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EXECUTIVE SUMMARY

First Capital Research

Bond Yields to continue downtrend; Partly book profits with ability to BUY post DDO

A As the premiums attached to the bonds have significantly reduced and in some cases
completely eliminated, we would like to advice investors adopt a wait and see approach on
their portfolios. We would like to further advice to book profits on part of the bondholding.
Post DDO Gouvt is likely to renter the market to raise debt via bond auctions. Considering the
uncertainty, possible volatility in yields and new bond auctions post DDO, it is advisable for
investors to create some buying capacity to take advantage of the volatility in rates post DDC(

A With the completion of domestic debt restructuring or towards De23 we believe the overall
yield curve is likely to drop below 20% and reach a range ofll53% Bond Yields in 1H2024 is
expected further drop to a range 11%3.5%.

AWPR to dip to 10%56% over the next 12 months

A We expect AWPR to further decline towards 16.€19%.0% by De23 and further dip to 10.0%
15.0% by Jup4.

Exchange Rate outlook upgraded to LKR 326380.0

A Govt plans to gradually ease import restrictions which could potentially exert a downward
pressure on the currency, especially considering the ongoing recovery in GDP growth. The
exchange rate is expected to gradually depreciate towards 2H2023 to a range of LKR 320.0
360.0 for Dec23 while the target for JuR24 also remains the same at LKR 32360.0.

ASPI to reach 12,000 by Dec 2023 & 15,000 by Dec 2024; Equity exposure upgraded to 85%

A With visible signs of economic recovery aided by plunge in inflation and steep rate cuts, we
expect we expect ASPI to reate to 12,000 by De23, andwe adviseto increase the equity
allocation from 65% to 85%, whilst reducing the cash allocation from 35% to 15%.

First Capital .



Track Record
[Sep 2022 & Feb 2023]
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First Capital Levels of Accuracy

A 81%- 100% accuracy - Accurate

A 61%- 80% accuracy - Accurate
A 41%- 60% accuracy -

A 20%- 40% accuracy - Weak Accuracy

A 00%- 20% accuracy -
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Previous Forecasts of Economic Indicators

Forecastin line with expectations

Tourist Arrivals

45% of target
reached in 5 Months

1,171,434

524,486 e

m 2023 Expectation m Jan-May 2023 Actual

Forecastin line with expectations

Private Sector Credit Growth

2.0%
1.0%
0.0%
-1.0%
S21006) —
-3.0%
-4.0%
-5.0%

Negative growth

expected in 1H2023

m 2023 Expectation = Jan-Apr 2023 Actual
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Forecastin line with expectations

USD Mn . c
Tourism Earnings

44% of target
reached in 5 Months

m 2023 Expectation = Jan-May 2023 Actual

ForecastDecline slightly faster than anticipated

Inflation

Decline slightly faster
than anticipated

54.29/54.6%
eeesiy, 49.9%

51.79 50.6% 50.3%
TSR, 37.5%

35-3%%9.4%
25.2%\2-.
17.2% 15 494
cevii.., 1AB%  10913.0% 13.4%
teeee., 9.5% Ceennesen
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eediee 2023E YOY Inflation ==o==2023 Actual YoY Inflation

USD Mn

Forecastin line with expectations

UsSD M .
y Worker Remittances

5,387 44% of target

reached in 5 Months

2,347

m 2023 Expectation m Jan-May 2023 Actual

Forecast:

Foreign Reserves

3,500

3,483

m 2023 Expectation = Jan-May 2023 Actual
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Previous Recommendations Bonds

215t Sep 2022 [Mid -Year Outlook 2022 Report]

oBond yields are expected to moderate Iin 4Q2022E .
resolves and as Govt. secures

Accurate

Delay in IMF stalls downward trend of Short -Mid tenor yields

28t Feb 2023 [Investment Strategy 2023 Report]

oOYields are |likely to wit ne&3amsumcessfalprogressiorothasis likely o be o v
made on the board level agreement. With the completion of DDR or towards Dec -23 we believe the overall
yield curve is 11ikel
Accurate

Yield curve recorded an accelerated downward shift in line with expectations
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Previous Recommendationg Bonds- Accurate

In line with the expectations following the IMF Board Level Agreement and the subsequent creditor meeting bond yiettla recc
steep drop falling into the targeted ranges of First Capital Resa#dftththe completion of domestic debt restructuring or towards

Dec23 we believe the overall yield curve is likely to drop below 20%.

