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EXECUTIVE SUMMARY:

This note was prepared for the 2021 FSAP mission to Georgia and provides recommendations
on capital market oversight taking into account the relevant elements of the IOSCO Objectives
and Principles of Securities Regulation. To this end, four key areas were reviewed: (i) the
preconditions, focusing on the operational independence of the National Bank of Georgia (NBG), the
resources dedicated to market oversight, strategic priorities and systemic risk identification, (ii) the
monitoring program for public issuers, (iii) the supervisory program for market participants, including
brokerage firms, investment funds and their managers, and (iv) the NBG's enforcement program. No
formal grading was performed.

Overall, the preconditions for the NBG to implement a capital market oversight framework are
in place. Since 2018, the NBG has made strides in improving Georgia's capital markets legal and
regulatory framework in line with international standards. The NBG has a clear and objectively stated
supervisory authority over all key capital market participants. It has broad and comprehensive
inspection, investigation, and surveillance powers. It is operationally independent and has resources
to deliver its supervisory duties, although salary gaps should be reviewed to ensure the retention of
senior staff. NBG has adopted professional standards which staff are expected to meet, including
standards of confidentiality and a code of ethics to prevent potential conflicts of interest and
misalignment of incentives. In addition, the Capital Market Supervision Department at the NBG (CMSD)
has been reorganized and the capital market legislative framework updated, although the adoption
of the conduct rules for intermediaries remains in progress.? Finally, while in practice, draft regulations
are subject to public consultation, the procedure should be documented and published.

The introduction of risk-based supervision of the capital markets implies building a robust
compliance culture with the market participants. In line with its 2022 strategic supervisory plan,
the NBG is implementing a risk-based supervision on capital markets. A risk-based supervisory
approach raises the expectations for firms to adopt a robust risk control framework to identify, assess,
control, and mitigate the risks to their operations. In the meantime, it requires the NBG to rely on
market participants’ internal audit and compliance functions. In this approach, the NBG will be able to
prioritize its resources on pre-emptive risk identification, thus avoiding unnecessary duplication of
assessments. It requires that NBG put in place periodic and detailed reporting on all the controls
performed by each supervised firm, including on governance, as well as prudential and conduct
requirements.

In line with the implementation of RBS, the NBG should continue to develop its risk
identification processes and risk scoring models. The NBG needs to develop an oversight program
that describes its full supervisory process (for issuers and market intermediaries) and includes a
methodology for early identification of risks as well as proportionate, yet a robust risk scoring model.
All the assessments performed by NBG applying this new methodology should be properly

' This Technical Note was prepared by Sonia lacovella, WBG.
2 Please note that the capital market regulatory framework was not reviewed in the context of this assessment.
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documented. The risk scoring of each firm should allow the NBG to develop its annual enforcement
plan, taking into consideration emerging and potentially systemic market risks. The identification of
systemic risks that may be relevant to its markets, is necessary for the NBG to develop a complete risk-
based markets oversight program. In addition, NBG team has undertaken action to improve the quality
of issuers’ financial disclosures. The issuers monitoring program should continue to be developed,
with an increasing focus on the ongoing and non-financial disclosures.

The NBG should also continue to update its RBS methodology to include newly adopted
conduct rules for market intermediaries. The NBG is aware of the critical role that the supervision
of market conduct plays in capital markets and the implementation of conduct rules is in progress. A
revised RBS methodology that includes conduct rules should emphasize on product suitability, best
execution and order handling, and conflict of interest management.

It is essential to maintain close monitoring of the Georgia Stock Exchange (GSE) including on
the GSE’'s organisational, governance and ownership arrangements, and GSE’'s managerial
decisions to make the exchange viable. The NBG has made recommendations for the GSE to
improve the reliability, integrity, and resilience of its systems, and should closely monitor the
implementation of these recommendations, in order to ensure that the exchange continues to meet
the conditions of its authorization. The NBG should also be presented with all the necessary evidence
to be confident that the GSE's management does deliver on its mission and take the necessary actions
to make the exchange viable.

The NBG’s market surveillance framework should be further strengthened with access to an
audit trail on all markets transactions. The framework would benefit from a market surveillance
plan, access to adequate the necessary market data, order flows and an audit trail on transactions,
including on OTC transactions, and supervisory tools. Direct access to this information will help to
reduce the supervisory burden that is currently placed on market participants and enhance supervisory
effectiveness.

The NBG is encouraged to continue using additional enforcement tools. While the NBG relies on
‘soft’ enforcement tools such as guidelines and capacity building actions to enhance market discipline,
NBG should explore publication of warnings and sanctions, in a similar way as the Service for
Accounting, Reporting and Auditing Supervision does. The most serious infringements to market rules,
such as market abuse, should be made public. In addition, the current level of monetary sanctions
does not provide sufficient deterrence for market misconduct and would need to be revised. Lastly,
criminal enforcement actions, undertaken by the office of the Prosecutor of Georgia, need to be
strengthened.

Finally, NBG should continue its effort to implement local and international cooperation
mechanisms, dedicated to capital markets oversight. In 2018, the NBG became an Associate
Member of I0SCO, and now intends to become a signatory to the IOSCO MMoU which addresses
information sharing on matters related to capital markets. Becoming a signatory to the IOSCO MMoU
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is an important step in improving capital market oversight, as the country is largely exposed to market
activities that take place outside Georgia.

TABLE OF KEY RECOMMENDATIONS

TOPIC RESPONSIBLE TIMELINE*
ENTITY
PRECONDITIONS
1 | Adopt and publish the NBG's process for conducting public consultation | NBG ST
when making new regulations
2 | Continue efforts to implement local and international cooperation | NBG ST

mechanisms dedicated to capital markets oversight, and take the steps
needed to become a signatory to the IOSCO MMoU

3 | Work to ensure the CMSD retains its most experienced staff NBG MT
4 | Document the contribution of the CMSD to the NBG process to identify, | NBG MT
monitor, mitigate and manage systemic risk
ISSUERS MONITORING

5 | Further focus on the assessment of the quality of the issuers’ ongoing | NBG ST
and non-financial disclosures.
6 | Further develop the risk-based methodology and risk-based annual | NBG MT

supervisory work plan
SUPERVISION OF INTERMEDIARIES?

7 | Include newly adopted conduct rules for market intermediaries in the RBS | NBG ST
framework
8 | Continue adopting a risk-based supervisory methodology: NBG MT

i) Develop a risk identification process and a risk scoring model
i) Develop a reporting framework that identifies controls already
performed at firm level, especially on conduct requirements;
iii) Develop a risk-based supervisory plan, taking into consideration
the risks at firms and at markets level.
SUPERVISION OF MARKETS
9 | Continue to monitor the implementation by the GSE of NBG's NBG ST
recommendations, to improve the reliability, integrity, and resilience of
GSE's systems

10 | Assess the GSE's organizational, corporate governance and ownership | NBG MT
arrangements and take supervisory action, as necessary

11 | Continue strengthening the NBG's market surveillance framework with | NBG ST
direct access to an audit trail of market transactions
ENFORCEMENT

12 | Publish sanctions for the most serious infringements to market rules, = NBG ST

such as market abuse

13 | Revise the monetary sanctions to a level that is dissuasive enough to = NBG ST
deter disorderly trading and abusive behaviors
* ST (short term) = within one year; MT (medium term) =1-3 years

3 Includes funds' asset managers.
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INTRODUCTION AND MARKET OVERVIEW

1. This note was prepared for the 2021 FSAP mission to Georgia and makes
recommendations on capital market oversight taking into account relevant elements of the
10SCO Objectives and Principles of Securities Regulation. The findings are based on the review of
information and documentation, as well as discussions with the authorities and market participants,
during a virtual mission conducted in January-February 2021. Four key areas were reviewed: (i) the
preconditions, focusing on the operational independence of the National Bank of Georgia (NBG), the
resources dedicated to market oversight, strategic priorities and systemic risk identification?, (ii) the
monitoring program for public issuers, (iii) the supervisory program for market participants, including
brokerage firms, investment funds and their managers®, (iv) market supervision® and (iv) the NBG's
enforcement program’. No formal grading was performed.

2. The Georgian financial sector is highly bank-dominated, with almost 95% of assets
concentrated in the banking sector. The capital market is at an early stage of development.
Plain vanilla bonds and ordinary shares are the most frequently used instruments for market-based
financing. The equity market is dominated by privatized state-owned companies, with a total of 23
issuers, with some Most the largest Georgian corporates use foreign markets to make public offerings.

