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INTERNAL AUDITOR IN STRATEGIC DECISION MAKING: THE UNHEARD VOICE? 

 

Nor Hafizah bt Zainal Abidin 

 

  

Abstract 

 

Internal audit function (IAF) is crucial in strategic decision making (SDM) than many realize. IAF 

in SDM translates by gauging the nature and extent of IAF involvement in different phases of 

SDM. Involvement of IAF in SDM contributes by enhancement and expansion on existing IAF 

role in assessment of risk management and control process that enable IAF to create more 

value to organization. Value creation process delivers through utilization of strategic and risk-

based-audit approach supported with independent and competence criteria. In order to achieve 

for greater IAF involvement, recognition, trust and support from management and audit 

committee are crucial. At present, greater emphasis is given to compliance and financial 

reporting direction rather than strategic management activities. This study aims to examine how 

and why IAF should involve in SDM by means of reviewing existing literatures and relevant 

standards in materializing the conceptual framework.  

1 Introduction  

 

Roles and responsibilities of professional accountants in business (PAIB) evolve rapidly in 

sequence with transformation in technology, regulations, business competitive environment and 

globalization. According to IFAC (2005), professional accountants today are perceived as multi-

contributors such as financial information provider, business leaders, corporate financiers as well 

as business advisers. In order to enhance the credibility of professional accountant, they need to 

comply with stringent requirements of professional standards on competencies, accountability 

and ethical values. Skills, knowledge and expertise must continuously develop in a structured 

and monitored manner. In the same vein, values of honesty, integrity, objectivity, transparency 

and reliability must always inculcate in practices. Ultimately, professional accountants as an 

integral member of the management team should strive to create and sustain value for 

stakeholders.  
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The underlining expertise and competencies is crucial for accounting profession so belong to 

certain professional bodies would ensure high level of compliance of code of conducts and 

ability to fulfill required fiduciary duties. Amongst roles and responsibilities of professional 

accountants, include implementing and maintaining operational and fiduciary controls, providing 

analytical support for strategic planning and decision making, ensuring that effective risk 

management processes are in place and assisting management in setting the tone for ethical 

practices (IFAC 2005).  

 

Continuous occurrence of financial scandals league seems to swing professional accountant in 

strengthening their existence in business environment. Somehow, financial failures and 

scandals have propelled internal auditing profession into a limelight. Internal auditors, being part 

of the professional accountants (IFAC 2005), undertake significant measures in transforming 

their existence and improving their value added contributions in business entity (IIA 2008; PwC 

2007).  

 

The profession self-governs by its own Professional Practices Framework (PPF or the 

Standards) and Code of Ethics issued by The Institute of Internal Auditor, Inc. (the IIA). Latest 

definition introduced in 1999 by the IIA indicates shift in internal audit paradigm from assurance 

activities into advisory and consultancy based activities as part of value-added services (Nagy & 

Cenker 2002) with much broader spectrum of activities (Krogstad et al 1999). The focal attention 

is to enhance the profession towards a standard-driven approach with a heightened identity and 

credibility (Bou-Raad 2000, Krogstad et al 1999).  

 

2 Motivation of the study  

 

Notably, company spent substantial amount of resources on internal audit function (IAF) every 

year. To strengthen the governance system, internal auditing bridges the gap between the 

management and the board especially in assessing ethical climate, effectiveness and efficiency 

of operations and also serves as an organization’s safety net in ensuring compliance with rules, 

regulations and overall business practices. Internal auditors strive for transparency, reliability 

and effectiveness throughout the organization. However, little attention paid on the extent of IAF 

contribution in the area of strategic management activities. The issue is that the ultimate 

customers (i.e. senior management, audit committee or board of directors) of the IAF are more 
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focus on reporting compliance rather than strategic management activities. IAF in strategic 

decision making (SDM) is crucial than many realize. SDM is part of the process in defining the 

company direction in achieving its target objectives. In fact, present internal audit process in 

understanding specific firm and industry as well as knowledge on business processes do 

complement the early stage of SDM process. Moreover, internal auditor model on integrity, good 

judgment, accountability, quality, diligence and professionalism are the platform to earn the trust 

of others particularly the management and the board cum audit committee (IIA 2007).  

 

Objectives of the study are to explore how and why should IAF involve in SDM. How refers to 

nature and extent of IAF involvement in SDM whereas why refers to factors that may influence 

IAF involvement in SDM. Contribution of internal auditor in SDM has gained attention since early 

1990s (see Neish and Jackson 1992, Gupta and Ray 1992, KPMG 2007). The interest of the 

study is relevant and timely which is propelled by two key reasons. First, the newly mandated 

listing requirement in January 2008 on establishment of IAF in public entities indicates the 

importance and recognition of IAF in a company that aim to strengthen the existing governance 

system (SC 2008, MCCG 2007). Second, the existing quality of independence, competencies 

and roles of IAF in risk management, governance and control processes very much intersect 

with the SDM activities. Internal audit as one of the cornerstones in corporate governance 

system should play their active role as an internal monitoring mechanism (Gramling et al 2004) 

as well as fulfilling the role of an independent information provider. In fact, internal auditor could 

fulfill the gap of board directors’ needs in enhancing board performance in strategic role 

(Chambers 2008) in considering risks associated with strategic development (PwC 2007). As 

such, this study adopts the perspectives that internal auditor serves as an alternative channel in 

providing timely, accurate and objective information as well as performing their role of internal 

monitoring mechanism in SDM process.  

 

This paper is divided into five sections. The first section prescribes the existence of IAF in 

Malaysia context and its relative importance of regulatory requirements. The second section 

discusses nature and extent of IAF involvement in SDM process. The third section elaborates on 

internal audit quality and followed by internal auditor’s roles in governance, risk management 

and control processes. The final section comprises of discussion on nature, extent and 

obstacles and conclusion of IAF involvement in SDM process.  
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3 Internal audit function in Malaysia  

 

The Institute of Internal Audit Malaysia (IIA Malaysia) is a professional organization dedicated to 

the advancement and the development of the internal audit profession in Malaysia. The IIA 

Malaysia was established in 1977 as a chapter of IIA Inc of United States (IIA, Inc). The code of 

conduct and practices of the internal audit profession in Malaysia is fully governed by the 

Professional Practice Framework (the Standards), issued by the IIA Inc. that are internationally 

recognized and accepted. The Standards emphasize on the importance of integrity, objectivity, 

professional competence and due care, confidentiality and professional behavior (IIA 2008). In 

addition, IIA Malaysia has introduced Guidelines on Internal Audit Function in 2002 that aim to 

clarify the roles and responsibilities of an IAF.  

 

A glance in Malaysia environment shows an enduring transformation of IAF in association to 

major development of regulatory frameworks for the past ten years. In the 70s and 80s, internal 

auditors were mainly from financial institutions, large public listed companies and multinational 

companies. The Asian financial crisis in late 1990s saw the tightening of regulations, 

transparency and accountability in corporate governance. As a result, more reporting disclosure 

was required in the annual report with specific emphasis on statement of internal control and 

corporate governance statement. By and large, it indicates the recognition of IAF as one of 

governance cornerstones with emphasis on internal control in the Malaysian Code of Corporate 

Governance (the Code) and Revamp Listing Requirements issued in year 2000.  

 

Number of accounting irregularities and financial fiasco in Malaysia keep on increasing.  As a 

result, the revised Code issued in October 2007 which main objectives are to strengthen the 

quality of board of directors, improve audit committees effectiveness, recognition of internal 

audit’s potentials and enhancement in existing structures of governance system in a company. 

The significant revision made to the Code in respect of Audit Committee and establishment of 

IAF became effective from October 1, 2007 (MCCG 2007). Subsequently, Para 15.28 in Part F 

of Chapter 15 in the Listing Requirements issued by Bursa Malaysia in January 2008 mandated 

the existence of IAF or activity in public listed entities in line with changes made by the Code.  

 

The revised Code re-emphasizes the independent criteria and professional status of IAF via 

reporting to the high-level constituent i.e. audit committee (MCCG 2007). Moreover, audit 

committee requires to strengthen their responsibilities on IAF via such avenues; a) in reviewing 
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internal audit scope of work, function, resources and authority to carry its duties; b) to review 

internal audit program, procedures and results of the audit process; c) involve in performance 

appraisal and assessment activity of internal audit staff; and d) approve any appointment and 

termination of senior audit staff. Supplementary to that, new disclosure requirement on 

Statement on Internal Audit Function imposed by Securities Commission ought to adhere by 

Malaysian public listed companies with effect from January 31, 2009 (SC 2008). 

 

Remarkably, IAF in Malaysia has gained significant attention from regulatory authorities in 

strengthening the governance system of a company. It is timely for the IAF to be proactively 

utilized their full potentials in delivering newly extended roles, providing value added services 

and simultaneously helps the organization to accomplish its objectives. One of the avenues is by 

involving in the process of SDM (KPMG 2007, PwC 2007; Hespenheide et al 2007, 2008). 

