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AT S
SUMMARY

CAL anticipates the ASPI to reach 11,500 to 12,500 levels by end-2023E. Key catalysts include:

- DDO risk passed: Clarity provided on the DDO, following a prolonged period of uncertainty over Sri Lanka's debt restructure

+ Lower interest rates: Interest rates expected to decline below 12% as inflation reaches single digit levels in 2H2023E creating space for
further policy rate cuts

« Market re-rating warranted: Market trades at a steep discount on both an inflation-adjusted basis and on a PER basis

« Foreign push: Increase in foreign participation with debt metrics improving and impending conclusion of debt restructure

« Post-crisis economic revival: Economic vital signs have recovered above expectations, promoting consumer and business confidence
and a gradual uptick in credit which will drive positive GDP from 3Q2023E onward

« Upturn in corporate earnings: Reduced burden from finance costs supports bottom-line expansion while gradual recovery of volumes
would drive top line growth.

Our investment themes for the next 12 months focus on companies that will benefit from:

1) Recovery in economic activity
2) Declining interest rates and

3) Counters that have been negatively impacted by overweighting of risk factors in the past year



THE CATALYSTS

Clarity on the Domestic Debt Optimization (DDO) and
lower inferest rates to propel the equity market in
2H20235E




Onset of strong positive catalysts to usher in a strong revival in equities with ASPI
expected to reach between 11,500 to 12,500 by end-2023E

We believe that the market has bottomed out following a prolonged period of uncertainty over Sri Lanka's debt restructure. With clarity being provided on the DDO and
interest rates expected to reduce, we believe this would drive the overall market growth with the ASPI expected to reach 11,500 to 12,500 levels by end-2023E.
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ASPI

Market shift : Equity market poised for a surge as interest rates decline
previous cycles of declining interest rates.

Equity markets can expect upward momentum with the anticipated decline in interest rates, causing a shift in liquidity from fixed income to equity markets as seen in
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Interest rates expected to decline below 12% supported by 1) a faster than
expected reduction in inflation...

We expect inflation to reach single digit levels in 3Q2023E, supported by improved supply side conditions, easing commodity prices, subdued demand and
appreciation of the LKR. This would enable CBSL to continue its monetary easing cycle with further 400bps policy rate cuts expected in 2H2023E.
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.
and 2) market clarity with the conclusion of the domestic debt
restructuring...

With the clarity being provided to the market along with the approval of the DDO proposal in the parliament, we expect interest rates to decline steeply due to the
reduction in risk premia attached to the DDO. This is similar to the interest rate reactions seen in countries which have been through periods of domestic debt

restructure. . .
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.. 3) Improving market liquidity with increased dollar inflows bodes positively
for equity markets

Improvement of dollar inflows from foreign funding sources is expected to increase market liquidity from the steep deficit in 2022. With better liquidity conditions, we
believe that the interest rate environment in the economy will be seeing an easing.

Market Liquidity vs. ASPI Expected USD inflows
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Equities are also positioned more attractively for investors amidst high tax rates on
fixed income returns

Capital gains on equity investments continue to be tax-free, compared to high taxes imposed on interest rate income and similar alternatives, making it a more
attractive asset class for investors.
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Rerating warranted: A market rerating is to be expected in order to reach
market capitalization levels seen prior to the crisis on an inflation adjusted basis.

Due to the high inflation seen in 2022, in real terms market capitalization has declined to over a decade low. As a result, we believe that a rerating of the market is
warranted.

CSE market capital vs. Inflation adjusted market capital (LKR Bn)
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An upward adjustment is impending given that the market is trading at a steep
discount

The local market currently trades at a PER value of 5.0x (vs. the historic average since 2010 of 14x) and has remained undervalued over the past year, presenting a strong
value proposition for investors.
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Technical indicators point towards a market poised to move upwards amidst
resistance

While the positive sentiment created in the market with clarity is likely to result in the market passing the resistance of 10,131, the next major resistance for the market
can be expected at 10,534 however the positive momentum could see the ASPI breaching these levels.
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Foreign push: Recovery of foreign participation in the equity market following
certainty over debt restructure can provide impetus to the market...

