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MTI’s Business Review of 2018 & Outlook for
2019

For the 8th consecutive year, MTI Consulting (via their Corporate Finance practice), in partnership
with Daily FT, Daily Mirror and Sunday Times, has concluded the MTI CEO Business Outlook Study,
collectively outlining the Sri Lankan business community’s perception for the state of business in
2019.

Supplemented by MTI’s experience as a thought leadership-oriented organization, the annual
survey collated and analyzed the perceptions of over 100 Sri Lankan business leaders with regard
to their business’ past and expected performance, their predictions regarding the state of the
local and global economy in 2019, and the main challenges that they believe Sri Lanka and Sri
Lankan companies will face in 2019.

The results of the survey, including its supplementary analysis, will assist organizations in
streamlining their strategic decision-making for 2019, effectively enabling them to gear their
operations in accordance with the economic sentiments of their peers.

2018 businesses performance below expectations
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Figure 1 - How did your business perform in the previous year?

Since the inception of CEO Survey in 2012, a record high of 75% of the surveyed CEOs conclude
that their businesses have performed below expectations in 2018.
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In contrast, only 4% of the chief executives felt that their businesses performed above
expectations, indicating a drop in the positive sentiment from 15% to 4% in 2018. This is the
lowest surveyed total for above expectations since 2012.

Macroeconomic Performance

To supplement the CEO perceptions in 2018, MTI analyzed the key macroeconomic indicators
of Sri Lanka for 2018.

Real sector performance in 2018

Indicator (at constant | Period 2017 (LKR | 2018 (LKR | Change
prices) million) million)

GDP Jan - Sep 6,701,067 6,922,993 3.3%
Agriculture Jan - Sep 461,014 480,947 4.3%
Industry Jan - Sep 1,871,028 1,904,084 1.8%
Services Jan - Sep 3,884,046 4,054,790 4.4%

The agriculture sector grew by 4.3% during the first 9 months of 2018 as a result of favorable
weather conditions in most districts leading to a moderate harvest and a positive turnaround in
the sectoral contribution to the GDP. The industry sector expanded only by 1.8% owing to a
decline in construction by 4.7%. Services sector recorded the highest contribution to GDP with
an impressive growth of 4.4% compared to 4.2% during the first 3 quarters of 2017. The top 3
service sector contributors were telecommunication, financial and insurance service activities
recording a contribution of 14.8%, 12.4% and 8.3% respectively.

GDP for Q3 of 2018 slowed to 2.9% YOY per Department of Census and Statistics estimates. This
is the weakest performance recorded for a third quarter and lower in comparison to 3.6%
achieved in Q2 and 3.4% in Q1 of 2018. When comparing the GDP of Sri Lanka with that of its
region — South Asia, the country is one of the poorest performers for the year! South Asia is
dominated by Bangladesh with a GDP of 7.9% and India following close behind with an economic
growth of 7.3%.

External Sector Performance in 2018

Indicator Period 2017 (Uss | 2018 (USS | Change
million) million)
Exports Jan-Oct 9,400 9,877 5.07%
Agricultural Jan-Oct 2,323 2,175 (6.39%)
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Industrial Jan-Oct 7,032 7,657 8.89%

Imports Jan-Oct 16,991 18,734 10.26%
Trade Balance Jan-Oct (7,591) (8,857) 16.68%
Foreign Currency Reserves | Jan-Oct 7,959 6,157 (22.63%)

The trade deficit widened during the first ten months of 2018 as a result of the expansion in
import expenditure by 10.26% which outpaced the 5.07% growth in exports. Tourism was the
key performer of the external sector up until the 3rd quarter. However the industry took a hit
during the political instability that occurred during the last quarter of 2018

Sri Lanka’s foreign reserves stood at USD 6.2 billion as at October 2018, a decline of 22.6% on the
back of CBSL interventions made to manage liquidity in the market, in addition to the foreign
debt repayments made during the year.

Fiscal Sector Performance in 2018

Indicator Period 2017 2018 Change

(LKR Billion) (LKR Billion) (LKR Billion)
Budget Deficit Jan —Sep (586.9) (602.7) 15.8
Total Govt. Revenue | Jan —Sep 1,328.1 1,416.8 88.7
Tax Revenue Jan —Sep 1,240.0 1,278.2 38.2
Non-Tax Revenue Jan —Sep 88.2 138.7 50.5
Total Gowt. Jan - Sep 1,890 2,019.5 129.5

Expenditure

Government Debt As at 30t Sep 10,313 11,271 958

The first nine months of 2018, saw the budget deficit narrow down to 3.5% of the estimated GDP,
surpassing the Central Bank target as expected through the Government’s fiscal consolidation
efforts. However, due to flood and drought relief, the budget deficit is expected to stand at 5.3%
of GDP for the year 2018 per CBSL estimates.

