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Fitch Ratings believes the Sri Lanka sovereign’s weak external
finances will affect corporates importing non-essential finished
goods such as consumer durables more than corporates importing
essential finished goods such as pharmaceuticals, food or clothing.

The authorities have temporarily banned the import of non-
essential goods such as automobiles and furniture, to manage weak
external finances, and have said they will prioritise essential
intermediate- and capital goods in order to manage the country’s
deteriorating foreign currency reserves.

The rapid decline in Sri Lanka’s foreign-currency reserves position
to USD4 billion in May 2021 from USDé.5 billion in May 2020 has
prompted the Central Bank of Sri Lanka to announce a more
“judicious management” of imports and foreign reserves, according
to a statement issued on 28 June 2021. Therefore, we do not rule
out the possibility of tighter import controls in the near term.

At the same time, we believe restrictions are less likely in the near
term on the importation of raw materials for the domestic
manufacture of essential products such as personal care, or for
those industries serving as import-substitutes such as tyre and
footwear manufacturers.

Consumer Durable Sector Remains the Most

Vulnerable

Singer (Sri Lanka) PLC (AA(lka)/Stable) and Abans PLC
(AA(lka)/Stable) are the most exposed among Fitch-rated
corporates to tighter import controls, due to the discretionary
nature of their products.

A tightening in import controls may exert pressure on both entities’
ratings, owing to low headroom. However, the availability of buffer
inventories, a degree of local manufacturing, and potential group
synergies in the case of Singer, could help mitigate the impactin the
near term.

Import Substitution to Benefit Domestic
Manufacturers

We expect sales volumes for domestic manufacturers to rise in the
near term as they attempt to fill shortages created by import
restrictions.

Therefore, corporates such as the domestic tyre manufacturer Ceat
Kelani Holdings (Private) Limited (CKH, AA+(lka)/Stable), footwear
manufacture and retailer DSI Samson Group (Private) Limited
(DSG, AA(lka)/Stable), as well as electric cable producer Sierra
Cables PLC (AA-(lka)/Negative), may be long-term beneficiaries as
their products serve as import substitutes.
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Depleting Foreign Reserves May Prompt
Tightening of Import Restrictions

The pace of decline in Sri Lanka’s foreign reserves has been
exacerbated by the Covid-19 pandemic which has curtailed tourism
earnings - a major source of foreign currency, while prices of crude
oil - a major import, have risen sharply. This has made refinancing
debt for high-yield countries such as Sri Lanka (CCC) more
challenging.

Fitch does not rule out a re-imposition of import restrictions, as
foreign-reserves import cover had deteriorated to 2.5 months by
May 2021 from 6.5 months in May 2020. On 11 June 2021, Sri
Lanka lifted import restrictions on most goods which required
extended supplier credit days of 90-180. Certain categories such as
automobile imports remain suspended since early-2020, given their
big-ticket size and non-essential nature.

On 2 July 2021, the government tightened exchange controls and
extended regulations for another six months. The updated controls
further constrain fresh outward foreign investment by domestic
companies, and lowered individuals’ migration allowances.

SriLanka's Foreign Reserves Position
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Non-Essential Finished Goods Most at Risk;

Some Near-Term Mitigating Factors

A partial or complete import ban across more sectors could weaken
local corporates’ cash flows. Singer and Abans are the most at risk
among Fitch’s publicly rated corporates, in such a scenario,
particularly in light of their limited rating headroom.
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Both retailers generate around 40% of their revenue from digital
products such as mobile phones and computer devices, while ‘white
goods’ and other consumer electronics account for another 40%.

Supplier Credit and Buffer Stocks May Provide Some
Comfort

Both rated consumer durable retailers have demonstrated their
ability to import goods on longer credit terms as required in the last
13 months prior to this restriction being lifted in June 2021.
However, a further tightening of import controls may deplete
finished-goods inventories.

In the event of dollar rationalisation, we believe Singer is better
placed than Abans. This is because Singer is a subsidiary of Hayleys
PLC, which generates around 50% of its earnings from exports.
Fitch believes local banks may view this mix favourably from the
perspective of the wider Hayleys group, when extending trade
credit facilities to Singer.

Both Singer and Abans have increased inventory holdings in the
past few months, which should help both companies to stave off a
near-term decline in operating cash flows should imports be
curtailed. As of financial year-end 2021 (FYE21, March 2021),
Singer had LKR18.2 billion of inventory, while Abans had LKR9.0
billion, which should be enough to cover around 130-150 days of
sales for each company.

