
CFM-MHE Professional Series in Finance 8th Edition   

  

Planning, Analysis, Selection, Financing,

Implementation, and Review

#
3

 

J PRHSH'NNH EHHNDRFI



 

Contents

Preface to the Eighth Edition

 

Acknowledgements

Part 1

PLANNING

1. Overview

1.1 Capital Investments: Importance and Difficulties 1.1

1.2

1.3

1.4

1.5

1.6

1.7

1.8

2.

2.1

2.2

2.3

2.4

2.5

2.6

3.

3.1

3.2

3.3

3.4

Types of Capital Investments 1.2

Phases of Capital Budgeting 1.3

Levels of Decision Making 1.6

Facets of Project Analysis 1.6

Key Issues in Major Investment Decisions 1.9

Objective of Capital Budgeting 1.10

Common Weaknesses in Capital Budgeting 1.11

Summary 1.13

Questions 1.13

Strategy and Resource Allocation

Concept of Strategy 2.2

Grand Strategy 2.3

Diversification Debate 2.6

Portfolio Strategy 2.15

Business Level Strategies 2.24

Strategic Planning and Capital Budgeting 2.28

” Summary 2.28

Questions 2.29

Appendix 2A: Strategic Position and Action Evaluation (SPACE) 2.30

Generation and Screening of Project Ideas

Generation of Ideas 3.2

Monitoring the Environment 3.3

Corporate Appraisal 3.4

Tools for Identifying Investment Opportunities 3.5

vii

xi

1.1

2.1

3.1

  



  

xiv Contents
M

3.5 Scouting for Project Ideas 3.9

3.6 Preliminary Screening 3.11

3.7 Project Rating Index 3.13

3.8 Sources of Positive Net Present Value 3.14

3.9 On Being an Entrepreneur 3.16

Summary 3.18

Questions 3.18
"9

Part 2 ’

ANALYSIS

4. Market and Demand Analysis
4.1

4.1 Situational Analysis and Specification of Objectives 4.1

4.2 Collection of Secondary Information 4.3

4.3 Conduct of Market Survey 4.6

4.4 Characterisation of the Market 4.8

4.5 Demand Forecasting 4.10

4.6 Uncertainties in Demand Forecasting 4.22

4.7 Marketing Plan 4.24

‘ Summary 4.27

Questions 4.28

Problems 4.29

Minicase 4.30

5. Technical Analysis
5.1

5.1 Manufacturing Process/Technology 5.1

5.2 Technical Arrangements 5.3

5.3 Material Inputs and Utilities 5.3

5.4 Product Mix 5.4

5.5 Plant Capacity 5.5

5.6 Location and Site 5.6

5.7 Machineries and Equipments 5.8

5.8 Structures and Civil Works 5.9

5.9 Environmental Aspects 5.10

5.10 Project Charts and Layouts 5.10

5.11 Schedule of Project Implementation 5.11

5.12 Need for Considering Alternatives 5.12

Summary 5.14

Questions 5.15

6. Financial Estimates and Projections
6-1

6.1 Cost of Project 6.1

6.2 Means of Finance 6.5

Contents
xv

—_———_———————_———__—_

6.3 Estimates of Sales and Production 6.7

6.4 Cost of Production 6.8

6.5 Working Capital Requirement and its Financing 6.10

6.6 Profitability Projections (or Estimates of Working Results) 6.11

6.7 Projected Cash Flow Statement 6.15

6.8 Projected Balance Sheet 6.17

6.9 Multi-year Projections 6.19

6.10 Financial Modeling Using Spreadsheet 6.22

Summary 6.27

Questions 6.28

Problems 6.28 I 1

Appendix 6A: Vegetron Limited: A Case Study on Financial Pr0]ections 6.31

Minicase 6.39

7 i Part 3 7

SELECTION I

7. The Time Value of Money 7.1

7.1 Time Lines and Notation 7.1

7.2 Future Value of a Single Amount 7.2

7.3 Present Value of a Single Amount 7.6

7.4 Future Value of an Annuity 7.8

7.5 Present Value of an Annuity 7.11

7.6 Intra-year Compounding and Discounting 7.17

Summary 7.20

Questions 7.21

Problems 7.21

Minicase 7.23 .