Policy measures such as the introduction of the new Inland Revenue Act is expected to simplify
tax structures and increase direct tax revenue. The fuel pricing formula was also introduced
during the year in a move to reduce the budget deficit.

However spending pressure brought in with the end of the IMF programme and the likely
increase in government spending for early elections during the latter part of the year can further
hamper fiscal consolidation in 2019.
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Amidst mounting pressure, the CBSL has taken several measures to raise funds to meet $5.9
billion in debt repayments in 2019, of which $2.6 billion needs to be met in Q1 of 2019.

Monetary Sector Performance in 2018

In Q1 of 2018, pressure on balance of payments was generated as CBSL cut key policy rates and
actively printed new money in April as a measure to manage market liquidity.

Headline inflation, as measured by the National Consumer Price Index (NCPI) and the Colombo
Consumer Price Index (CCPI), remained in low single digit levels in 2018 on the back of a
slowdown in food inflation and low money supply.

In November 2018, the Central Bank raised policy rates and reduced the Statutory Reserve Ratio
from 7.5% to 6.0%, resulting in approx. LKR 90 billion of rupee liquidity in the banking system.
Despite this move, liquidity shortages still remained as expressed by the Central Bank.

Despite the increased cost of funds and tight liquidity in the market, domestic credit as at 30th
November 2018 grew 22% YoY. Credit to the private sector grew 16.2% YoY in the same period
compared to the 15.4% in 2017, on the back of the private sector expediting its activities in
anticipation of the Central Bank and Government curbing excessive import growth.

The IMF suspended its 3 year USD 1.5 billion Extended Fund Facility which was due to end in June
2019, as the Central Bank failed to meet foreign reserve targets in addition to the political crisis
that arose in October 2018. However program discussions are expected to resume in February
2019.

How have the major industries performed?

e Banking - Assets of the banking sector stood at LKR 11.3 trillion as at the end of the Q3 in
2018, reflecting a 5.6% increase from the Q1 of 2018. Tier 1 capital ratio stood at 12.4%
while total capital ratio stood at 15.7% in the same period while the sector posted a profit
after tax of LKR 95.8 billion for Q3 of 2018. The year saw banks migrating from LKAS 39 to
SLFRS 9 which requires higher provisioning compared to its predecessor. In August 2018,
Fitch maintained a negative outlook on the sector owing to slower growth in credit and
profitability, in addition to higher bad loan provisioning on the back of slower economic
growth and a reduction in disposable income.

e Tourism - According to the Sri Lanka Tourist Development Authority, tourist arrivals
reached 2.3 million in 2018, recording a growth 10.3% YoY but shortly missing the target
of 2.5 million anticipated by the industry. December saw the highest number of arrivals
for the year reaching 253,169 despite the political crisis in October which saw several
countries issue travel warnings against Sri Lanka. India, China, United Kingdom and
Germany were the top source markets for the local industry during the year. Tourism
earnings grew 10.6% YoY from January to October reaching USD 3.5 billion. Many
promotional campaigns were launched during the year worldwide, which saw magazines
in the likes of Lonely Planet rank Sri Lanka as the No. 1 destination to travel.
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e Tea - The year commenced with a USD 1.6 billion export target for 2018. Tea exports
stood at LKR 172.6 billion in the period January to September 2018, a slight contraction
from LKR 173.5 billion recorded in the same period in 2017. Meanwhile, from January to
September 2018, Tea production declined 4.7% to 222.15 M/Kg YoY compared to the
same period in 2017. Tea exports to Japan were adversely affected following a ban on
glyphosate by the Government that resulted in higher than permitted MCPA levels in
exports to the country. In December 2018, members of the Ceylon Worker’s Congress
engaged in strike demanding a 100% hike in basic wages. The strike which lasted for a
period of more than 1 month is estimated to have cost the industry over LKR 2 billion in
losses according to the Planters’ Association of Ceylon.

e Construction - Q1 of 2018 witnessed a 4.9% YoY drop in construction activities on the
back of weaker FDI flows into the country. Moreover the Ceylon Institute of Builders
pointed out that 40% of the construction projects in Sri Lanka were carried out by Chinese
firms which has prompted the body to push for the mandatory need for foreign
companies to have a local partner as part of regulation. GDP from construction in Sri
Lanka stood at LKR 1.6 billion in Q3 of 2018 reflecting approx. a 6.7% YoY increase
compared to the same period in 2017.

e Apparel - According to the Sri Lanka Apparel Exporters Association Apparel, exports grew
4.4% YoY to USD 4.1 billion during the period January to October 2018. In this background,
exports to the US increased 4.5% to USD 1.9 billion in the same period while EU exports
stood at USD 1.7 billion reflecting a 4.2% growth. This year also saw local apparel
exporters reducing their exposure to major US client L Brands, owner of lingerie brand
Victoria Secret’s, which has been facing declining consumer interests since 2016.