Foreign turnover currently accounts for 16% of the market turnover while this has historically stood at ¢.32%. With clarity on the debt restructuring and cheaper
valuations making the market a lucrative investment, we believe that there will be an increased contribution from foreign participants.
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. as seen with foreign inflows into equity investments in other markets

Historically, foreign investor confidence has been renewed after a restructuring
as indicated by the positive change in net equity investments the year after a
debt restructuring.
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The confidence brought forth by the clarity of the domestic debt restructure
would support an increase in foreign participation which stands below c. USD
1.5Bn its 13 year historic average.

Foreign holdings in CSE (USD Mn)
7,000

6,000

Average of

5,000 L o _USD 4,636Mn
4,000
3,000
2,000
1,000
0

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

Source: CAL Research Estimates, CSE. Investing.com



Post-Crisis Economic Revival : Equity markets expected to expand in tandem

with the recovery of economic activity...

The equity market has been a leading indicator of GDP growth in the past. CAL estimates GDP growth to turn positive from 3Q2023E, reaching 3% growth in 2024E
supported by improved economic activity, consumption and investment. As a result, we expect market returns to reflect this recovery.
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..as indicated by improved consumer and business confidence and normalizing of

demand of essential goods and services

Consumer and business confidence have recovered to above pre-crisis levels
providing strong forward guidance on future consumption and spending patterns.
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Fuel usage was constrained in 2022 due to the lack of supply, higher pricing and
implementation of a stringent quota system. With supply conditions normalizing
and lightening of the fuel quotas, consumption has improved, with mobility and
travel returning towards normalcy.
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..along with the turn in changes in external sector indicators

The revival of tourism after the COVID-19 pandemic has led to a resurgence in the
economy's tourism sector, with an increase in spending by tourist.

Tourist arrivals vs. Tourist Earnings
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The incremental increase in imports with the steady removal of the import ban on
certain items has also shows that the Sri Lankan consumption has seen an uptick
signaling much awaited economic revival.
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Credit pick-up: Gradual upturn in credit growth creates upside potential for ASPI
returns

Historical data indicates a positive correlation between annual returns from the ASPI, private sector credit growth and GDP growth in the country. Given the increase in
banks’ willingness to lend and demand for loans amidst declining interest rates, improved credit growth and positive GDP growth expected from 2H2023E, CAL
foresees higher returns for the ASPI.
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Anticipated rise in corporate earnings starting from 3Q2023E, amplified by
the impact of the base effect and finance cost

While corporate earnings have seen a 63% YoY decline in 1Q2023, we believe Net interest accounted for 4.8% of listed company revenue in 1Q2023. Assuming
that this would begin to turn in 2H2023E on the back of the declining interest interest rates decline by 200bps with all else equal, implied earnings would be
rates and recovery in economic activity. C.25% above 1Q2023 levels.
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EBB AND FLOW

The wupturn is not without its risks; as external creditor
negotiations progress, tighter fiscal environment, domestic

political risks and global risks may keep the upward momentum
volatile.




Political risk: \With elections on the cards in 2024E, political uncertainty can keep
markets volatile

Current Parliament Structure Timeline of General and Presidential Elections

Tenure of current Presidency ends

in Nov 2024, however, Presidential

election can be called after Nov
2023

Parliamentary election to
be held after Aug 2025;
President can call an early

election after Feb 2023

Provincial council elections are expected to be postponed, with the
first major election on the cards would be the Presidential election,
which can be held after Nov 2023E.

With party lines being crossed close to Parliamentary elections in
the past, the probability of a majority is thin. Considering 30 elected
officials from the SLFP are currently aligned with other
parties/formed new parties, if this changes, SLPP majority would
reduce to ¢.52%.