4 Internal audit and strategic decision making  

4.1 Strategic decision making  

 

Generally, strategic decision is the output of strategic decision making (SDM) process. 

Numerous SDM models evolved in strategic management literature. Mintzberg et al (1976) 

introduced three steps of SDM, problem formulation and objective setting, identification and 

generation of alternative solutions, and analysis and choice of feasible alternative. Later, Hofer & 

Schendel (1978) introduced seven steps, which comprised of strategy identification, 

environmental analysis, resource analysis, gap analysis, generating alternatives, and finally 

evaluation and choice. Frederickson (1984) viewed SDM as situation diagnosis, alternatives 

generation, alternatives evaluation, selection and integration. Whereas according to Wallace and 

Zinkin (2005), SDM process comprised of two main phases, formulation phases (activities of 

problem identification, alternative generation, evaluating and choice selection) and 

implementation phase (implementation, monitoring and follow up activities).  

 

Decision making is a process by which a person, group or organization identifies choice or 

judgment to be made, gathers and evaluates information about alternatives and selects from 

among the alternatives (Carroll and Johnson 1990, p19). It can be difficult when involve 

uncertainty and complexity, present with too many alternatives, and existence of interpersonal 

issues (Harvard Business 2006, pg 3). Therefore, the outcome of the decision making process 

can be influenced by the planners or strategists (can be involved by an individual or team), 
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characteristics of decision or strategy content (risk propensity or type of strategy), decision 

process characteristics (approach or nature and extent of involvement) and these characteristics 

also are not mutually exclusive.  

 

According to O’Shaughnessy and McNamee (1997), SDM is management’s responsibility and 

commonly accomplished at top level management together with board of directors. Effective 

strategic decision sets the direction of an entity by strategically coordinating all resources (i.e. 

people, time and financial) within an organization over the long range goals (Frederickson 1984) 

 

Strategic decision is highly complex and uncertain which need to match with high volumes of 

information. Variety of information derived from diverse backgrounds of parties involved could 

lead into conflict (Parayitam & Dooley 2007). To solve the conflict and clarify the issues, board of 

directors or top management can always seek the opinions or advices from other available 

networks such as management, internal and external auditors and social networks (Arendt et al 

2005). Seeking advice processes enhance the opportunities of seeking advice and reliable 

information to assist in better understanding of the issues in hand. 

 

Involvement of IAF in SDM process has received substantial attention and recommendations 

from practitioners in the field (KPMG 2007, PwC 2007) yet little empirical evidence available to 

support their contribution in SDM process.  

 

4.2 Internal audit involvement in strategic decision making  

 

Internal audit role 

� risk management  

� control  

Internal audit quality  

� independence  

� competence  

� scope of work  

 

Internal audit involvement in 

SDM  

� Formulation phase  

� Implementation phase 

 

Strategic or risk based audit approach aims for value creation by expanding IAF consultative role 

(KPMG 2007). IAF proactive role ensures that organization objectives are achieved by 

integrating internal control and risk management hence improve information integrity and 
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reliability for decision making purposes (Bou-Raad 2000). In fact, internal auditor adopts holistic 

approach in strategic management activities, by looking at the whole organization as an integral 

part of the external environment (Neish and Jackson 1992).  

 

In the case of Enron, though many governance aspects failed, the ultimate firm’s viability vested 

on the inherent risk of business strategy that board and others failed to understand (Gillan & 

Martin 2007). Failure to understand the issues may overcome by getting the support from IAF. 

Internal audit complement strategic information of external competitors by supplying current 

managerial and operational information (Lees 1992). Furthermore, the interaction with almost all 

staff across the company would overcome the issue of poor communication that are frequently 

faced during the strategy execution phase. Nowadays, the integration of strategic approach in 

internal audit paradigm has enhance their effectiveness in ensuring the attainment of corporate 

objectives and aligning their support services to senior management and audit committee 

(Rittenberg & Anderson 2002). Internal auditing is crucial in the strategic management activities 

than many realize. Internal auditor involvement in formulation phase and implementation phase 

is used to gauge the nature and extent of internal auditor involvement in SDM process.  

 

Formulation stage begins with assessment of internal capabilities and external environment. 

This process develops discovery, evaluation and selection of multiple alternatives that provides 

optimal direction to the company with the most efficient and cost-effective utilization of 

resources. Implementation stage continues with allocation of resources relevant to company’s 

structure that provides for effective execution of strategies, goals and objectives. Then, effective 

evaluation and monitoring processes accomplish by ongoing and periodic assessments of the 

quality of an organization’s performance over a period of time.  

   

Previous studies provide a glimpse of nature and extent of involvement of internal auditor in 

SDM. Most of the studies highlight the role of internal auditor in assessing the control and risk 

processes of the strategic initiatives and commonly found in the formulation, implementation and 

evaluation phases. Glenn (1973) found that large number of internal auditors in both industry 

and government sectors engaged in development and installation of new systems and 

procedures. Essentially, internal auditor makes preliminary review of proposed systems and 

procedures so that recommendations taken into account at the planning stage or even at early 

implementation and later evaluation stage (Mellalieu 1992). In addition, internal audit needs to 
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understand mission and vision setting process by understanding business risks through control 

and risk management assessment (Bell et al 1987). 

 

IAF can perform their duties effectively in strategic planning due to their involvement in utilizing 

strategic planning documents in operational audits and thorough understanding of business 

environment, overall strategy, external environment, primary risks provides them with relevant 

knowledge and expertise in financial and operational activities (O’Shaughnessy and McNamee 

1997). In addition, they need to assess and evaluate strategic risks at macro and micro level in 

order to ensure that risks, strategy and objectives are in tandem. In fact, independent status 

uphold by internal auditor and direct access to audit committee cum board of directors may have 

added value in highlighting crucial issues on ethics and non-compliance.  

 

Assessment of risk management or enterprise risk management is the main foundation for the 

internal auditor to involve in assessing strategic initiatives. Internal auditor perceives as ‘risk 

intelligent’ and apply that by means of ‘capitalizing on strategic risks’ as a value creation 

(Hespenheide et al 2007, 2008; KPMG 2007; PwC 2007). Due to that, expansion of audit scope 

into strategic audit (Wheelen and Hunger 1987) and transformation of more forward-looking 

audit approach aim to align firm performance with stakeholder’s expectations (Rossiter 2007). 

Besides, internal auditor key role in strategic aspect is able to enhance its governance and 

internal monitoring functions. This would simultaneously reduce probability of ongoing concern 

and improve financial reporting quality (Cohen et al 2004). 

 

Internal auditor may greatly involve at the strategy formulation stage by conducting proactive 

audit (Pomeranz 1998). The main idea is to ensure the viability of particular strategic decision 

prior any actual resource allocation made. According to O’Shaughnessy and McNamee (1997), 

at this preliminary phase, normally internal auditor needs to perform risk assessment associated 

with the strategic initiatives to ensure the alignment of strategic initiatives with company’s 

strategic goals and objectives. In addition, internal auditor may need to assess the accuracy of 

financial and non-financial information used and reasonableness of the assumptions applied in 

justifying the reasonableness of the strategic initiatives.  

 

Application of proactive auditing and comprehensive ERM in strategy implementation stage are 

implemented through ongoing monitoring by IAF. IAF evaluates information distribution process 

and reporting system by management for instance mechanism in distributing observations and 
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exception reports and its associated action plans. This actually form part of the assurance 

activities perform by IAF in providing comfort to the audit committee that they have carried out 

their oversight responsibilities (Kinney 2000). Besides, internal auditor able to minimize the 

issues associated with strategic decisions such as lack of clear communication among 

operational personnel, lack in monitoring and feedback would definitely delay in immediate 

action plans (Neish and Jackson 1992).  

 

Practically, internal auditors are in the best position to initiate continuous cost control and 

revenue enhancement, constantly strengthen the integrity of management information systems 

and solidify reputation of IAF too. Thus, ultimate objectives for IAF involvement in SDM are to 

perform their role as an internal monitoring mechanism by aligning that actual performance 

achieved and strategic objectives, contribute comfort and objective opinion, as well as act as a 

whistle blowing function in case of non-compliance activities or actions by management 

(O’Shaughnessy and McNamee 1997).  

 

5 Internal audit quality  

 

Previous literatures highlight the potentials of internal auditor in creating values in SDM process 

but little empirical evidence is available to support. According to Gramling et al (2004), internal 

auditors’ works are commonly referred by external auditors in performing their financial 

statement audit. In order to rely on internal auditor’s work, external auditors need to form an 

opinion on credibility and reliability of the IAF, which normally would be judged by the internal 

audit quality. Internal audit quality reflects the quality of work performed by internal auditor and it 

consists of independence, competence and scope of work. In fact, the elements of internal audit 

quality are consistent with the Attributes Standards in PPF which emphasis is on independence 

and objectivity (1100), proficiency and due care (1200).  