Both retailers also have local manufacturing and assembly
capabilities, but the scale of operations remains low and is unlikely
to provide sufficient cash flows if tighter import restrictions were
imposed. Around 25% of Singer’s cost of goods sold consist of
locally manufactured goods, while for Abans this number is
relatively low at just 10%.

Corporates with Domestic Manufacturing to
Benefit from Import-Substitution Efforts

Current regulations permit corporates to import raw materials, as
long as a minimum of 35% of value is added domestically. The
authorities are increasingly looking inward in order to substitute
imports and limit the country’s forex outflows. This move is likely to
benefit certain rated corporates such as CKH, DSG as well as Sierra
Cables PLC.

CKH stands to benefit from a re-imposition of import restrictions
on tyres, either by way of a temporary suspension or tighter credit
requirements. We believe the authorities are less likely to curtail
CKH’s raw material imports, given their strong domestic market
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share in bias and radial tyres mainly for both commercial and
personal vehicles. CKH’s revenue rose by 25% in FY21, due mainly
to import restrictions which came into effect in May 2020.

DSG also has strong domestic manufacturing capabilities,
producing footwear, tyres and other rubber-related products. The
company remains a net importer of raw materials, and is also able to
match some of its import requirement with its own export revenue,
which in FY20 was close to 30% of total revenue. Therefore, this
should to an extent limit any disruptions to trade finance - such as
delays in letter-of-credit (LC) clearances when sourcing raw
materials.

Fitch believes Sierra’s retail network, which accounts for around
30% of revenue, to benefit, as we expect competition from
imported steel cables to recede and create a market void. The
construction sector remains a key growth avenue for the
government, and any restrictions on imports of steel cables would
therefore work in Sierra’s favour since its entire portfolio consists
of locally manufactured goods using imported raw materials, which
accounts for around 80% of its total inputs.

Any restrictions of raw materials importation could be a last resort
as it may force companies to cut wages, and could lead to a rise in
unemployment.

Neutral Impact on Pharmaceutical, Alcobev
and FMCG Sectors

We believe pharmaceutical manufacturers and distributors such as
Hemas Holdings PLC (AAA(lka)/Stable) and Sunshine Holdings PLC
(AA+(lka)/Stable) are less likely to see tighter import restrictions
despite significant import exposure. This is because of the essential
nature of their goods, and limited availability of their products in the
local market.

Hemas and Sunshine have limited domestic manufacturing
capabilities for certain generic drugs, while around 90% of the
pharmaceutical products they sell are imported. This is because
domestic pharmaceutical manufacturing is at a nascent stage, with
producers lacking the technological know-how and infrastructure.
Pharmaceutical goods contributed around 50% and 30% of cash
flow for Hemas and Sunshine, respectively, in FY21.

Alcobev Remains a Key Source of Government Revenue

Government revenue generated via excise duties from the alcobev
sector rose to 10% of total tax revenue in 2020 from 7% in 2019, as
import restrictions and the pandemic weighed on most other
segments of the economy. Therefore, we do not expect Fitch-rated
alcobev  producers such as Melstacorp PLC (Melsta,
AAA(lka)/Stable) and Lion Brewery (Ceylon) PLC (AAA(lka)/Stable)
to face meaningful restrictions when it comes to sourcing imported
raw materials.

Lion’s raw material import requirements are higher than those of
Melsta, with imports accounting for around 30% of direct costs,
whereas ethanol (which is a key input in Melsta’s spirits) has been
sourced locally since 2019.

Essential FMCG Products Unlikely to be Affected

Fitch-rated entities such as Hemas and Sunshine also have
significant exposure to the fast-moving consumer goods (FMCG)
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sector. However, we believe these segments will remain less
affected by potential import controls due to their essential nature.
FMCG products such as personal care, stationary, packaged tea and
confectionary are considered bare-minimum household essentials.

Fertiliser Ban Weigh on Plantations’
Productivity in the Near Term

Fitch views the current ban on the importation of chemical
fertilisers as a credit negative for rated corporates such as Kotagala
Plantations PLC and Sunshine, given their exposure to palm oil
plantations. On 6 May 2021, Sri Lanka banned the importation of
chemical agricultural inputs such as fertilisers on health grounds,
and the government estimates this will conserve around USD400
million of outflows per annum.

