
 
 
 
Fund Manager’s Review 
 
We, as the Managers to the Fund, have pleasure in reporting to unit holders on the Fund’s 
results for the year ended 31st December 2008. 
 
Review of the Economy  
 
Economy 
The Sri Lankan economy feels the pain but remains resilient………. 
 
The Sri Lankan economy has expanded at a slower rate of 6.0% for 2008 compared to a growth 
rate of 6.8% recorded in 2007. The growth rate for the first nine months of 2008 was 6.4%, but 
during the last quarter of the year showed a decline due to the global economic downturn, thereby 
slowing annual growth rate to 6.0%. The economy has proved to be resilient and it is noteworthy 
to mention that Sri Lanka has managed to record above average growth rate historically recorded 
of around 4 – 5%. Sri Lanka is one of few countries which have reported positive growth rates for 
the year under review.  
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The agricultural sector led the growth in 2008 and has been the main driving force in the 
economy growing by 7.5% followed by the industrial and service sectors, recording growth of 
5.9% & 5.6% respectively. The service sector which accounts for approximately 60% of GDP 
was impacted due to declining growth in the sub sectors – wholesale & retail trade, import export 
trade, communications & banking & insurance due to external pressures and the high inflationary 
environment that was prevalent. The industrial sector which accounts for 28% of GDP includes 
the construction and power generation sub-sectors which have recorded an overall slow growth. 
The service sector made the highest contribution of 57% to overall growth whilst the industry and 
agriculture sectors contributed 28% and 15% respectively. Despite the Sri Lankan economy 
feeling the pains of the global economic meltdown, it has remained resilient and has expanded at 
a slower rate of 1.5% in Qtr 1 and 2.1% in Qtr 2 in 2009 which has mainly been driven by the 
agricultural sector. 
 



GDP & sector growth rates
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For the year 2008, exports grew by 6.5% amounting to US$ 8,137 Million and imports grew by 
24.0% amounting to US$ 14,008 Million. This resulted in a trade deficit of US$ 5,871 Million. 
Private remittances helped partly to bridge the gap and increased by 16.6% to US$2,918 Million 
with the last quarter slow down due to the global economic crisis dampening worker remittances. 
However private remittances improved in the current year 2009 with confidence gaining after the 
end to the three decade terrorist problem in Sri Lanka. The overall balance of payments too 
remained in deficit at US$ 1,225 Million. Consequently the gross official reserves as at end 
December 2008 reduced to 1.5 months of imports and have currently improved to US$4,500 in 
Oct 09. The situation has since improved with the easing of oil prices and less pressure on the 
trade deficit. Worker remittances too have not fallen as sharply as anticipated and with the 
expected inflow of development assistance we could expect a better balance of payments position 
in future. 
 

2004 2005 2006 2007 2008
Remittances US$ 1,350      1,736       1,904       2,214       2,565        
 

Exchange Rates
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The US$ closed at SLRs. 112.94 as at end December 2008 (end Dec 2007 – SLRs.108.58), 
amounting to a depreciation of 4.0% during the period under review. During the current year the 
US$ closed at Rs.114.82 amounting to a 1.7% depreciation for 2009 year to date. Given the high 
interest rate environment in Sri Lanka, US dollar equivalent yields on government bonds have 
become attractive to foreign investors, who put money into these instruments following a recent 



partial liberalization in the sovereign bond market. The government issued dollar denominated 
bonds in the international markets to ease interest rate pressure further and continued its 
borrowing program in international debt markets. With the opening up of short term Treasury bill 
investments to foreign investors, we would expect interest rates to stabilize in the short term, 
although the currency would be more exposed to fluctuations as capital movements take place. 
However during the last quarter of the year, a sell off by foreign funds was evident and 
investments in bonds were discounted. Back again in 2009 foreign funds are seen coming for  
investment to government rupee and dollar bonds due to attractive rates being offered.  
 
 
The Colombo Consumer Price Index (CCPI) point –to –point change measure of inflation 
decreased 200 points to 14.4% in Dec 2008 from 16.4% Dec 2007 and in the current year has 
decreased to single digit of 0.7%. It reached a high of 26.6% in July 2008, thereafter settling to 
14.4% end December 2008 and dropping further to single digits in 2009. The decrease in world 
oil prices and sharp drop in commodity prices in international markets led to downward revisions 
in domestic prices of goods thus contributing to lower import inflation.  
 
The monetary board set its policy direction by reducing statutory reserve ratios in order to ease 
liquidity pressures that were prevalent in the money markets. Several measures were taken to ease 
pressure on rising interest rates with further liberalization of the capital account and 
announcement of the opening up of the Treasury bill market along with the Treasury bond market 
which was liberalized earlier. The Central Bank cut its key policy rates several times and thus the 
repurchase rate was reduced to 8.00% and the reverse repurchase to 10.50%.   Overnight call and 
inter bank call money rates have been very volatile ranging from a low of 9% and a high of 
19.50% during the year. Further at present, 3 month T.Bill is at 9.75% and the 12 month T.Bill is 
at 10.95% and the government 2-3 year bonds are currently trading around 18 -18.50%.  
 