3. The Georgian Stock Exchange (GSE) Group operates the only active and regulated
exchange platform in Georgia, with a relatively small number of securities listed. The GSE,
established in 1999, also operates its own clearing and settlement facilities. There are no other forms
of trading platform in Georgia. To date, there are 38 securities® admitted to trading on the GSE®. The
market is dominated by bond issuance, representing over 70 % of all listed securities. Listed securities,
best bids and offers as well as transaction prices and volume are published on the GSE website, on a
daily basis. They are no derivative contracts listed on the GSE.

4 Elements considered referred to the I0SCO’s Principles 1-8 (Principles Relating to the Regulator) and 10SCO
Principles 13-15 (Principles for Cooperation in Regulation).

> Elements considered referred to the IOSCO's Principles 29 to 32 (Principles Relating to market intermediaries ) and
IOSCO Principles 24-28 (Principles for CIS and HF).

® Elements considered referred to the IOSCO's Principles 32 to 37 (Principles Relating to markers) and 10SCO
Principles 9 (Principles for SRO).

" Elements considered referred to the IOSCO's Principles 10 to 12 (Principles on enforcement).

8 Government bonds in Georgia are not traded on stock exchangethe GSE.

9 Other listed securities have been issued by SoEs and are listed in a separate and dedicated segment.
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Table 1: Market activities

Total Number of listed securities 9.00 17.00 29.00 38.00
Number of new listings during the year 3.00 10.00 12.00 7.00
Value of new listings during the year (million GEL) 82.20 537.30 2,172.90 1,019.90
Annual turnover (million GEL) (Exchange) 26.56 1.43 0.05 0.05
Annual turnover (million GEL) (OTC) 146.21 1,199.42 109.14 50.73
Annual turnover of top 10 listed companies (shares, 105.00 1,173.51 17.37 0.06
million GEL)
Exchange 0.30 0.28 0.05 0.05
oT1C 104.70 1,173.24 17.33 0.02
Average daily turnover (million GEL) (Exchange) 0.11 0.01 0.0002 0.0002
Average daily turnover (million GEL) (OTC) 0.59 4.80 0.43 0.20
Number of delistings (shares) 15.00 78.00 3.00 11.00
Number of members at end of the year 6.00 6.00 6.00 7.00
Total market capitalization at end of the year (shares, 3,501.53 1,963.09 1,962.99 2,365.51
million GEL)
BOND MARKETS
Total market capitalization at end of the year (million GEL) 339.07 943.99 3,057.95 3,516.70
Commercial Bonds (issued by corporate + financial 232.07 378.99 540.63 643.82
institutions)
Dual Listings (entirely USD-denominated) - - 1,792.31 2,047.88
Average maturity of new issuances during the year 4.00 3.80 3.62 3.00
Source: NBG
4. Securities are mostly traded over the counter (OTC). The price and the volume of OTC

trades relating to securities listed on the GSE are reported to the exchange, no later than the working
day following execution of the trade. This information is available on the GSE website.°

5. The brokerage industry is small and concentrated. Only 9 licensed brokers and 15
commercial banks operating under a “universal banking license” provide financial services. In practice,
the market is dominated by the two largest commercial banks that provide financial service such as
corporate advice, market analysis and brokerage services, each through their 100% owned
subsidiaries. These two brokerage firms hold over 90% of all client assets held in custody by brokerage
companies.

10 All transactions on listed securities must be executed through a licensed brokerage company if the client is retail.
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Table 2: Number of financial services providers

2018 2019 2020
Number of brokerage firms (including banks) = 24 24 24 24
Number of license applications 4 11 5 2
Number of license refusals 2 9 5 2
Number of brokerage firms 8 9 9 9
Number of accounts N/A N/A 6012 6 586
Clients assets (Billion. GEL) N/A N/A 43 4.6
Source: NBG
6. Brokerage firms are mostly active on foreign markets, acting as introducing brokers, for

equities, bonds, and listed derivatives with a recent but still very limited interest, in Contract
for Difference (CFD) trading. There is little activity in OTC derivative contracts. Margin trading is
not the norm, although authorized, with credit risk handled by foreign counterparts. Other financial
services such as single portfolio management, are still underdeveloped.

PRECONDITIONS
A. The NBG Capital Markets Oversight Responsibilities

7. The responsibilities of the NBG are clear and objectively stated in Georgian laws,
providing the NBG with supervisory authority over all key participants of the capital markets.
The National Bank of Georgia (NBG) is the sole supervisory authority of Georgian financial markets as
set out in the Constitution of Georgia''. Its organization, functioning, main duties and responsibilities
are described in the Organic Law'?. The NBG's main responsibilities are to support the stability of the
financial sector and implementation of monetary policy, and supervise the financial sector. The capital
market regulation and supervision framework are supplemented by two sectoral laws: The Law of
Georgia on Securities Market ('SML') and the recently approved Law of Georgia on Investment Funds
('IF Law’). The key capital market participants subject to NBG oversight include brokerage companies,
trading structures and infrastructures, securities registrars and central depositories, asset management
companies, funds depositories and investment funds, as well as public issuers. Auditors of public
interest entities ('PIEs’) are supervised by the Service for Accounting, Reporting and Auditing
Supervision (SARAS).

8. The NBG has sufficient licensing, supervision, inspection and investigation, and
enforcement powers to deliver its mandate given the nature of its markets. Over the last 5 years,
the Georgian authorities have been engaged in an ambitious regulatory reform agenda to update
existing laws, to be aligned with international best practice and EU standards'. With regards to capital

" Organic Law of Georgia on the National Bank of Georgia 1676 - Adopted 24 August 1995.

12 Addopted in September 24, 2009.

13 This is an ‘approximation’ process doesand is not consist in a literal translation of EU rules, but rather translate.
Rather it translates most EU principles into the Georgian regulatory environment in a proportionate way and taking
into account the specificities of the Georgian market, given and its nascent status. Please refer to Annex 1.
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markets, the Georgian Parliament has adopted a new SML that sets the main capital market and
financial services rules, transparency and market abuse rules. A new IF Law aligned with EU mutual and
alternative funds rules was also adopted in 2020. The Law on accounting, audit, and supervision based
on the EU Directives was adopted in 2016. More recently, the Georgian authorities have initiated a
review of the Law on Entrepreneurs and are reforming the framework for securities registrar. The
Organic Law and other sectoral Laws empower the NBG to adopt all necessary implementing
regulations through additional normative administrative acts™.

9. The adoption of normative administrative acts is regulated by the Administrative code
of Georgia. In practice, these normative acts are subject to a public consultation process', whereby
draft regulations are shared by the NBG with market participants. The Capital Market Supervision
Division (CMSD) organizes workshops and collects comments provided by the public, to finalize the
regulations.

B. Independence and Accountability of the NBG

10. The NBG is operationally independent in the exercise of its functions and powers, and
accountable to the Parliament of Georgia. The NBG is governed by a Board, comprising nine
members, including the Governor of the NBG, who is the chairman of the Board, and three Vice-
Governors'®. The procedures for appointing and dismissing the NBG's board members, including the
Governor are prescribed by the Constitution of Georgia and the Organic Law. Members of the Board
are proposed by the Georgian President and appointed directly by the Parliament for 7 years. The
Governor is elected by the members of the Board and then is formally appointed by the President of
Georgia. Vice-Governors are appointed and may be dismissed by the Board of the NBG, upon the
Governor's proposal. The NBG publishes and submits to the Parliament of Georgia an annual report
with its annual financial reports.

11. Processes and criteria for the dismissal of NBG board members are clearly defined. The
Governor and Vice-Governors may be removed from office based on criteria set out in the Georgian
Constitution and the Organic Law, including for violating the constitution, committing a criminal
offense, not being physically or mentally capable of carrying out their function, or if they have lost
the right to hold a Board position due to a conflict of interest'’. Removal decisions and the reasons
for removal are publicly disclosed. To date, no Governor has been dismissed. Other members of the

14 Delegated regulations adopted by the NBG do not need to be approved by other government agencies or the
Parliament of Georgia.

