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WATA: 52 week price/volume chart 

Source: CSE, Taprobane Research 

 

Thriving on tariff protection  
Watawala Plantations (WATA) is the closest Sri Lankan listed entity to a vertically 
integrated palm oil pure play with a local footprint. WATA derives c.90% of its 
topline from the palm oil sector with the rest from its fledgling dairy business. 
Apart from oil palm cultivation, WATA also operates one of the only two major 
palm oil mills in Sri Lanka, with an annual capacity of c.15,000 MTs. WATA has 
currently c.3,595 Hectares (Ha) under oil palm cultivation. Cultivable land is a 
constraint since under the Government (GoSL)’s policy of limiting oil palm 
cultivation to a total of 20,000 Ha, WATA can only cultivate up to c.4,259 Ha. We 
expect WATA’s recurring revenue to grow by a FY2018-22E CAGR of c.13.5%. We 
expect the palm oil segment revenue to grow by a FY2018-22E CAGR of c.11%, 
largely on increased volumes as more oil palms enter the mature fruit bearing 
stage. Dairy segment revenue should grow by a CAGR of c.35% for the 
corresponding period, largely due to a low base effect. Group EBITDA margin 
should improve following the divestment of the low margin Tea segment. We 
expect recurring EBITDA margins to hover at c.50% for the forecast period. The 
primary reason for WATA’s higher EBITDA margins cf. peers is the c.10 ppts 
margin assist from its oil mill unit. A key part of our investment thesis is that the 
GoSL would continue with its protectionist policy on local palm oil production. 
Lower tax rate on agriculture as well as a five-year tax holiday for the dairy 
segment should act as earnings drivers. We expect WATA’s net earnings to be in 
the Rs.1bn range in the FY2020E-22E period. EPS for the corresponding period 
should range between Rs.5.0-5.7. Our DCF based valuation yields a 12M TP of 
Rs.24 which is a c.22% upside to the current share price. We recommend BUY 

GoSL backed protectionism is a crucial lifeline: The key pillar of our investment 
thesis is that the GoSL would continue to support the palm oil sector, especially 
through protectionist tariff measures. We expect this status quo to remain as 
local palm oil production is a form of import substitution that ameliorates the 
trade deficit position and eases pressure on the LKR. Based purely on market 
forces, we feel local palm oil producers would be hard pressed to compete with 
cheaper imports. GoSL policy of developing the local dairy industry and increasing 
local milk production also augurs well for WATA’s dairy segment. 

Focus on palm oil segment is value accretive:  WATA’s move to focus on palm oil 
and spin off its Tea segment is both margin and value accretive. We estimate 
WATA’s EBITDA margin gained a c.30ppts over the FY2014-18 period, on a pro-
forma basis. We feel WATA’s valuation cf. peers should improve as its earnings 
would not be weighed down by the less profitable Tea segment. With limited 
need for new capex due to GoSL cap on oil palm plantation land and longer 
replanting cycles, WATA should dole out attractive dividend payouts. 

Valuation: We have valued WATA using a DCF model (WACC 21%, TG 2%, Beta 

1.5). Our conservative 12-month target price of Rs.24 (also supported by a DDM 

valuation) gives a c.22% upside to the current share price. At a FY2019PE of 4.7x 

(FY2020PE of 3.9x), we feel, WATA needs a closer look cf. peer average of 14.5x, 

albeit with the caveat of GoSL protection of the sector from imports as well as 

other associated risk factors. We recommend BUY.  
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Company Outlook 

Watawala Plantations PLC (WATA) is a Regional Plantation Company (RPC) that was privatized under the GoSL’s 

plantations privatisation drive in 1992. WATA was listed in the CSE after an initial public offering in 1996. 

Though WATA was originally focused on the Tea segment, it has gradually changed its focus to oil palm 

cultivation. Currently WATA has the largest land area under oil palm cultivation amongst RPCs. Other RPCs 

engaged in oil palm cultivation are Namunukula Plantations (NAMU), Elpitiya Plantations (ELPL), Agalawatte 

Plantations (AGAL), Horana Plantations (HOPL) and Kotagala Plantations (KOTA).  