Appendix 7A: Continuous Compounding and Discounting 7.24

8.1
8. Investment Criteria

8.1 Net Present Value 8.2

8.2 Benefit Cost Ratio (0r Profitability Index) 8.8

8.3 Internal Rate of Return 8.9

8.4 Urgency 8.18

8.5 Payback Period 8.18

8.6 Accounting Rate of Return 8.21

8.7 Assessment of Various Methods 8.24

8.8 Investment Evaluation in Practice 8.25

Summary 8.27

Questions 8.28

Problems 8.29

Minicase 8.31

 



 

xvi
Contents

9. Project Cash Flows

9.1
9.1 Elements of the Cash Flow Stream 9.1

9.2 Basic Principles of Cash Flow Estimation 9.3
9.3 Cash Flow Illustrations 9.10

9.4 Cash Flows for a Replacement Project 9.13
I9.5 Viewing a Project from Other Perspectives 9.15
‘9.6 I'Iow Financial histitulions and the Planning Commission Define CashJFloWg 9.209.7 Biases in Cash Flow Estimation 9.22

‘ 6Summary 9.25
’

Questions 9.27

Problems 9.27

Minicase 9.29

10. The Cost of Capital

10.1 Some Preliminaries 10.1

10.2 Cost of Debt and Preference 10.3

10.3 Cost of Equity: The CAI-’M Approach 10.5
10.4 Cost of Equity: Other Approaches 10.11
10.5 Determining the Proportions 10.14

10.6 Weighted Average Cost of Capital (WACC) 10.15
10.7 Weighted Marginal Cost of Capital 10.16
10.8 Determining the Optimal Capital Budget 10.19
10.9 Floatation Cost and the Cost of Capital 10.20
10.10 Factors Affecting the Weighted Average Cost of Capital 10.22
10.11 Misconceptions Surrounding Cost of Capital 10.23
10.12 How Financial Institutions Calculate Cost of Capital 10.26

Summary 10.27

Questions 10.29

Problems 1 0.29

Minicase 10.31

Appendix 10A: Earnings-price (E/P) Ratio as a Measure ofCost ofEquity 10.32
11. Project Risk Analysis

11.1 Sources, Measures, and Perspectives on Risk 11.2
11.2 Sensitivity Analysis 1 1.5

11.3 Scenario Analysis 11.7

11.4 Break—even Analysis 11.9

11.5 Hillier Model 11.12

11.6 Simulation Analysis 11.14

11.7 Decision Tree Analysis 11.22
11.8 Managing Risk 11.30

11.9 Project Selection Under Risk 11.31

10.1

11.1

Contents ‘ XV"

 

' k Anal sis in Practice 11.35

315w Finahcial Institutions Analyse Risk 11.37

Summary 11.40

:-' Questions 11.41

Problems 11.42

' ' . 4 '

friggrldifcel Certainty Equivalent Method vs. Risk Adjusted Discount Rate

Method 11.46

Appendix 11B: Vegetron Simulation 11.47

Part4

SELECTION II

12.112. Project Rate of Return

12.1 Pros and Cons of Multiple Costs of Capital 12.1

12.2 Divisional WACC and Project-spec1f1c WACC 12.3

12.3 Hurdle Rate and Cost of Capital 12.7

12.4 Portfolio Theory and Capital Budgeting 12.8

Summary 12.13

'1‘ Questions 12.14

Problems 12.14

Minicase 12.15

' ' 13.113. Special Decisions Situations

13 1 Choice Between Mutually Exclusive Projects and Unequal Life 13.1

13.2 Optimal Timingf E _ Life 13 3

'nation 0 conomlc . .

gigglationship Between Investment and Financmg Aspects 13.8

13.5 Inflation and Capital Budgeting 13.12

13.6 International Capital Budgeting 13.13

13.7 Investment in Capabilities 13.16

Summary 13.18

Questions 13.19

Problems 13.19

Minicase 13.22

'
14.114. Social Cost Benefit AnalySIS

14.1 Rationale for SCBA 14.1

14.2 UNIDO Approach 14.3 . _

14.3 Net Benefit in Terms of Economic (Effic1ency) Prlces 14.3

14.4 Measurement of the Impact on Distribution 14.13

14.5 Savings Impact and its Value 14.14

14.6 Income Distribution Impact 14.16

  



  

17. Judgemental, Behavioural, Strategic,

17.1 Managerial Intuition and Judgement 17.2
17.2 Mission, Goals, Strategy, and Capital Budgeting 17.4.
17.3 Bridging the Gulf Betwe