15 Except for Decree 35, that relates to administrative monetary sanctions.

6 Under NBG Law (Article 7), the Board of the National Bank shall be a Board composed of nine members and, with a
quorum of 5 members. At present, there are five board members, two of whichwhom are non-executive members,
leaving four vacancies, with a Vice-Governor position, not filled.”

7 For example, the Organic Law provides that members of the NBG Board (including the Governor and Vice-Governors
of NBG) shall not be: an employee, a member of a management/supervisory board, or a shareholder of a Georgian
financial sector representative or a legal entity related thereto; his/her family members shall not become shareholders
of a Georgian financial sector representative or a legal entity related thereto. In addition, NBG Board members are
subject to the lawLaw On Conflict of Interest and Corruption in Public Service and are required to provide a list of all
their properties that including securities, either own directly or through members of the family.

10
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Board can also be dismissed if they are in breach of Georgian Laws or have committed a criminal
offence.

12. The Law of Georgia on Public Service provides adequate protection for NBG staff. NBG
staff cannot be held personally liable for any action or omission, as long as such actions or omissions
are done in good faith and in the ordinary course of their duties. The NBG is also obliged to protect
the interests of its employees or former employees in case a legal dispute arises in the exercise of their
duties.

13. The NBG has adopted professional standards, including standards of confidentiality and
a code of ethics that seek to avoid potential conflicts of interest and misalignment of incentives,
and to guarantee professional secrecy. Staff are prevented from being in positions of conflict with
entities they supervise. For example, staff cannot work for a regulated entity or be a member of the
board of a regulated entity. Staff may also be subject to a cooling off period when they move to work
in the private sector. Staff must also declare any direct or indirect holding of 10% or more in a
regulated entity. All periodic declarations and the effective implementation of the NBG code of
conduct are regularly monitored by the NBG's human resource function and sanctions range from a
warning to dismissal.

C. CMSD Resources and Organization

14. The Capital Market Supervision Department consists of 19 employees in three sub-
divisions:

e A capital market supervision sub-division which deals with market intermediaries, market
licensing and oversight duties. It consists of 9 employees.

e The corporate finance sub-division which approves public offering documents, supervises
issuers’ financial and non-financial disclosures. They coordinate with SARAS. The division
consists of 7 employees.

e The funds supervision sub-division which is responsible for the licensing and supervision of
the collective investment activities such as investment managers'®, funds and depositories. The
division currently consists of 2 employees.

All three sub-divisions are also responsible for providing assistance for drafting of new laws and the
regulations relating to their respective area of responsibility. Each sub-division is overseen by the head
of the CMSD, who is directly accountable to the NBG's Board and Governor.

15. Since 2018, the budget for capital market supervision has remained at a stable level,
despite the growth in the regulatory and the supervisory work. The CMSD was reorganized in
2018, hiring a new manager and new staff. It is now mostly comprised of young professionals. CMSD
staff have backgrounds in the fields of finance, law or economics. They have an average of 4 years of
professional experience. By law, the NBG is set as a financially independent entity that needs to cover
its operating expenses. Market participants fees and levies contribute to the state budget and do not

'8 Including the activities of the pension agency.

11
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fund NBG's operations. The budget allocated to the CMSD is directly set by the NBG Governor, who
approves work force size, salaries, and additional benefits. The organic Law provides that
remuneration of NBG staff must be ‘commensurate’ with the level of wages in the Georgian banking
system. However, discussions with the CMSD staff and management suggest that it is easier to recruit
people for junior positions, for which the salaries are comparable with the private sector. Since 2018,
NBG staff salaries have increased by 3% every year.

16. The CMSD has benefited from capacity building programs, including on the
development of the capital market oversight. The Department is assisted by senior international
experts who have been supporting a “first generation regulatory reform process” and improving
coordination with US and the EU authorities. The CMSD also supports professional qualification and
education programs. Some of its staff have been engaged in CFA program '°. The CMSD has organized
numerous workshops with the support of IFls, for example on CIS asset custody.

17. The Ministry of the Economy is in the process of finalizing a capital market development
plan that sets the strategic priorities to develop the Georgian capital market, with the help of
the NBG. the capital market development plan will be useful for the NBG to anticipate where
supervisory actions are to be taken, as well as where to allocate its resources in the next coming years.

D. Domestic and International Coordination

18. The NBG has the power to share both public and non-public information with domestic
and foreign counterparts. Where necessary, it has signed or is in the process of signing
Memoranda of understanding (MoUs) with other local agencies. There is no formal need for
government approval to share information for regulatory and enforcement purposes with other
domestic authorities, as the General Administrative Code of Georgia sets the cooperation framework
for all administrative authorities. The NBG is empowered to cooperate with any local supervisory and
law enforcement body to facilitate the prevention of money laundering. It is empowered to provide
information on personal accounts and transactions ° which can be shared, under specific
circumstance, with the financial monitoring and tax authorities. NBG is empowered to enter into
Memoranda of understandings (MoUs)?' with other domestic agencies, which set out how information
is to be shared. For example, the NBG has signed an MoU with the SARAS to support its monitoring
program of issuers. NBG has also been working on a regular basis with other domestic regulatory and
supervisory agencies to improve the oversight of the financial sector, for example, with the State
Insurance Supervision Service, to develop an updated supervision framework for financial
conglomerates.??

19 So far 8 members of the CMSD have received a CFA training.

20 Specific domestic authorities have right to obtain such confidential information (the NBG reports on inspections or
other supervisory-related reports are for example considered to be confidential information), while other domestic
authorities can obtain such information by the court decision.

21 The NBG has the right to independently enter into such agreements.

22 In accordance with Directive 2002/87/EC.

12
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19. The NBG has signed several bilateral MoUs with foreign regulatory authorities, although
no information on capital market surveillance has yet been shared. These memoranda allow the
NBG to share information, including confidential information, with foreign authorities even if the
foreign investigation relates to conduct or events that would not constitute a breach of the laws in
Georgia, on condition that the information shared is kept confidential. MoUs signed by the NBG
primarily relate to banking supervision but are sufficiently broad to cover securities market issues.
Currently 14 bilateral MoUs have been signed with Armenia, Azerbaijan (2), Belgium, Belarus, China,
Germany, Kazakhstan, Lithuania, Moldova, Qatar, Turkey (2) and Zambia.

E. Conclusions and Recommendations

20. Overall, the preconditions are present for the NBG to implement an adequate capital
markets oversight framework. Much has been accomplished, but implementation challenges remain
in the following areas:

21. The CMSD should document its contribution to the process that identifies, mitigates and
manages systemic risk.2* The systemic impact identification and management should be twofold: on
the one hand, there are emerging systemic risks that may stem from the market and have an impact
on the wider financial system and real economy. Despite the small size of the Georgian markets, a risk
materiality assessment should be performed and documented.?* It should include market activities
such as the offer of CFD products to local retail investors, cross border selling practices, as well as the
reputational risk impact that the failure of brokerage firm could have on its group. The authorities
should also assess economic risks that may have a material impact on the market. While discussions
with NBG indicates that staff conducts assessment of relevant risks, documentation of such
assessments and findings is lacking.

22. NBG should work to ensure that the CSMD retains its most experienced staff. The newly
reorganized CMSD has hired new staff, taking the stance that junior staff will grow its expertise as the
local market grows. However, as those staff become more senior and as salary disparities with the
private sector grow, the NBG may be challenged to retain staff sufficiently trained to supervise the
market and its participants.

23. The NBG should adopt and publish the process for conducting public consultation when
making new regulations. The average time for public consultation is minimum 1 month?>. However,
discussion with market players suggests that public consultations are sometimes too short for market
participants to react and make useful contributions in such a short period of time. To that end, the
NBG should adopt guidelines describing the process to be followed for adopting new implementing
regulations, which should include a minimum length of the consultation period.

2 As discussed under the market oversight section.

24 As stated in the IOSCO methodology: “The responsibilities of the securities requlator within jurisdictional
arrangements to review the regulatory perimeter should be clear (...) and allow for identification of risks posed by
unregulated products, markets, market participants and activities, including those resulting from innovation and
technology.”

