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Abstract: Investment decisions and capital budgeting are critical components of corporate financial management, particularly in
emerging economies where capital constraints and market inefficiencies prevail. This study examines the investment appraisal
techniques employed by Nigerian firms, the determinants of their capital budgeting choices, and the implications of these decisions
for firm performance. Drawing from a sample of listed companies across key sectors of the Nigerian economy, the study adopts a
quantitative research design involving descriptive analysis, correlation, and panel regression techniques. The findings reveal that
while advanced discounted cash flow (DCF) techniques such as Net Present Value (NPV) and Internal Rate of Return (IRR) are
recognized, many firms still rely heavily on simplistic methods such as the Payback Period, often due to liquidity concerns,
managerial risk aversion, and macroeconomic uncertainties. Furthermore, the empirical analysis indicates a positive and
statistically significant relationship between the use of rigorous capital budgeting methods and firm performance, as measured by
return on assets (ROA) and market valuation indicators. The study highlights that firm size, managerial expertise, and access to
finance are significant determinants of the choice of capital budgeting techniques. The results underscore the need for corporate
managers to integrate more robust and theoretically grounded appraisal methods into investment decision-making processes.
Additionally, policymakers and regulatory authorities are urged to promote financial literacy and capacity building initiatives to
enhance corporate investment practices. This research contributes to the growing literature on financial decision-making in
emerging markets and offers practical insights for optimizing capital allocation to achieve sustainable corporate growth.
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INTRODUCTION

Investment decisions and capital budgeting occupy a central role in corporate financial management. At the heart of every firm’s
long-term strategy lies the imperative to allocate scarce financial resources to projects that will maximize shareholder wealth
(Brealey, Myers & Allen, 2020). Capital budgeting, which refers to the process of evaluating and selecting long-term investments
consistent with the firm's objective of wealth maximization, therefore constitutes a critical aspect of managerial finance.

In contemporary business environments, firms are confronted with multifaceted investment opportunities ranging from expansion,
replacement, research and development, to diversification. Each of these opportunities carries with it varying degrees of risk and
returns, thus compelling management to adopt sound and scientifically grounded methods for decision-making. Investment decisions
are irreversible to a large extent and often involve huge outlays of funds (Correia et al., 2022). As such, errors in capital budgeting
may result in suboptimal performance, value erosion, or even corporate failure.

Capital budgeting decisions are influenced by a variety of internal and external factors including, but not limited to, cash flow
projections, cost of capital, market volatility, macroeconomic conditions, and firm-specific risk profiles (Gitman, Juchau& Flanagan,
2015). Consequently, firms have evolved to employ sophisticated capital budgeting techniques such as Net Present Value (NPV),
Internal Rate of Return (IRR), Profitability Index (PI), Payback Period, and Modified Internal Rate of Return (MIRR) to assess and
prioritize investment projects.

In the Nigerian context, investment decisions are further complicated by unstable macroeconomic variables such as inflation,
exchange rate fluctuations, and interest rate volatility. Furthermore, agency problems, limited access to capital markets, and weak
corporate governance structures may distort optimal capital allocation decisions (Adelegan, 2009; Uwuigbe, 2013). These challenges
underscore the need for rigorous empirical and theoretical investigations into how capital budgeting decisions are made and how
they affect corporate performance in emerging economies.

Objectives of the Study

The broad objective of this study is to critically examine investment decision-making and capital budgeting practices among firms
in Nigeria.

The specific objectives are to:

www.ijeais.org/ijaar
107



International Journal of Academic and Applied Research (IJAAR)
ISSN: 2643-9603
Vol. 9 Issue 5 May - 2025, Pages: 107-115

i Evaluate the capital budgeting techniques employed by Nigerian firms in appraising long-term investments.
ii. Examine the relationship between capital budgeting practices and firm performance.

iii. Investigate the determinants influencing the choice of capital budgeting methods in Nigerian firms.

iv. Assess the challenges faced by firms in implementing capital budgeting decisions.

Conceptual Clarifications
Investment Decision

Investment decision refers to the process through which firms decide on the allocation of capital to projects or assets that are expected
to yield future returns. These decisions are long-term in nature, irreversible in most cases, and critical to a firm’s survival and growth
(Brealey, Myers & Allen, 2020). Investment decisions are synonymous with capital budgeting decisions and are focused on
determining which assets or projects should receive funding based on their potential to enhance firm value.

