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ABSTRACT

This study focuses on the internal determinants of the remuneration, fi nancing, 
and investment decisions in an equilibrium sett ing. In addition explore the 
theoretical relationship between all three decisions simultaneously. Thus, the 
goal of this study is to add to the existing literature by presenting an equilibrium 
model of remuneration, fi nancing and investment decisions. To the knowledge of 
the researcher this is one of the few studies in the literature to jointly model each 
decision in a simultaneous framework. Argue controlling for the endogeneity 
is important as it may help explain why previous studies report varying 
conclusions regarding the tests of certain hypotheses.

Keywords: investment decisions, fi nancing/fi nancial leverage decisions, 
remuneration decisions

Background

A signifi cant role is played by Malaysian corporate fi rms in contributing 
to economic growth in the Malaysian marketplace. Firm managers 
need to effi  ciently manage their funds in order to att ain their objectives. 
Massive capital investment in modern technologies, infrastructure, 
product development, and product promotion are required to respond 
to global competition. These investments promote productivity and 
effi  ciency and there are several fi nancing sources for those investments 
which will aff ect fi nancial leverage. Financial leverage is an important 
element amongst the many factors that infl uence investment planning. 
According to the arguments of Jensen and Meckling (1976) and Haugen 
and Senbet (1981) managers stock and stock options are directly correlated 
with their managerial incentives. In other words a good remuneration 
package given to managers induces them to make optimal investment 
and fi nancing decisions.
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Financial leverage is an important resource for production of goods and 
services and their distribution as well. In addition fi nancial leverage is 
an important component in capital structure, beside equity and retained 
earnings. In short, fi nancial leverage is the total debt used to fi nance a 
fi rm’s assets and projects therefore the term fi nancing decision refers 
to the way companies construct their total combination of debt - equity 
to fi nance their investments. “How fi nancial decisions are made” is a 
question that still remains unanswered as pointed to by Brealey and 
Myers (2006).The term “Remuneration Decision” refers to the total 
compensation received by an executive such as bonuses, options, expense 
accounts and other compensation’s forms along with the base salary.

Investment opportunities play an important role in corporate fi nance 
and a signifi cant role in the capital market as future growth is related to 
the shareholder’s predicted future wealth. According to Myers (1977), 
the market value of a fi rm is divided into two parts: the present value of 
assets already in place and the present value of future investment and 
growth opportunities. Adding, the fundamental diff erence of the two is 
that the value of growth opportunities depends on future discretionary 
investments, while the value of assets in place does not. Therefore, the 
concept of the investment opportunity set (IOS), which was fi rst noted by 
Myers (1977), refers to the level to which fi rm value depends on future 
discretionary expenditures by the fi rm.

Basically, corporate fi nance is concerned on the choice of new 
investments, focusing on how to fi nance those investments, and 
remuneration choice decisions. These three decisions have been studied 
extensively separately therefore it may be inappropriate to study 
fi nancing, investment and remuneration decisions separately. As stated 
above, investors’ expectations and stock holdings play an important role 
in new investments and fi nancing decision (Jensen and Meckling, 1976; 
Haugen and Senbet, 1981; Amihud and Lev, 1981; Walkling and Long, 
1984; Benston, 1985.

In general, studies focused on measuring and model the relationship for 
each decision in isolation or for diff erent pairs of these three decisions 
have reached confl icting conclusions. For example, studies focused on 
measuring the impact of fi nancial leverage on investment decision, and 
they reached confl icting conclusions using various approaches. (e.g., 
Modigliani & Miller, 1958; Gregg, 1984;  Jensen, 1986; Cantor, 1990; Harris 
et al, 1991; Whited, 1992; McConnell et al, 1995; Novaes et al, 1995; Lang, 
1996; Myers, 1997; Lally, 2004; Childs, 2005; Johnson, 2003; Korajczyk et 
al, 2003; Baker et al, 2002; Chevalier et al, 2004; Carlos et al, 2005).
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The association between compensation and investment opportunities 
also follows from the agency model. In particular, Smith and Watt s 
(1992), Gaver and Gaver (1993) argue that the management of investment 
opportunities is diffi  cult to supervise, hence fi rms with substantial 
investment opportunities are expected to connect compensation to 
indicators of fi rm performance. Thus, both Smith and Watt s (1992), G&G 
(1993), examine the existence of incentive compensation plans.