2 https://www.nbg.gov.ge/uploads/fasiani_gagaldebi/2020/danarti eng23.pdf
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24. The NBG should continue its effort to implement local and international cooperation
mechanisms dedicated to capital markets oversight, and to become a signatory to the MMoU.
To date, international cooperation tools used by the NBG are dedicated to banking supervision.
Although MoUs have been signed with foreign central banks no exchange information request has
been made to or issued by NBG on capital market related matters. In 2018, the NBG became an
Associate Member of IOSCO, and is now aiming to become a full signatory to the IOSCO MMoU, which
is specifically targeted at information sharing on capital market related matters, between foreign
capital markets supervisors. This is an essential step in improving NBG's oversight of capital markets,
in particular because Georgian investors actively trade in foreign markets, large corporates are listed
in foreign jurisdictions and so misconduct may occur across several jurisdictions. The sharing of
information related to capital market systemic risks is also central to cooperation between
jurisdictions.

25. The NBG continue to actively contribute to the elaboration of the capital market
development plan. Adopting a capital market strategic plan is one of the tools that will help the
CMSD to adequately secure its resources within NBG and its supervisory actions in the context of a
risk-based annual supervisory plan.

ISSUERS’ MONITORING PROGRAM

A. Issuers’ Monitoring Overview

26. The authorization of public offers is conducted through multiple layers of approvals.
This task is assigned to the corporate finance division (hereafter the corporate finance team or 'CFT’),
which is in charge of approving prospectus but also reviewing promotional documents and publicly
listed companies’ information disclosures. The requirements applicable in the context of a public offer
largely follow the EU Prospectus and Transparency Directives?®. Given the limited number of public
offers each year in Georgia, NBG does not have a formal system of sectoral specialization among its
CFT analysts. Instead, the review of a prospectus is assigned to a CFT member, who is responsible for
the overall conduct of the assessment and who will, where necessary, consult with other colleagues,
for example on legal and regulatory matters. This flexible organization allows the CFT to progressively
build its expertise and adjust its workload more evenly amongst staff. Once finalized, the CFT
assessment is transferred to the CFT manager and the head of the CMSD for sign off. The final
prospectus’ approval is made by the Governor of the NBG, issuing an individual administrative act.

26 A public offer consists in any offer to sell securities directly or indirectly to at least 100 (Article 3(1) of SML). Sale of
securities to qualified investors only are done through private placement. Public offering or admission to the stock
exchange can only be made upon the publication of a prospectus approved by the National Bank of Georgia. Exceptions
to this process includes IFls, public offering of the securities already admitted to trading on “acknowledged foreign
stock exchanges”. The approved prospectus are published by the issuer and on NBG web site
(https://www.nbg.gov.ge/index.php?m=679).
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27. The prospectus reviewing process has been improved with more dialogue between the
CFT and public issuers’ representatives. The NBG has adopted a process whereby issuers and
arrangers are invited to informally contact the CFT before making a formal application, to discuss the
content of the draft prospectus and explain the context of the offer. Once the preliminary review
process is finalized, the issuer officially submits its “Public Offer Application” including the draft
prospectus. This initiative has contributed to improve the quality of the documentation and to
significantly reduce the authorities’ approval time frame which generally does not exceed 60 working
days, with an average of 6 drafts prospectus being reviewed by the CFT each year. Discussions with
the market participants suggest that the reviewing process is not perceived as being too intrusive, that
substantive questions are being asked and that the length of the process review is acceptable.

Table 3: Prospectus review monitoring and CFT Activities

PROSPECTUS APPLICATION REVIEW PROCESS

Application Form Once the issuer decides offering securities to the public
Preliminary Prospectus
Preliminary Term Sheet submission

Prospectus approved by NBG Within 15 days after the submission
Final Term sheet submission Within 10 days after the approval of the Prospectus
Final Term sheet approval Within 15 days after the submission

Source: NBG

28. In reviewing a prospectus, the CFT places a significant weight on the issuer’s financial
statements and the description of risks. As noted, the review process involves an assessment of the
draft prospectus, background checks and interviews with the issuer, its representatives, and the
arrangers. The CFT can also ask for any additional clarification or documentation to cross check
information, including sectoral and company specific elements. So far, the CFT's reviews have
essentially focused on the review of financial statement and issuers’ risk disclosures. The CFT also
verifies that shareholder rights are appropriately disclosed.

29. While the issuers’ monitoring program largely focuses on a review of issuers’ financial
information, the CFT is starting to review the quality of non-financial information. The CFT has
adopted a public issuer’s oversight handbook that provides a high-level description of the assessment
process of periodic and ongoing disclosures. As such, the handbook describes the sources of
information and data available to the CFT. This includes reports available on “reportal.ge” (a platform
developed by SARAS and shared with NBG) press releases, information available from market
intermediaries (the GSE, brokers, registrars) and from other NBG departments, such as corporate
finance team on banking supervision; the division in charge of the supervision of non-banking financial
institutions; the NBG's specialist valuation team. The handbook provides some elements on the quality
review performed by the CFT when reviewing audited financial statements; It includes performing a
compliance check of the content of the information submitted, with a ‘quality assessment’ of
information that largely focuses on reviewing the compliance of issuers’ financials with the IFRS. More
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recently, the NBG has undertaken a general qualitative review of the financial statements submitted
by Georgian issuers?’. Once this review is finalized, findings and recommendations will be publicly
shared to improve the understanding of the supervisor's expectation and the overall quality of financial
information disclosures. Although the implementation of the issuers’ regulatory and reporting
framework is still in progress, the CFT is intending to add to its check list, a review of the shareholders
rights’ disclosure, with reporting requirements in case of major shareholding changes and changes in
voting rights, as well as reporting with regards to insider information. A specialized team is now
assigned to monitor periodic or ongoing reports, press releases, and other information sources, with
the objective to verify if public issuers publish all relevant information as prescribed by the Law.

30. The CFT is finalizing a risk-based methodology to prioritize its supervisory work. At the
time of this review, the CFT had started to perform a first round of assessment of public issuers’
periodic disclosures” (financials), and will first focus on the five largest issuers of foreign currency
denominated bonds distributed to retail investors. So far, problems encountered and managed by the
CFT mostly related to delays in filing financial disclosure.

31. Recommendations to the issuers are the main enforcement tools used by the CFT. If the
issuer does not comply with the recommendation, the CFT can escalate to monetary sanctions and,
for more severe breaches, restrict the issuer to perform certain activities such as suspend securities
from trading, and restrict the distribution of profits. Recommendations and sanctions are not
necessarily made public or made known to the issuers' auditors.

32. SARAS plays a critical role in ensuring the quality of the audits and financial information
disclosed to the market. This agency has been created to oversee auditors and audit firms that are
responsible for both PIE and non-PIE audits®®. Their work is a cornerstone in strengthening the quality
of financial information.?® All professional auditor’s and auditing firms must be registered with the
SARAS?. There are 269 registered audit firms, of which 13 are authorized to audit PIEs, with some high
level of concentration with the “Big Four"*'.

33. At the time of this review, the SARAS had just finished its first round of inspections of
the 13 firms authorized to audit PIEs with main concerns relating to potential conflict of interest
and auditors furnishing prohibited non auditing service. SARAS performs quality inspections and
investigation of auditors and audit firms. Inspection cycles reset every 3 years for audit firms of PIEs
and large entities, who use IFRS accounting standards and are subject to mandatory audit and financial

27Under the international twinning projects, with the help the SARAS and the Hellenic Capital Market.

28 SRAS is only responsible to supervise auditors. It does not entities’ financials.

29 Reforms implemented last year changed the system of oversight. Prior to such reform the collegeCollege of
professionalsProfessionals was responsible for the direct supervision of all auditors. Since last year the Audit Oversight
Commission should implementhas been implementing a program to directly supervise auditors of PIEs, while for the
remaining auditors, the supervisory program will be implemented by the collegeCollege of professionalProfessional
under the oversight of the Commission.

30 The Register is publicly available at https://www.saras.gov.ge/ka/Auditors.

31 TheyThere are also around 460 registered auditors, including 104 auditors conducting auditaudits individually.
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statement certification. In addition, the SARAS has adopted a risk-based mechanism to detect
potential issues that may trigger additional onsite inspections. Criteria used to trigger further
investigations include firms' increase in activities compared to its resources and capacities, pending
litigation and claims. The SARAS's inspection consists of a detailed review of the firm’'s governance
and implementation of rules of conduct and ethics’ standards. Most importantly, during an inspection,
the SARAS staff will take of sample of auditors’ files and perform an in-depth review of the work
performed by the auditors.