According to The Colombo Tea Traders Association, local tea
output could fall by as much as 40%-50% if the ban continues.
Industry sources believe the government has sufficient stocks to
supply chemical fertilisers for the next 12 months, but there is
limited visibility beyond that horizon.

Unlike Kotagala, Sunshine can resort to using readily available
organic fertiliser from its dairy operations as an alternative to
chemical fertilisers, which should help to mitigate the drop in crop
yields to an extent.

High Tea Prices to Compensate for Potential Volume Loss

Fitch believes tea plantations may find it challenging to offset the
decline inyields via higher tea prices. We estimate that tea prices of
more than USD5 per kg will be required to offset the potential
output fall resulting from the inability to use chemical fertiliser in
the near term. We expect local tea prices to rise if the ban on
imported fertiliser remains in place for an extended period due to
supply constraints as well as its new organic appeal. However, the
highest recorded tea price at the Colombo auction historically was
USD4.30 per kg in September 2017.

Colombo Tea Auction Historical Price Trend
Auction price
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Status of Import Restrictions
April 2020 - June
Product 2021 June 2021 Onwards
Kitchen appliances On Credit: 90 Days Removed
New pneumatic tyres - rim size except 12 and 13 inches used on motor cars, rim size above 20 used in  On Credit: 90 Days Removed
buses or lorries
Footwear On Credit: 90 Days Removed
Consumer Electronics including televisions On Credit: 90-180 Removed
Days
Mobile phones, computers and IT-related products On Credit: 180 Days  Removed
White goods such as refrigerators, washing machines and air conditioners On Credit: 180 Days  Removed
New pneumatic tyres - rim size 12 and 13 inches used on motor cars, rim size 20 used on buses or Temporary Suspension Removed

lorries, motorcycle tyres and auto trishaw tyres

Bicycle and other cycles

Temporary suspension

Temporary suspension

Soaps and detergents

Temporary suspension

Temporary suspension

Wooden, plastic, cane and rattan furniture

Temporary suspension

Temporary suspension

Sanitaryware

Temporary suspension

Temporary suspension

Motor cars and other motor vehicles used for the transportation of people and goods

Temporary suspension

Temporary suspension

Source: Fitch Ratings, Fitch Solutions, The Imports and Exports (Control) Regulations No. 04 of 2020, published in the Gazette Extraordinary No.2184/21

Special Report | 22 July 2021

fitchratings.com

4



FitChRatingS Corporates

Cross Sector
SriLanka

ALL FITCH CREDIT RATINGS ARE SUBJECT TO CERTAIN LIMITATIONS AND DISCLAIMERS. PLEASE READ THESE LIMITATIONS AND DISCLAIMERS BY FOLLOWING THIS LINK:
HTTPS://FITCHRATINGS.COM/UNDERSTANDINGCREDITRATINGS. IN ADDITION, RATING DEFINITIONS AND THE TERMS OF USE OF SUCH RATINGS ARE AVAILABLE ON THE AGENCY'S PUBLIC
WEB SITE AT WWW.FITCHRATINGS.COM. PUBLISHED RATINGS, CRITERIA, AND METHODOLOGIES ARE AVAILABLE FROM THIS SITE AT ALL TIMES. FITCH'S CODE OF CONDUCT,
CONFIDENTIALITY, CONFLICTS OF INTEREST, AFFILIATE FIREWALL, COMPLIANCE, AND OTHER RELEVANT POLICIES AND PROCEDURES ARE ALSO AVAILABLE FROM THE CODE OF CONDUCT
SECTION OF THIS SITE. FITCH MAY HAVE PROVIDED ANOTHER PERMISSIBLE SERVICE TO THE RATED ENTITY OR ITS RELATED THIRD PARTIES. DETAILS OF THIS SERVICE FOR WHICH THE LEAD
ANALYST ISBASED IN AN ESMA- OR FCA-REGISTERED FITCH RATINGS COMPANY (OR BRANCH OF SUCH A COMPANY) CAN BE FOUND ON THE ENTITY SUMMARY PAGE FOR THIS ISSUER ON THE
FITCH RATINGS WEBSITE.