5.1 Independence  

 

Internal auditor performs their task as an independent reviewer and critical appraiser of internal 

control system effectiveness (Gupta and Ray 1992) and newly expanded roles provide 

alternative avenues in enhancing values towards organization (KPMG 2007). The expanded 

roles include IAF performing strategic role within the advisory capacity such as providing views 
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in leveraging significant investment in compliance with company’s policies as well as delivering 

real value to shareholders and management (Campbell et al 2006).  

  

The degree of objectivity very much depends on the reporting line to the highest level i.e. audit 

committee and internal auditor should refrain from assessing specific operations for which they 

were previously responsible (1130). Internal auditor, an independent party, should be able to 

spot any deficient disclosures, undocumented assumptions or communication ambiguities 

(O’Shaughnessy and McNamee 1997) as well as objective opinion on feasibility of particular 

strategic initiatives.  

 

As such, independent status uphold by internal auditor and direct access to audit committee 

cum board of directors may have added value in highlighting crucial issues such as ethical 

issues and non compliance to company policies. Apart from that, internal auditor would be able 

to offer objective opinions on strategic initiatives from different and more holistic perspectives.  

5.2 Competence  

 

The Standards states that relevant knowledge, skills and other competencies are crucial in 

ensuring the performance of work is proficient and due care (1220). Continuous development, 

structured and non-structured training would ensure that internal auditor is kept abreast with 

recent development in industry and markets. The previous elements would form as relevant 

expertise and skills in addition to prior tacit knowledge that would be beneficial for internal 

auditor in creating values (Bou-Raad 2000). Thus, cumulative firm specific knowledge and 

expertise acquired in the course of audit would be beneficial in assessing the early stage of 

viability of future strategic initiatives. 

 

In spite of that, great exposure in statistical techniques, extensive knowledge on computerized 

environment and information technology knowledge would be a great advantage for any internal 

auditor (O’Shaughnessy and McNamee 1997). Those competencies would definitely able to 

provide beneficial inputs in assessing statistical techniques or forecasting assumptions applied 

in the preliminary stage of strategic initiatives.  
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5.3 Scope of work  

 

The transformation in audit approaches has seen adoption of strategic-based-audit approach by 

linking business process to strategic objectives, understanding and assessment of business 

risks in more holistic view and forward looking (Wheelen and Hunger 1987; Rossiter 2007; 

Mellalieu 1992; Neish and Jackson 1992; PwC 2007; KPMG 2007; Hespenheide et al 2007). In 

planning the annual audit (Practice Advisory 2200-1, Practice Advisory 2110-1; Practice 

Advisory 2010-2), the internal auditor is supposed to have thorough understanding of business 

environment, overall strategy, external environment, primary risks concern to the organization 

and crucial issues related to stakeholders (O’Shaughnessy and McNamee 1997; Roth 2002). 

Specifically in assessing and evaluating risk management process, internal auditor need to 

consider strategic risks at macro and micro level and to ensure that risks, strategy and 

objectives are aligned (Practice Advisory 2010-2; KPMG 2000).  

 

In the course of performing audit procedures, internal auditor should identify sufficient, reliable, 

relevant and useful information (PA 2310-1). Therefore, internal auditor often makes use of 

internal (non public) documents (O’Shaughnessy and McNamee 1997) such as minutes of board 

and management meetings, report from strategic planning meeting and progress reports, 

budgetary information, reports from functional level departments on strategic issues. Meanwhile, 

in conducting respective audit procedures, internal auditor also interacts extensively across 

organization. Internal auditor can bridge the gap between senior or top management with other 

employees in an organization.  

 

In summing up, SDM involves a lot of consideration on risk assessment, timely and accurate 

information in reducing uncertainty and complexity of strategic initiatives as well as clear 

communication of company’s direction to all employees. Those concerns facilitate by 

incorporating IAF in SDM. In addition, the evolution of internal audit role has seen a new avenue 

for IAF to be involved in SDM.  

 

6 Roles of internal audit function  

 

Internal audit profession today has gain significant recognition and wider roles and 

responsibilities. The development of internal auditing definition reflects the evolution of internal 
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auditor’s roles. The sphere of influence has gone beyond the internal control system which 

include risk management and governance processes (Staciokas & Rupsys, 2005). Figure 1 

reflects the chronicle of revision in definition from the Statement of Responsibilities of Internal 

Auditing by the Institute of Internal Auditors (IIA) since 1940s to present. 

 

1947 

Internal auditing deal primarily with accounting and financial matters but it may also 

properly deal with matters of an operating nature. 

1957 

Internal auditing is an independent appraisal activity within an organization for the 

review of accounting, financial, and other operations. 

1971 

Internal auditing is an independent appraisal activity within an organization for the review 

of operations as a service to management. 

1990 

Internal auditing is an independent appraisal function established within an organization 

to examine and evaluate its activities as a service to the organization. 

1999 

Internal auditing is an independent, objective assurance and consulting activity designed 

to add value and improve an organization’s operations. It helps an organization 

accomplish its objectives by bringing a systematic, disciplined approach to evaluate and 

improve the effectiveness of risk management, control and governance process. 

 

Figure 1: Definition from Statement of Responsibilities of Internal Auditing 

Sources: Gupta and Ray (1992) and IIA (2008). 

 

Traditionally, IAF is known for its independent appraisal, compliance and re-performance and its 

main scope of activities focus on accounting, financial and operations with management as the 

main auditor. Latest definition is evolutionary and evolving with new opportunities in meeting 

organizational needs. It broadens the internal audit self-image apart from existing risk-based 

audit approach and consultative activities (Krogstad et al 1999). Hence, IIA Inc. initiatives in 

promoting and enhancing IAF successfully promote paradigm shift in its latest revised standards 

(IIA 2008) which is effective after January 1, 2009. Greater emphasis on governance process 

proves the importance of IAF in strengthening the governance system of a company. Its unique 
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position is able to provide senior management and audit committee cum board of directors with 

valuable assistance by providing objective assurance and advisory on governance, risk 

management and control processes.  

 

Accountability and main responsibility of setting up risk management framework lie with 

management. Board of directors merely provides the highest level of authority to oversight the 

company’s risk management practices. Whereas, IAF often takes responsibility for performing 

an internal review of company’s compliance with its risk management framework. This review 

includes the validation of the company’s risk measurements, a review of the process flows and 

data integrity as well as overall review of company’s compliance with its policies and procedures 

(Wallace and Zinkin 2005). In spite of that, the primary purpose of risk management is to aid 

decision making (Selim and McNamee 1999). 

 

Present strategic-risk-based audit approach requires IAF to have full comprehensive 

understanding of business operations, its strategic objectives and business competitive 

environment (KPMG 2000). Risks universally stems from many areas and these include 

business environment, governance, operations, financial, information and transactions (Wallace 

and Zinkin 2005). To simplify, those areas are classified in accordance to external environment 

risks, business processes risk and information risks (Kinney 2000). Notably, information risks 

cover threats from poor quality information for decision making within business due to being 

misinformed about real world conditions, from biased measurement used or even from 

incomplete information. All risk areas assess the entire company which also known as 

enterprise-wide risk management (ERM). ERM requires understanding of an entity’s objectives, 

strategy, plans along with consideration of current external and internal conditions. In the 

process of that, any conditions that could adversely affect the achievement of the company’s 

objectives will be identified and planning for its responses. Hence, this particular scope of 

activities indeed intersects with the process of making strategic decisions.  

 

7 Barriers and Recommendations 

 

Involvement of internal auditor in SDM seems crucial and relevant to an organization yet some 

barriers need to be minimized. First, involvement in strategic planning normally classified under 

consulting or advisory services and the nature of the engagement are not stipulated explicitly in 
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the Internal Audit Charter. In view of that, IAF opts not to pursue and add in more responsibilities 

to the existing workloads. In fact, some IAF may find constraints in resources such as human 

capital and financial resources as well as time allocation for this kind of additional task.  

 

Second, management might not prefer comprehensive and detailed exposure of confidential and 

relevant information and documents in respect of strategic initiatives. This would lead to 

unnecessary disclosure of information for instance in the case of merger and acquisition that 

may reduce the value of negotiation.  

 

Third, in view of increasing number of accounting irregularities and financial fiasco, the focus of 

IAF is very much orientated by financial reporting issues. Hence, little emphasis given on 

strategic issues, forward looking and non-financial elements link to threats or opportunities in 

external environments.  