Economic Indicators
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Economic Indicators
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Review of the Stock Market 
 
 
Colombo Stock Exchange – was not spared the effects of the economic downturn 
 
During the year 2008, the equity market posted negative returns for the second year running with 
the setting in of a bear phase at the Colombo Stock Exchange. This downturn is manifest after 6 
years of continued growth for the period 2001 - 2007. The All Share Index came down 40.8% and 
Milanka Index down 50.4% for the calendar year ended 31st December 2008. The stock market 
started on a lackluster note and stability prevailed up until end August, after which the market 
collapsed on thin volumes in line with international markets, ending the financial year with the 
All Share Index closing at 1503 and Milanka Index at 1631. 
 



CSE Indicators
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CSE - Mkt Cap/ PE
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The collapse of many international financial markets had an effect on the Sri Lankan equity 
market as well, which is highlighted in the market indicators. The market capitalization of the 
Colombo Stock Exchange remained flat during 2008 at Rs.820 billion and decreased to Rs. 488 
billion end Dec 08 during the period of review. However in the dramatic turn of events at the 
Colombo Bourse with the end to the three decade long terrorist problem in the island sent the 
market capitalisation of the CSE to cross the 1 trillion mark and has now settled marginally below 
at Rs.930 billion. The market P/E from 11.6 times came down to 5.4 times during the period of 
review, thus making Colombo one of the cheapest markets in the South Asian region on PE 
multiples.  
 
 

 Dec 07 Mar 08 Jun 08 Sept 08 Dec 08 Mar 09 Jun 09 Sept 09 
All Share Index  2,541.0 2,550.5 2,457.8 2,142.3 1,503.0 1,638.06 2432.1 2938.6 
Milanka Index 3,291.9 3,181.3 2,988.8 2,397.2 1,631.3 1,736.20 2721.6 3297.4 
Avg. Turnover Rs.mn 435.6 536 293 186 70 488 736 963 
Market Cap. Rs. Bn 820.7 827.7 794.7 699.3 488.8 533.7 781.7 941.5 



The only sector that had a positive return during the year 2008 was the motor sector which 
recorded a gain of 14.23% vis-a–vis market down turn of 40.8%. Also a market rally was seen in 
plantation stocks given record high rubber pr ices, and plantations with high exposure to rubber 
sector were very much sought after. However other sectors like construction and engineering 
sector declined marginally -2.9%, beverage, food and tobacco 21.2% and chemical & 
pharmaceuticals -18.4%. The telecommunications sector the largest sector of the CSE which has 
been the impetus of growth in the past failed to deliver returns given the drastic drop in margins 
due to price cutting by the companies that have taken place in order to maintain market share and 
growing volumes. The sector which accounts for 21% of the market capitalization has under –
performed and hence has also been contributory for the under-performance of the ASI.  
 
 
 

Turnover-Domestic Vs Foreign
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Foreign fund managers were seen on the selling side to meet redemption requirements in 2008, 
thus market turnover being boosted by local investors with participation rate being in the region 
of 60 - 70% during the year. A net foreign inflow of Rs.13,953 million was recorded for the 
calendar year 2008 mainly due to strategic deals vis a – vis general portfolio inflows. The main 
strategic deals that changed hands during the period of review was the sale of Sri Lanka Telecom 
held by NTT of Japan to Global Telecom Holdings of Netherlands (GTH) a related company of 
the Maxis Group in Malaysia, change in ownership of Hotel Services Ltd to a consortium of 
investors in Singapore and the sale of controlling stake in Associated Motorways to the Al 
Futtaim Group of Dubai.   
 
Since then, the second half of the current financial year saw the Colombo All Share Index 
recovered to 2938 a gain of 95.5% for the nine months ended 30th September 09. With the 
anticipation of improved earnings by corporates and elimination of risk factor the market has re-
rated to 14 PE multiple. With India trading at a P/E multiple of 20.1 times, Malaysia 17.4 time 
and Singapore 17.5 as at 20th October 2009; the CSE offers more upside potentia l for overseas 
investors seeking Asian exposures.  