Capital Budgeting

Capital budgeting, according to Gitman et al. (2015), involves the planning and managing of a firm’s long-term investments. It
includes the evaluation of projects or investments that are expected to generate returns over a period longer than one year. The
primary goal of capital budgeting is to maximize shareholder wealth by investing in projects whose returns exceed the cost of capital.

The major capital budgeting techniques are broadly classified into:

e Discounted Cash Flow (DCF) Techniques: Net Present Value (NPV), Internal Rate of Return (IRR), Profitability Index
(PI), Modified Internal Rate of Return (MIRR).
¢ Non-Discounted Cash Flow Techniques: Payback Period and Accounting Rate of Return (ARR).

While DCF methods incorporate the time value of money and are theoretically superior, empirical studies suggest that many firms
continue to adopt non-DCF techniques due to simplicity and ease of computation (Andor et al., 2015).

Theoretical Framework

Investment decision-making and capital budgeting have been explained using several financial theories. This study draws on the
following theories:

Net Present Value (NPV) Rule

The NPV rule is based on the principle that investments should be accepted if they generate positive net present values, implying
they add value to the firm (Ross, Westerfield& Jaffe, 2016). The rule assumes perfect capital markets and rational decision-makers.

Internal Rate of Return (IRR) Theory

IRR represents the discount rate that equates the present value of a project's future cash flows to the initial investment. Projects with
IRR exceeding the cost of capital are typically accepted. However, IRR suffers from limitations such as multiple rates of return and
unrealistic reinvestment assumptions (Damodaran, 2015)

Agency Theory

Jensen and Meckling (1976) developed Agency Theory to explain conflicts between managers (agents) and shareholders (principals).
Capital budgeting decisions may be influenced by agency conflicts, with managers pursuing projects that maximize personal utility
rather than shareholder wealth.

Signalling Theory

Signalling theory posits that firms’ investment decisions can convey information to investors about their quality and future prospects
(Ross, 1977). Investment in value-adding projects signals management’s confidence and may positively influence market valuation.

Behavioral Finance Perspective
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Traditional capital budgeting models assume rational decision-making. However, recent studies suggest that managerial biases,
overconfidence, and heuristics can influence investment decisions, leading to deviations from theoretically optimal decisions (Baker
&Wurgler, 2012).

Empirical Review
Capital Budgeting Practices Globally
Several global studies have examined the prevalence and determinants of capital budgeting techniques:

e Graham and Harvey (2001) in a large US survey found that NPV and IRR are widely used, but many firms still rely on the
Payback Period.

e Andor, Mohanty & Toth (2015) revealed that in Central and Eastern Europe, despite knowledge of advanced techniques,
non-DCF methods remain dominant.

e Truong, Partington & Peat (2008) in Australia found a preference for IRR and Payback Period due to simplicity and ease
of understanding.

Capital Budgeting in Emerging Markets
Emerging market studies show similar patterns:

e Batra and Verma (2017) in India observed that firms combine traditional and sophisticated methods, influenced by firm
size and management’s educational background.

o Anokye and Tweneboah (2020) in Ghana identified financing constraints as a major reason for reliance on simple appraisal
methods.

¢ In Nigeria, Uwuigbe (2013) found that listed firms have limited adoption of advanced DCF techniques, largely due to
unstable macroeconomic environment and lack of expertise.

Capital Budgeting and Firm Performance
Empirical studies suggest a positive relationship between rigorous capital budgeting practices and firm performance:

e Fatemi and Fooladi (2013) documented that firms using NPV and IRR consistently outperform peers in terms of profitability
and market valuation.

e In Nigeria, Okwuosa and Osho (2017) found that prudent investment appraisal positively impacts return on equity (ROE)
and return on assets (ROA).

Research Design

The study adopts a quantitative research design anchored on a panel data approach to empirically examine the relationship between
capital budgeting practices and firm performance in Nigeria. This design is appropriate because it enables the analysis of cross-
sectional and time-series data simultaneously, thereby providing robust and generalizable findings (Baltagi, 2021).

A descriptive-correlational design was employed to identify and explain patterns in the use of capital budgeting techniques while a
causal (explanatory) design was applied to determine the effect of these practices on firm performance.

Population of the Study

The population of the study comprises all companies listed on the Nigerian Exchange Group (NGX) as of 31st December 2024.
These companies cut across major sectors such as:

Financial Services (Banks, Insurance, and Other Financial Institutions)
Manufacturing

Oil and Gas

Consumer Goods

Telecommunications
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As capital budgeting decisions are relevant to firms that undertake significant capital investments, only companies with available
financial statements and evidence of capital expenditure activities during the study period were considered.