WATA vested its Tea segment under Hatton Plantations PLC (HPL) in September 2017 as a means to further 

segregate its plantation business. HPL is also a subsidiary of Estate Management Services (Pvt) Ltd. (as is 

WATA). WATA is the closest a Sri Lankan listed company comes to a vertically integrated palm oil pure play with 

a local footprint. It should be noted that WATA does not refine or distribute palm oil. WATA’s focus on palm oil 

with the spin-off of HPL has improved margins and earnings. We estimate that on a proforma basis, WATA’s 

EBITDA margin after excluding HPL has gained c.30+ ppts. In addition to the cultivation of oil palms, WATA’s 

palm oil segment also operates one of the only two large scale palm oil mills in Sri Lanka, with an annual 

capacity of c.15,000 MTs. The other palm oil mill is AEN Palm Oil Processing (Pvt) Ltd, which is jointly owned by 

NAMU, ELPL and AGAL.  

Land allocated by WATA for palm oil cultivation has increased over the last decade to 3,575.74 Ha in FY2018 

(2,655.5 Ha of mature and 940.2 Ha of immature plantation) cf. 2,416.7 Ha in FY2009 (1,878.9 Ha of mature 

and 537.9 Ha of immature plantation). This was mainly achieved by converting land used for rubber plantation 

to oil palm cultivation. Area under rubber plantation declined to 221.3 Ha in FY2018 cf. 1,341.9 Ha in FY2009. 

Nevertheless, under GoSL regulations, RPCs are limited to a maximum of 20,000 Ha for Oil Palm cultivation. 

Under this policy, WATA can only cultivate up to c. 4,259 Ha.  

The local edible oils and fats market is estimated to have grown to c.270,000 MTs in 2017 from c.170,000MTs 

in 2016. Imports make up a significant part (c.80%) of this market, despite high tariff protection for local 

producers. Total local production of coconut oil and virgin coconut oil stood at 27,027 MTs in 2017 while total 

local CPO and KPO production was 22.757 MTs. WATA’s production of Crude Palm Oil (CPO) and Kernel Palm 

Oil (KPO) has increased over the last decade to c.10,778 MTs in FY2018 from c.6,162 MTs in FY2009. We 

estimate that for 9MFY19, WATA’s palm oil production (both CPO and KPO) should be c.9,100 MTs, marginally 

affected by a planned mill shutdown for maintenance in October 2018. AEN generally produces a slightly higher 

output volume than WATA as it sources its feedstock not only from its three main partners, but also other 

smaller oil palm plantations. WATA too is hoping to offer its mill capacity to other oil palm cultivators so as to 

improve productivity. 

Leveraging on the GoSL’s policy stance of developing the local dairy sector and achieving domestic milk 

production self-sufficiency, WATA has invested c.USD 11.5 Mn in the dairy sector through its subsidiary, 

Watawala Dairy Ltd. (WDL). In March 2016, WDL entered into an agreement with Singapore based Duxton 

Asset Management Pte Ltd to set up a dairy unit at its Lonach estate, located in the hill region. The climate 

conditions are conducive for the operation of high yielding commercial dairy farming. WATA enjoys several 

benefits from the GoSL for its dairy business including a five-year tax holiday. 