17.4 informational Asymme

xviii
Contents\

14.7 Adjustment for Merit and Demerit Goods 14.17

14.8 Little—Mirrlees Approach 14.18

14.9 Shadow Prices 14.19

14.10 SCBA by Financial Institutions 14.21

14.11 Public Sector Investment Decisions in India 14.29

w Summary 14.33

M Questions 14.35

Problems 14.36

Minicase 14.37

15. Multiple Projects and Constraints

15.1 Constraints 15.1

15.2 Method of Ranking 15.3

15.3 Mathematical Programming Approach 15.8

15.4 Linear Programming Model 15.9

15.5 integer Linear Programming Model 15.14

15.6 Goal Programming Model 15.18

' Summary 15.22

, Questions 15.23

M Problems 15.24

16. Valuation of Real Options

16.1 How Options Work 16.2

16.2 Options and their Payoffs just before Expiration 163
16.3 Factors Determining Option Values 16.5

16.4 Binomial Model for Option Valuation 16.8

16.5 Black-Scholes Model 16.11

16.6 Types of Real Options 16.14

16.7 Applications of the Binomial Model 16.16

16.8 Applications of the Black-Scholes Model 16.19
16.9 Strategy as a Portfolio of Real Opitons 16.23

16.10 judgemental Assessment of Options 16.25

16.11 Mistakes Made in Real Option Valuation 16.27
16.12 Managing Real Options 16.28

Summary 16.29

1 Questions 16.30

H Problems 16.31

Minicase 16.32

and Organisational Considerations

on Strategic Planning and Financial Analysis 17.7
try and Capital Budgeting 17.9

15.1

16.1

17.1

Contents
XIX

 

17.5 Reverse Financial Engineering 17.11

17.6 Group Process 17.12

17.7 Impact on Earnings 17.13

17.8 Organisational Consideratlons 17.15

Summary 17.17

Questions 17.17

Part 5

FINANCING

' 18.118. Financing of Pro]ects

18.1 Capital Structure 18.2

18.2 Menu of Financing 18.4

18.3 Internal Accruals 18.6

18.4 Equity Capital 18.7

18.5 Preference Capital 18.9

18.6 Debentures (or Bonds) 18.11

18.7 Methods of Offering 18.14

18.8 Term Loans 18.18

18.9 Working Capital Advances 18.22

18.10 Miscellaneous Sources 18.24

18.11 Raising Venture Capital 18.30

18.12 Raising Capital in International Markets 18.30

18.13 Project Financing Structures 18.35

18.14 Financial Closure 18.36

18.15 Financial Institutions: What Information

they Want and How they Appraise 18.36

18.16 Credit Risk Rating 18.40

- Summary 18.42

Questions 18.44

Minicase 18.45 .

Appendix 18A: Types of Charges Created on Assets for Securing

Advances 18.46

Appendix 183: Due Diligence Review 18.48

' 19.119. Financing Infrastructure Pr0jects

19.1 Typical Project Configuration 19.2

19.2 Key Project Parties 19.3

19.3 Project Contracts 19.5

19.4 Financial Structure and Corporate Governance 19.7

19.5 Financing a Power Project 19.8

19.6 Financing Telecommunication Projects 19.13

19.7 Managing Risks in Private Infrastructure Projects 19.14

 



  

xx Contents

19.8 Public Private Partnership 19.16

19.9 Recommendations of the Committee on Infrastructure Financing 19.18

19.10 Measures of Savings in Infrastructure Costs 19.20

23 Summary 19.20

is Questions 19.20 1"