 

In order to enhance better involvement of internal auditor in SDM, the IIA Malaysia should 

promote the positive attributes of an IAF by improving their status, values and integrity. Besides, 

shift in mindset of senior management and audit committee would facilitate in exploring the 

potentials of IAF and provide an avenue for IAF involvement in SDM. Finally, IAF activities 

should not solely align to financial reporting alone as strategic issues do require immediate 

attention in responding quickly to rapid markets development and competitive business 

environment.  

 

8 Discussion and Conclusion  

 

IAF in many large companies contains experts of many skills. Throughout the audit process, the 

internal auditor has acquired relevant knowledge, expertise and experience on operational and 

financial aspects of the organization. IAF also regularly assess internal and external 

environment of the companies in gathering a holistic view of enterprise risk management prior to 

embarking on strategic-risk-based audit approach. In fact, the business environment is 

constantly changing rapidly. There are few opportunities and risks from changes in legislation, 

technology and competition that could be tackled and responded to immediately. As 

organizations attempt to deal with this uncertainty, internal auditor could play their role by 

assisting via providing timely and accurate information to the decision makers of strategic 
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decision in making well-informed decision. IAF could probably be auditing the strategic decision 

making process as well.  

 

Annual performance of quality assurance review would able to improve internal audit quality in 

compliance to professional standards. Most importantly, IAF should not involve in setting 

objectives and policies. The scope of activities merely concern on performance evaluation and 

monitoring strategy formulation and implementation phase. IAF also must conform to the 

Standards requirement in delivering assurance and consulting services. Independence in mind 

and in fact must be observed critically and not being compromised. IAF involvement in SDM 

process is more of extension of existing risk-based audit approach as part of IAF advisory 

capacity. 

 

In conclusion, the internal auditor is one of the four cornerstones for corporate governance. 

Company should fully engage IAF contribution that could add values for betterment and 

sustainability of company performance. In fact, IAF should able to undertake the leadership role 

a`nd work closely with other governance constituencies. Strong and collegiality relationship 

underscores the dual alignment with the audit committee and management. Thus, support and 

recognition of values and potentials of IAF in SDM would open up the opportunities for IAF in 

contributing more value added services.  

 

-------------------------------------------------------------------------------------------------------------------------------- 
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Abstract 

 

The issue of executive director’s remuneration has been the subject of debate in recent 

years. The Malaysian Code on Corporate Governance 2001 had recommended that 

executive’s remuneration should be linked to the individual and company performance in 

order to attract and retain them. This study investigates the determinants of executive 

director’s remuneration of all public companies listed on the main board of Bursa Malaysia 

from 2004 to 2006. A total of 1,734 samples were selected for three years with 569 samples 

selected in 2004, 581 samples in 2005 and 584 samples in 2006. The independent variables 

used to examine the executive directors’ remuneration are company performance, company 

size, duality, qualification, directors with multiple directorships, age, and tenure. Multiple 

regression models were used to examine the relationships of these independent variables 

with executive directors’ remuneration for all companies, Kuala Lumpur Composite Index 

(KLCI) companies, and non-KLCI companies. In addition, descriptive statistics and 

correlation are used, too.  

 

Tenure or the number of years that an executive director has held the director’s position 

appeared to be the most significant determinant for executive directors’ remuneration. The 

average tenure for executive directors ranged from 8 to 9 years. Duality emerged as second 

significant determinant except for KLCI component companies. The results showed that 

about 40% of executive directors also held executive chairman post in the public listed 

companies. Company performance and size were found as determinants except for KLCI 

component companies. The results also suggest that age and qualification are the weakest 

determinants for human capital variables. Lastly, director with multiple directorships is not 

found as determinant.  
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Overall, net profit was significantly correlated with company size. Executive directors’ 

remuneration relates to the strengths of net profits and company size and this is particularly 

evident for KLCI companies that reported relatively much higher directors’ remuneration 

when compared to non-KLCI component companies. Nevertheless, regression results for 

KLCI companies have failed to show any significant relationship between executives’ 

remuneration with net profit and company size. Interestingly, the results showed the non-

KLCI companies that are relatively smaller have rewarded their executive directors based on 

net profit and company size achieved each year.  

 

1.0 Introduction 

 

The remuneration of the directors should reflect the responsibility and commitment of the 

respective directors concerned. If the directors are paid too little, they may be de-motivated 

to carry out their duties effectively and efficiently. Nonetheless, there is high probability that 

the directors may lose their independence if the remuneration is excessive. Their 

performance will be perceived as not in line with the quantum of pay received.  

 

The remuneration package of executive directors once again became a subject of interest 

when corporate governance issues were heated up recently with the irregularities found in 

some of the companies listed in Bursa Malaysia. These companies, namely Transmile Group 

Bhd and Megan Media Holdings Bhd had reported their profits extremely high while they 

were actually incurring losses (CNBC, 2007). These few cases have raised the questions on 

the standards of corporate governance in Malaysia. The other controversial economic trend 

was the soaring increases in pay for executive directors. Not only executives get paid well 

but they were also getting thriving pay even when their companies were losing money. The 

required disclosure of executive remuneration and corporate governance mechanisms 

information caused investors to question the link between executive compensation and 

company performance. Hence, this paper is motivated to examine the determinants on 

executive directors’ remuneration of all public listed companies on Bursa Malaysia’s Main 

Board from year 2004 to 2006. The findings contribute additional empirical evidence to the 

current literature on corporate governance pertaining to executive directors compensation. 

 

2.0 Literature Review 

 

Extensive research has been conducted on the topic of executive remuneration, particularly 

for firms in UK and the US since early 2000. In Malaysia, the topic of executive directors’ 

remuneration package and corporate governance is seldom discussed until it was made 
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mandatory by the listing requirement of Bursa Malaysia in 2001. Review of past research on 

determinants of executive directors’ remunerations such as age, qualifications, tenure, 

duality, multiple directorship, company size and company performance are as below. 

 

2.1 Age  

 

Age is expected to have a positive effect on the remuneration as older executive directors 

gained valuable experience over time. McKnight, Tomkins, Weir and Hobson (2000) argued 

that the market demand for older executive director was also attributed to the organisation’s 

size and its job complexity. As an organisation grows larger and more complex, the level of 

knowledge and understanding regarding the position becomes more demanding. As such, 

pay should increase for any additional human capital requirement demanded by the position.  

 

2.2 Qualifications 

      

Professional qualifications such as LLB, ICAEW, MIA, ACCA and educational qualifications 

such as degrees and higher degrees are likely to enhance a person’s general human capital 

in the labour market and thus lead to higher remuneration in subsequent years. However, 

researchers have found mixed findings on the relationship of qualifications and pay. Laing 

and Weir (1999a) found the relationship is very insignificant but Storey, Watson and 

Wynarczyk (1995) found qualification was a significant determinant of executive’s pay.   

 

2.3 Tenure and Service Within A firm 

 

A number of studies have found tenure to be positively and significantly related to pay 

(Hogan and McPheters, 1980; Mangel and Singh, 1993; Riachi-Belkaoui and Picur, 1993; 

Laing and Weir, 1999a). 

 

Hill and Phan (1991) found that the link between pay and performance weaken as tenure 

increased suggesting that chief executive power increased as tenure increases. Finkelstein 

and Hambrick (1996) and Kostuik (1990) found that tenure and pay exhibited an inverted U-

shape relationship. However, tenure was not found to be significant by Storey et al. (1995). 

Executive director’s tenure, which is likely to be correlated with executive’s age, may also 

play a role in determining their remuneration. If tenure implies entrenchment, lower 

remuneration results from tenured executives’ ability to impose their will on the firms’ 

directors and shareholders. If performance measurement improved with executive tenure, 
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the need for incentive remuneration was reduced. These factors suggest executive tenure 

would be inversely related to incentive remuneration.  

 

In this study, tenure is defined as the number of years that the highest rank executive 

director has served the company in the present position. It is expected that the longer the 

tenure, the greater the experience and the better the executive will perform and the 

remuneration is of course higher. 

 

2.4 Independence of Executive Directors through Duality 

 

Research findings noticed that some board of directors may be relatively less independent 

than others, and that executive remuneration is linked to influence of the executive directors 

over the board. Sridharan (1996) argued that executive’s influence over the board 

significantly affected his remuneration. The executive director who had higher influence over 

the board of directors was able to demand higher remuneration than those with less 

influence.  

 

The study of Carr (1997) found that executives’ influence was one of the determinants of 

their remuneration for large firms but not small firms. This was because the corporate 

cultures and environments in small firms were quite different than in large companies. In 

smaller companies, the members of the board and the key officers were relatives of the 

executives. This suggested that these firms were entrepreneurial in nature and that the 

separation of ownership and control was not a dominating nature.  

 

Ueng (2000) used two variables to proxy for executive director’s influence that was the 

presence of inside directors and whether or not the executive also serves as chairman of the 

board. The study included 468 of Fortune 500 Companies and 424 small companies in 1995. 