Equity vs Fixed Income
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High interest rates throughout the year under review was a dampener as investors looked 
to shift from equity to fixed income investments to enhance their returns. Also most 
investors were quick to transfer investments to safe haven capital investments in light of 
mounting global economic fears thus prompting a sell off in the equity market. Also 
corporate earnings was affected with most business entities facing the brunt of the credit 
crunch and increasing cost of borrowing, thereby affecting corporate earnings. Given the 
high cost of financing due to rising interest rates and curtailment of credit, margin trading 
facilities to investors was limited. Also due to stringent measures taken by the regulators 
portfolios were regularly shed to meet requirements. Hence daily average turnover 
volumes at CSE dwindled. Stock market activity through Initial Public Offerings and 
Rights issues was limited with mere Rs.4.2 billion being raised during the year. Dividend  
yield of the market marginally improved to 2.7% from 2.5% recorded in year 2007. 
 
World markets – showed dramatic declines with the onset of the financial crisis  
The global economy has recorded a 3.4% growth in year 2008 from 5.2% recorded in year 2007, 
a decline as indicated in the world economic outlook of the International Monetary Fund. The 
global economy is expected to shrink in 2009 to 0.5 – 1.0% with most developed economies 
recording recessions and forecasting a prolonged period for recovery. GDP forecast for 
developing countries too has been lowered given the interlink between economies and slow down 
of trade with consumption dropping to new lows.  
 
 Sri Lanka still remains one of the more resilient markets with most other Asian and 
Western markets having come down 50-60% from their peaks due to the financial crisis 
as highlighted below. 
 



Index Perform for 2008
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In the backdrop of global growth coming off and the announcement of recession by many 
countries, the equity markets have seen the ripple effects of the economic downturn. Most equity 
markets, in anticipation of negative expectations, declined during the calendar year. The Dow 
Jones Index declined 32.5% and FTSE by 29.1% for the year 2008 vis-a-vis Asian markets as 
represented by Hang Seng down 50.1%, SSE composite by 64.3% and BSE Sensex down 49.3%. 
Volatility in the markets has been pronounced as never seen before with markets swinging 
dramatically keeping in line with dissemination of information on economic recovery packages. 
Panic selling by investors put pressure on redemptions and thus led to the out flow of funds from 
Asian markets.  
 
Most regional markets, China and India in particular recovered dramatically in 2009 for several 
reasons which are mostly related to internal developments in those markets. It is encouraging to 
note that investor interest has returned to all key markets and it remains to be seen in which 
markets the recoveries recorded so far would remain sustainable. 

Index Perform for 2009
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Performance of the Fund 
 
The total va lue of The Sri Lanka Fund inclusive of cash and cash equivalents amounted 
to US$ 585,405 as at 31st December 2008 down from US$ 997,179 as at 31st December 
2007, a decline of 41%. The net asset value per unit too saw a decrease of 25.3% from 
US$ 2.25 in end 2007 to US$ 1.68 end of 2008. The performance in the local currency - 
Rupee has been a depreciation of 4.00% for the calendar year with a negative market 
growth of 40.8% for the year. 
 

ASI vs NAV per unit 2008
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Indexed NAV Vs ASI
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Redemptions during the year under review totaled US$ 298,102 whilst the figure 
recorded last year was US$ 228,997. Inflows of funds via creation of units amounted to 
US$ 97,561 during the year. The fund recorded a net outflow of US$ 200,541 for the 
period of review. 
 
Total participating shares in issue as at end of December 2008 was 349,054 
 
   
Key investments of the portfolio as at 31st 
December 2008 

Value of the 
Holding US$ 

% of Net Assets 

Douglas Bay PLC 763,085 92.8 
Government of SL Bond 15% 59,553  7.2 
 
One of our key investments, Douglas Bay PLC posed a liquidity issue to the fund due to 
the inability to sell the stock given limited interest. Thus the fund was in suspension from 
June 2008 to October 2009.  However the share was divested at 5 pence each generating 
net proceeds of US$ 497,905 in the current financial year 2009 and realising a loss of 
US$ 114,054. Thus much needed liquidity has been generated. Fund suspension has now 
been lifted since November 2009 and subscriptions to the Fund are now being accepted 
by the Managers. 
 
Current NAV after the sale of the above investments is US$ 0.76 
 
As far as our investments in equities are concerned, we hold no shares in quoted 
companies at the Colombo Bourse. Currently the portfolio holds only cash and a 
government of SL treasury bond in its investment portfolio at favourable rate given 
attractive rates prevalent taking into consideration the return commensurate to the risk. 
 
 



Future Outlook 
 
 
 
Volatility in international markets is expected to continue with the major global economies facing 
one of the worst recessions in decades and we forecast a recovery in the Western markets only 
towards the end of 2009 or early 2010.  
 
In Sri Lanka, the end of terrorism and the three decade long war in the country will be the single 
most positive factor for the local economy and corporates due to the anticipated construction 
boom in the cleared areas, opening up of new retail markets and agricultural sources. Also 
infrastructure, by way of highways and ports will experience high growth due to the emphasis on 
laying a solid foundation for growth. The tourism sector will be a front runner for the economy 
with the elimination of travel risks for tourists. Sri Lanka in the current context, has entered a new 
phase of growth which would benefit the Fund immensely into the future. The stock market as 
expected rallied to its previous levels with the cessation of the war, but fundamental strength will 
return only once corporates actually begin to make more profits. 
 