34. SARAS publishes a ranking of the PIE auditors’ work, which has proved to be a cost-
effective enforcement tool. SARAS uses its enforcement powers, based on severity of the breaches
and infringements. These includes public warnings, monetary fine, as well of suspension, restrictions
to certified PIEs account or, in most extreme case withdrawal of the auditor or the audit firm
registration. As monetary sanctions are capped at 5,000 GEL, SARAS has developed a tool that rank
the auditors from 1 to 5, 1 being the best and 5 potentially requiring a registration removal. Ranking
and sanctions are disclosed on the SARAS website and by audit firms on their website. The objective
is to give more impact to SARAS work, using tools that have an impact of an audit firm's reputation
and practical consequences by excluding it from auditing PIEs. So far, this enforcement approach has
proved to be very efficient. Information on other type of sanctions, such as warning, is also available
in the auditors register on the SARAS website. Based on the recent legislative changes, the NBG is
considering publishing sanctions too, in order to increase the efficiency of the enforcement process.

B. Conclusion and Recommendations

35. The CFT should continue implementing a qualitative assessment of issuers’ ongoing
disclosures. The CFT has developed a pro-active approach to the examination of issuers’ disclosures.
It has streamlined the prospectus review process, developed an electronic reporting tool and started
documenting its process in the handbook. All these initiatives should be pursued. The CFT understands
the critical role that disclosures play in the development of the capital market®? and is taking measures
to develop a tool for issuers to disclose all information relevant to the public in a specific standard. As
single market operator in Georgia, all periodic and on going information should also be timely
disclosed on the GSE website. The CFT has recently performed a qualitative review of the issuers’
financial statements and is encouraged to also perform a similar qualitative assessment of the issuers’
ongoing?? disclosures. All CFT work should be documented and used to update the issuers’ oversight
handbook accordingly.

36. The CFT should continue to develop its risk-based methodology and an annual
supervisory work plan for monitoring issuers. A shift to a risk-based supervisory approach is already
in progress. The CFT understands the need to develop a methodology that allows the CFT to focus
primarily on riskier issuers. The methodology to select issuing firms and disclosures to be reviewed is
today based on the following criteria:

32 Ongoing and non-financial information are particularly important to develop a more active market. In addition, the
supervisory guidelines should be updated with a description of the review on the compliance statements for the new
corporate governance code.

33 Also called ‘insider information'.
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- Highly distressed, cyclical industries and sectors (real estate, Hospitality);

- Financial/credit risk profile of issuer: companies using a high leverage, having a high exposure
to foreign currency funding,

- Large exposure to retail investors;

- IFRS violations and consistent delays with the submission of periodic or ongoing information;

- Findings or critical matters from audit opinions.

The CFT supervisory guidelines could also include additional criteria based on the quality of the
information disclosed and issuers’ communication. The CFT needs to document how the selection
process is implemented, for example if showing if the selection of controls performed is to be solely
based on the above mentioned risk factors or whether it also considers mix of random selection and
review cycle.3* The handbook should also clarify how other NBG divisions do contribute to the
selection process.

37. The CFT is encouraged to continue its cooperation with the SARAS to identify and
discuss recurring concerns identified in financial statements, such as asset valuation. CFT Staff
should work to update its accounting expertise on an ongoing basis through training on accounting
standards that are the most relevant to the market, such as measurement of assets, financial
instruments and financial statements.

SUPERVISION OF MARKET INTERMEDIARIES:

A. Market Intermediaries Overview

38. The Georgian brokerage industry is small and dominated by two large brokerage firms,
which are 100% owned bank subsidiaries. Market share of the other 7 brokerage firms is relatively
small. Given currently limited local opportunities, brokers are mainly active on foreign markets, acting
as introducing brokers, on equities, bonds, and listed derivatives contracts. NBG reports periodic
information on the evolution of key markets (equity, debt, derivatives) in its annual reports. In past
years, there was a notable increase in activity in CFD products’ offer, with two brokerage firms
authorized to operate in this market segment.

39. Reviews of brokerage license applications include reviews of fit and proper criteria as
well as the risks inherent to the applicant’s business model. The review of applications for a
market intermediaries license includes an assessment by the Capital Market Supervision Team (here
named the capital market supervision team “CMST") of the internal organizational and governance
arrangements of the firm. The CMST also reviews whether the firm has enough capital to meet its
prudential requirements. Information provided by the CMST suggests that the team also reviews the
applicant’s managers to determine if they are fit and proper and the applicant’s business models.3®

34 Please refer for example, to the ESMA guideline n.5 https://www.esma.europa.eu/sites/default/files/library/esma32-
50-218 guidelines on enforcement of financial information.pdf.

3 It includes CIS and their managers.

36 With background check.
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Over the last few years, the majority of requests for a new brokerage license has related to offer CFD
trading services, and many applications were rejected because of a lack of proper risk management
process and business models.

40. Reporting to the CMST and ongoing monitoring of market intermediaries has mainly
focused on prudential rules. This can be explained by the fact that the NBG has recently adopted a
new SML. A decree to align with EU conduct rules for market intermediaries®” has been adopted and
a code of conduct rule for market intermediaries, based on CFA principles of ethics, was being finalized
at the time of this review to enter in force during the summer of 2021. Under these rules, the NBG
reported that it would require market participants to adopt internal control and compliance function
and to maintain records.®

41. Reporting includes basic information on intermediaries’ activities. In line with EU
Directives, investment firms are required to submit annual audited financial statements, reports on the
number of clients and transactions and quarterly financial statements. Early warning systems are also
in place, should the level of capital falls below a specific threshold. Reporting also includes clients’ and
own asset holdings, any issues in the reconciliation process, information on number of clients, types
of products, trades and financials, as well as ongoing information. Other reporting includes change
of trading name, reorganization of the business, changes in management, which are considered to be
changes in licensing conditions requiring prior approval by the NBG. Off-site supervision also relies
on client complaints, market and media monitoring, which for instance have triggered several onsite
inspections. New finalized conduct rules are not yet reflected in the reporting templates.

42. The CMST is at the beginning of the process for implementing a risk-based approach to
supervise market intermediaries. Between 2018 and 2021, seven onsite inspections were
conducted.?® Onsite inspections were mainly triggered by a client complaint, late reporting or the risks
associated with a firm’s activities, for instance forex trading. The CMST team has not yet documented
its past selection process, nor formally listed in an exhaustive and detailed way, all the elements that
are taken into consideration in their risk scoring process, for example what mitigating factors
considered in the risk profile assessment of each supervised firm. The supervisory guidelines do not
take into account wider market risks. The coordination process with other the NBG divisions, for
example when it comes to the supervision of banks’ market activities, is also not documented in detail.

43. The CMST is also in the process of developing a comprehensive plan to address failure
of brokerage companies. This is expected to be adopted together with new Securities Holding Law.

37 Decree N.145/04 of the Governor of the National Bank of Georgia “On the approval of the rule regarding licensing
and regulating the brokerage company” and Decree N.107/04 of the Governor of the National Bank of Georgia "On
the approval of the rule regarding additional regulation of brokerage companies engaged in trading with high risk
financial instruments”

38 Record must be kept for at least 6 years are accessible to the NBG upon request.

39 Banks also operates under a universal licensing framework that allows them to provide financial services. They are
under the supervision of the Banking Supervision Department (DSB). They have so far not been subject to dedicated
inspections in connection with their market activities. However, banks trading activities are quasi inexistent and
brokerage service are performed by brokerage firm only.
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44, Finally, the NBG has recently adopted a new legislative framework for collective
investment funds, aligning with EU standards (UCITS and AIFMD). So far, one asset manager and
one fund have been registered in Georgia. The NBG is currently organizing workshops and capacity
building activities focusing on fixed income and private equity funds. With new regulations being
adopted, the NBG will gradually put in place its monitoring program for funds and managers.

B. Conclusion and Recommendations

45. The enhancement of market conduct supervision is key to the CMST delivering on its
market supervisory objective. In line with its 2020-2022 strategic supervisory plan, the NBG is in the
process of implementing a “forward-looking approach” to financial sector supervision, focusing on the
early identification of threats in the financial sector and timely use of necessary corrective measures.
Implementing a risk-based approach to capital markets and market intermediary’s supervision will
help achieve this objective. In all countries, this approach involves profound to supervision, set out in
the following paragraphs. The CMSD is aware of the critical role that conduct supervision plays in
capital markets, and the need to continue to update its supervisory guidelines to reflect all newly
adopted conduct requirements for market intermediaries. This should include, for example, elements
relating to conflict of interest identification and management requirements, product suitability
assessment and governance, best execution and order handling rules, remuneration and personal
transactions policies.