Pyramid Wilmar (Pvt) Ltd., one of the leading edible oils and specialty fats companies in Sri Lanka is a key 

stakeholder in WATA. As of FY2018, it has a c.30% stake in WATA through its 40% stake in Estate Management 

Services (Pvt) Ltd. The latter owns c.75% of WATA. In addition to being an indirect shareholder, Pyramid Wilmar 

is also the single largest customer of WATA, procuring over 70% of its produce. Moreover, Pyramid Wilmar also 

provides WATA with technical know-how on oil palm cultivation and harvesting. An important part of our 

investment thesis is that Pyramid Wilmar continues to maintain the status quo vis-à-vis WATA. As per the 

original privatisation agreement, GoSL continues to remain the Golden shareholder. 
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WATA is a beneficiary of GoSL backed protectionism: The GoSL imposes several taxes and levies on the import 

of palm oil and related products. With palm oil estimated at c.50% of local edible oils consumption, such 

measures to promote local manufacture benefit both GoSL and the sector. In addition to a raft of import tariffs 

and levies, GoSL also imposes a Special Commodities Levey (SCL) on the import of palm oil and related 

products. It is mainly through the SCL which is set administratively, GoSL ensures import of palm oil products 

remain uncompetitive. For instance, the SCL on CPO has changed over the 2017-18 period from Rs.115/kg in 

December 2017 to Rs.155/kg in December 2018, taking into account the changes in CPO prices in the global 

market as well as the depreciation of USD/LKR exchange rate. In addition to protectionist tariffs, GoSL also 

provides tariff concessions on the import of oil palm seeds and a lower tax rate for plantation companies. 

 

WATA’s decision to spin off Tea segment is both margin and earnings accretive: We believe WATA’s move to 

vest its Tea segment under HPL and focus primarily on palm oil should boost EBITDA margins and improve 

profitability. Oil palm cultivation provides the best yield and lower cost of production cf. traditional crops such 

as tea, rubber or coconut. For instance, oil palm has four times the land productivity of coconut. Also, in terms 

of manpower, requirement, oil palm is the lowest cf. tea or rubber. Spinning off the Tea segment has provided 

WATA a c.30ppts EBITDA margin boost over the FY2014-18 period, on a pro-forma basis. WATA’s bottom-line 

also benefits from this, since earnings would no longer be weighed down the underperforming Tea segment or 

be adversely impacted by the earnings volatility associated with the Tea segment. The Tea Segment (HPL) made 

loses for the periods FY2013-16, though it turned profitable in FY2017 and FY2018. 
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Cultivable land is a key constraint: The GoSL took a policy decision in 2014 to expand oil palm cultivation. 

After considering the crop diversification programme in the lease agreement signed between GoSL and the 

RPCs, oil palm cultivation was approve,  provided that the total maximum allowable extent is limited to 20,000 

ha in the abandoned and economically non-viable lands of the RPCs (e.g. rubber cultivation land over 30 

years). Moreover only 20% of the total land area of a plantation can be converted to oil palm. Accordingly, 

WATA can only plant oil palm on a total of 4,259.2 Ha; WATA has currently utilised 3,595.7 Ha. Given the 

current rate of planting, we expect WATA to reach its allotted land quota by FY2023E-24E. The situation is 

similar for WATA’s peers. If WATA is to continue with its current business model, we expect WATA to acquire 

additional land from other RPCs or adopt an out-grower model and increase its oil mill capacity. 

 

 

Decline in coconut oil production can be a loose cannon: Coconut oil production has continued to decline 

since 2013 partially due to cyclicality. Given, the socio-economic importance of the coconut industry, 

successive governments have continued to support this sector. Nevertheless, coconut yields as well as overall 

industry productivity and value addition has continued to fall.  As edible oil demand continues to grow, a 

decline in coconut oil production can cause a severe disruption in the industry as well as increase pressure on 

cost of living and inflation. In such a situation, GoSL may increase export cess on Coconut oil exports and may 

also reduce import taxes and levies on palm oil and related products to alleviate any shortage in edible oils. 

The latter move should adversely impact the palm oil companies, who are dependent on tariff protection to 

sustain their high margins and earnings. One available option for oil palm companies to overcome this 

scenario, is to lobby the GoSL to increase the upper limit imposed on cultivable land, though this would 

probably lead to cannibalisation of low yielding rubber land. 
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Dividend payout should increase in the near term: Given the constraints on cultivable land for oil palm and 

limited room for expansion of its dairy farm, we believe WATA would adopt a high dividend payout ratio, 

especially as capex requirements gradually ease. Moreover, since the oil palm crop replanting cycle is much 

longer than other traditional plantation crops such as tea, rubber and coconut, WATA’s replanting capex cycle 

will also lengthen, supporting our view of higher dividend payouts. The divestment of HPL should also relieve 

cash flow pressure and increase group FCFE. We assume a c.65-80% dividend payout ratio over our forecast 

period. 