Stock Market Performance in 2018

The Colombo Stock Index declined approx. 5.0% to 6052 points at the end of 2018 with turnover
reported at LKR 289 million, less than half of the year’s daily average of LKR 834 million. This was
a reversal from the positive 2.3% recorded by the index in 2017.

Net foreign inflows were negative at LKR 28 billion, reversing the positive trend of inflows that
was witnessed in 2016 and 2017. The decline in net foreign outflows was mainly attributable to
political uncertainty and outflow of investments in emerging markets in light of the Fed’s
monetary policy tightening. Notably, more than 62% of the net foreign outflows recorded in 2018
was in Q4 of 2018 following the constitutional deadlock that occurred in the country, recording
LKR 14 billion of net foreign outflow in the nine weeks post 26th of October.

In 2018, the Colombo Stock Exchange and the Securities and Exchange Commission of Sri Lanka
launched a new SME Board in a move to increase listings and empower SMEs.

World in 2018

2018 started with a positive outlook in the face of the rapid growth in trade which hovered above
5% in 2017. However, by November 2018, trade as measured through Industrial production,
World trade volumes and Manufacturing Purchasing Managers' Index (PMI) stood at growth
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levels below 4% as reported by the IMF. International trade was mainly affected by trade
tensions, notably between the United States and China.

The United States witnessed steadfast growth in 2018, especially in the second quarter as tax
cuts by the Trump Administration fueled consumption demand. Meanwhile, the Chinese
economy posted weak results as consumer spending slowed.

Supported by the US Federal Reserve rising interest rates, the USD appreciated strongly in 2018,
triggering an outflow of equities from emerging markets and resulting in a volatile financial
situation affected by rising borrowing costs and depreciating currencies in these markets.
Notably, countries such as Argentina and Turkey fell into recession in this background.

Further during the year, the Eurozone was plagued with political uncertainty while investors
focusing on the UK continued to remain doubtful on the likely consequences of Brexit, given that
an exit deal was yet to be finalized.

Global Economy: Negative Sentiments for 2019

According to the World Bank, global economic growth is expected to slow down in 2019, mainly
on account of trade tensions, increased borrowing costs, pressure on financial markets and a
slowdown in manufacturing activity that was also witnessed in 2018.

Emerging markets and developing countries are forecasted by to grow at 4.2% in 2019,
unchanged from the same growth level recorded in 2019 while advanced economies are
expected to drop to 2.9% in 2019 from the 3.0% growth witnessed in 2018.

Financial markets in emerging market nations, notably suffered in 2018 on the back of the
interest rate tightening that was carried out by the US Federal Reserve; however the tightening
cycle is expected to end in 2019.

The World Economic Forum expects oil prices to average at approximately USD 70 per barrel in
2019, compared with the average price of USD 71 recorded in 2018 as supply is expected to
outstrip demand.
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Figure 2 - In 2018, the Global Economy will
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An aggregate of 71% of the surveyed CEOs have noted a negative sentiment towards global
economic growth in 2019, recording the highest collective response for a decline in the global
economy since the launch of the survey.
Only 29% of the chief executives have taken an optimistic view that the global economy is
expected to recover or take off in 2019.

2019 expected to be a challenging year for the
Sri Lankan Economy
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More than 80% of the CEOs expect the Sri Lankan economy to display a downfall in 2019, with
48% of the CEOs stating the local economy will stabilize while 45% believed that it would decline.
The statistics supporting decline of the Sri Lankan economy is at its highest when analyzing survey
results over the past 7 years.

Only 7% of the surveyed CEOs expect the local economy to accelerate, compared to 16% in 2018,
which demonstrates a less confident outlook among business leaders for the Sri Lankan economy
in 2019.

Sri Lanka in 2019

The ADB downgraded Sri Lanka’s growth forecasts from 4.2% to 3.8% in 2018, and from 4.8% to
4.5% in 2019 owing to lower investment and higher government expenditure in 2018.