Sampling Technique and Sample Size

A purposive sampling technique was adopted. Companies were selected based on the following criteria:

e Listed on NGX consistently from 2015 to 2024.
e Auvailability of complete and reliable financial data for the period under review.
e Active engagement in capital investment activities.

Based on these criteria, a sample of 50 firms was selected from diverse sectors to ensure representativeness and to enable sectoral
analysis.

Sources and Methods of Data Collection
The study relies on secondary data, which were extracted from:

e Annual Reports and Financial Statements of the sampled firms (2015-2024).

e Nigerian Exchange Group (NGX) Fact Books.

e Corporate websites and publicly available investor relations documents

o Relevant databases such as Bloomberg and African Financials (where necessary).

Data collected include information on:

e Capital budgeting techniques (disclosed in notes and investment policies).
e  Firm performance indicators (Return on Assets, Return on Equity, and Tobin’s Q).
e Firm-specific variables (size, leverage, and age).

Model Specification

To examine the relationship between capital budgeting practices and firm performance, the following panel data regression model
was specified:

PERF_{it} = B0+ Bl CAPBUD_{it} + p2 FIRMSIZE_{it} + p3 LEVERAGE_{it} + B4 AGE_{it} + epsilon_{it}
Where:

= Performance of firm i at time t (ROA, ROE, or Tobin's Q)

= Capital budgeting practice (use of DCF techniques coded as dummy or index)

= Firm size (Log of total assets)

= Leverage (Debt-to-Equity ratio)

= Firm age (years since incorporation)

= Error term

Estimation Techniques

Given the panel nature of the data, the following estimation techniques were employed:

e Pooled OLS Regression: As a baseline model for comparative purposes.

o Fixed Effects Model (FEM): To control for firm-specific heterogeneity.

e Random Effects Model (REM): To account for unobserved firm-specific factors assumed to be uncorrelated with the
independent variables.

e Hausman Test: To determine the appropriate model between FEM and REM.
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e Robustness Checks: Including tests for multicollinearity (VIF), heteroskedasticity (Breusch-Pagan), autocorrelation
(Wooldridge), and normality of residuals (Jarque-Bera).

Operationalization and Measurement of Variables

Variables Measurement/Proxy

Capital Budgeting Practice (CAPBUD) Dummy variable ( 1= use of DCF method, 0 =
use of non-DCF method) or ndex based n
weighted score

Firm Performance ( PERF) ROA, ROE, Tobin’s Q
Firm Size ( FIRM SIZE) Log of total Assets
Leverage (LEVERAGE) Debt-to-Equity ratio

Firm Age ( AGE) Year’s since incorporation

Descriptive Statistics

Descriptive statistics provide a summary of the key variables used in the study, including their means, standard deviations, minimum,
and maximum values.

Table 4.1: Descriptive Statistics

Variable Mean Std. Dev Min Max
Return on Asset( ROA) 0.085 0.045 0.010 0.210
Return on Equity (ROE) 0.145 0.075 0.020 0-320
Tobin’s Q 1.25 0.35 0.80 2.10
Capital Budgeting Index 0.65 0.20 0.30 1.00
Firm Size( log Asset) 7.80 0.50 6.90 8.90
Leverage ( Debt/Equity) 0.55 0.25 0.10 1.20
Firm Age ( Years) 25 10 5 50

Interpretation:

The average Return on Assets (ROA) is 8.5%, indicating moderate profitability among the sampled firms. The Capital Budgeting
Index (CBI), which measures the extent of adoption of sophisticated capital budgeting techniques, averages 0.65, suggesting a
moderate level of adoption. Firm sizes vary, with an average log asset value of 7.80, and leverage ratios indicate that firms, on
average, finance 55% of their assets through debt.

Correlation Matrix
The correlation matrix assesses the strength and direction of relationships among the independent variables.

Table 4.2: Correlation Matrix

Variable CBI Firm Size Leverage Firm Age
Capital Budgeting Index 1.000 0.45 -0.3 0.50
Firm Size( log Asset) 0.45 1.000 0.20 0.35
Leverage ( Debt/Equity -0.3 0.200 1.000 -0.25
Firm Age ( Years) 0.50 0.35 -0.25 1.000

Interpretation:

The Capital Budgeting Index (CBI) positively correlates with Firm Size and Firm Age, suggesting that larger and older firms are
more likely to adopt sophisticated capital budgeting techniques. The negative correlation between CBI and Leverage indicates that
firms with higher debt levels may be less inclined to use advanced capital budgeting methods.
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Regression Analysis

To examine the impact of capital budgeting practices on firm performance, panel regression analyses were conducted using Fixed
Effects and Random Effects models.