Mar 2023E / IMF Board Level ) > Dec 2023E / Completion of DDR

Market yields as
- at Feb 2023

22.8%
®
19.3%

,,,,,,,,,,,,,,,,,, 19.0% 19.0% ©19.0%

77777777777777777 17.0% 17.0% 170%
Current Market 16.8%
yields of bonds

1Yr 5Yr 10 Yr 1Yr 5Yr 10 Yr
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Bondsz Sep-22 & Feb23 Re capAccurate

Yields are likely to witness a continuous dip towards Mar -23 on successful progression that is likely to be made
on the board level agreement. With the completion of DDR or towards Dec

is likely to drop below 20%.

Sep 2022
_ Forecast

35.0
Feb 2023

Forecast

30.0

25.0

20.0

15.0

| |
10.0 I |

S P DD DD DD DD DD DD
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=] Year e=5Year e==10 Year _ _
Source: First Capital Research
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-23 we believe the overall yield curve

1Y - YTD 200 bps ‘

5Y - YTD 325 bps ‘

10Y - YTD 613 bps ‘

5 Months 2023
Sep- Feb

1Y - YTD 1075 bps‘
5Y - YTD 525 bps ‘

10Y - YTD 475 bps ‘

4 Months 2023
Feb - Jun
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Policy Ratesz Sep-22 & Feb-23 Re cap: Accurate
Policy rates to remain unchanged and trend downwards from 2Q2023 onwards

18.00% 100 bps policy

Surprise hike and a massive e— U ol e 16.50%
cut in policy rates in 1H2023 16.00% policy
rate hike
Following negotiations with the =, ., ~ ~ \
IMF, CBSL decided to hike rates 50 bps
by 100bps, immediately ahead 12.00% policy
rate hike

of the IMF Board approval in
Mar-23.

However, with the accelerated
decline in inflation , CBSL cut
policy rates by 250bps.

FC Resear ch Rake bz
cut is likely to be a strong
probability towards 2Q302023
where we target about 3 rate cuts

10.00%

8.00%

6.00%

\

2.00%

4.00%

amounting to a cumulative dip of ™

about 250bp® . & F & ¢ & &Y
——SDFR ——SLFR SRR
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250 bps

policy
rate Cut

14.00%

4.00%

Source: CBSL, First Capital Research
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Bank Ratesy Sep-22 & Felb23 Re capccurate

We expect AWPR to reverse and decline towards 23.0%25.0% by Jur23 and further dip to 18.0% -
20.0% by Dee23

35.0%

30.0%
25.0%
20.0%

15.0%

In line with expectations
AWPR reversed following
the reversal of the trend
of the 5Yr Bond.
However, the decline
was faster than
anticipated resulting
from the contraction of

10.0% private sector credit.

5.0%
S P DD DD DD DD D
§Q 3\) v.\) %GQ 0(' éo Q@ Sb Q@ %’b VQ %’b §°
--AWPR —5Yr Bond Source: CBSL
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Exchange Rate Sep-22 & Feb-23 Re cap:

Exchange Rate is likely to be stable throughout 2023E with possible marginal depreciation amidst
trade relaxation. CBSL is likely to use the opportunity of high inflows to buy USD in the market

% 430
In line with our expectations, CBSL a 290,00 405.00
continued to purchase dollars from the = '
market. However, inflows accelerated over 380 363.11 Expectation  pego3
the months beyond First Capital Research SRR St 37% 00
expectations, as CBSL purchased over USD
1.6Bn YTD and 0.6Bn in May23 alone 330
supported by the significantly high level of 345.00

inflows.