In order to combat development challenges, ADB recently signed three loan agreements totaling
USD 455 million with the Government of Sri Lanka, for projects in higher education and transport
as well as a technical assistance loan in the urban sector.

The World Bank expects the Sri Lankan economy to grow at a level slightly close to 4%, cautioning
that the country is susceptible to external vulnerabilities that could have an impact on business
as usual in the months ahead.

MTI Business Outlook 2019




Political, Legal & Governance — the main challenges
for Sri Lanka in 2019
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Figure 4 - In 2018, the No. 1 challenge to the Sri Lankan Economy will be

Almost 60% of the CEOs have identified that Political, Legal & Governance issues will be the
biggest challenge to their businesses in 2019, followed by Economic Policies — which were a
concern for 37% of the respondents.

The concern Political, Legal and Governance issues as well as Economic Policies in 2019 remain
unchanged when compared to the previous year as political and economic tensions witnessed in
2018 continued to hinder business and investor sentiment in 2019.

Other issues cited as business challenges in 2019 were IT, Cost of living and international factors
which amounted to 3% of the overall challenges.

Political stability concerns continue in 2019

Concern for the lack of political stability (86%) has more than doubled for 2019 compared to 2018
and is the key political challenge that is cited by CEOs for 2019 on the back of key political events
such as the Constitutional Crisis which occurred in the latter part of 2018.

Policy inconsistency and other factors such as bureaucracy and lack of decision making accounted
for 14% of the political challenges for 2019. Corruption and Good Governance (3%) were the least
of the political challenges expected for 2019; however the need to regenerate business
confidence was highlighted by CEOs.
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Lack of Policy Consistency (23%) was cited as the key economic challenge for businesses in 2019
as tensions existing in the coalition government is expected to negatively affect policy making.
Exchange Rate Stability (19%) and Economic Stability and Growth (16%) are seen as the 2" and
3" most challenging economic factors for 2019, respectively. This is mainly attributable to the
depreciation of the Rupee that was witnessed in the course of 2018 that resulted in the increased
cost of imports and foreign outflows.

Improving net trade (9%), National debt (9%) and Inflation (9%) were other key challenges cited
by CEOs as approx. USD 5 - 6 billion of loan repayments are to be paid in 2019 while exports are
seen as a driver behind exchange rate stability by some CEOs. Monetary policy, business
confidence, global economic downturn were less cited economic challenges for businesses in
2019.
Exchange Rate: Sri Lankan Rupee (LKR) depreciated 3.5% during the first six months of
2018 and 14.7% in the second half of the year. It commenced at the LKR 153 range in
January and ended at LKR 183 per 1 US Dollar at the end of the year, leading to nearly
19.6% depreciation, a large impact compared to 2017 where the currency witnessed a 2%
depreciation in the same period.
Interest Rates: The Central Bank of Sri Lanka raised the standing lending facility rate from
8.75% to 9.00% and the standing deposit facility rate from 7.25% to 8.00% in 2018.
Likewise, the prime lending rate of commercial banks increased 1.17% YoY to 12.09% as
at 29t December 2018.

Depressed business sentiments for 2019
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The optimistic trend for higher growth cited by surveyed CEOs during the past few years has
drastically fallen from a high of 44% to 25% in 2019.

A majority of the CEOs (48%) believe that their businesses will achieve the same level of growth
in 2019 as in 2018, while 1/4 of the respondents are expecting a lower growth in their business
in comparison to 2018. This sentiment continues to be on the rise since 2015.

As a whole, there appears to be a pessimistic outlook for business performance with the
expectancy for the global economy to recover and the stabilization of the local economy in 2019.

External Challenges Dominate

69% of the CEOs believe that the success of their businesses in 2019 will mainly be affected by
factors external to their business.

However, 31% of the CEOs identified internal factors to be the key determinant of their business
performance in 2019 compared to the 22% of CEOs who attributed controllable factors as
determinants of business performance in 2018.
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The main external challenge cited by CEOs were economic issues (41%) where many CEOs
expressed concern over currency depreciation that would lead to a rise in import costs and thus
increased costs of living.

Political and regulatory concerns (36%) was another key external challenge that was identified
due to inconsistent government policies that has been implemented in 2018, the effects of which
is expected to continue on to 2019.

Global issues (7%) were seen as an external challenge to businesses on account of issues such as
slowing consumer demand and political and economic uncertainty brought about by countries
such as the US.
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CEOs also pointed out that growth, expansion and investment (7%) would pose challenges to
their businesses as consumption growth is likely to be affected as a result.

In addition, the surveyed chief executives found competition, environmental issues and demand
generation to be external challenges that will affect their businesses in 2019, although at a much
lower frequency than economic and political issues that are expected to arise in the same period.

