) consisting Trading / Risk
Management System / Back office components to TO.

1 Execute a tripartite agreement with TO and client(s) determining role and
responsibilities of each party.

y Perform additional KYC of cli ents

1+ Formulate and assign risk management framework with respect to TO
and/or its client(s), covering margin requirements, assigning trading limits
and undertaking other measures as prescribed by the regulating body

1 Responsibility of PCM to meeting settlement obligations
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1 Registration and mapping of UIN/client codes of TO/client(s) with CDS
sub-accounts as per the procedures and regulation of NCCPL

1 Registration and mapping of UIN/client codes of TO/client(s) with CDS
sub-accounts as per the procedures and regulation of NCCPL.

1 Open and maintain CDS sub-account.
1 Provision of financing/SLB against trades of TO and its clients
1 Open and maintain TO wise bank account(s).

1 Payments of margin for all trades and exposures of TO and its clients

1 Safekeeping of documents.
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1 Handle all clearing, settlement and custody related matters

1 Sent system generated electronic alerts in respect of trades or transfer of
funds/securities

1 Manage and protect client assets in accordance with applicable
regulatory framework

1 Responsible for handling matters relating to compliance, audit and
Inspections of records in accordance with Rules and Regulations SECP,
CDC, NCCPL & PSX
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Trading Process

1 TO and its client(s) will use OMS for placement of trade orders.

1+ Trade order will be filtered in OMS on the basis of pre-assigned trading
limits by PCM to the TO and its client(s) and then be routed through the
FIX Protocol of PSX before placement on the trading Engine of PSX for
order matching

»  Trades of Client(s) can be executed by their respective TO and/or
directly by client(s) through online OMS, KiTS platform or any other
trading platform linked with OMS at the Pakistan Stock Exchange in
accordance with its rules and regulations.

1 All trades executed shall be auto-initiated in the favor of PCM and auto-
affirmed simultaneously.
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Trading Process (continued)

1 Responsibility for risk management and clearing & settlement of all
locked-in trades by a TO and/or client(s) shall reside with the PCM.

1 PCM may also provide and/or arrange financing through Margin
Financing System (MFS) and/or Margin Trading System (MTS) in
accordance with the Leverage Market Rules.
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Appointment of PCM by Trading Broker Only
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Business Processes

Client Account opening with PCM by TO
PCM

Execute Tripartite Agreement wit
TO & Client
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Associated benefits of Stake Holders in the
proposed model

1 Qualitative Benefits to Broker

B Will be handling only trading orders;

B Have flexibility for allocation of client limits;

B Benefits of automated straight through processing (STP);

B Reduced operational cost as per the trading activity;

B Ease to open/manage new branches with minimal supervision;
B Reduced capital adequacy requirements;

B Reduced compliance and regulatory burden;

B No risk for custody default;
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Associated benefits of Stake Holders in the
proposed model

1 Qualitative Benefits to Broker

B Low financial and reputational risk exposure;
B Outreach expansion;

B Efficient operational model;

B Reduced compliance and enforcement costs;
B Protection of client assets;

B Reduced customer complaints and claims; and

B Undertake other related business opportunities such advisory, portfolio
management etc. with low risk.
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Associated benefits of Stake Holders in the
proposed model

1 Quantitative Benefits to Broker

B Cost Saving to Small Sized Broker;

B Cost Saving to Medium Sized Brokers.




Cost Saving to Small Sized Broker

Existing Cost

Position No Monthly Salary
Operations 1 50,000
Finance 1 50,000
Compliance 1 50,000
IT 1 30,000

Overhead Cost (50% of HR Cost)

Total
Proposed Cost in PCM Model
Types of trade PCM Fee
Intraday trades 0.025% of trade value
Other trades 0.05% of trade value
1. If annual trade value is 2,200,000,000

(actual average of 91 brokers who will fall under PCM)
50% Intraday trades
50% Other trades

Net Annual Saving
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Annual Salary
600,000
600,000
600,000

360,000
2,160,000
1,080,000

3,240,000

275,000
550,000
825,000

2,415,000



Cost Saving to Medium Sized Broker

Existing Cost

Position No Monthly Salary
Operations 2 75,000
Finance 1 75,000
Compliance 2 75,000
IT 1 50,000

Overhead Cost (50% of HR Cost)

Total
Proposed Cost in PCM Model
Types of trade PCM Fee
Intraday trades 0.025% of trade value
Other trades 0.05% of trade value
1. If annual trade value is 12,000,000,000

(actual average of 46 brokers who will opt under PCM)
50% Intraday trades
50% Other trades

Net Annual Saving
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Annual Salary
1,800,000
900,000
1,800,000

600,000
5,100,000
2,550,000

7,650,000

1,500,000
3,000,000
4,500,000

2,415,000
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Associated benefits of Stake Holders in the

proposed model
1 Quantitative Benefits to Clients/ Investors

B Enhance client confidence;

B Better asset protection;

B No worries in case of closure of business by broker;
BIT based solution with ease of operation;

B Flexibility to work with multiple broker with single custody account; and

B Electronic system generated confirmations/alerts
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