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Capital Investment Appraisal Practices in the Emerging Market Economy of Sri Lanka

 ABSTRACT
Manuscript type: Research paper
Research aims: This study aims to investigate the prevalent choice 
of capital investment appraisal practices and the influence of firm 
characteristics on the choice of these practices. 
Design/Methodology/Approach: A survey is conducted by using a 
sample of 186 Chief Financial Officers (CFOs) from companies listed 
on the Colombo Stock Exchange platform in Sri Lanka.
Research findings: This study reveals that the most popular capital 
investment appraisal techniques used in Sri Lanka encompass Net 
Present Value (NPV), followed by Internal Rate of Return (IRR), 
Payback (PB), Accounting Rate of Return (ARR) and Discounted 
Payback (DPB). As for the capital investment appraisal tools 
incorporating risks, Sri Lankan firms prefer uncertainty absorption 
in cash flows, followed by sensitivity analysis, probability analysis, 
scenario analysis, and adjusting the required returns. Emerging real 
options are used at the embryonic stage in Sri Lanka. The use of 
naive capital budgeting practices is mostly preferred by small firms 
managed mainly by CFOs with non-MBA educational qualifications 
with short tenures in the firms. In contrast, sophisticated and 
advanced capital budgeting practices are mostly used by large firms 
managed by MBA qualified CFOs with a long tenure in the firms. As 
for industry differences, ARR is primarily applied by non-MBA CFOs 
in most non-manufacturing firms. None of the other methods trigger 
any significant difference in terms of industry types. 
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Theoretical contributions/Originality: This study makes contextual 
contributions by providing evidence of the application of capital 
investment appraisal practices in an emerging market economy, 
namely Sri Lanka. This study also provides parametric contributions 
as it identifies the influence of firm characteristics on the choice of 
capital budgeting practices. 
Practitioner/Policy implications: This study raises the awareness of 
top management, policy makers, practitioners and stakeholders of 
companies with regards to capital investment appraisal practices and 
the influence of firm characteristics on these practices.
Research limitations/Implications: A more detailed study encom-
passing other countries with a similar culture like Sri Lanka is 
beneficial for further validation, replication and generalisation. Future 
studies may also consider looking at the influence of behavioral 
factors in making capital budgeting choices. 
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1. Introduction 

Capital budgeting is a major terrain in the sphere of financial manage-
ment. It is defined as a set of procedures, routines, methods and tech-
niques used for making decisions on how to allocate resources among 
investment projects so that corporate profitability and the financial 
growth of a firm is ensured (Segelod, 1998; Al-Mutairi, Naser, & Saeid, 
2018). This is supported by the International Federations of Accountants 
(2013) which stated that to maintain a strong and sustainable economic 
growth, it is important for a firm to adopt a systematic, analytical and 
thorough investment appraisal approach that is sound in judgement. 
Considering the importance of capital budgeting, it is not surprising 
that this area of research has been a subject of growing theoretical and 
empirical interest among scholars (Al-Muthairi et al., 2018; Verma, 
Gupta, & Batra, 2009; Segelod, 1998; Dixit & Pindyck, 1994; Roll, 1977; 
Lintner, 1965; Sharpe, 1964). 

The past six decades have generated much literature (e.g. Dixit & 
Pindyck, 1994; Roll, 1977; Lintner, 1965; Sharpe, 1964) which emphasises 
on the many overarching theories and models that can be used to facil-
itate the process of identifying the best investment alternatives. None-
theless, the applicability of such theories and models may no longer 
serve the current generation (Sangster, 1993; Slagmulder, Bruggeman, 