Copyright © 2021 by Fitch Ratings, Inc., Fitch Ratings Ltd. and its subsidiaries. 33 Whitehall Street, NY, NY 10004. Telephone: 1-800-753-4824, (212) 908-0500. Fax: (212) 480-4435. Reproduction or
retransmission in whole or in part is prohibited except by permission. All rights reserved. Inissuing and maintaining its ratings and in making other reports (including forecast information), Fitch relies on factual
information it receives from issuers and underwriters and from other sources Fitch believes to be credible. Fitch conducts a reasonable investigation of the factual information relied upon by it in accordance
with its ratings methodology, and obtains reasonable verification of that information from independent sources, to the extent such sources are available for a given security or in a given jurisdiction. The manner
of Fitch’s factual investigation and the scope of the third-party verification it obtains will vary depending on the nature of the rated security and its issuer, the requirements and practices in the jurisdiction in
which the rated security is offered and sold and/or the issuer is located, the availability and nature of relevant public information, access to the management of the issuer and its advisers, the availability of pre-
existing third-party verifications such as audit reports, agreed-upon procedures letters, appraisals, actuarial reports, engineering reports, legal opinions and other reports provided by third parties, the
availability of independent and competent third-party verification sources with respect to the particular security or in the particular jurisdiction of the issuer, and a variety of other factors. Users of Fitch’s
ratings and reports should understand that neither an enhanced factual investigation nor any third-party verification can ensure that all of the information Fitch relies on in connection with a rating or a report
will be accurate and complete. Ultimately, the issuer and its advisers are responsible for the accuracy of the information they provide to Fitch and to the market in offering documents and other reports. In
issuing its ratings and its reports, Fitch must rely on the work of experts, including independent auditors with respect to financial statements and attorneys with respect to legal and tax matters. Further, ratings
and forecasts of financial and other information are inherently forward-looking and embody assumptions and predictions about future events that by their nature cannot be verified as facts. As aresult, despite
any verification of current facts, ratings and forecasts can be affected by future events or conditions that were not anticipated at the time a rating or forecast was issued or affirmed.

The information in this report is provided “as is” without any representation or warranty of any kind, and Fitch does not represent or warrant that the report or any of its contents will meet any of the
requirements of a recipient of the report. A Fitch rating is an opinion as to the creditworthiness of a security. This opinion and reports made by Fitch are based on established criteria and methodologies that
Fitch is continuously evaluating and updating. Therefore, ratings and reports are the collective work product of Fitch and no individual, or group of individuals, is solely responsible for a rating or areport. The
rating does not address the risk of loss due to risks other than credit risk, unless such risk is specifically mentioned. Fitch is not engaged in the offer or sale of any security. All Fitch reports have shared
authorship. Individuals identified in a Fitch report were involved in, but are not solely responsible for, the opinions stated therein. The individuals are named for contact purposes only. A report providing a
Fitch rating is neither a prospectus nor a substitute for the information assembled, verified and presented to investors by the issuer and its agents in connection with the sale of the securities. Ratings may be
changed or withdrawn at any time for any reason in the sole discretion of Fitch. Fitch does not provide investment advice of any sort. Ratings are not arecommendation to buy, sell, or hold any security. Ratings
do not comment on the adequacy of market price, the suitability of any security for a particular investor, or the tax-exempt nature or taxability of payments made in respect to any security. Fitch receives fees
from issuers, insurers, guarantors, other obligors, and underwriters for rating securities. Such fees generally vary from US$1,000 to US$750,000 (or the applicable currency equivalent) per issue. In certain
cases, Fitch will rate all or a number of issues issued by a particular issuer, or insured or guaranteed by a particular insurer or guarantor, for a single annual fee. Such fees are expected to vary from US$10,000
to US$1,500,000 (or the applicable currency equivalent). The assignment, publication, or dissemination of a rating by Fitch shall not constitute a consent by Fitch to use its name as an expert in connection with
any registration statement filed under the United States securities laws, the Financial Services and Markets Act of 2000 of the United Kingdom, or the securities laws of any particular jurisdiction. Due to the
relative efficiency of electronic publishing and distribution, Fitch research may be available to electronic subscribers up to three days earlier than to print subscribers.

For Australia, New Zealand, Taiwan and South Korea only: Fitch Australia Pty Ltd holds an Australian financial services license (AFS license no. 337123) which authorizes it to provide credit ratings to wholesale
clients only. Credit ratings information published by Fitch is not intended to be used by persons who are retail clients wit hin the meaning of the Corporations Act 2001.

Special Report | 22 July 2021 fitchratings.com 5


https://www.fitchratings.com/site/definitions
http://www.fitchratings.com/