The single most important factor in reviving economic activity is a low interest rate regime and 
presently it is seen to be edging down with the easing of inflation to single digits and the absence 
of severe upward pressure from international commodity prices. This is a positive factor for the 
corporates and equity markets and we believe that addressing the fiscal deficit can genuinely 
bring interest rates down to realistic levels. This will fuel credit growth.  Over time we anticipate 
that the currency will be supported by greater capital inflows for development as well as 
increased expat remittances adding to consumer spending and asset accumulation.  
 
The IMF funding line made available to supplement forex reserves is a vote of confidence in the 
country and its development programme. The fiscal prudence and other economic management 
criteria spelt out in the arrangement will instill greater stability in the economy and lead to 
stronger macro economic indicators that would encourage investment in time to come.  
 
Conventional foreign portfolio investment to emerging markets like the Colombo bourse may 
remain subdued given the turmoil in overseas financial markets. Nevertheless, we expect 
investors with a greater risk appetite and who have already have experienced the upside to look at 
investing at low valuations in Sri Lanka, favourbly. Additionally given opportunities for foreign 
investors to invest in fixed income instruments both in treasury bills and bonds as well as equity; 
we can look forward to more fund managers with balanced exposures also favouring Sri Lanka 
into the future. 
 
Furthermore, with a view to enhancing the visibility and presence of the Sri Lanka Fund 
to global investors, we are actively exploring the setting up of new marketing channels 
for this Fund.  
 
 
Guardian Fund Management Limited 
Investment Managers 
 
 
Colombo 
25th September 2009 



REPORT OF THE DIRECTORS 
 
The Directors hereby submit their annual report together with the audited 
financial statements of The Sri Lanka Fund (the Fund) for the year ended 31 
December 2008. 
 
The Company 
 
The Company is an open-ended investment company, incorporated as an 
exempt company in the Cayman Islands with limited liability.  The Sri 
Lanka Fund was launched via a prospectus and currently the Fund represents 
the class A shares of the Company. The articles of the Company permit the 
creation of new classes of shares to accommodate subordinated funds, 
though no such subordinated funds have been created as at 31 December 
2008. The Fund’s investment objective is to achieve long-term capital 
growth by investing in a diversified portfolio of equity securities including 
convertible bonds and warrants listed on the Colombo Stock Exchange and 
those issued outside Sri Lanka by any Corporation organised in and under 
the laws of Sri Lanka and which has its shares listed on the Colombo Stock 
Exchange and equity securities issued by listed investment companies and 
funds, wherever established, which invest primarily in equity issued by Sri 
Lankan companies listed on the Colombo Stock Exchange. 
 
The Net Asset Valuation of the Fund has been suspended from June 2008 
due to the substantial redemptions received and the lack of liquidity the fund 
has experienced. The suspension is expected to be removed in November 
2009. 
 
Results and Dividends 
 
The results of the Fund for the year ended 31 December 2008 are set out on 
the Annual Report. The Directors do not recommend the payment of a 
dividend for the year ended 31 December 2008. 
 
Share capital 
 
The details of changes in the issued share capital including subscriptions and 
redemptions of shares for cash during the year are set out in the statement of 
changes in ownership equity and Note 3 to the financial statements. 
 



Directors 
 
The Directors during the year and up to the date of this report were: 
 

• Don Chandima Rajakaruna Gunawardena 
 
• Palehenalage Chandana Priyankara Tissera (Resigned w.e.f. 31st 

March 2009) 
 

• Adrian John Reginald Collins 
 
Directors’ and their interests 
 
Don Chandima Rajakaruna Gunawardena and Palehenalage Chandana 
Priyankara Tissera are Directors of Guardian Fund Management Limited 
(Mr. P. C. P. Tissera resigned from Guardian Fund Management Limited 
w.e.f. 31.03.2009), the Investment Manager of the Fund and Carsons 
Management Services (Private) Limited the Fund’s Administrator. Apart 
from the above, as at 
31 December 2008, none of the Directors had any interest in the share 
capital of the Company or any interest in any material contracts or contracts 
for the provision of services during the year significant to the business of the 
Company. 
 
All Directors are entitled to an annual fee. However, Don Chandima 
Rajakaruna Gunawardena and Palehenalage Chandana Priyankara Tissera 
have waived their Directors’ fee for the year. 
 
Auditors 
 
KPMG, retire and being eligible, offer themselves for reappointment. A 
resolution for the reappointment of KPMG as Auditors of the Company is to 
be proposed at the forthcoming Annual General Meeting.  
 
By order of the Board 
 
 
Director 
25 September 2009 


