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Presenter
Presentation Notes
I would like to outline the reasons why I believe Sri Lanka, both the government and the private sector, should focus and invest in enabling Islamic finance.

Having hopefully made a commercial case I will highlight where Sri Lanka is now and some of the things it should be doing in order to make the most of this opportunity for the country.


Global Islamic banking assets are growing...
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Islamic finance is a relatively new phenomenon which having started properly only about 2 decades ago is now a significant component of the global financial sector.

Islamic finance should be understood properly. It comprises not only Islamic banking but also Takaful, Islamic asset management, Islamic private equity and in many ways also SWFs. 

Here are some figures for the recent growth of Global Islamic banking assets, exhibiting annual growth rates of over 10% even over the worst financial recession we have experienced for the past 60 years. 

Islamic banking assets however are still only about 1% of global banking assets and thus offers huge growth potential.





... and forecast to continue growing.
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This growth in Islamic banking assets is forecast to continue to grow into the future at a healthy 10 to 15% pa comfortably exceed the growth rate in the conventional banking sector. This highlights the opportunity in the Islamic banking industry.
The axis on the right side shows the increasing proportion of IF within the GDPs of a selected group of countries. The indicator is based on data primarily from Iran, GCC, Jordan, Turkey, Bangladesh, Pakistan, Indonesia and Malaysia. These indicate that IF could grow to about 1/3rd of the GDPs of these countries in this decade! 
This is also a fair indicator of how the overall supply chains within these economies could convert to IF over the next few years. This suggests that businesses which want to trade and invest on a cross border basis with these countries would be well advised to give themselves the greatest competitive advantage by being fully aware of what this emerging scenario and take proactive steps to ensure that they could benefit from instead of being disadvantaged by this change. 
This conversion to the Islamic economy is to me the primary issue for the non-Islamic world to comprehend properly.


Islamic finance is spreading across the Islamic world...
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Clearly the growth of this industry is driven mainly from the Islamic world and in Islamic countries. In terms of numbers the major countries with IFIs are indicated here. 
GCC are a significant bulk of these, Sudan/Pakistan/Iran are legally wholly IF while Malaysia (Dual system) but IF there is already very significant due to overt government support and incentives. Similar expected in Indonesia.


..and across the secular world.

Number of institutions offering Islamic finance products
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Australia
France
South Africa
Switzerland
Canada
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Luxembourg
Russia

Cayman Islands
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Not surprisingly, the non-Islamic world (or countries without Muslim majorities) has begun to realise and understand the rapid transformation of the financial systems in the Islamic world.
You will notice that countries which are traditionally the most exposed to these trade and capital such as the UK in Europe have responded quickly and meaningfully.
Interestingly the US and Australia also feature in this list but the substance of IF in some of these countries is not as real and significant as in the UK.
I would argue to say that it is only the UK which, most likely due to its status as a global financial centre, old colonial linkages to the ME and SEA and as a favoured international real estate investment destination took the steady and necessary steps to understand this opportunity (and transformation) and made  the necessary investments to enable, facilitate and attract IF into the City of London. 
The UK’s journey however first started with the countries political leaders and leading regulators and bureaucrats evaluating the civil and commercial case to invest in this industry. (This was not done on a formal or deliberate basis but in hind sight the country would have taken all the necessary steps much sooner if it had!!) 
Regardless once the business case was established which there may have been some hurdles and slow steps but there has been no looking back. Sri Lanka need to make a similar assessment for itself. I will not attempt to do this on its behalf but I would imagine the following arguments should enable a high level agreement to take steps forward.



Is It worth 1t?

Could it attract capital and funding?
Would it makes us internationally competitive?
Does it force innovation and up skilling?
Is it inclusive for our citizens?

Will it create employment?

Will it enhance our global reputation?
Does it support the vision for our country?
Is it ethical and morally right?

Does the cost benefit balance work?

Is it profitable?

It is inevitable in the long term?
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I think this is what the political leaders, regulators and bureaucrats asked themselves in the late 1990s and early 2000s in the UK. 
Appropriate leaders in Sri Lanka should ask themselves similar questions and consider whether any action is needed to be taken.
Let us walk through some of these questions… (And let us imagine this for Sri Lanka) 

Key for politicians
Will it be inclusive – approximately 7.5% of Sri Lankan population follows Islamic faith? 
Will it create employment/enhance global reputation/support vision?
Does the cost benefit balance work?

Key for regulators and bureaucrats
Lead to innovation and up skilling?
Ethically and morally right?
Cost benefit work?
Is it inevitable in the long run?