@5LPP SJB ¢ Other parties @ Currently aligned/ Formed parties
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Tightening the belt: Further fiscal tightening measures are required in order to hit
IMF targets

CAL believes that achieving the primary balance target of 2.3% of GDP by 2025E As part of the increased taxation, the IMF has proposed the implementation of
would be a challenge, despite the fiscal consolidation measures already a property tax from 2025E onward.

undertaken. As a result, we expect further increases in taxation which may

weigh on potential earnings of individuals and corporates.

Primary Balance (% of GDP) Expected tax revenue increase due to the property tax (LKR bn)
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Global risks: Recessional stresses in the global front, higher interest rates and
possible geo-political tensions can trickle in to domestic market sentiment

High inflation and recessionary conditions persisting globally can weigh on Volatile commodity markets since Covid-19 have added pressures on local
export company prospects. High interest rates may also dissuade investments companies and to supply of essential goods in Sri Lanka's import basket.
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STOCK PICKS

Our investment themes for the next 12 months focus on
companies that will benefit from 1) recovery in economic
activity 2) declining interest rates and 3) counters that
have been negatively impacted by overweighting of risk
factors in the past year




Investment Themes for the next 12 months

>

« As economic activity begins to normalize following the crisis and GDP growth
expected to turn positive from 3Q2023E onwards and reach 3-4% levels in

Consumer &
Capital goods

CARG, CCS, CTC, DIST, HHL,

LLUB, MELS, SUN

\

Economic 2024E, we expect most consumer and capital good companies to be the first
recover to see the benefit of this trend. :
y « Meanwhile, the tourism sector is also expected to have an uptrend with the Tourism AHUN, KHL
revival in tourist arrivals to the country.
+ Revived foreign interest in the market will enable historically foreign heavy Foreign Heavy CTC, DIAL, DIST MELS, JKH
\ stock to see a price uptick counters SUN : S
/ « With interest rates declining, we expect companies that have been incurring Finance LFIN. VEIN. CFIN
high interest cost over the past few quarters to see easing of finance cost companies
. . pressure. Companies
Declining « In addition to this, Finance companies would see widened NIMs as interest P

interest rates

&

rates reduce (in line with the historic trends) and loan compositions shift, while
NBFIs with strong asset-backed lending portfolios would see the largest
upside.

« Companies that have maintained high dividend yields are positioned more
attractively as interest rates reduce.

benefitting from
declining interest

High Dividend
Counters

AHUN, CARG, CCS, MELS,

HAYL

CTC, DIAL, DIST, LFIN, LLUB,

MELS

-

Discounted
counters

N

Over the past 3 years, the banking sector and large-cap counters with heavy
foreign ownership saw steep price declines as investors overweighted on risk.
With these risks now easing off, we believe these deeply discounted counters
would see a correction in the coming period.

Banking

COMB, HNB, SAMP, NTB

DIAL, HHL, JKH, MELS
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Disclaimer

This document has been prepared and issued on the basis of publicly available information, internally developed data and other sources, believed to be reliable. Capital
Alliance Securities (Private) Limited however does not warrant its completeness or accuracy. Opinions and estimates given constitute a judgment as of the date of the
material and are subject to change without notice. This report is not intended as a recommendation or as an offer or solicitation for the purchase or sale of any financial
instrument. The recipient of this report must make their own independent decision regarding any securities, investments or financial instruments mentioned herein.
Securities or financial instruments mentioned may not be suitable to all investors and Capital Alliance Securities (Private) Limited does not have the information to assess
such suitability. Capital Alliance Securities (Private) Limited its directors, officers, consultants, employees, outsourced research providers associates or business partner, will
not be responsible, for any claims damages, compensation, suits, damages, 10ss, costs, charges, expenses, outgoing or payments including attorney’s fees which recipients of
the reports suffers or incurs directly or indirectly arising out actions taken as a result of this report. This report is for the use of the intended recipient only. Access, disclosure,
copying, distribution or reliance on any of it by anyone else is prohibited and may be a criminal offence.
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