Internal Challenges
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Figure 6 - Internal Challenges: Breakdown

The main internal challenge that CEOs expect to face in 2019 is productivity and cost optimization
(30%), especially considering the challenge of keeping costs of operations at a feasible level with
the rising cost of imports.

Another key challenge that was discussed is Growth, Expansion and Investment (21%) where
safeguarding market share and keeping minimum pressure on company bottom lines were
considered as risks.

Human Resources (9%) and Demand Generation (15%) were considered as key internal

challenges that would affect business performance. CEOs also cited other challenges such as
competition, investor sentiment and debt as key issues they are likely to face in 2019.
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Conclusion

Since the launch of the MTI CEO Business Outlook Survey in 2012, 2019 marks the year in which
the most number of surveyed CEOs expect a negative outlook on the Sri Lankan and the global
economy with an aggregate of 71% and 45% of the respondents being pessimist about the global
and local economy respectively. The last time a similar result was recorded was in 2012, when
65% of the CEOs expressed a negative outlook for the local economy and in 2016, when 31% of
the CEOs expressed similar sentiments on the global economy.

The long term trend (since 2012) of the businesses environment performing below expectations
recorded its highest peak this year, with 75% of the CEOs expressing dissatisfaction on the
performance of their industry in 2018, a result surpassing the previous peak of 61% recorded in
2016. The lackluster performance was no doubt on the back of a weak economy and a turbulent
political environment, notably the constitutional crisis and sharp decline in the external value of
the rupee that erupted in the latter part of 2018.

Hence, it was no surprise that external factors continued to challenge CEOs in operating their
businesses in 2018 as evidenced by the survey results. However, considering the continuing trend
of businesses citing external factors as their number one challenge, this will be the opportune
time for CEOs to ensure that reasonable firewalls are in place to mitigate the impact that
unexpected challenges can create in the long term.

In addition, robust and effective action by industry stakeholders including the government may
result in opportunities for the business sector to capitalize on in the coming year, despite the
political and economic headwinds that could arise in 2019.

MTI Corporate Finance

MTI Corporate Finance is the corporate finance arm of MTI Consulting, a boutique strategy
consultancy with a network of associates across Asia, Africa and Middle East. MTI Corporate
Finance provides a comprehensive range of services, including due diligence, feasibility studies,
funding new businesses or capitalization of existing ones — from IPOs to private placement
facilitation, M&A facilitation, and advisory on governance, compliances and risk management.

MTI’s Thought Leadership Team comprising (left to right) Rajika Sangakkara (Sri Lanka), Dr. Jason
Cordier (New Zealand), Saima Mazhar (Bangladesh) & Naush Beg (Dubai), Darshana Buragohain
(India)
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Economic & Business Leaders have their say

e
“The shifting sands of political and policy uncertainty

will prove challenging, but opportunities will be there
for those that navigate astutely.”

Amal Cabraal

Chairman - Lion Brewery
Director - John Keells Holdings & HNB

D

“Given years of unproductivity, inconsistency, indecisiveness,
it’s important that we leave 2018 behind taking the learnings
from the past moving to 2019 with a fresh mindset to serve
our motherland and our people. Visions and Strategies have
been in place for a while, what has been lacking is execution.
Can we execute this year?”

Jonathan Alles
Managing Director | CEO
HNB

“Policy consistency and overall policy centered on building
Human Capital ready for tomorrow. Embrace and make Sri
Lanka a technology driven economic hub.”

Murali Prakash
Group Managing Director / CEO
AMBEON Capital PLC | AMBEON Holdings PLC

T
Ty

“Favorable rainfall and lower global oil prices provide
important tailwinds for Sri Lanka’s economic prospects in
2019. However, priority should be given to maintaining
macroeconomic stability and continuing structural
reforms to successfully achieve a more robust trajectory
of growth and higher value employment generation”

Dr. Indrajit Coomaraswamy
Governor
Central Bank of Sri Lanka

“In a hostile global economic environment, especially for
emerging markets, it is important that we maintain political
and macro stability to ensure that business and investor
confidence improves.”

Krishan Balendra
Chairman and CEO
John Keells Holdings PLC

“Sri Lanka is no different to the world as it faces Economic /
Political challenges as a true democracy. The Sri Lankan business
should respond by being AGILE to the ever changing economic /
social / Political & environmental conditions. Stop asking for
protection from the state and face global competition by
improving efficiency.”

Vish Govindasamy
Group Managing Director
Sunshine Holdings PLC
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