For the private sector
Internationally competitive
Is it profitable
Cost benefit work?
Enhance global reputation?
Innovation and up skilling?

I think the answers to each of these questions will be YES ……but I will try and make an elevator pitch in the next few slides……



Muslims are 25% of the worlds population...
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Muslims are 25% of the worlds population……..56 countries are Muslim majority (all the greens and reds on this slide are countries with over 10% Muslim populations)


...and are investing immense wealth across borders...
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…and are involved in significant cross border trade  and investment ….Just the UAE/KSA/Kuwait/Qatar/Libya and Algeria have over US$ 1.7 Tn in their SWFs as at 2010 and the vast majority of this is invested globally
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...and financing through the use of Sukuk
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The growth of IF in these countries and the adoption of IF by the businesses and traders in these countries has resulted in substantial supply chain transformation and so large credit transactions are being done using Islamic finance instruments such as Sukuk. Islamic money is thus being tapped by international and national companies.

So the supply side of Islamic equity and credit is strong……and likely to grow …


Sri Lanka nheeds inward investment...
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Now let us look at the demand side…

The country needs investment (and has always been a net recipient of capital!!)…this is in Agriculture, Real estate development, infrastructure, mining and minerals, Information Communication and Telecom, etc.

There is a huge shortage of capital and credit around the world due to the GFC and conventional sources are limited (and short). 

IF could be an attractive source of capital and funding….both for Government and public projects but also the private sector..
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Located in the middle of the GCC and East Asia, Sri Lanka also has a huge opportunity with the large Muslim countries, including those that close neighbours. Pakistan and GCC with over 225m people offer a huge opportunity. 

With some economies having a potential of wholly transforming into IF economies (particularly with the events of the so-called the “Arab Spring”) this may become a prerequisite of doing business in many of the dark green shaded markets in this slide. Perhaps over 20 years but the direction of travel is there.


But this will not happen without strengths in Islamic finance!
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But it will not happen without strength in IF!!


Is It worth 1t?

Could it attract capital and funding?
Would it makes us internationally competitive?
Does it force innovation and up skilling?
Is it inclusive for our citizens?
Will it create employment?
Will it enhance our global reputation?
Does it support the vision for our country?
Is it ethical and morally right?
Does the cost benefit balance work?
Is it profitable?
It is inevitable in the long term?
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So ladies and gents..would you agree that there are very good reasons for Sri Lanka to take serious and deliberate steps to enable and facilitate IF?






=
The timing is right....

» Growth — The Sri Lankan economy experienced growth of 8.3% in 2011 [source: Annual budget documents].
The growth rate is projected at 8% in 2012 [source: Governor, Central Bank]

* Improvement in Debt to GDP ratio — Sri Lanka's debt to GDP ratio came down to 78 percent by end-2011,
from 82 percent in 2010 [source: Governor, Central Bank]

* Recent outlook — Recently, Fitch upgraded Sri Lanka’s long-term foreign-currency rating to ‘BB-" with a
stable outlook from ‘B+'/Positive in July 2011

» Key growth Indicators [Source: The World Bank]

Indicator 2008 2009 2010
Overall GDP growth rate 6.0% 3.5% 8.0%
GDP growth per capita 5% 3% 7%
Consumer price index (2005 = 100) 156.21 161.55 171.14
Deposit interest rate 10.89% 10.61% 6.90%
Lending interest rate 18.89% 15.67% 10.22%
Total reserves, including gold (current US$) 2.617bn 5.353bn 7.195bn
Market capitalisation of listed companies (current US$) 4.325bn  8.0133bn 19.924bn

Workers’ remittances and compensation of employees (current US$)  2.947bn 3.363bn 4.155bn

14
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Since peace returned to the island in 2009, the Sri Lankan economy has demonstrated significant improvements. 
GDP growth was recorded at more than 8% in both 2010 and 2011, as compared to a modest 3.5% in 2009.  This trend is expected to continue as the growth rate for 2012 has also been projected at 8%.  
Sri Lanka’s per capita income has nearly tripled since 2004, increasing from US$ 1,062 to over US$ 2730 by the end of 2011. It is expected to increase to US$ 4,000 by 2016.  
In 2011, foreign direct investment was in excess of US$ 1 billion. For 2012, the government has set a foreign direct investment target of US$ 1.75 billion.