46. To be able to fully implement a risk-based supervision, the CMST should develop a
reporting framework that shows how the new conduct rules have been implemented and how
controls are performed by the supervised firms. Risk based supervision requires a change in the
mind-set of both the regulator, and the supervised firms. It requires market participants to build a
strong compliance culture and processes. As a result, the CMST's approach to supervision should seek
to enhance market discipline and consider different periodic reportings that include the list of all the
conduct requirements and related process and procedures that firms have put in place*’, what controls
have been performed and what corrective actions have been undertaken. This information is critical
for the CMST i) to be able to assess the quality and reliability of the compliance and audits performed
by each supervised firm, and ii) to identify the mitigating factors that are relevant when assessing the
risk profile of each firm. Some market intermediaries such as asset managers, should also be required
to identify their potential weakness under different market scenarios, for example in case of a sudden
market downturn, and explain what preventive measures are in place should a risk materializes. The
result of these risk testing could in turn help the CMST in their own assessment of wider market risks.
The CMST is also encouraged to conduct sectoral analysis, comparing the performance of each firm
against peer groups. In the longer term, the CMST could also consider adopting an accreditation
process for compliance officers.

47. Building on existing progress toward the implementation of RBS, the CMST should
develop a more exhaustive risk identification process and risk scoring models for market

40 Where relevant, the procedures and controls that needs to be adopted by firms providing corporate advice and
sell-side market analysis should also be included in this reporting.
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intermediaries. Market participants’ risk ranking should be performed at least yearly, and the ranking
process fully documented for each supervised firm. The risk identification process should be detailed
and consistent. For instance, it should include the list of all risks considered as relevant when assessing
each firm’s profile. As an example, when assessing the viability and the sustainability of the business
model of a firm, the risk scoring template should show in an exhaustive and detailed manner all the
elements that have been considered, such as concentration, competitiveness, business planning. For
each of these items, indicators and proxies used for measurement should be clearly identified in the
supervisory methodology developed by the CMST. A similar process needs to be followed to idently
what are the relevant risk mitigators to consider, relying on market intermediaries’ reporting of all the
controls they have performed, their findings and eventual corrective actions that they have been
undertaken.

48. The CMST needs to better document existing coordination mechanisms with other NBG
departments in the context of RBS. The assessments performed by other NBG departments, for
example on banks, is an important source of information for the CMST to use. Informal coordination
mechanisms between departments allow the NBG to react quickly and fluid coordination mechanisms
are to be encouraged. However, inputs from other NBG departments should be better documented'.

49. The risk-based supervisory plan should consider the risks at firm (micro) level, but also
the wider market (macro) level. It should consider the risks posed by firms as well as key wider
market risks that deserve most attention, including items identified in the NBG's financial systemic risk
assessment and the effects these may have on local market intermediaries and local investors. These
risks could relate, for example, to FX exposure and cross-border sales activity. CMSD should document
its analyses including on how macro risk are material and may affect the local market.

50. The CMST should finalize its procedures for dealing with the failure of market
intermediaries, and document coordination process with the activities of other NBG divisions,
including the supervision of banks’ market activities.

MARKET OVERSIGHT

A. Market Surveillance Overview

51. The establishment of a regulated exchange requires a formal authorization by the NBG.
Currently, there are two authorised exchanges in Georgia: The Georgian Stock Exchange (GSE) and its
subsidiary, Thbilisi Stock Exchange, which is inactive. GSE has the status of an SRO*. Georgia does not
have any other form of multilateral trading platforms*.

41 This could start, for example, with writing minutes of meetings.
42 Under Georgian law, licensed stock exchanges and central depositories are SROs.
43 Market intermediaries are allowed to internalize client orders.
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52. Activities on the GSE are limited. Most securities are traded OTC and then reported to the
GSE. The licensing rules of the exchange have been recently updated to be better aligned to EU rules.
It included a review of:
e The management’s fit and proper criteria as well as its experience, education.
e The exchange's rules and procedures for governance, membership, listing, dispute settlement,
trading (including trade execution procedures), sanctions. These rules should aim at promoting
fairness and non-discrimination for market participants as well as the transparency.

NBG enforcement tools vis a vis the GSE range from recommendations to license withdrawal.

53. The GSE is responsible for adopting and enforcing exchange rules and regulations on
market participants. NBG remains responsible for market surveillance and enforcement. Given
the resources assigned to the GSE, its powers are limited to regulatory functions, with the NBG not
having delegated other statutory powers to the GSE. This type of arrangements can be found in other
countries whose markets also operate under an ‘'minimal’ SRO framework. The GSE can adopt new
rules once NBG has assessed if the rules comply with the legal and regulatory framework.

54. The GSE’s enforcement toolbox includes warning, fines and, in more severe cases,
membership withdrawal. The GSE is in charge of the ‘daily’ monitoring of the market activities and
can eventually sanction violations, although market enforcement actions are official within the remits
of the NBG and all potentially disruptive trading cases have to be transferred to, or identified and
handled the CMSD*. The GSE does not operate an automated system to identify unusual transactions
and controls are done manually. There is no formal service level agreement (SLA) in place between
NBG and the GSE, to provide for example, regular feedback on the GSE monitoring of the market
activities, and formally organizing the exchange of information between these two entities on a regular
basis, although, in practice the CMSD periodically reviews the GSE's activities and its members’
compliance with securities legislation.

55. NBG supervises the exchange using several off-site tools. The GSE reports to the NBG its
annual audited financial statements describing its yearly activities, with aggregated information on
trading activities, the list of issuers and members, and an up to date on GSE governance and
shareholding structure. The GSE also notifies the NBG if important organizational changes or events
take place, such as for example IT problems and the delisting of issuers. The CMSD uses the GSE's
reports to monitor the GSE’s allocation of technical and human resources.

56. The CMSD has also conducted an onsite inspection that identified the GSE did not have
in place the necessary arrangements to ensure the integrity and the transparency of the market.
A number of technical deficiencies have identified in GSE's systems and controls. The GSE group
planned to adopt an action plan and has been working to address some technical deficiencies with
the implementation of a new trading platform. At the time of this review, GSE group was finalizing the

44 One suspicious tradingtrade may have been reported to NBG but could not be formally evidenced. Report and
audit of trading activities as well as GSE surveillance work could not be evidenced either through formal reports.
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testing phase of this new platform. NBG is actively monitoring the progress. GSE still had not adopted
procedures to address operational failure and a business continuity plan.

B. Market Surveillance Activities

57. NBG's supervision of market activities is conducted jointly by two CMSD divisions. The
CFT monitors all new listing and information disclosures, while the CMST monitors potential market
abuse and disorderly trading practice.

58. The CMST's tools for detecting potential disorderly trading and potential market abuse
are still limited. Since the market is underdeveloped, the market surveillance function uses manual
processes. The main source of market data used by the CMSD relate to information on executed trades,
published on the GSE Website. If ‘'unusual’ market activities are detected, the NBG can ask the GSE
and brokerage firms for additional information. Currently, the NBG is working on a guidebook
detailing how to detect and prevent market abuse and manipulative practices, relying on a daily
transaction reporting and a reporting of suspicious transactions by brokerage firms. Mechanisms to
monitor risk related to large open positions and credit exposures are also limited. That said, although
short selling is not formally prohibited by Georgian legislation, short selling is not a common practice.
All trades executed on the GSE and cleared by the CSD are only executed if they are pre-funded,
therefore minimizing a potential credit risk default.

C. Conclusion and Recommendations

59. The CMST should continue to closely monitor GSE’s progress in improving the reliability,
integrity and resilience of its systems, and its business continuity arrangements. Further to the
onsite inspection performed in 2018, the NBG has made detailed recommendations for GSE to improve
its systems. To that end, the NBG has been working to set up a ‘action plan’ for GSE to follow. As these
recommendations are currently being implemented, they should be closely monitored to ensure that
GSE still fulfill its licensing and operating conditions, as set out in the SML and NBG decree 169/01.
These are essential for a market to operate correctly, regardless of its size.

