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Raising cash allocation further to 27% from 26% to protect against rising downside risk as

the market rises above 3000.

Since the 28th of September update to our key recommendation list, our portfolio

including cash has provided a return of 6.7% as against a rise in the ASPI of 3.6%.

Though our equity portfolio performed very well rising by 9.1%, the 26% cash allocation

remained a drag on the overall portfolio given the near zero return it would have given.

However we feel holding a high cash allocation and getting only a 6.7% return in a few

days as compared to a 9.1% return of a 100% equity portfolio, is a reasonable risk

mitigation strategy given the increasing downside risk we see in the market.

Last Portfolio Performance.

28th
September 1st October
Stock price price Return
ASPI 2,892.05 2,997.60 3.6%
MPI 3,267.33 3,352.86 2.6%
LWL 46.75 47.25 1.1%
HAYL 152.25 154.75 1.6%
DIAL - Allocation 2 times as much as others 6.50 6.75 3.8%
6.50 6.75 3.8%
NHL 3.20 3.30 3.1%
NDB 186.75 191.75 2.7%
LLUB 151.00 155.00 2.6%
RCL 48.50 49.25 1.5%
Colombo Land 5.50 6.75 22.7%
Colombo Land Warrants 1.80 3.00 66.7%
OSEA 15.75 15.75 0.0%
DFCC 152.75 152.00 -0.5%
Average of Equity 74% of
portfolio 9.1%
Cash Return 26% of Portfolio 0.0%
Total Portfolio Return 6.7%
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Continue to raise cash allocation

Despite the drag on performance, due to the risks we mentioned previously, we are
continuing to slowly build up a cash position, raising it to 27% from 26%. Given the out
performance we are removing Colombo Land exposures from our portfolios and

including Riverina hotels and Hemas.

Latest Portfolio. Validity on October 1st price levels.

Why we are cautious and recommend investors build up a strong cash position

(Slight update and repeat of what was said in last report)

Cash position was built up to take into account the risk of at least a 10% market fall.
The market can clearly continue on this bull phase this week and continue to rise very
sharply given the level of liquidity and interest seen in equities by investors.

However the cash allocation we have built up is a risk mitigation strategy in the

medium term if the market falls at least 10% or even 20% or more. We believe such
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sharp falls could happen, if for instance another period of global financial turmoil hits

and impacts Sri Lankan equities.

China Economic risk is highlighted, but risk could be from anywhere.

We believe global risk is centred around the sustainability of the Chinese Economic
recovery. However while this source of risk for us seems the clearest, there are many
other sources of global financial risk. While it is global financial risk we highlight, severe
market impacts could happen on account of global political risk. What also needs to be

accounted for in a portfolio strategy is risk mitigation for domestic risk factors.

Though a sharp fall is the less likely scenario in the next few months.

This is not to claim we are predicting or believe that a period of global financial turmoil
will occur at a very high likely hood in the immediate few months. In fact we believe it is
the less likely scenario if the time frame considered is the next few months of 2009. We

however feel that risk probability rises sharply as we go into the first half of 2010.

On an indicative basis over the next three months, we believe the probability of such a
significant global financial turmoil is in the region of 20-30%. On a simplistic basis, to
understand our cash allocation, it could be said that the probability of financial turmoil
is roughly matched by the level of cash we recommend that most clients hold in our
indicative portfolio. In reality, the level of cash we recommend in our portfolio reflects a
combination of factors but largely reflecting our views on the probability of such risk,
and the current level of valuations in the market (which suggest the degree markets

have priced in that risk and the level of downside)

Slight increase in Cash level to 27% from 26%.
Our reading of global financial markets suggests that the risk of another global crash
continues to grow with the sharp fall on Wall Street overnight reminding us of global

economic concerns. To account for that slightly higher risk and increasing downside
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given the market has risen further, we are continuing to raise our cash allocation, but

this time by a marginal 1%, from 26% to 27%.

Clearly this is a risk mitigation strategy would work in a less likely scenario of
significant market falls. As such it would continue to drag on portfolio performance and
we will continue to monitor our entire portfolio on that basis. We hope the equity

portion of the portfolio will outperform and compensate for the cash drag.

A 100% Equity allocation is more likely to be more profitable though riskier.

Clients who prefer to follow the more likely scenario, and do not want to risk mitigate
against scenarios that are far from certain, can still clearly choose to take our overall
recommended portfolio and have a 100% allocation to equity, disregarding our cash
recommendation. Such a strategy would be far more profitable in the next few months

on the higher probability that nothing adverse affects us in the next few months.

5000 Index Target Remains.

Our two year bullish outlook and index target of 5000 remains. This is because we feel
possible negative global impacts on the Sri Lankan Economy and market will most likely
be temporary even if the impact on the market due to turmoil in the medium term is in

excess of 20%.

Future fair value of 3500, our index target on an overshoot is 5000

Thus in terms of Index targets actual fair value, our view remains the same as that was
outlined in the previous Sri Lanka Bulls reports. However given that time has passed,
our base case ASPI target based on an expected overshoot of fair value in a bull run is
5000. It remains 3500, on a fundamental fair value basis. However these index values are
based on a time frame a little more than two years ahead, rather than the three years

given at the time of the Sri Lanka Bulls report.
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The analyst responsible for producing the report does not work for Capital Alliance Securities (Private) Ltd. This report has been produced
as part of an outsourced research relationship with Frontier Research (PvtO Ltd a specialized research company engaged by Capital
Alliance Securities (Private) Ltd. This document has been prepared and issued on the basis of publicly available information, internally
developed data and other sources, believed to be reliable. Capital Alliance Securities (Private) Limited however does not warrant its
completeness or accuracy. Opinions and estimates given constitute a judgment as of the date of the material and are subject to change
without notice. This report is not intended as an offer or solicitation for the purchase or sale of any financial instrument. The recipient of this
report must make their own independent decision regarding any securities, investments or financial instruments mentioned herein.
Securities or financial instruments mentioned may not be suitable to all investors. Capital Alliance Securities (Private) Limited it's directors,
officers, consultants, employees, outsourced research providers associates or business partner, will not be responsible, for any claims
damages, compensation, suits, damages, loss, costs, charges, expenses, outgoing or payments including attorney’s fees which recipients
of the reports suffers or incurs directly or indirectly arising out actions taken as a result of this report. This report is for the use of the

intended recipient only. Access, disclosure, copying, distribution or reliance on any of it by anyone else is prohibited and may be a criminal

offence.
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