In addition, Wen et al (2002), Friend and Hasbrouck (1988) and Friend and 
Lang (1988) fi nd a negative relationship between fi xed compensation and 
fi nancial leverage which support the argument that CEOs with att ractive 
compensation might chase lower leverage in order to reduce the fi nancial 
risk and may choose low leverage to keep their job for the att ractive 
remuneration (Stulz1988; Harris and Raviv 1988). However, empirical 
evidence has shown contradictory fi ndings. Jensen and Meckling (1976), 
Leland and Pyle (1977) and Berger et al (1997) show positive relationship 
between compensation and capital structure of the fi rm.

This study focuses on the internal determinants of the remuneration, 
fi nancing, and investment decisions in an equilibrium sett ing because 
these determinants can be controlled by the fi rm, besides to explore the 
theoretical relationship between all three decisions simultaneously. Thus, 
the goal of this study is to add to the existing literature by presenting 
an equilibrium model of remuneration, fi nancing and investment. 
Moreover, to see the fi nancing decision as a function of investment and 
remuneration decisions, in other words, examine the joint determination 
of compensation and investment decisions to analyze the impact on the 
choice of leverage decision.

Problem Statement

One of the main debatable issues in corporate fi nance is the impact of 
fi nancial leverage on a fi rm’s investment, since it is perceived to have 
both positive and negative att ributes as a debt fi nancing instrument. 
In the business environment, fi rms utilize leverage and try to generate 
shareholder wealth, but if that fails, the interest expense and credit risk 
of default payment can destroy shareholder value. Financial leverage is 
one of fi nancing sources to pay for an investment and fi rm value will 
necessarily be aff ected by investor’s changing forecasts of their own 
future wealth. Therefore, it is important to relate these decisions to 
compensation package granted to managers in order to make optimal 
investment and fi nancing decisions based on theoretical and empirical 
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evidence of Jensen and Meckling (1976) Benston (1985), among others, 
who suggested that the compensation received by managers does 
aff ect managerial incentives. This implies that investment decision and 
fi nancial leverage of fi rms may be infl uenced by remuneration decisions. 
Given media att ention and the global interests in executive remuneration 
payments, when there is a change in fi nancial performance and 
decision making, would any changes in both fi nancing and investment 
decisions aff ect companies’ decisions to structure management incentive 
payments?

It is important to study the eff ect of critical decision on another among 
corporations namely investment, fi nancing and remuneration decisions 
due to the belief that it will produce wealthier models and more eff ective 
econometric data analysis methods based on well balanced interaction 
between theory and testing in corporate fi nance. There are many studies 
that model the relationship for each decision in isolation or with various 
paired factors, for instance, studies focused on measuring the impact 
of fi nancial leverage on investment decision that reached confl icting 
conclusions using various approaches (Baker et al, 2002; Korajczyk et 
al, 2003; Johnson, 2003; Chevalier et al, 2004; Lally, 2004; Childs, 2005; 
Carlos et al, 2005).

The relationship between remuneration and investment decision follows 
from the agency model. In particular, Smith and Watt s (1992), Gaver 
and Gaver (1993) examine the existence of incentive compensation plans 
and they argue that fi rms with substantial investment opportunities are 
expected to connect remuneration to indicators of fi rm performance. In 
addition, Friend and Hasbrouck (1988), Friend and Lang (1988) and Wen 
et al (2002), fi nd a negative relationship between fi xed compensation and 
fi nancial leverage which support the argument that CEOs with good 
remuneration package might pursue lower leverage to decrease the risk 
that associated with leverage and to maintain their job for the att ractive 
compensation (Stulz, 1988; Harris and Raviv, 1988). On the other hand, 
empirical evidence has revealed opposing fi ndings. Jensen and Meckling 
(1976), Leland and Pyle (1977) and Berger et al (1997) show positive 
relationship between remuneration and fi nancial leverage of the fi rm.