GoSL support for Dairy sector augurs well for WATA: The GoSL’s policy direction on the livestock and dairy 

sectors states that its aim is to increase production and quality of livestock products to meet local demand and 

improve the rural economy and upgrade local farmers to compete in the local and international markets. 

Improving domestic dairy production also has socio-economic benefits for the country’s rural economy and 

also acts as a form of import substitution. Sri Lanka spends annually c. Rs 40-50bn on the importation of milk 

and other livestock products. GoSL policy is to increase domestic milk production to 750 Mn Litres in 2020 

from 374Mn Litres in 2015 and achieve self-sufficiency in liquid milk from 44% in 2015 to 100% in 2020. 

Towards this end, the GoSL has undertaken to import high yielding cows and provide them at concessionary 

rates to local dairy farms.  There is also the realisation that it is large scale commercial dairy farming and not 

small holder farms that would give the desired high yields required to achieve the GoSL’s diary sector goals. 

Valuation: We have valued WATA using a DCF valuation method, with explicit forecast for four years and a 

fade period of seven years that regresses to our terminal value assumption. Our key valuation assumptions are 

WACC – 21%, TG – 2%, Beta – 1.5, ERP – 6.5%. We decided to use a straight forward DCF as opposed to a more 

elaborate SOTP method valuing the Palm Oil and Dairy segments separately primarily due to the fact that the 

Palm oil segment is the principle value driver. Our DCF valuation based 12-month target price of Rs.24 is a 

conservative estimate and gives a c.22% upside to the current trading price. We have further validated our DCF 

based TP with a 3-stage DDM valuation (Ke – 23%, TG-2%). Given a TTM PE of c.3.8x cf. peer average of 14.5x 

we do feel that WATA warrants a closer look. While tempering our enthusiasm given the risk factors associated 

with WATA which we allude to below, we recommend BUY. 

 

 

Key Risks: 

• Weather is a key risk for WATA; Oil palms are usually grown in tropical regions with the best yields 

coming from areas closer to the equator. Hence, palm oil yields are affected by excess rain and cold 

weather patterns. 

• Industry may lose its current benefit from protectionism should regional trade agreements especially 

with major palm oil producers such as Malaysia, Indonesia etc. stipulate that import of such 

commodities be at concessionary tariff rates. E.g. India recently reduced tariff on ASEAN crude and 

refined palm oil imports by c.5% following a trade pact. 

• A steady decline in coconut oil production may force GoSL to reduce tariff rates on palm oil imports to 

stabilise the domestic edible oils market. 

• While WATA benefits from its relationship with Pyramid Wilmar, its over dependence on a single 

customer is cause for concern. 

• The status of the estate workers collective wage negotiation is yet to be finalised. Nevertheless, 

WATA is not affected by the work stoppage as it does not have tea plantations. Whilst it’s too early to 

estimate this impact, we have provided for a c.20% increase in total wages and staff expenses. 

Source: Company Data, CEA, Taprobane Research 
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Disclaimer  

The report has been prepared by Taprobane Securities (Private) Limited. The information and opinions contained herein have been compiled or arrived at based upon information 

obtained from sources believed to be reliable and in good faith. Such information has not been independently verified and no guaranty, representation or warranty, express or 

implied is made as to its accuracy, completeness or correctness. All such information and opinions are subject to change without notice. This document is for information purposes 

only, descriptions of any company or companies or their securities mentioned herein are not intended to be complete and this document is not, and should not be construed as, an 

offer, or solicitation of an offer, to buy or sell any securities or other financial instruments. 