The result of the study was consistent with the finding of Carr (1997). The reason explained 

by Ueng (2000) was that executives of small firms might be the owners of the firm or part of a 

family operation where co-owners or family members dilute executives’ influence. In this 

situation, executive director’s influence might be unimportant in determining remuneration. 

 

In Malaysia, at least one third of the members of the board of directors were required to be 

independent and non-executive. These independent non-executive directors were 

encouraged to be the members of the remuneration committee. The decisions on the pay of 

directors would be passed through this committee and submitted to board of directors for 

approval (Finance Committee on Corporate Governance, 2000).  
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In Malaysia, Vicknes (2003) found that most of the owners-managed companies tend to have 

heftier payout to the directors. Owners-managed companies refer to the executive director 

and chairmen are the major shareholders of the companies. This finding is consistent with 

Sridharan (1996) and Carr (1997) on the influence of the executives over the board. 

 

2.5 Directors with Multiple Directorships  

 

Executive directors and their subordinates are often directors of other boards and executives 

often have much discretion in choosing new board members. If two executive directors or 

their subordinates serve on each other’s boards, they are called “reciprocally interlocked” as 

defined by Hallock (1995). These executives may have both the incentive and opportunity to 

raise each other’s remuneration packages. 

 

2.6 Company Size  

 

Previous empirical studies generally found a strong relationship between firm size and 

executive pay. Sridharan (1996) and Ueng (2000) found a positive relationship between 

executive remuneration and the book value of a firm’s assets. However, Gupta and Bowers 

(1993) and Ricklefs (1996) suggested small companies compensated their executives 

relatively more than large companies compensate their executives. Higher pay in small firms, 

as explained by Ueng (2000) was mainly due to the highly competitive environment with 

growth and survival as the two major objectives. The positive relationship between firm size 

and executive remuneration has several explications rooted mainly in the economic theory 

and human capital theory. 

 

The research done by Laing and Weir (1999b) on 125 of the largest public listed companies 

in UK found that company size is a key determinant of pay. The link between top executive 

pay and company size was justifiable given that larger organisations carried greater 

responsibilities that would be translated to a higher pay. 

 

2.7 Company Performance 

 

Gomez-Mejia and Wiseman (1997) argued that in higher uncertainty firms, remuneration 

based on performance might be seen as largely beyond the executive’s direct control. To 

avoid the missing link of performance and remuneration, Gomez-Mejia and Wiseman (1997) 

have proposed to use size instead of performance as a pay determinant. The rationale is that 
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greater size offers the executives more power and prestige, more control over firm size than 

performance, less employment risk since firm size provides a buffer against business cycle 

effects.  

 

The research study of Ueng (2000) found that executive pay of large firms was mostly a 

function of firm performance other than executive’s influence over the board and firm size as 

discussed above.  

 

In Malaysia, KPMG Malaysia Business Advisory Sdn Bhd, jointly with Malaysian Business 

and Bursa Malaysia had conducted the survey on Directors’ Remuneration in 2006 for 

companies listed on the Bursa Main Board, Second Board and MESDAQ (KPMG 2006). 

Among the determinants of directors’ remuneration examined by the survey were directors’ 

age, qualification, professional qualification, directorships in other companies and 

components of remuneration.  

 

The results showed that approximately 67% of the directors were in the age of 46 to 65 years 

old while the mean age of the executive Chairman and director was 56 and 49 years old. 

This result indicated that experience accumulated throughout the years was the important 

measurement of remuneration. 

 

The study also showed about 89% of directors have at least a degree qualification and 

above. However, the directors who are Degree holders is the highest, i.e. 68.96% followed 

by Master & above which is only 20.05%. In terms of education qualification, the results 

showed 50.36% of directors have qualifications in accounting and 12.41% in technical 

engineering. The recruitment of these knowledgeable directors was important for listed 

companies that the regulations are more stringent than private limited companies. The study 

also found that the chairman’s average tenure length was 9 years while the executive 

director was 8 years. The executive directors recorded longer directorship tenure as 

compared to non-executive directors. These findings were expected especially for those 

family-owned companies where founders of the companies normally stayed till the end. For 

current directorship, the results showed that a director of public listed companies held a 

median of 2 executive directorships and 5 non-executive directorships in other companies. 

As for past directorship, a director of public listed companies had held a median of 2 

executive directorships and 2 non-executive directorships in the past.  
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3.0 DATA AND METHOD 

 

This study investigates the determinants of executive directors’ remuneration using all public 

companies listed on the main board in Bursa Malaysia from 2004 to 2006. A total of 1,734 

samples were selected for three years with 569 samples selected in 2004, 581 samples in 

2005 and 584 samples in 2006.  It covers all the main board companies listed on the Bursa 

Malaysia. However, real estate investment trust companies are excluded due to different 

regulations and disclosure requirements. The annual reports of the companies that did not 

have sufficient information of the variables were excluded, too. The information on the 

variables was extracted from the annual reports which can be downloaded from the Bursa 

Malaysia website. The sections of the annual reports relevant to this research are directors’ 

profile, corporate governance statement and financial statements.  

 

On the other hand, companies that have been delisted or privatised in 2006 were excluded 

from this study. This is because the data for 2006 is unavailable despite having data for 2004 

and 2005. Therefore, these companies are excluded for comparison purposes. Firms would 

have less than 3 years of data if they were created or went public during the period. 

 

The data selected has two advantages. First, it includes new firms and is not overly 

represented by the large firms. This should enhance the generalisability of the results 

reported here and validate work that has tended to re-use the same data of the firms. 

Secondly, the data has been audited and complied with the disclosure requirements under 

Malaysian Code on Corporate Governance. 

 

The independent variables are company performance, company size, duality, qualification, 

directors with multiple directorships, age and tenure. The KLCI components samples 

selected for 2004, 2005 and 2006 are 89, 90 and 91. The sample was less than 100 mainly 

due to the exclusion of companies which did not have executive directors in the board of 

directors and with incomplete information. 

 



 124

3.1 Independent and Dependant Variables 

 

The variables used in the study are as follows: 

Variables Acronym Operationalisation 

Dependent variable:   

Executives’ 

Remuneration   

Dir_Rem Annual salary, bonus, allowances, fees and 

benefit-in-kind  

   

Independent 

variables: 

  

Company 

Performance  

NP Net profit attributable to shareholders of the 

company 

   

Company Size  Co_Size Net assets attributable to shareholders of the 

company 

   

Duality  Duality This is the binary variable that has a value of 1 

if the executive director has the joint-title of 

Executive Chairman. If the posts are separate, 

it is 0 

   

Qualification  Quali Binary variable of 1 if executive director has 

obtained at least a degree; otherwise 0 

   

Directors with 

Multiple 

Directorships  

Oth_Dir Binary variable of 1 if executive director holds 

any directorship in public listed companies; 

otherwise 0 

   

Age  Age Age of the executive director 

   

Tenure  Tenure Number of years holding the post of executive 

director in the same company 

 

The dependent variable-– executive directors’ remuneration is defined as the fees, salary, 

bonus, allowances, employee provident fund, benefit-in-kind and other benefits. However, 

this study did not take the value of ESOS or stock options owing to the fundamental 

measurement problems (Gomez-Mejia, Toshi and Hinkin, 1987). First, executive stock 
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options are not traded and thus there is no market in which the value of these options could 

be observed. Secondly, other features of a substantial portion of executive stock options are 

such that there is little resemblance between executive stock options and options on stocks 

or securities in general, making it difficult to value them using the Black-Scholes option 

valuation model (Carr, 1997). Thirdly, the executives entitled for stock options must be in 

charge during the entire sample time period. 

 

In this study, we used net assets attributable to the shareholders of the company or 

shareholders’ equity to measure the company size. The reason is that despite market 

capitalisation has been widely used to gauge the market size of the companies, the market 

price of the company share is much dependant on the market sentiment and regional stock 

market. In addition, not all companies’ share price will go up when they report good profits. 

 

3.2 Multiple Regression Model 

 

Multiple regression produces multiple correlation which is the correlation of multiple 

independent variables with a single dependent variable. The regression approach has been 

recommended in remuneration research and has been used frequently in previous studies 

(Murphy, 1997 and Hill and Phan, 1991). The regression estimated is as follows: 

 

Dir_Rem = a + b1NP + b2Co_Size + b3Duality + b4Quali + b5Oth_Dir + b6Age + b7Tenure 

where: 

Dir_Rem  - Executive Directors’ Remuneration 

NP   - Net Profit 

Co_Size  - Company Size 

Duality   - Joint-title of executive Chairman and executive director 

Quali   - Qualification 

Oth_Dir  - Directors with multiple directorships 

Age   - Age of the executive director 

Tenure   - Number of years holding the post of executive director in the  

 same company  

 

Since multivariate regression is used to test the hypotheses, assumptions of multicollinearity, 

normality, homoscedasticity and linearity are also tested. The Pearson correlation matrix is 

used to test the multicollinearity assumption, while an analysis of residuals, i.e. plots of the 

residuals against predicted values, are conducted to test for homoscedasticity, linearity and 
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normality assumptions. Multivariate regressions for each model are conducted for each year 

(2004 – 2006) as well as for the pooled data for all three years. 