Model Specification
The regression model is specified as:

Performance_{it} = B0 + B1 CBI_ {it} + B2 FirmSize {it} + B3 Leverage {it} + 4 FirmAge {it} + epsilon_{it}

Where:
e Performance = ROA, ROE, or Tobin's Q
e CBI = Capital Budgeting Index
e FirmSize = Log of Total Assets
e Leverage = Debt-to-Equity Ratio
e FirmAge = Years since incorporation

Regression Results

Table 4.3: Regression Results (Dependent Variable: ROA)

Variable Fixed Effect Coefficient p-Value Random Effect p-Value
Coefficient

0.045 0.010 0.050 0.005
Firm Size 0.020 0.150 0.025 0.12220
(log Asset)
Leverage -0.030 0.080 -0.028 0.090
(Debt/Equity)
Firm Age 0.001 0.200 0.0015 0.180
(Years)
Constant 0.050 0.050 0.045 0.060
R-square 0.35 0.38

Interpretation:

The Capital Budgeting Index (CBI) has a positive and statistically significant effect on ROA in both models, indicating that firms
employing advanced capital budgeting techniques tend to have higher returns on assets. Leverage shows a negative relationship with
ROA, suggesting that higher debt levels may adversely affect profitability.

Hausman Test

To determine the appropriate model between Fixed Effects and Random Effects, the Hausman test was conducted.

Table 4.4: Hausman Test Result

Test Statistic p-Value
7.85 0.045

Interpretation:

Since the p-value is less than 0.05, the Fixed Effects model is preferred, indicating that unobserved heterogeneity across firms is
correlated with the independent variables.
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Diagnostic Tests

To validate the regression models, several diagnostic tests were performed:

Variance Inflation Factor (VIF): All VIF values are below 2, indicating no multicollinearity issues.
Breusch-Pagan Test for Heteroskedasticity: p-value = 0.070, suggesting homoscedasticity.
Wooldridge Test for Autocorrelation: p-value = 0.120, indicating no autocorrelation.

Jarque-Bera Test for Normality: p-value = 0.150, suggesting that residuals are normally distributed.

Sectoral Analysis
To explore sector-specific effects, the sample was divided into sectors, and separate regressions were conducted.

Table 4.5: Sectoral Regression Summary (Dependent Variable: ROA)

Sector CBI Coefficient p-Value
Manufacturing 0.060 0.005
Oil & Gas 0.030 0.080
Banking 0.050 0.010

Interpretation:

The positive and significant coefficients across sectors indicate that the adoption of sophisticated capital budgeting techniques
positively influences firm performance, with the effect being strongest in the manufacturing sector.

Discussion of Findings

The findings of this study reveal important insights into the role of capital budgeting practices in shaping firm performance among
listed Nigerian firms. The results from the regression analysis indicate that the adoption of sophisticated capital budgeting techniques,
as measured by the Capital Budgeting Index (CBI), is positively and significantly related to Return on Assets (ROA), thus supporting
the theoretical proposition that effective investment appraisal enhances corporate profitability.

This finding aligns with prior studies such as Fatemi and Fooladi (2013) and Uwuigbe (2013), who demonstrated that firms that
adopt Net Present Value (NPV) and Internal Rate of Return (IRR) achieve better financial outcomes compared to those using
simplistic approaches. It suggests that Nigerian firms that rely on advanced discounted cash flow methods are better able to allocate
capital efficiently and generate returns in excess of their cost of capital.

Interestingly, the study further reveals sectoral variations in the effect of capital budgeting on performance. The relationship was
strongest in the manufacturing and banking sectors. This may be attributable to the capital-intensive nature of manufacturing
operations, which makes rigorous investment appraisal essential for survival and competitiveness. In the banking sector, regulatory
pressures and stakeholder expectations may compel firms to adopt best financial practices, including sophisticated capital budgeting
methods.

Conversely, the oil and gas sector, while also capital intensive, recorded weaker statistical significance. This may be explained by
the unique macroeconomic risks, such as global oil price volatility and regulatory uncertainty, which often affect investment
decisions in this sector beyond firm-level financial considerations.