60. The CMST supervision should extend its oversight to the GSE's organisational,
ownership and governance arrangements. The governance and the management of a regulated
exchange are key elements that are expected to be within the supervisory scope of a capital market
regulator. In addition to the technical deficiencies, previous audits have pointed to some deficiencies
in GSE's organisation. As a result it is GSE's management* duties provide NBG with a credible action
plan detailing the measures it intends to take, to make the exchange viable and competitive.® In a

4> To that end, NBG ‘s power to oversee the GSE's governance practices could take the MiFID EU rules as a useful
guidance. It imposes detailed requirements in terms of the composition of the management body of the exchange
(number of executive and non-executive directors) and ‘adequacy’ requirements on the members of the management
body of a regulated exchange. The management of the exchange has to commit sufficient time to perform their
functions, possess adequate collective knowledge, skills and experience to be able to understand the market operator’s
activities and risks; It must act with integrity and independence of mind. Competent authorities have the power to
withdraw a license if there are grounds to believe that the management body of the exchange may pose a threat to its
effective, sound and prudent management, and to the adequate consideration of the integrity of the market. This
applies to all the person who effectively direct the business and the operations of the market.

46 article 45.6, Directive 2014/65/eu.
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similar way to what is done in Europe, NBG should have the power to monitor and, if necessary,
challenge the exchange’s managerial, or absence of clear managerial decisions, if NBG reasonably
believes that it threatens the sound and prudent management of the exchange.*’ This does not imply
that NBG takes strategic decisions “en lieu” of the GSE's management. In addition, NBG should have
the power to monitor, and if necessary, challenge the ownership structure of the regulated exchange,
by approving any person that may be in a position to exercise significant influence on the exchange,
and refusing to approve a change in ownership, if there are reasons to believe that the change in
ownership would pose a threat to the sound and prudent management of the exchange.®®

61. The CMST market surveillance framework needs to be strengthened, with direct access
to audit trail and order flows. Information necessary to conduct adequate market surveillance is
currently not available on GSE's website, and is only disclosed to NBG based on ‘ad-hoc request’ or
identified in the context of the onsite visits of market intermediaries.® As time is often essential in the
context of potential market abuse, the CMST needs to have a direct and automatic access to the
market audit trail. The CMST should also have an SLA with the GSE setting the type, content and
periodicity of market activities reporting and meetings with the GSE management and operational
staff. The CMST should also continue to engage in training its staff on market surveillance practice.

ENFORCEMENT

A. Enforcement framework overview

62. The CMSD has comprehensive administrative enforcement powers. The NBG has the
power to require any information in relation to the business operations of market participants, in
response to an inquiry or on a routine basis as part of regular reporting cycles. It can monitor and
inspect all regulated entities, including onsite and is empowered to enter premises, if necessary, with
no prior notification. On site supervisory work includes routine as well as ad hoc and thematic
inspections. The NBG's powers to obtain information while conducting investigations include the
power to obtain all books, recordings, documents, communications, and statements. Enforcement
powers and sanctions apply to all supervised entities and to any person breaching financial sector laws
and regulations.

63. The CMSD has access to a wide range of enforcement tools. Enforcement tools used by
the NBG include warnings and instructions, reprimands, monetary penalties, temporary suspension of
market activities and provision of financial services, restricting distribution of dividends or profits,
license revocation, restricting activities of a market intermediary, and freezing or moving client assets
to another intermediary. Sanctions reflect the seriousness of the violation and the level of monetary
penalties is fixed by in Decree N35/04. All monetary penalties imposed on market participants are
transferred to budget the State of Georgia.

47 article 46, Directive 2014/65/eu.

48 article 46, Directive 2014/65/eu.

4% These can take place months after a trade has been booked. Market participants should only be solicited if NBG
believe that market activities are suspicious.
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64. Most recurring concerns identified so far by the CMSD first relate to reporting delays
and compliance with securities market legislation. Warnings are by far the most used enforcement
actions, before more severe enforcement action is taken, with a success rate of 90 to 95%, before using
more severe forms of enforcement actions. In the last five years, only one company has repeatedly
failed to follow the CMSD requests and its license was ultimately revoked.

65. Communication and capacity building actions are taking an increasing role in the
CMSD’s enforcement toolkit. This is an important first step when building a compliance culture with
market participants. Guidance issued so far by the CMSD relates to market abuse and disorderly
trading practice. The NBG is also organizing webinars for market participants designed to share
experience with foreign experts and better communicate its expectations regarding how regulatory
requirements should be implemented. The increased use of guidance and webinars has been
welcomed by market participants.

66. The enforcement decision-process depends on the seriousness of the breach and the
type of sanction envisaged. For simple warnings, the CMSD prepares a letter to concerned person
which is reviewed by the NBG legal department. For more severe cases, where, for instance, a
monetary penalty is involved, the CMSD follows a more formal process. In these cases, the CMSD
prepares a detailed memorandum for the NBG Governor, which describes all relevant factual
circumstances, makes proper reference to legislative principles and regulatory requirements which
may have been breached, and provides a rationale for a recommended sanction based on the
seriousness of the violation. Although the regulation does not provide for a specific set of criteria to
follow in order to assess the degree of seriousness of a breach and the level and nature of the sanction
to be pronounced, the CMSD reports to the governor tend to provide a very detailed explanation on
the recommended sanction. The General Administrative Code of Georgia provides for the right for
parties to access and review materials and evidence during the proceedings and for the right to be
assisted by an attorney during interviews. In practice, indicted persons can also be heard by the NBG
staff before a final decision takes place. If the Governor agrees with the staff's recommendations, an
individual administrative decision is issued. Once signed by the Governor, the individual administrative
decision enters into force as soon as it is communicated to the concerned party*®. To date, all
sanctioning requests referred to the Governor have resulted in a formal sanction.

67. NBG enforcement decision-process involves NBG staff only. CMSD staff are involved in
investigating cases and making recommendations on enforcement to the Governor. The Organic Law
provides NBG with the equivalent of an enforcement comitee with the “Financial Sector Supervisory
Committee” (the FSSC), comprising the Governor and the heads of department at NBG to discuss the
most significant enforcement cases and sanctions on entities supervised by the NBG. >' Minutes of the
Committee reflect that all significant enforcement decisions and actions such as the revocation of bank
licenses are brought to the Committee before the Governor takes a decision. However, this committee

>0 The specific process is described in the General Administrative Code of Georgia.
>1 Organic Law of Georgia No 2828 of 23 March 2010 - Article 16.
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is composed of NBG staff only and NBG's enforcement process and sanctioning decision with regard
to capital markets do not involve independant reviewers.

68. Persons aggrieved by the NBG decisions can appeal to the judiciary. Under the Georgian
legal framework, all individual administrative actions may be the subject of appeal. Parties also have
the right to challenge the NBG decision in administrative tribunals. It is however important to note
that the appeal does not suspend the payment of monetary penalties. To date, one case has been
settled by the appeal court, confirming the NBG's decision; three other appealed decisions are still in
progress.

69. NBG also has the power to cooperate with the authorities for criminal prosecution. The
number of convictions compared to the number of cases referred for prosecution is low. Similar
to other civil law jurisdictions, breach of laws and regulations in relation to the capital markets that are
of a criminal nature, are stated by the law. When such a breach is identified, NBG is required to refer
the case to the Office of the Prosecutor of Georgia. The Prosecutor’s Office is the responsible authority
for conducting criminal investigations and enforcement processes. To conduct its investigations, the
Prosecutor’s Office relies on the Ministry of Finance which has it's a specialized sub-unit to provide
assistance in finance related matters. To date, the number of convictions is extremely low Most
importantly, the average time of administrative proceedings is a few weeks, where in contrast, the
timing of criminal proceeding, which may of course vary depending on the severity of the crime, can
take several years to finalize. Once a case is transferred to the Prosecutor’s Office, they are no formal
communication in place to keep NBG and the public informed of cases’ follow up.