 

4.0 ANALYSES AND DISCUSSIONS 

 

Table 1 presents the descriptive statistics for the dependent and independent variables. The 

results show approximately 43%-45% held the joint-title of executive chairman and executive 

director. In terms of qualification, 84% of the executive directors were at least degree holders 

or hold professional qualifications. The average age of the executive directors was in the 

range of 53-54 years old. The mean tenure of executive directors was ranging from 8.47 to 

9.57 years. The results of age, qualification, and tenure variables appear to be consistent 

with the survey results of KPMG (2006).  

 

Table 2 presents the Pearson correlation matrix for the pooled samples 2004-2006 and 

individual year for 2004, 2005 and 2006. As indicated, no major multicollinearity problem was 

detected. Some correlations are found to be significant between variables but the size of the 

correlations does not cause concerns of multicollinearity except for net profit and company 

size that has exceeded 0.81. The correlations between company size and net profit for 

pooled samples, 2004, 2005 and 2006 are 0.848, 0.848, 0.776 and 0.929, respectively.  

 

Company performance as measured by net profit appeared to be positive and significantly 

correlated with company size, qualification, and directors with multiple directorships. On the 

other hand, the executive directors’ remuneration indicated positive and significant 

correlation with independent variables of net profit, company size, duality, directors with 

multiple directorships, age, and tenure. Consistent with the findings of prior studies, tenure 

and age are positive and significantly correlated. 

 

Collinearity statistics in coefficients as shown in Table 3 for independent variables are all 

greater than 0.1 and Variation Inflation Factors (VIF) are all lesser than 102. Thus, the results 

indicate no multicollinearity problem. 

 

 

                                                 
1
 Multicollinearity may be a problem when the correlation exceeded 0.80 (Gujarati, 1995). 

2
 No multicollinearity problem if tolerance for independent variables are greater than 0.1 and VIF are all lesser 

than 10 (Hair et al., 1998) 
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Table 1: Descriptive Statistics for Dependant and Independent Variables

All 2004 2005 2006

Minimum Minimum Minimum Minimum

Maximum Maximum Maximum Maximum

Mean Mean Mean Mean

Standard 

Deviation

Standard 

Deviation

Standard 

Deviation

Standard 

Deviation

N=1734 N=569 N=581 N=584

Dependent Variables:

Directors' Remuneration (RM'000) 0.00 0.00 0.00 0.00
101,690.00 69,496.00 78,788.00 101,690.00

1,852.24 1,694.82 1,819.58 2,038.10
4,283.34 3,603.26 4,029.77 5,066.82

Independent Variables:

Net Profit (RM'000) -1,255,202.00 -1,116,573.00 -1,255,202.00 -663,402.00
4,763,546.00 2,613,500.00 4,763,546.00 2,949,815.00

61,405.09 55,740.07 57,589.18 70,720.92
266,985.06 235,843.34 285,474.62 276,562.22

Company Size (RM'000) -1,041,955.00 -740,534.00 -876,754.00 -1,041,955.00
19,911,100.00 19,453,300.00 18,987,400.00 19,911,100.00

688,404.85 653,667.04 686,372.64 724,272.18
1,774,898.23 1,633,337.63 1,753,966.91 1,924,095.20

Duality (%) 44.00% 45.00% 44.00% 43.00%

Qualification (%) 84.00% 84.00% 84.00% 84.00%

Directors with multiple directorships (%) 39.00% 39.00% 39.00% 39.00%

Age (years) 30.00 30.00 31.00 32.00
85.00 83.00 84.00 85.00
53.82 53.16 53.82 54.45

8.36 8.28 8.31 8.45

Tenure (years) 1.00 1.00 1.00 1.00
56.00 54.00 55.00 56.00

9.03 8.47 9.03 9.57
8.12 8.03 8.12 8.19
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Table 2: Correlation Matrix between Independent Variables and Executive Directors' Remunerations

               of Public Listed Companies in Bursa Malaysia

Directors' 

Remuneration

Net 

Profit

Company 

Size Duality Qualification

Directors with 

multiple 

directorships Age Tenure

All All All All All All All All

2004 2004 2004 2004 2004 2004 2004 2004

2005 2005 2005 2005 2005 2005 2005 2005

2006 2006 2006 2006 2006 2006 2006 2006

Directors' All 1.000
Remuneration 2004 1.000

2005 1.000
2006 1.000

Net Profit All 0.298** 1.000
2004 0.285** 1.000
2005 0.273** 1.000
2006 0.329** 1.000

Company Size All 0.299** 0.848** 1.000
2004 0.284** 0.848** 1.000
2005 0.293** 0.776** 1.000
2006 0.313** 0.919** 1.000

Duality All 0.123** -0.041 -0.056* 1.000
2004 0.123** -0.044 -0.058 1.000
2005 0.128** -0.036 -0.060 1.000
2006 0.123** -0.043 -0.051 1.000

Qualification All 0.000 0.086** 0.120** -0.118** 1.000
2004 0.003 0.093* 0.126** -0.129** 1.000
2005 -0.003 0.074 0.122** -0.109** 1.000
2006 0.001 0.095* 0.113** -0.117** 1.000

Directors All 0.089** 0.064** 0.130** 0.130** 0.160** 1.000
with 2004 0.090* 0.094* 0.157** 0.137** 0.159** 1.000
Multiple 2005 0.089* 0.041 0.117** 0.117** 0.153** 1.000
directorships 2006 0.091* 0.064 0.119** 0.135** 0.168** 1.000

Age All 0.062** 0.010 0.000 0.318** -0.211** 0.065** 1.000
2004 0.064 0.011 0.007 0.318** -0.214** 0.074 1.000
2005 0.063 0.007 0.005 0.318** -0.220** 0.057 1.000
2006 0.056 0.008 -0.014 0.322** -0.203** 0.064 1.000

Tenure All 0.188** 0.028 0.018 0.223** -0.127** 0.135** 0.439** 1.000
2004 0.190** 0.052 0.036 0.216** -0.110** 0.146** 0.413** 1.000
2005 0.195** 0.012 0.005 0.221** -0.131** 0.135** 0.431** 1.000
2006 0.182** 0.021 0.014 0.235** -0.141** 0.126** 0.465** 1.000

Notes:

** Correlation is significant at the 0.01 level (2 tailed), * Correlation is significant at the 0.06 level (2 tailed)
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Table 3: Collinearity Statistics of Independent Variables from 2004 to 2006

All 2004 2005 2006

Independent Tolerance Tolerance Tolerance Tolerance

Variables VIF VIF VIF VIF

Net Profit 0.278 0.278 0.395 0.152
3.597 3.597 2.534 6.585

Company Size 0.273 0.272 0.386 0.150
3.664 3.675 2.591 6.665

Duality 0.872 0.868 0.875 0.868
1.147 1.152 1.143 1.152

Qualification 0.908 0.906 0.907 0.909
1.101 1.104 1.102 1.101

Directors with multiple 
directorships 0.916 0.907 0.925 0.910

1.092 1.103 1.081 1.099

Age 0.737 0.753 0.740 0.720
1.356 1.328 1.352 1.390

Tenure 0.787 0.806 0.793 0.764
1.271 1.240 1.261 1.309

 

 

4.1  The Results of Regression Model for All Public Listed Companies 

Listed on Main Board in Bursa Malaysia 

 

Table 4 presents the results of regression models in identifying the determinants of 

executive directors’ remuneration of all public listed companies on Bursa Malaysia’s 

Main Board from 2004 to 2006. The residuals statistics indicates no problem of 

homoscedasticity and linearity. The residuals can be assumed to be independent.  
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The overall regression results are significant. F values are in the range of between 

12.112 in 2004 to 40.804 for pooled samples. As shown in Table 4, the regression 

equation for pooled samples is as follows: 

 

Executive Directors’ Remuneration 

=  1,769.404 + 2.432 (Net Profit) + 0.415 (Company Size) + 974.376 (Duality) – 

157.528 (Qualification) + 213.916 (Directors with multiple directorships) – 29.069 

(Age) + 92.485 (Tenure). 

 

This means that for every unit increase in net profit, executive directors’ 

remuneration will increase by RM2.432 provided other variables, company size, 

duality, qualification, directors with multiple directorships, age and tenure remain 

unchanged. The same effects apply for company size, duality, directors with multiple 

directorships and tenure that will increase the executives’ remuneration while other 

independent variables remain constant. However, qualification and age will 

decrease the executive’s remuneration. 

