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EXECUTIVE SUMMARY

Sri Lanka has been one of our favored markets within the region. The consumer has
been very strong, and credit growth has taken off, partly on the back of significant
wage increases and low inflation. Importantly, Sri Lankan politics have played out as

Oliver Bell expected, and we now have a government that could possibly unleash the country’s
Portfolio Manager, great potential.
Global Frontier Markets
Strategy In this Price Point, Oliver Bell, portfolio manager for T. Rowe Price’s Global Frontier
= 17 years of investment Markets Strategy, discusses what he has seen on the ground after his latest trip to
experience in frontier the region.
markets

POLITICS PLAYING OUT AS WE PREDICTED

As you will recall, the new president, Maithripala Sirisena, was elected in January 2015
and had campaigned on an all-inclusive government, strong anticorruption, and a
devolvement of the executive powers of the presidency. Since our last visit,

the parliamentary elections took place in August, delivering the hoped-for result of a
United National Party (UNP) led coalition. This is potentially very exciting for the
country after years of disharmony.

Having implemented some deliberately populist measures ahead of the parliamentary
elections to secure victory, we are now waiting for the November budget to confirm that
this government is indeed pro-business and market friendly, while also addressing the
fiscal deficit by widening the tax net and improving tax collection.

MACRO IN TRANSITION — AWAITING NEW GOVERNMENT POLICIES

A fiscal deficit of around 5% is expected in 2015." Most crucial will be the plan to fund
and then reduce it in the coming years. If the new government delivers a credible plan
and framework for investment in the forthcoming November budget, then Sri Lanka will

! Source: Thomson Reuters Eikon.



' be on a self-determined economic path that will
Srl Lan ka CO u |d be O n be relatively insulated from the current global
gyrations. In the meantime, there is a real lack of

a Se |f' d ete r m | n ed clarity about the form any tax and investment

reforms will take, and this information vacuum is

e CO n O m | C p ath th at causing corporates to be a little circumspect at

the present time.

CO u |d h e I p I n S u Iate It One thing that surprised us on this particular visit
. was the number of major projects that were
fro m g |O bal gyratl O n S . frozen by this administration despite
reassurances on our last trip that they would not
be. The most obvious example is the Port City
being built by the Chinese, which still had not
progressed since February. The reason given was that the government felt that many of
these projects were arbitrarily agreed to under the previous administration without going through the proper
protocols (in this case, particularly, the environmental impact study). There is, however, an expectation that all of
these projects will be restarted in the coming six months once proper protocol has been carried out.

Meanwhile, in light of the global conditions, China’s currency actions, and with the elections behind us, the central
bank made the decision to float the currency, which immediately led to the currency depreciating by around 8%
against the U.S. dollar.* One driver of the pressure on the currency has been the significant pickup in new car
purchases, all of which are imported. The significant rise in wages has led to many families buying their first car —
generally, a small, inexpensive car from India supported by finance from banks and leasing companies. However,
in a preemptive measure to cool demand for credit (and reduce the pressure on the current account), the central
bank has just regulated that any loan must now not exceed 70% of the value of any car purchase. This could
have material ramifications as we understand companies were extending loans of up to 100% of the value of a
new car. This had the potential for a knock-on impact for one of our holdings, so after our meeting with
management, we decided to exit our position. We were comfortable with this as the valuation had almost doubled
since we purchased it. We still highly rate the management, but on this trip, we had other meetings where the
growth outlook was cleaner and clearer.

Related to the currency, there is a debate about the outlook for interest rates. From our meetings, all agree that
interest rates are likely to have bottomed out. Inflation is very low, and the central bank wants to encourage
growth with loose monetary conditions given the lack of fiscal levers to pump the economy. However, at the same
time, they wish to protect their currency, so we may see hikes next year. Additionally, in our meeting with the
International Monetary Fund on this trip, they suggested that there was scope for higher interest rates but that this
was unlikely in 2015.

CORPORATES LIKE WHAT THEY HEAR FROM THE NEW GOVERNMENT

During each of our company visits, the announced (but not implemented) one-off windfall tax and the overall tax
outlook remains an issue, but most companies are resigned to the fact that the government needs to plug the
fiscal deficit.

There has simply been no further update by the government on its intentions since our last visit, as they have
been consumed with the parliamentary election. So companies remain largely in the dark. Any concern is,
however, offset by a real belief that this government will ultimately be pro-business and will set Sri Lanka on a
much more positive path. There were also anecdotal comments from many companies that when they engage
with this new government, they are on the same wavelength and this government listens and understands issues
worrying them.
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All the consumer-oriented companies we met with were experiencing very strong growth on the back of the
aforementioned wage hikes and low inflation. As a general comment, core, well-penetrated brands are expected
to continue to grow 10% in volumes® for the foreseeable future, with any new products generally experiencing
rapid growth. We heard this from all the companies we met across the consumer space, and in relation to
personal care, beer, food retail, carbonated soft drinks, and ice cream. While we already had exposure to some of
these areas, the changes we made in the portfolio after this trip now give us exposure to all of them.

MANAGEMENT TEAMS CONTINUE TO IMPRESS US

As an indication of the quality of the management teams, John Keells, Sri Lanka’s leading conglomerate company
has been working hard in the six months since we last met them to ensure that their major property project, The
Waterfront, meets their IRR hurdle. Remember that the incoming government had stripped this project of its
casino license, due to election pledges, and management calculated this would halve the IRR. While they expect
the government to return their casino license, as a plan B, they have now lined up property funds to take a large
stake in the project, which would enable them to make their IRR target even without the casino license.

One of the regular comments we heard on this trip is that Colombo is not a natural tourist destination and that it
needs to find its place on the tourist map. Many felt that casinos would be a very good way of doing that and
believed that government would ultimately come around to that view too.

Overall, this latest trip reaffirmed our view that Sri Lanka is now on a structural path to growth, and with the new
government appearing to be doing all the right things, this should prove beneficial for investors. Sri Lanka remains
the second-largest overweight in the Frontier Markets Equity Strategy, primarily due to the number of high-quality
growing companies that we continue to find. With an economy that potentially has the ability to self-determine its
own path for the next five years, and possibly beyond, this is, in our opinion, a very attractive opportunity.
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