In the recent interviews, CBSL announced
that they do not intend to change the
course or trend of the currency through
their interventions. With this development,
the excessive inflows have allowed the LKR
to appreciate even though CBSL has been
actively buying dollars from the market.

350.00
280 May-23
295.52

230 308.48
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Equity 7 Sep-22 & Jan23 Re capAccurate

We expect market to re -rate allowing the index to showcase strong positive returns in 2H2023E
with the index likely to reach 12,000

Equity allocation: 50% by Sep -22, increased to 65% by Jan -23

11,000

10,000

ASPI gains

9,000
+9.1% (Jan - 15" Jun 2023)

+0.6% (Jan 0 May 2023)

8,000
+26% (12 Months)

7,000
. _ Almost zero returns during Jan

6,000 4&@5@:&/ i ; dMay 2023 period justifies the
29 Sep 2022 . 15Jan2023 delay to increase equity

5,000 | INCREASE - INCREASE exposure
| 50%Equity - 65%Equity
: 50%Cash 3 0

4.000 . . 35%Cash

AN T A N N N B Y
O W ?’o% ‘_’QJQ o* $o o@ @ qu @% V’Q @0 N\
Source: CSE, First Capital Research
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SL enters Debt Restructuring
| ACIl OEAOEI T O8

Sri Lanka went through an eventful 2022, while 1Q of 2023 wag
equally difficult with the new taxes being implemented

resulting in a significant reduction in purchasing power which
was further hampered by another electricity hike.

Sri Lanka managed to move into an IMF program by fulfilling
most of the conditions which was a major challenge for the
economy.

&EOOO #ADPEOAI AAI EAOAO AAAO
difficult challenge in the IMF program. Implementing Domestic
Debt Optimization is the primary task of the CBSL which needs

to be done carefully without harming the financial system and
future growth of the economy.

Sri Lanka has now entered the reform phase in its journey of
resurgence. DDO and Foreign debt restructuring in only part of
it while SOE reform is another major component.

A continuous reform agenda needs to be implemented in order
O A&O0i1 U OAAIT OAO &£OT i OEA AO
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Key Elements to consider for investments

Political

ALocal Govt elections
postponed indefinitely

AGovt and President to
serve their full term

First Capital Research

Economical

AGDP may turn positive in
402023
ASL enters IMF Program

Alnflation plunge

ADDO and external debt
restructuring

ALiquidity at lower positive
territory

ACredit to turn positive in
2H2023

External

APossible rating upgrade
post debt restructuring

ABridging Finance
opportunities

AStable Rupee

AGlobal Recession & Fund
Flow

G

First Capital

nnnnnnnnnnnnnnnnnnnn




.+ Elections postponed:; Policy stability mtact
Upgrade ttoMedium-Low RSk
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Elections postponed due to lack of funds

A Though the Local Government election has
no bearing on the Parliament or the
President, the results of the election could

Sri Lanka postpones
have created political and policy uncertainty.

local elections amid

A Elections were forced to be postponed due lack of funds
to lack of funds and no date has been
mentioned for the elections to be held which WORLD
means the elections are postponed Bankrupt Sri Lanka set
indefinitely. to postpone local
A With that out of the way, there is a high elections
probability that the Govt and the President i
may desire to govern for their full term. In . .
that sense, with no elections around for the Sri Lan_ka_EIectlon
next 16 months until the Presidential Election Commission Says Lacks
Funds to Hold Polls

in Now24, we could expect increased level of
political and policy stability with the Govt
repeatedly proving its 2/3 power in
parliament. Political Outlook: Upgraded to

(from Medium-High Risk
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Economy to gradually recover; Dept

Restr d Reforms critical
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