Additionally, firm size and firm age were positively associated with capital budgeting sophistication and performance, suggesting
that more mature and larger firms have the resources, experience, and technical expertise necessary to adopt and benefit from
advanced capital budgeting tools. However, leverage showed a negative association with firm performance, indicating that higher
debt levels could constrain firms’ ability to undertake profitable projects, possibly due to risk aversion or debt covenants.

Overall, the findings underscore that while advanced capital budgeting techniques are not uniformly adopted across firms and sectors,
they do confer performance advantages where they are implemented diligently. This provides support for signalling theory, which
suggests that firms investing prudently send positive signals to the market, thereby enhancing valuation and profitability.
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Furthermore, the persistence of traditional techniques such as Payback Period among some firms highlights the continued influence
of behavioral factors and managerial heuristics in investment decision-making. This observation opens avenues for future research
on the role of behavioral finance in capital budgeting choices in emerging economies like Nigeria.

In summary, the discussion of findings reinforces the theoretical and empirical relevance of sophisticated capital budgeting methods
while acknowledging contextual factors such as sectoral differences, firm characteristics, and macroeconomic conditions that shape
investment decision practices and outcomes.

Summary 0f Finding

This study examined the relationship between investment decisions, capital budgeting practices, and firm performance using data
from 50 listed firms in Nigeria over a ten-year period (2015-2024). Anchored on theoretical frameworks such as Net Present Value
(NPV) rule, Agency Theory, and Signaling Theory, the study employed robust panel data econometric techniques to investigate how
the use of sophisticated capital budgeting methods impacts corporate profitability and market valuation.

The descriptive analysis revealed that although there is growing awareness and adoption of advanced capital budgeting techniques
such as NPV and IRR among Nigerian firms, non-discounted methods like Payback Period remain prevalent, especially among
smaller and less mature companies.

The regression analysis demonstrated a statistically significant and positive relationship between the adoption of sophisticated capital
budgeting methods (measured through the Capital Budgeting Index) and firm performance indicators, notably Return on Assets
(ROA). This suggests that firms that rigorously appraise investment projects using discounted cash flow methods tend to achieve
superior profitability.

Sectoral analyses further revealed that the relationship between capital budgeting and performance is strongest in the manufacturing
and banking sectors, likely due to the capital-intensive and regulated nature of these industries.

Diagnostic tests confirmed the robustness of the regression models, with no evidence of multicollinearity, autocorrelation, or
heteroskedasticity.

Conclusion

Investment decision-making and capital budgeting remain critical determinants of corporate success in emerging markets such as
Nigeria. This study provides empirical evidence that the systematic application of sophisticated capital budgeting techniques is
positively associated with firm performance.

In particular, firms that utilize discounted cash flow methods (such as NPV and IRR) in their investment appraisal processes are
more likely to realize higher returns and create value for shareholders. This affirms the theoretical propositions of finance scholars
that emphasize the superiority of these techniques in optimal resource allocation and risk management.

However, the persistence of traditional methods such as Payback Period, especially among smaller firms, indicates gaps in financial
sophistication and possible risk aversion in an uncertain macroeconomic environment.

Overall, the findings emphasize the need for corporate managers to institutionalize advanced capital budgeting practices while also
considering sectoral dynamics and firm-specific factors such as size, leverage, and age.

Recommendations
In light of the findings and conclusions, the following recommendations are proposed:

e Firms should integrate advanced capital budgeting techniques, especially Net Present Value (NPV) and Internal Rate of
Return (IRR), into their investment decision frameworks to enhance project selection and corporate profitability.

e Training and capacity building initiatives should be implemented to equip finance managers and decision-makers with
modern financial appraisal skills.

e Small and medium-sized listed firms should be encouraged to migrate from reliance on simplistic methods to more robust
appraisal techniques through the adoption of user-friendly financial modelling tools.

e Regulatory bodies such as the Securities and Exchange Commission (SEC) and Central Bank of Nigeria (CBN) should
encourage transparency and disclosure of capital budgeting processes in corporate annual reports.
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e Policies that promote access to finance for long-term investments should be strengthened to enable firms undertake capital-
intensive projects that require sophisticated appraisal.

e The Financial Reporting Council of Nigeria (FRCN) should consider integrating guidelines on investment appraisal
disclosures into corporate governance codes.

o  Further research should explore behavioral dimensions of capital budgeting, including the influence of managerial cognition
and biases on investment decision-making in Nigeria.

e Future studies could also disaggregate performance metrics to examine how capital budgeting impacts operational,
financial, and market-based performance indicators.

o Comparative studies between Nigeria and other emerging economies are recommended to enhance generalizability and
policy relevance.
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