If the belief is that all three of these choices are made simultaneously, 
then previous empirical analyses are fl awed, as endogeneity biases the 
results one obtains when looking at one or at any two of the choices 
while ignoring the third. Hence this study examines theoretically and 
empirically the endogenous determination of remuneration, fi nancing, 
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and investment decisions in an equilibrium sett ing. Although most 
existing theories discuss how various capital market imperfections 
impact joint remuneration and fi nancing decisions, or remuneration and 
investment decisions, or investment and fi nancing decisions, no work 
has yet explored the theoretical relationship between all three decisions 
simultaneously. 

To the knowledge of the researcher, this is one of the few fi rst studies to 
jointly model each decision in a simultaneous framework. Controlling for 
the endogeneity is important as it may help explain why previous studies 
report varying conclusions regarding the tests of certain hypotheses. 
Thus, the goal of this research is to clear this defi ciency in the literature 
by presenting an equilibrium model of remuneration, fi nancing and 
investment.

An empirical model that allows for documented interactions among 
explanatory variables is used in the analysis to fi nally examine the 
combined eff ects of fi nancing, investment and remuneration decisions 
on each other.

Research Objectives

General Objective

The main objective is to examine the endogenous determination of 
remuneration, fi nancing, and investment decisions in an equilibrium 
sett ing theoretically and empirically.

Specifi c Objectives 

Specifi cally, the objectives of this study are listed below:
1. To examine how the combined eff ects of compensation and 

investment decisions may infl uence the fi nancial leverage 
decision. 

2. To examine the joint determination of compensation and leverage 
decisions in a dynamic framework and to analyze the impact on 
the choice of investment decision.

3. To examine the combined eff ects of fi nancing and investment 
decisions on remuneration decision. 
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Scope of the Study

This study investigates the determinants of remuneration, fi nancing, and 
investment decisions within a common empirical framework, the analysis 
will be built on research in each of these areas to study interdependence 
among the three policies. The motivation for simultaneous study is clear. 
Careful analysis is required to distinguish any direct eff ects from indirect 
eff ects resulting from the fi rm’s operating choices. A simultaneous 
equations framework is the natural tool to identify the eff ects of 
interdependent decisions.

Doing a theoretical study such as this in Malaysia, with its regulatory 
framework and corporate governance structure will enhance the 
generalizability of the IOS eff ects to emerging economies with diff erent 
market environments and will provide a needed understanding of the 
applicability of the IOS theory.

The Malaysian economy is growing rapidly, any economic incentives are 
likely to be magnifi ed, and as a consequence, tests based on Malaysian 
data would provide a more powerful test of the underlying theoretical 
relationships between investment, fi nancing and remuneration decisions.
This study will employ data from the Malaysian stock market over 
the period 2007-2009. The year 2007 is chosen because the Malaysian 
ESOS in Note 17 is disclosed in this year with regard to remuneration 
decision. The ending year of this study is 2009. This year is chosen for 
data collection purposes.

Signifi cance and Contribution of the Study

Many parties will get benefi ts from this study, including corporations, 
regulators, policy makers as well as analytical and empirical researchers. 
This research will give them the necessary understanding on which 
corporate policies aff ect each other, and will increase their information 
about this area via providing additional evidence on the IOS theory.

This research goes beyond previous studies in this area by considering 
the association between the IOS and fi nancing decisions on remuneration 
decision.

This study contributes to the theoretical body of knowledge analyzing 
the impact of investment and remuneration decisions on the fi nancing 
decision. Various theories have been used to explain fi nancing, investment 
and remuneration decisions. In this study, however, the theories used 
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are agency cost hypothesis, signaling hypothesis, picking order, trade 
off  theory, tax hypothesis, and contracting hypothesis. A new hypothesis 
shall be developed to interpret and explain the interactions between 
the three decisions. Thus, this study will enhance the application and 
understanding of the decisions theories, in an emerging economy like 
Malaysia, among others. 

To the knowledge of the researcher this is one of the fi rst studies that 
jointly model each decision in a simultaneous framework. Argue 
controlling for the endogeneity is important as it may help explain why 
previous studies report varying conclusions regarding the tests of certain 
hypotheses.

Lastly, this research will improve the understanding on which 
corporate governance factors that aff ect the extant of corporate policies. 
Information about this area via providing additional evidence on 
corporate governance will defi nitely be disseminated more, faster, and 
more economical.

Framework
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