 

Net profit, company size, duality, age, tenure were found as significant determinants 

for the executive directors’ remuneration. Through duality by assuming both 

executive chairman and executive director positions, he or she would maximize his 

or her investment interests in the company. Qualification and directors with multiple 

directorships are not significant determinants for executive directors’ remuneration. 
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Table 4: Regression Results of Determinants of Exectuive Directors' Remunerations 

              from 2004 to 2006 for All Companies in Bursa Malaysia

R² 0.14
F value 40.80
p value 0.00

Standard

Coefficient Error t Sig

2004-2006

Constant 1,769.40 740.95 2.39 0.02 *
Net Profit 2.43 0.00 3.58 0.00 **
Company Size 0.42 0.00 4.03 0.00 **
Duality 974.38 206.14 4.73 0.00 **
Qualification (157.53) 272.29 (0.58) 0.56
Multiple directorships 213.92 204.72 1.05 0.30
Age (29.07) 13.30 (2.19) 0.03 *
Tenure 92.49 13.26 6.98 0.00 **

2004

Constant 1,460.91 1,093.75 1.34 0.18
Net Profit 2.17 0.00 1.90 0.06
Company Size 0.36 0.00 2.17 0.03 *
Duality 827.51 305.86 2.71 0.01 **
Qualification (99.16) 402.62 (0.25) 0.81
Multiple directorships 118.05 305.01 0.39 0.70
Age (20.58) 19.74 (1.04) 0.30
Tenure 75.38 19.66 3.83 0.00 **

2005

Constant 1,822.52 1,219.15 1.50 0.14
Net Profit 1.56 0.00 1.79 0.07
Company Size 0.49 0.00 3.42 0.00 **
Duality 954.42 335.85 2.84 0.01 **
Qualification (186.32) 445.96 (0.42) 0.68
Multiple directorships 217.48 332.70 0.65 0.51
Age (29.94) 21.80 (1.37) 0.17
Tenure 93.10 21.57 4.32 0.00 **

2006

Constant 2,277.70 1,511.47 1.51 0.13
Net Profit 4.97 0.00 2.76 0.01 **
Company Size 0.17 0.00 0.64 0.52
Duality 1,152.10 420.44 2.74 0.01 **
Qualification (194.75) 553.84 (0.35) 0.73
Multiple directorships 366.24 417.26 0.88 0.38
Age (40.79) 27.10 (1.50) 0.13
Tenure 107.81 27.14 3.97 0.00 **

Notes: ** denotes p <0.01, * denotes p < 0.05



 132

4.2  The Results of Regression Model for Kuala Lumpur Composite Index 

Components Companies in Bursa Malaysia 

 

Table 5 presents the descriptive statistics for the dependent and independent 

variables. The samples selected for  2004, 2005 and 2006 are 270, 89, 90 and 91, 

respectively. On the descriptive statistics for pooled samples 2004-2006, the mean 

for the executive directors’ remuneration is RM3,936,980. In 2004, the mean for 

executive directors’ remuneration is RM3,469,910 but further increased to 

RM3,783,380 in 2005 and RM4,545,690 in 2006. The upward trend is consistent 

with the increase in net profit and company size. Pearson correlation matrix and 

Variation Inflation Factors (VIF) results for both full sample periods as well as 

individual year revealed no multicollinearity problem. 

 

The regression results indicated that duality, age and tenure were significant 

determinants of executive directors’ remuneration. However, net profit, company 

size, qualification and directors with multiple directorships are not determinants of 

executive director’s remuneration for pooled samples (see Table 6).  
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Table 5:  Descriptive Statistics for Dependent and Independent Variables   

for Companies under Kuala Lumpur Composite Index 

 

All 2004 2005 2006

Minimum Minimum Minimum Minimum

Maximum Maximum Maximum Maximum

Mean Mean Mean Mean

Standard 

Deviation

Standard 

Deviation

Standard 

Deviation

Standard 

Deviation

N=270 N=89 N=90 N=91

Dependent Variables:

Directors' Remuneration (RM'000) 0.00 100.00 0.00 30.00
101,690.00 69,496.00 78,788.00 101,690.00

3,936.98 3,469.91 3,783.38 4,545.69
9,288.64 7,778.26 8,721.99 11,085.10

Independent Variables:

Net Profit (RM'000) -1,255,202.00 -19,644.00 -1,255,202.00 -203,981.00
4,763,546.00 2,613,500.00 4,763,546.00 2,949,815.00

321,925.32 292,900.19 309,070.60 363,025.99
571,508.76 480,691.45 635,349.66 590,269.24

Company Size (RM'000) 36,470.00 114,377.00 36,470.00 192,772.00
19,911,100.00 19,453,300.00 18,987,400.00 19,911,100.00
2,674,800.00 2,478,703.00 2,661,761.00 2,879,482.00
3,724,222.11 3,425,816.76 3,672,880.34 4,069,305.63

Duality (%) 40.00% 42.00% 40.00% 38.00%

Qualification (%) 98.00% 99.00% 99.00% 97.00%

Directors with multiple directorships (%) 59.00% 61.00% 58.00% 59.00%

Age (years) 30.00 30.00 31.00 32.00
84.00 82.00 83.00 84.00
52.87 52.35 53.08 53.19
7.97 8.09 7.90 7.99

Tenure (years) 1.00 1.00 1.00 1.00
43.00 41.00 42.00 43.00
8.69 8.11 8.63 9.30
8.01 7.96 7.98 8.14
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Table 6: Regression Results of Determinants of Exectuive Directors' Remunerations

from 2004 to 2006 for  KLCI Companies

R² 0.21
F value 9.86
p value 0.00

Standard

Coefficient Error t Sig

2004-2006

Constant 5,846.91 5,397.85 1.08 0.28
Net Profit 1.24 0.00 0.73 0.47
Company Size 0.35 0.00 1.32 0.19
Duality 3,294.32 1,113.29 2.96 0.00 **
Qualification 701.22 3,792.32 0.19 0.85
Multiple directorships 747.98 1,068.70 0.70 0.49
Age (180.68) 76.64 (2.36) 0.02 *
Tenure 445.49 77.18 5.77 0.00 **

2004

Constant 4,145.35 9,584.59 0.43 0.67
Net Profit 0.13 0.00 0.04 0.97
Company Size 0.38 0.00 0.74 0.46
Duality 3,064.12 1,681.25 1.82 0.07
Qualification 1,922.60 7,439.63 0.26 0.80
Multiple directorships 187.57 1,637.40 0.12 0.91
Age (150.91) 113.10 (1.33) 0.19
Tenure 365.37 117.45 3.11 0.00 **

2005

Constant 2,346.07 10,754.62 0.22 0.83
Net Profit 0.82 0.00 0.40 0.69
Company Size 0.39 0.00 1.11 0.27
Duality 2,906.17 1,844.36 1.58 0.12
Qualification 2,809.53 8,208.62 0.34 0.73
Multiple directorships 876.11 1,774.06 0.49 0.62
Age (151.98) 125.59 (1.21) 0.23
Tenure 436.53 127.25 3.43 0.00 **

2006

Constant 10,498.40 10,053.62 1.04 0.30
Net Profit 4.12 0.01 0.83 0.41
Company Size 0.05 0.00 0.07 0.94
Duality 3,939.87 2,373.94 1.66 0.10
Qualification (883.73) 6,012.72 (0.15) 0.88
Multiple directorships 1,487.71 2,246.55 0.66 0.51
Age (267.91) 170.24 (1.57) 0.12
Tenure 549.33 166.29 3.30 0.00 **

Notes: ** denotes p <0.01, * denotes p < 0.05
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Table 7 reports the correlation coefficients between dependant and independent 

variables for both KLCI and non-KLCI companies from 2004 to 2006. More 

significant correlations were found in non-KLCI companies.  

 

Table 7: The Correlation Coefficient of Dependant and Independent Variables from 2004 to 2006

Panel A: KLCI Companies

Directors' 

Remuneration

Net 

Profit

Company 

Size Duality Qualification

Directors with 

multiple 

directorships Age Tenure

Directors' Remuneration 1.000

Net Profit 0.195** 1.000
Company Size 0.193** 0.849** 1.000

Duality 0.216** -0.062 -0.103 1.000
Qualification -0.009 0.029 0.021 -0.056 1.000
Directors with multiple 

directorships 0.122* -0.040 0.010 0.077 -0.002 1.000

Age 0.104 0.038 0.010 0.304** -0.050 0.055 1.000
Tenure 0.366** 0.049 0.021 0.276** -0.057 0.206** 0.520** 1.000

Panel B: Non-KLCI 

Companies

Directors' Remuneration 1.000
Net Profit 0.434** 1.000
Company Size 0.448** 0.557** 1.000
Duality 0.132** -0.023 -0.025 1.000
Qualification -0.072** 0.040 0.130** -0.122** 1.000
Directors with multiple 

directorships 0.023 0.008 0.150** 0.149** 0.148** 1.000
Age 0.088** 0.059* 0.073** 0.319** -0.222** 0.079** 1.000

Tenure 0.161** 0.063* 0.074** 0.213** -0.315** 0.129** 0.425** 1.000

Notes: ** Correlation is significant at the 0.01 level (2 tailed), * correlation is significant at 0.05 level (2 tailed)  

 

4.3 Regression Results of Determinants of Executive Directors’ 

Remuneration for Companies not included in the Kuala Lumpur 

Composite Index 

 

Table 8 presents the descriptive statistics for the dependent and independent 

variables. It should be pointed out that the company size and net profit of non-KLCI 

companies were relatively smaller than KLCI companies.  

