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Paint Wars:  ICI’s Bid to Purchase Asian Paints

Teaching Note

Free Cash Flow Assumptions

The sales growth and CGS/Sales assumptions in the case need to be justified.  Some of the factors that may determine these assumptions are:

a) Loss of the CEO Atul Choksey.  A key attribute for Asian Paint’s success has been Mr. Atul Choksey’s leadership.  His recent resignation has the market questioning the capability of the company to sustain historical performance.

b) Competition may drive prices down and resulting in a lowering of Asian Paint’s margins.  In the case, we assume margins go up over the years due to higher productivity.

Discount Rate

This is the most important point in the case.  Mr. Meattle’s biggest flaw in the valuation is using the WACC calculated from the local Indian CAPM.  ICI being a foreign investor, we can use the world CAPM, but even this would give a ridiculously low WACC (about 3 percent), India having a low beta relative to the world. 

Hence we need a discount rate that reflects the country risk. These country risks include political risk, exchange risk, and lack of control in the regulatory and legal systems and so on.  One way to do this is to use the country credit rating (as measured by international rating agencies) as a measure of country risk. Using the Erb, Harvey, and Viskanta’s (1995) International Cost of Capital and Risk Calculator, which uses the International Investor country ratings, the proposed discount rate is about 26 percent. (Attachment 1)  With a 26 percent cost of capital, the stock price is about Rs. 186, as compared to the buy price of Rs. 347.5, hence our hypotheses that KMCC and ICI paid too much for Asian Paints.  The market was also overpricing the stock at that time. This might be due to leaking of this takeover deal into the market.

Real Option Value

In the case (Exhibit 5), we used a simple abnormal earnings method to calculate the real option value when Asian Paints holds a 32 percent market share.  This is done by regressing market share to P/E ratios of different companies in the market.  The option value we calculated in Rs69 per share, which should be added to the price of Rs.186, we calculated above.  There are several other ways to calculate this option value, simulating the probability of the combined company will have more 30 percent market share, cash flows of a monopolistic pricing will be a very appropriate methodology.   

Final Recommendation

Raj and Mr Erwee should value Asian Paints at about Rs.250, using the correct discount rate and adding the real option value.  Given, Asian Paints is trading at Rs.280 currently, they should quickly negotiate with the 3 promoters to sell the shares back to the promoters even at a discount the Rs. 347 they have paid.  Even though, they will be bearing huge losses, their decision should not consider the sunk cost they have paid initially, rather the future true value of Asian Paints.  Appealing to the FIBP and the aboard is not a good recommendation because there could be higher legal expenses while a hostile takeover could deteriorate the value. 

Lastly, KMCC sold half of the shares to Unit Trust of India for Rs. 281 and the other half back to the promoters at a staggering Rs.406 per share.  The average price sold is Rs. 343, way above the price we valued the company, even though it was a discount from what they have paid at Rs. 351.
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