La Appendix 19A: Evaluation of an Infrastructure Project 19.22

i

20. Venture Capital and Private Equity I 20.1

20.1 VC Investors 20.2

20.2 What is a VC Investment 20.2

20.3 What Makes a VC Investment Different 20.3

20.4 The VC Investment Appraisal Process and Management 20.4

20.5 VC and PE—A Comparison 20.10

20.6 The Indian VC Industry 20.14

20.7 Regulation of VC Industry in India 20.18

20.8 Current Concerns of the Indian VC Industry 20.21

20.9 How to Approach a VC Fund 20.22

“ Summary 20.23

Questions 20.24

Minicase 20.25

Part 6

IMPLEMENTATION

21. Project Management 21.1

21.1 Forms of Project Organisation 21.1

21.2 Project Planning 21.3

21.3 Project Control 21.9

21.4 Human Aspects of Project Management 21.12

21.5 Pre-requisites for Successful Project Implementation 21.16

21.6 Essence of Project Management 21.18

53 Summary 21.19

m Questions 21.21

Ea Problems 21.21

22. Network Techniques for Project Management 22.1

22.1 Development of Project Network 22.2

22.2 Time Estimation 22.6

22.3 Determination of the Critical Path 22.8

22.4 Scheduling When Resources are Limited 22.13

22.5 PERT Model 22.19

22.6 CPM Model 22.23

22.7 Network Cost System 22.29

23.

23.1

23.2

23.3

23.4

23.5

23.6

 

Contents

w Summary 22.31

at: Questions 22.33

in Problems 22.33

Part7 *

REVIEW

Project Review and Administrative Aspects

Control of in—progress Projects 23.1

The Post-audit 23.2

Abandonment Analysis 23.7

Administrative Aspects of Capital Budgeting 23.11

Agency Problem 23.16

Evaluating the Capital Budgeting System of an Organisation 23.18

a; Summary 23.19

25+: Questions 23.20

m Problems 23.21

Appendix A: Tables

Appendix B: Assessing the Tax Burden

Appendix C: Environmental Impact Assessment

Appendix D: Detailed Project Report

Bibliography

Index

xxi

23.1

A.1

B.1

C.1

D.1

31.1

1.1

 



    

\

31 .2 Projects
K

Quirin, D.G., The Capital Expenditure Decisions, Richard D. Irwin, Homewood, 111., 1967.

Raghuram G., et a1., Infrastructure Development and Financing, Macmillan India, Delhi, 1999,

Raiffa, H., Decision Analysis, Addison-Wesley, Reading, Mass, 1968.

Reutlinger, 8., Techniques for Project Appraisal Under Uncertainty, Baltimore, California, Johns
Hopkins Press, 1970.

Sheridnmn, T., J. D. Martin and V. R. Anshuman, Valuation: Analyzing Global Iévestment
Oppm'tmiil'irs, Pearson Addison Wesley, Boston, 2007. p f

(Subramanyam, P., Investment Banking, Tata McGraw-Hill, New Delhi, 2004. '

Trigerogis, L., Real Options, MIT Press, Cambridge, 1996.

UNIDO, Guidelines for Project Evaluation, United Nations, 1972.

, Guide to Practical Project Appraisal, United Nations, New York, 1978.

UNO, Manual on Economic Development Projects, United Nations, New York, 1958.

Weingartner, M.H., Mathematical Programming and Analysis of Capital Budgeting Problems,
Prentice—Hall, Englewood Cliffs, N.J., 1963.

Weist, ].D. and F.K. Levy, A Management Guide to PERT/CPM, Prentice-Hall of India, New
Delhi, 1974.

A

Accounting rate of return 8.24

Adjusted present value 13.9

Adjusted cost of capital 13.13

Annuity 7.11

Apparent consumption 4.13

Bar chart 21.8

Bass diffusion model 4.20

Benefit cost ratio 8.10

Beta 12.22

Binomial model 16.10

Black-Scholes model 16.13

Break-even analysis 11.10

C

Call option 16.4

Capital asset pricing model 12.15

Capital market line 12.16

Cash credit 18.29

Certainty equivalent method 11.36

Chain ratio method 4.17

Commercial paper 18.35

Company cost of capital 10.3

Compound interest 7.6

Consumer willingness to pay 14.5

Conversion factors 14.22

Convertible debentures 18.16

Cost of debt 10.4

Cost of equity 10.6

Cost of preference 10.5

Cost of project 6.2

‘
—

Index

CPM 22.1

Critical path 22.8

D

Debentures 18.14

Debt—service coverage ratio 11.42

Decision tree analysis 11.23

Deep discount bonds 18.15

Deferred credit 18.31

Delphi method 4.11

Discounted payback period 8.22

Domestic resources cost 14.30

E

Econometric method 4.21

Economic rate of return 14.24

Effective demand 4.9

Effective interest rate 7.22

Effective rate of protection 14.28

End use method 4.19

Equity capital 18.10

Equivalent annual cost 13.2

Eurocurrency bonds 18.39

Eurocurrency loan 18.38

Euromarkets 18.37

Experience curve 3.9

Exponential smoothing method 4.14

Externalities 14.2

F

Factoring 18.35

Finance lease 18.32

Financial closure 18.44

 