 

The overall regression results are shown in Table 9. F values are in the range of 

between 23.193 in 2004 to 86.275 for all 2004-2006. All four models are significant 

at the 0.05 level as the p-value is less than 0.000. This means at least one of the 7 

independent variables can be used to model executive directors’ remuneration. Net 

profit, company size, duality, qualification, age and tenure are significant 

determinants of executive directors’ remuneration.  In other words, the results 

indicate that only directors with multiple directorships variable is not a determinant.  
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Table 8:  Descriptive Statistics for Dependent and Independent Variables 

for Non-KLCI Companies 

All 2004 2005 2006

Minimum Minimum Minimum Minimum

Maximum Maximum Maximum Maximum

Mean Mean Mean Mean

Standard 

Deviation

Standard 

Deviation

Standard 

Deviation

Standard 

Deviation

N=1464 N=480 N=491 N=493

Dependent Variables:

Directors' Remuneration (RM'000) 0.00 0.00 0.00 0.00
50,369.00 35,944.00 40,973.00 50,369.00

1,467.76 1,365.69 1,459.62 1,575.24
2,217.86 1,893.87 2,136.87 2,562.30

Independent Variables:

Net Profit (RM'000) -1,116,573.00 -1,116,573.00 -772,387.00 -663,402.00
968,200.00 753,400.00 968,200.00 945,900.00

13,358.33 11,766.63 11,492.79 16,766.03
97,696.91 105,443.99 96,951.54 90,433.58

Company Size (RM'000) -1,041,955.00 -740,534.00 -876,754.00 -1,041,955.00
6,249,600.00 4,753,000.00 6,240,279.00 6,249,600.00

322,061.53 315,275.02 324,285.13 326,454.50
564,734.00 523,192.31 585,765.48 583,141.07

Duality (%) 44.00% 45.00% 44.00% 44.00%

Qualification (%) 81.00% 81.00% 81.00% 82.00%

Directors with multiple directorships (%) 35.00% 35.00% 35.00% 35.00%

Age (years) 31.00 31.00 32.00 33.00
85.00 83.00 84.00 85.00
54.00 53.31 53.96 54.70

8.42 8.31 8.39 8.51

Tenure (years) 1.00 1.00 1.00 1.00
56.00 54.00 55.00 56.00

9.09 8.54 9.10 9.62
8.14 8.05 8.15 8.20
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Table 9: Regression Results of Determinants of Exectuive Directors' Remunerations 

from 2004 to 2006 for Non-KLCI Companies 

R² 0.29
F value 86.28
p value 0.00

Standard

Coefficient Error t Sig

2004-2006

Constant 1,807.77 374.20 4.83 0.00 **
Net Profit 5.86 0.00 9.67 0.00 **
Company Size 1.27 0.00 11.88 0.00 **
Duality 605.19 105.48 5.74 0.00 **
Qualification (567.15) 131.90 (4.30) 0.00 **
Multiple directorships (197.87) 107.17 (1.85) 0.07
Age (15.46) 6.76 (2.29) 0.02 *
Tenure 29.54 6.71 4.40 0.00 **

2004

Constant 1,383.90 573.64 2.41 0.02
Net Profit 3.67 0.00 4.70 0.00 **
Company Size 1.29 0.00 7.96 0.00 **
Duality 455.30 162.23 2.81 0.05 *

Qualification (474.19) 201.53 (2.35) 0.02 *

Multiple directorships (200.97) 165.18 (1.22) 0.22
Age (8.57) 10.43 (0.82) 0.41
Tenure 27.84 10.31 2.70 0.01 **

2005

Constant 1,887.19 633.64 2.98 0.00
Net Profit 6.43 0.00 5.90 0.00 **
Company Size 0.97 0.00 5.26 0.00 **
Duality 653.78 177.32 3.69 0.00 **
Qualification (522.76) 222.09 (2.35) 0.02 *

Multiple directorships (154.29) 179.32 (0.86) 0.39
Age (16.66) 11.43 (1.46) 0.15
Tenure 30.15 11.25 2.68 0.01 **

2006

Constant 2,257.55 722.21 3.13 0.00 **
Net Profit 9.31 0.00 6.67 0.00 **
Company Size 1.28 0.00 5.85 0.00 **
Duality 730.36 203.67 3.59 0.00 **
Qualification (697.40) 255.80 (2.73) 0.01 **
Multiple directorships (205.64) 207.09 (0.99) 0.32
Age (22.21) 12.95 (1.71) 0.09
Tenure 28.72 12.99 2.21 0.03 *

Notes: ** denotes p <0.01, * denotes p < 0.05
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Table 10: Comparisons of Results of Determinants of Executive Directors' Remunerations

                Under Various Samples in Bursa Malaysia from 2004 to 2006

Panel A: All Companies NP CO_SIZE DUALITY QUALI OTH_DIR AGE TENURE

All √ √ √ X X √ √
p-value 0.000 0.000 0.000 0.563 0.296 0.029 0.000

2004 X √ √ X X X √
p-value 0.057 0.031 0.007 0.806 0.699 0.298 0.000

2005 X √ √ X X X √
p-value 0.074 0.001 0.005 0.676 0.514 0.170 0.000

2006 √ X √ X X X √
p-value 0.006 0.520 0.006 0.725 0.380 0.133 0.000

Panel B: KLCI Components NP CO_SIZE DUALITY QUALI OTH_DIR AGE TENURE

All X X √ X X √ √
p-value 0.468 0.187 0.003 0.853 0.485 0.019 0.000

2004 X X X X X X √
p-value 0.971 0.462 0.072 0.797 0.909 0.186 0.003

2005 X X X X X X √
p-value 0.688 0.272 0.119 0.733 0.623 0.230 0.001

2006 X X X X X X √
p-value 0.408 0.943 0.101 0.884 0.510 0.119 0.001

Panel C: Non-KLCI Components NP CO_SIZE DUALITY QUALI OTH_DIR AGE TENURE

All √ √ √ √ X √ √
p-value 0.000 0.000 0.000 0.000 0.065 0.022 0.000

2004 √ √ √ √ X X √
p-value 0.000 0.000 0.050 0.019 0.224 0.412 0.007

2005 √ √ √ √ X X √
p-value 0.000 0.000 0.000 0.019 0.390 0.146 0.008

2006 √ √ √ √ X X √
p-value 0.000 0.000 0.000 0.007 0.321 0.087 0.027

Notes: NP denotes Net profits, CO_size denotes company size, Duality denotes joint title of executive chairman and
executive director, Quali denotes qualification, Oth_dir denotes directors with multiple directorships, Age denotes
age of the executive director, and tenure denotes number of years holding the post of executive director in the same
company.  X denotes not determinat,  √ denotes significant determinant

DETERMINANTS

DETERMINANTS

DETERMINANTS
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4.4   Comparison of Determinants of Executive Directors’ Remuneration among All 

Companies, KLCI and Non-KLCI Companies 

 

Table 10 reports the summary of determinants of executive directors’ remuneration for all 

public listed companies, KLCI and non-KLCI companies in Bursa Malaysia. Tenure is the 

strongest determinant as the p-value is significant for all the regression models. This implies 

that the longer the tenure, the power for the executive directors to demand higher 

remuneration is higher. At the same time, it is quite usual and normal that executive directors 

would expect an annual increment for their remuneration in terms of salary or fees or both to 

compensate for their experience and services contributed to the company. The results are 

consistent with the human capital theory, which states that the long service executives are 

entitled for higher remuneration based on their experience and skills.  

 

The second strongest determinant is duality as evident by all companies except for KLCI 

companies. The possible reasons might be that the corporate governance of KLCI 

companies are relatively stronger and independent than the non-KLCI companies in which 

the executive directors’ influence in determining remuneration is insignificant and sufficient 

check and balance even dual roles are assumed. This is in line with the Malaysian Code on 

Corporate Governance that had encouraged the companies to split the joint-title of chairman 

and executive director. KLCI companies had shown the decreased of dual roles from 40% to 

38% from year 2004 to 2006. Unlike KLCI companies, non-KLCI companies particularly, the 

family-owned and smaller companies have significant influence over the board through the 

joint-title. