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FINANCIAL SECTOR VICE PRESIDENCY

BASED ON THE JOINT TvIF-WoRLD BANK FiNANCIAL SECTOR ASSESSMENT PROGRAM

As part of the joint IMF-World Bank Financial Sector Assessment Program (FSAP), two
missions visited Gabon from May 31-June 5, 2001 and June 26-July 10, 2001.1 Members of the

team also visited Cameroon to conduct assessments of the regional Central Bank and the regional
Banking Commission. The principal objectives of the missions were to assess the vulnerability of

Gabon's financial system and to identify its main developmental challenges.

I. MACROECONOMIC AND FINANCIAL CONTEXT

1. Gabon, with a GDP per capita of about $4,400, is the nchest member of the six-country
Central African Economic and Monetary Community (CEMAC). The CEMAC members share a
common currency, the CFA franc, which is issued by the regional central bank (BEAC), and
which is pegged to the euro. Banking supervision in the region is undertaken by a common
supervisor, the Commission Bancaire de l'Afrique Centrale (COBAC). Fiscal policy is the key
instrument at the disposal of the Gabonese authorities, as membership in the monetary union and

the requirements implied in maintaining the fixed exchange rate restrict the use of monetary
tools.

2. An oil-rich and politically stable country, Gabon faces serious macroeconornic and
structural challenges. Over the past two decades the dependence on oil exports has led to uneven
growth performance and significant macroeconomic instability. Efforts to shield consumption
from income losses following oil price declines, along with ambitious infrastructure projects, led
to rapid build-up of external public debt over the 1980s and early 1990s. Problems in servicing
the external debt have led to the build-up of significant external arrears, with Gabon largely
losing access to international capital markets. At the same time, domestic public sector arrears,
including to the financial system, have also increased. Moreover, oil production levels are
expected to decline by about 50 percent over the next four years, leading to sharp declines in
fiscal revenues and the flow of reserves for all but the most extreme assumptions about oil price

1 The FSAP team included Carlos Cuevas (World Bank, mission chief), Anne-Marie Gulde (IMF, deputy nussion
chief), Samir Abhyankar, Linda Desscan , Eric Haythorne, Gregorno Impavido, Alain Laurin, Korotoumou Ouattara,

and Andre Ryba (all World Bank); Karl Driessen, Felix Fischer, and Marcel Maes (all IMP).
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developments. Given the lack of a broader economic basis, the short-term possibilities to cushion
the decline in oil output are limited.

3. The level of financial intermediation in Gabon is low relative to other developing
countries. For 1999, credit to the pnvate sector represented 10.7 percent of GDP, compared with
27 percent in Kenya, 57.5 percent in Mauritius and 69.3 percent in South Africa. While Gabon
and Venezuela do share low levels of private sector credit to GDP, other oil producing
econormes including Iran, Cote d'Ivoire, and Libya show much deeper financial systems
compared to Gabon.

II. MAIN FINDINGS

FINANCIAL SOUNDNESS AND VULNERABILITIES

4. The financial sector in Gabon is overall profitable and stable, while remaining relatively
underdeveloped. Banks - which dormnate the financial sector - find their activities and growth
potential limited by the size of the non-oil economy, given that financing of the oil sector is
largely undertaken outside of the country. Lending restnctions imposed by foreign parent banks
also contribute to the institutions' focus on a relatively narrow segment of business. Commercial
banks are cost efficient and liquid while questions remain about their capitalization.

5. The government retains a strong role in the financial sector, both as owner and as client,
either directly or through public enterprises. In total, banks accounting for more than 85 percent
of assets are subject to some government ownership. The possibility of government arrears,
either to banks or to suppliers who are bank clients, are an important determinant in portfolio
quality.2 There are relatively weak links between banks and other financial institutions, with the
exception of finance companies, which tend to be wholly owned subsidiaries of banks.

6. Solvency levels in some of the banks are close to the forthcoming regulatory minimum of
8 percent (effective in 2004). Stress tests show that even relatively minor changes in
macroeconomic variables could put individual institutions at risk. This risk is enhanced by the
banking sector's portfolio concentration. When problems occurred in the past, the authorities
have been quick in putting into liquidation banks that required it.

7. Fiscal problems have in the past had direct and indirect negative repercussions on the
performance of the financial sector. The continued exposure of banks to public enterprises and to
government suppliers indicates that declines in fiscal revenues - for example due to oil price
declines and/or from the shrinking output level - can have a negative impact on banks.

8. A high level of liquidity and adequate access to central bank refinancing facilities seem
capable of containing banking sector risks in the short term. In the medium term though, with a
shrinking oil economy, pressures are more likely to emerge and will probably require structural

2 At the time of the mission, one bank (BNCR) was under interim admimstration It is currently under liquidation.
Since this report discusses the 2000-2001 situation, statistics include the BNCR as a state-owned bank.
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adjustment in the banking sector, including through diversification, internationalization, and
improvements in nsk monitoring.

9. Medium-term risks. In the medium-term, the viability of the financial sector depends
critically on its ability to withstand swings in credit quality. Stress tests for credit nsk indicate
that while the system as a whole would be able to withstand a sharp increase in non-performing
loans (NPLs, from the December 2000 level of 3 percent to 8 percent), the effects would vary
significantly across banks, with three of the six banks falling below the current 5 percent capital
adequacy ratio required by COBAC . A similar outcome results from testing of banks for their
exposure to the forestry sector, with four banks falling below the required capital adequacy ratio.

10. The following structural features of Gabon's banking sector could contribute to medium
term solvency or growth problems, unless adequate safeguards are put in place:

* Gabon's banking sector is highly concentrated. The largest bank accounts for more than 40
percent of loans and deposits, and the largest three banks account for more than 80 percent of
all bank loans and deposits. While the banking structure and, hence, the degree of
concentration is due to the charactenstics and size of the economy, the effects of the market
structure require monitonng. The main potential nsk associated with the high degree of
concentration relates to possible inefficiencies and slower innovation arising from the lack of
competition as well as the danger of problems in one bank taking on systemic importance. To
avoid negative effects from high concentration requires stronger banking supervision and
adequate consumer protection laws.

* The banking sector's loan portfolio is non-diversified. At end-February 2001, three out of the
five operating banks did not meet prudential ratios on risk diversification, leaving the sector
as a whole exposed to a small number of enterpnses. Furthermore, sectoral loan
concentration - an equally significant problem given Gabon's narrow economic base - is
insufficiently monitored by banks.

* The government continues to play a dominant role in the banking sector, with all but one
bank in partial or full state ownership. This, together with a pervasive role of the government
as a bank customer-both directly as well as through state owned enterprises-creates moral
hazard due to widespread belief in implicit state guarantees.3

11. The projected decline in oil production is likely to have important effects on the financial
sector, which may include:

* Government revenues and spending might decline, causing a downward trend in the
economy. Unless compensated by growth in non-oil sectors, for example through increased
domestic activity following privatization of state enterprises, this depression of activity could
lead to system-wide problems in servicing loans.

3 All banks have government deposits (ranging from about 11 to more than 59 percent of the deposit base as of
February 1, 2001) as well as loans (ranging from 11 to 31 percent of total loans as of February 1, 2001).
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* A reemergence of significant government payments arrears might result from government
expenditure reductions that fall short of what would be required to maintain a fiscal balance
given the shrinking economy. While these might affect the banks directly, for example
through non-payments on interest due on rescheduled government debt, the main effects are
likely to be indirect, as suppliers and other government creditors default on bank debt, after
not having been paid by the government.

LEGAL, REGULATORY AND SUPERVISORY ISSUES

12. Banking supervision. The regulatory framework is overall well developed and the
COBAC, the regional supervisory agency, is recognized for its efficiency and professionalism.
The updated assessment of the COBAC's compliance with the "Basel Core Principles for
Effective Banking Supervision" confirns a significant degree of compliance with these
principles. 4 Notwithstanding the overall positive assessment, the review reveals the following
concems with possible effects for the Gabonese financial sector:

* The COBAC's resources, in particular staffing, remain inadequate, contributing to continued
problems in of-site supervision.

* The prospective increase in the regulatory minimum capital requirements (from 5 to 8 percent
by 2004) appears too low, given the operational risks in the economy.

* There is currently no specific control over market and foreign exchange risks. Given that
Gabonese banks are internationally active and most engage in foreign exchange operations,
risks in these areas exist. While a regulation of foreign exchange positions is planned in the
near future, no specific plans exist yet regarding the regulation of market risk.

* There are no regulations pertaining to money laundering and banks have not yet been given
guidance with respect to identifying suspicious customers and transactions.

13. Insurance supervision. The main conclusions of the assessment of the IAIS Core
Supervisory Principles are the following:

* Insurance regulation is of high quality. However, several issues have been identified and
should be addressed in the short to medium term. Most companies pertaining to the region of
the Inter-African Conference of Insurance Markets (Conference Interafricaine des March6s
d'Assurances, CIMA) have limited retention capacity and have senous difficulties in
respecting the regulation on coverage of policy liabilities. 5

* The effectiveness of insurance supervision in the region is limited because of an acute lack of
resources in terms of budget, personnel, skills, and information technology, both at the
CRCA and national (DNA) levels. This is compounded by problems of conflict of interests

4 COBAC's supervisory effectiveness had been first assessed in the context of the 2000 Cameroon FSAP.
5 A formal assessment of compliance to the International Association of Insurance Supervisors (IAIS) core
supervision principles was conducted for the CRCA in Libreville.
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and excessive political pressure inherent to the specific composition of the CRCA and the
Council's technical committee.

14. Legislativeframework andjudicial system. Good progress has been made in putting in
place a regional legislative and regulatory framework which is broadly appropriate for the
establishment and operation of financial institutions in Gabon. Issues identified with respect to
this legislative framework are: (a) a limited knowledge and understanding of the OHADA
Uniform Acts among concerned parties, compounded by an absence of dissemination and
training; and (b) a lack of clarity in the definition of a number of terms and concepts used in
several texts (e.g., the security law and the bankruptcy law).

15. In addition, the judicial system is deficient, enhancing risks and costs of doing business,
including for the financial sector. Main problems are the absence of specialized training in
matters of commercial, banking and insurance law, procedural flaws that create long delays in the
courts, and inadequate resources allocated to the judiciary.

FINANCIAL SECTOR DEVELOPMENT ISSUES

16. There are few formal financial institutions other than those in the banking sector. Leasing
and insurance companies exist but are not of systemic importance. The majonty of the population
lacks access to any type of financial services, as microfinance institutions are only in an
embryonic state and even traditional informal mechanisms, prevalent in other African economies,
are scarce

17. Another critical issue is the mobilization of long-term savings. The insurance sector in
Gabon is small and of shallow penetration yet constrained in growth by the overall size of the
market. Pensions are currently a part of a troubled social security system and the pension system
is far from beginning to develop as a sector. Finally, a CEMAC regional stock exchange faces
difficulties in terms of economic viability and political consensus within the region.

18. Insurance sector. The insurance market in Gabon is for the most part stagnant and
lacking product innovation. It represented only about 7.1 percent of total financial assets in 1999.
It is essentially linked to economnc activity directly or indirectly related to the oil industry, a
factor that introduces a medium-term nsk for the insurance sector.

19. Two major weaknesses of the Gabonese insurance market are the companies' lax
recovery practices for premium arrears and the poor services provided by local brokers. These
weaknesses in turn affect the ability of companies to respect the regulations on coverage of
policy obligations and ultimately reduce financial viability. Other selected issues identified in the
insurance sector are:

a Reinsurance ratios are low considering the low level of sophistication and skills of the
insurance companies. A serious deficiency is the fact that the CIMA code does not authorize
the supervisory authority to monitor the reinsurance activity of companies.

* Underwrting performance and profitability are characterized by low loss ratios and high expense
ratios.

5



* Regulations prohibit investment of reserves abroad by the insurance companies, a factor that
limits asset diversification.

20. Pensions. Pensions are embedded in the social security system in Gabon, which is at
present experiencing senous financial difficulties and is in need of reform. The present approach
is a "pay-as-you-go" system, which does not contribute to long-term savings, and could pose a
long-term threat to financial sector stability through detenorating public finances.

21. Securities market. While a feasibility study concluded that a stock exchange
encompassing all six CEMAC countries would be viable, the region remains divided as to the
location of the exchange. As another CEMAC member has set up its own stock market,
legitimate concerns arise on the viability of any exchange that does not include all six countries.

22. Gabon Poste. Given the past experiences with BNCR, Banque Populaire du Gabon
(BPG), and FODEX, the prospects of creating a new postal bank on the basis of the current
Centre des Cheques Postaux (CCP) and the Caisse d'Epargne Postale (CEP) offer, by
companson, significant promise and challenges as well.6 The large depositor-client base of the
CEP with close to 175,000 accounts, and the extended postal service network with 52 offices
throughout the country, represent a starting point and an opportunity to develop a sustainable
entity with extensive outreach. The limited coverage and conservative practices of the banking
system, and the absence of a microfinance sector, give the prospective postal bank a major
developmental role which, provided the appropnate measures are taken, it should be in a position
to play.

23. Microfinance. The microfinance sector in Gabon has minuscule outreach by any
standards.7 Although a similar percentage of the population live in relative poverty in Cameroon
and Gabon, a little over 4 percent of the population in Cameroon were clients or members of a
microfinance institution, whereas this ratio was only 0.25 percent in Gabon.

24. A number of factors appear to have contnbuted to this state of affairs:

* The existence of an extended-family safety net grounded in the civil service - donmnant
source of employment until the mid-1990s - reduced the need to look for alternative sources
of financing. This factor apparently limited or at least delayed the creation of informal
financial organizations, such as the rotating savings and credit associations (tontines) so
common in Cameroon, or mechanisms such as the susu collectors in Ghana or the

6 FODEX is an apex entity created to intermediate a loan from the African Development Bank. The loan was
cancelled in 1997 after disbursing about 35 percent of the committed amount. Given that BNCR and BPG account
for about 55 percent of its NPLs, FODEX is unlikely to recover most of its loans and may not survive without
continuing government subsidies.
7 The term "microfinance" is used here (as COBAC does) to encompass both cooperative and non-cooperative
financial institutions and organizations that do not hold the status of bank or financial company, as defined in the
1992 Convention. These non-bank institutions regularly carry out lending and deposit taking operations and offer
other financial services to segments of the population that for the most part do not have access to traditional bankincg
services.
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moneykeepers/moneylenders of the Sahel, which are typically signs of fertile grounds for
microfinance development.8

* A lack of local entrepreneurship, in part due to the same reliance on the state to provide
salaried employment. Even today, with government employment decreasing and a
privatization program likely to further reduce it, micro and small enterprises seem
constrained to the initiative of a linmted number of immigrants.

* On the supply side, donor-driven programs in conjunction with specialized NGOs or financial
cooperative networks, which have "pushed" many microfinance sectors elsewhere, have been
absent from Gabon.

III. RECOMMENDATIONS

25. On legal, regulatory and judicial issues, the FSAP team recommends that:

* The lack of resources of COBAC should be resolved to improve its effectiveness in
supervision, and in any event before the institution is given new tasks, such as the
supervision of mncrofinance.

* The CRCA should quickly be put in the position to supervise reinsurance activity while
companies should be allowed to invest in liquid and tradable assets abroad. This should be
tied to implementation of appropriate requirements on foreign exchange matching. The
CRCA should also develop more transparent and formal supervisory processes with
automatic triggers to impose sanctions.

* The judicial system should be strengthened to enable increased efficiency, transparency and
predictability in the disposition of financial sector litigation.

26. Recommendations on rinancial sector development issues are as follows:

* Banks should pursue adequate risk diversification strategies such as: (a) diversifying
domestically by entering into underserved markets; (b) proceeding with cross-border
diversification; and (c) syndicating loans with foreign banks. All of these trends should be
closely followed by supervisory authorities.

* Ongoing efforts to put in place a new payments architecture should be completed, as this will
greatly improve the efficiency of national and regional banking operations.

* The six CEMA countries should quickly come to an agreement leading to the merger of the
existing (national) and the proposed (regional) stock exchanges.

Rotating mechanisms such as tontines or cotisations are apparently emerging in Gabon, especially among
immigrants.
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* Efforts to create Gabon Poste should not burden the new institution with inefficiencies from
other institutions it is to absorb. In addition, a clear legal separation from the postal service
will be needed in order to allow transparent and efficient operation of the new bank.

* It is unlikely that the enactment of new legislation for microfinance in the CEMAC region
will have a substantial effect on microfinance development in Gabon. To this effect, it is
advisable to invite a well-known NGO or a financial cooperative network to assist in setting
up a imcrofinance sector.
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