B. Conclusion and Recommendations

70. The CMSD should continue using a mix of ‘soft’ and ‘hard’ enforcement tools and should
consider publishing the sanction of the most serious infringement cases, such as market abuse.
It is critical that the use of both soft and hard enforcement tools be maintained, and that the NBG's
enforcement strategy is tailored to the type of violations. The NBG has a good understanding of the
need to tailor its enforcement approach and has prioritized communication and dialogue with the
market to explain what its expectations are. Based on the recent legislative changes, NBG is now
empowered to publish sanctions. The publication of sanctions, which can be in some case anonymous
such as in the format of a general press release®, is also a cost-effective enforcement tool that NBG
should consider to increase the impact of enforcement decision >,

71. The CMSD should revise monetary sanctions to a level that is dissuasive enough to deter
disorderly trading and abusive behaviors. The NBG decree 35/04 sets the maximum number of fines
that can be imposed for breach of capital market rules. Sanctions on market abuse seems
disproportionally low compared to the potential damage that can be caused to the investors and

52 See example: https://www.amf-france.org/en/news-publications/news-releases/enforcement-committee-news-
releases

>3 As an example, please see the site of the South African FSCA which largely communicate on enforcement :
https://www.fsca.co.za/Enforcement-Matters/Pages/default.aspx
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market, and the cost of investigation and prosecution. The monetary penalty for market abuse related
infringements, such as the unlawful disclosure of insider information and the misuse of insider
information, are currently capped at 10.000 GEL, while the monetary penalty for failure to have proper
IT systems in place is 20.000 GEL. Failure by a brokerage firm to submit a report on time has been
sanctioned with fines ranging between 1.000 GEL and 10.000 GEL, while a case for disclosing
misleading information to a brokerage firm’'s clients was sanctioned with a fine capped at 1.000 Gel.
Approaches taken in other jurisdictions include setting minimum and maximum levels for fines with a
maximum set at, for example, ten times the level of the gain obtained or that could have been made
by committing the offense.

72. The enforcement decision-process could consider implementing independent review of
its enforcement decision as the market matures. The fact that only NBG staff is involved at the
investigation and enforcement stage, could ultimately expose NBG to questions on the neutrality and
objectivity of its enforcement decisions. As the market matures, and NBG decisions come under more
scrutiny, NBG could, for example, consider the creation of an enforcement committee that includes
non-NBG staff, to better protect it enforcement decision-process against procedural challenges,
especially for sensitive matters like market abuse. However, there is no “one size fits all” solution and
in the context of a nascent market, implementing an enforcement committee may have feasibility
implications.

73. Criminal enforcement needs to be strengthened. This issue is not easy to address as it
requires actions that may go beyond the NBG's remit and that largely depends on the office of the
Prosecutor of Georgia. Besides improvements that can be undertaken by the Office of the Prosecutor
of Georgia, one solution could consist for NBG to publish on its website the number of administrative
enforcement cases as well as list of case, dates and sentences pronounced by NBG>*. and coordinate
with Office of the Prosecutor in order to explore scope for better public disclosure of criminal
enforcement cases related to infringements on capital market rules. The information will provide the
public with more clarity on the efficiency of both enforcement processes.

>4 See for example, the South African FSCA approach : https://www.fsca.co.za/Enforcement-
Matters/Pages/Enforcement-Actions.aspx, https://www.fsca.co.za/Enforcement-Matters/Pages/Financial-Service-

Tribunal.aspx
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ANNEX 1
List of Capital markets related implementing regulation adopted by NBG, over the last 5 years

>

>

Corporate Finance:

Trading and markets:

Decree N2181/04 of October 7, 2020 of the Governor of the National Bank of Georgia "On the approval
of the rule regarding disclosure Requirements in relation to the information about Issuers and
Appointing Registrar to the Issuer”;

Decree N2179/04 of October 7, 2020 of the Governor of the National Bank of Georgia “On the approval
of the rule regarding public offer of securities and placement report submission”. — Under the order
main principles and procedures of “Regulation (EU) 2017/1129 of the European Parliament and of the
Council of 14 June 2017 on the prospectus to be published when securities are offered to the public
or admitted to trading on a regulated market, and repealing Directive 2003/71/EC" have been
implemented.

Decree 178/04 of October 8, 2020 of the Governor of the National Bank of Georgia “on the approval
of the rule regarding list of acknowledged/recognized foreign exchanges and public offer of securities
by the issuers admitted to acknowledged/recognized foreign exchanges, by the International Financial
Institutions (IFls) or Development Organization with Foreign State Participation

Decree N2180/04 of October 7, 2020 of the Governor of the National Bank of Georgia “On the approval
of the rule regarding Insider Dealing, the unlawful disclosure of inside information and market
manipulation”;

Decree N2171/01 of December 28, 2010 of the Governor of the National Bank of Georgia “On the
approval of the rule regarding the licensing, financial report submission, minimal capital requirements
of the central depository and requirements regarding the central depository services”;

Decree N2169/01 of December 28, 2010 of the Governor of the National Bank of Georgia “On the
approval of the rule regarding the licensing, financial report submission and minimal capital
requirements of the stock exchange”.

Decree N233/01 of March 9, 2010 the Governor of the National Bank of Georgia “On the approval of
the rule regarding the licensing, financial report submission, minimal capital requirements of the
securities registrar and the cessation of the activities of the securities registrar”;

Decree N2145/04 of July 5, 2018 of the Governor of the National Bank of Georgia "On the approval of
the rule regarding licensing and regulating the brokerage company”;

Decree N233/04 of February 20, 2018 of the Governor of the National Bank of Georgia “On the approval
of the rule regarding granting the financial instruments trading system the status of organized market”;

Decree N2206/04 of September 18, 2018 of the Governor of the National Bank of Georgia “On the
approval of the rule regarding keeping securities registrar”;

Decree N2107/04 of June 14, 2018 of the Governor of the National Bank of Georgia “On the approval
of the rule regarding additional regulation of brokerage companies engaged in trading with high risk
financial instruments”

Decree N213/04 of February 3, 2021 of the Governor of the National Bank of Georgia “On the approval
of code of ethics and professional conduct of brokerage companies and commercial banks”
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>

>

Sanctions:

Decree N235/04 of February 14, 2012 of the Governor of the National Bank of Georgia “On the approval
of the rule regarding determining, imposing and executing monetary penalties on persons for violating
the securities market legislation”.

Investment Funds:

Decree N2167/04 of September 22, 2020 of the Governor of the National Bank of Georgia “On the
approval of the rule regarding licensing, registration, recognition and regulation of asset management
companies”;

Decree N2168/04 of September 22, 2020 of the Governor of the National Bank of Georgia “On the
approval of the rule regarding Specialized depository activities”;

Decree N2169/04 of September 22, 2020 of the Governor of the National Bank of Georgia “On the
approval of the rule regarding operating the register of investment fund unit holders”;

Decree N2170/04 of September 22, 2020 of the Governor of the National Bank of Georgia “On the
approval of the rule regarding authorization, registration, recognition and regulation of investment
fund”;

Decree N2170/04 of November 11, 2020 of the Governor of the National Bank of Georgia “On the
approval of the rule regarding liquidation of investment fund”.
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Examples of key securities law breach®® and related monetary sanctions

Public offering rules

Violation of securities public offering rules by the issuer 1000 GEL
Public offering with no prospectus approval 10000 GEL
Indication of incorrect information in public offering 2000 GEL
prospectus

Unlawful disclosure of insider information 1500 GEL
Non-submission of securities emission or/and relevant ~ 2000 GEL
reports related to public offer in accordance with the

established rule and/or late submission

Failure to amend a prospect according to the terms 1000 GEL
prescribed by the National Bank in the process of

prospectus approval

Misuse of insider information or/and voting rights or/ 10000 GEL
and insider trading

Violation of the established rules regarding the nominal 1000 GEL
ownership of securities

Participation in the securities market manipulation 10000 GEL

Other breach for Stock Exchange, Central Depository, Securities Registrars, Brokerage Companies

and/or violation of the requirements related to the
record keeping of operations (transaction)

Non-submission of reports 1000 GEL.
Reporting of inaccurate or invalid information 300 GEL
Violation of other regulatory requirements of securities 1000 GEL
market legislation

Non-submission of record to the Financial Monitoring 2,000 GEL
Service of Georgia

Non-implementation of appropriate measures related 3,000 GEL
to suspicious and / or unusual operation

Failure to client’s identification 500 GEL
Failure to have proper identification/verification 10000 GEL
procedures

Breach of recording and storage obligations 500 GEL
Failure of internal control and monitoring process, for 5000 GEL
the purpose of facilitating the prevention of illicit

income legalization and terrorism financing by the

organization

Failure to implement software (electronic) system 20000 GEL

55 As set under decree 35/04
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