. and some steps have been taken...

a
a
a
a
a
a
a

Amendments made to the Banking Act

The establishment of Amana Bank

Banks offering Islamic financial products

Consulting firms providing Islamic financial advisory services
Islamic finance education

Recourse to Islamic finance by Sri Lankan Airlines

Changes to tax regime
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The Banking Act No. 30 of 1988 was amended in 2005 to permit licensed commercial banks and specialised banks to offer certain Islamic financial instruments
The establishment of Amana Bank, that has commenced its commercial operations since 2011 as the first licensed Islamic bank in Sri Lanka, is a noteworthy development. 
According to a study jointly undertaken by KPMG and the RIU (Research Intelligence Unit), the total number of firms involved in Islamic finance in Sri Lanka stands at 37. These mainly include 12 banks, 10 advisory firms and 6 educational institutes. 
Recently, the Sri Lankan Airlines has signed Islamic financing deals worth US$ 175m with Islamic banks located in the GCC and Pakistan
I also understand that the government is considering to amend the Sri Lankan tax law to create an enabling tax framework for Islamic finance


=

.... S0 what next for Sri Lanka? — The Market/Industry readiness matrix

Initiate and Consider creating opportunities — Pension/Sukuk?
germinate Location incentives/training subsidies
Encourage
and facilitate
Investigate and |dentify road blocks and reform
regulate Create supporting regulations and rules

—

Actively invite and solicit market entrants
Help them navigate the system

Private sector
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So just what could  the governments do….or rather what should they do. 

Generically speaking:

First click: Investigate and regulate:
	Identify all roadblocks for this industry- tax, regulation, stamp duty, security law, foreign investment law, etc. and then reform them to create a level playing field. Second try and create rules and regulations which are supportive e.g. Shari’a committees/Liquidity management tools/lender of the last resort etc. This will create a fertile environment for IF to seed and flourish.

Second click: Encourage and facilitate
	Publicise these changes in all Islamic countries and make it clear that Sri Lanka is open for Islamic banking and for Islamic investments. 

Third click: Initiate and germinate
	Further the government could set the example. It could consider issue of Sukuk for infrastructure or government funding, it could offer an Islamic pension fund option to its employees etc. A government Sukuk issuance would go a long way in building profile for Sri Lanka in the global Islamic finance market.
These are some to the things the country, bureaucracy and regulators could do to open out this area and make it attractive for new entrants
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.... S0 what next for Sri Lanka? — The Market/Industry readiness matrix

Initiate and Evaluate feasibility Develop products Deliver local
germinate given potential to meet demand demand, learn,
demand, no given clear tax and || innovate, develop
roadblocks, clear || legal treatment and || overseas demand,
and facilitate regulations and supportive attract capital,
facilitative regulators, investin|| become specialist,
) environment and systems, people, develop leadership
Investigate and develop strategy training and and dominate region
regulate marketing

ﬁ

Private sector feasibilit execute
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Working alongside and in step with the government the private sector will start investing in this area.

First click : Evaluate feasibility
	They will evaluate how they can best meet market demand (both in the country/inward/outward etc in all segments) given the open environment, easier legislations and overall a conducive opportunity. Businesses will develop strategic plans to exploit these.

Second click: Develop and execute
	The private sectors will develop products and invest in people, systems, offices, materials etc so as to market and sell these products to meet demand. This in turn will enable them to learn and refine and ideally also take some of these tested products across into neighbouring countries. (and attract funding and investment from the GCC etc.)

Third click: Innovate and grow
	These Sri Lankan and the international IFIs which operate in the country with highly skilled work force, open environment, innovation and  competition will be able to bring diversification to the economy, attract overseas capital, build bridges across cultures and be a great message of friendship and empathy with the Muslim world.


... S0 what next for Sri Lanka? — The Market/Industry readiness matrix

POTENTIAL
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At the current time we believe that both the government and the private sector are still in the first quadrant.

The vision and ambition is to go into the 9th quadrant and this is a very realistic opportunity. We think the steps needed right away are in the hands of the government/s, bureaucracy and regulators. They need to take the first step…and take action in the following ways


Suggested steps

Basic elements

Vocal government support and enabling legal framework
Level playing field for taxation
Sovereign Sukuk issuance
Liquidity management solutions including LOLR arrangements

Industry building initiatives

Human resource
Commonly different
Marketable products & quality of service
Scale of operations
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We think the government should: (per above) Basic elements as a first stage….supportive elements in second stage….

If the government does these things in a top down approach (but in consultation with external stakeholders) then the private sector will step up and create employment, development and wealth creation opportunities from them.

Happy to take questions.


Thank You

Neil D. Miller
Global Head of Islamic Finance

Email: neilmiller@kpmg.com

Questions?
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Thank you
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