 

Index [.3

I2
IndexX

E

U

  

Floatation cost 10.17 N
Simple interesic 7:6Floating rate bonds 1316 Net present value 8.2
Slmulation analysrs 11.14 UNIDO approach 143Full recourse structure 18.43 N t k t t 22 32
SML approach 10-7 Uniform annual equivalent 13.2e wor COS Sys em ' Special purpose vehicle 19.3

G 0
Strategic NPV 16.1 V

Global Depository Receipts 18.40 Operating lease 18.32 Syndlcated loans 18'28 Venture capital 20.1Goal programming model 15.17 Overdraft 18.29 i T
w

H P
Term loans 18.24 Weighted average cost of capital 10.12Hillier model 11.12 Payback period 8.21 Trend Projection method 4-11 Weighted marginal cost of Capital 1013Hire-purchase 18.33 Perpetuity 7.21

PERT 22.1

I
Porter model 3.6

Income elasticity of demand 4.18 Power PurChase Agreement 19-8
Indexed bonds 18,17 Preference capital 18.13

i Initial public offering 18,18 Preferential allotment 18.22
H Integer linear programming model 15.12 Present value interest factor 7.9
‘ Internal rate of return 8.11 Price elasticity of demand 4.18

’
Private equity 20.10

J
Private lacement 18.21

. P . . .
Jury of executive opinion method 4.11 Pmfitablhty PrOJeCtlons 6-14

Project cost of capital 10.3
H I-

Project rating index 3.15

Public private partnership 19.16Leading indicator method 4.21 .

Lease finance 18.32 Put Optlon 16'4

Letter of credit 18.30 R

LIBOR 18.38
, _

Life cycle approach 3.8 Rights issue 1_8'21J Limited recourse structue 18.43 Risk-adjusted discount rate method 11.34

Linear programming model 15.7 5

Little Mirrlees approach 14.20
‘

Scenario analysis 11.8

M
Secondary information 4.3

Securitisation 18.36

Security market line 12.18

Sensitivity analysis 11.6

Market imperfections 14.2

Market risk premium 12.21

MeaT‘S Of finance 6'6 Seasoned equity offering 18.20

Merlt wants 14'3 Shadow pricing 14.4

MOdified IRR 8'18 Shadow wage rate 14.22
MOdlfied net present value 8'8 Shareholders’ Agreement 19.6
Moving average method 4.15 SIBOR 1838

     



Highlights ofthe Eighth Edition

9 Substantial revision of several chapters

9 Two new sections: ‘Measures of Savings in Infrastructure

Costs’ and ‘Analysis of Project Risk’

9 Six new appendixes: ‘Detailed Project Report’, ‘The Case for

Behavioural Strategy’, ‘Vegetron Simulation’, ‘Types of

Charges Created on Assets for Securing Advances’,

‘Due Diligence’, and ‘Environmental Appraisal of Projects’8th . .

Edltlon 0 New minicases on ‘Investment Criteria’ and ‘Infrastructure

Financing’

0 Number ofboxes containing valuable perspectives and

practical insights

Pr0feCts presents the entire gamut 9 Updated and expanded ancillary web material for students

of capital budgeting. The book and instructors

discusses key principles and ‘ Audignce

techniques for evaluating capital l . Cerpome policymakers

expenditure proposals, as well as ‘ 0 Managers, consultants, and'executives

- - - 0 Officials of banks and financial institutions

strateglc, qualltatlve and
_ _ _ . | 0 Students of professional programmes (MBA, CFA, ACA, and

organlzatlonal COHSlderatlonS | AICWA) and post graduate courses in Commerce, Finance,

impacting capital budgeting and Economics

decisions. Further, it suggests

ways of improving project

Planning, Analysis, Selection,

Financing, Implementation, and Review

appraisal and capital budgeting

practices, and also describes and

evaluates business practices in

various areas.

Written by renowned finance

educator Prasanna Chandra, the

book, in its eighth edition, has

acquired vast readership among

students and practitioners over a

period of almost three and a

half decades.

ISBN-13: 978-93-329-0257-2

ISBN-10: 93-329-0257-7

9 789332 902572

Mc .

ggfiw ProfeSSIonal I
Education

 


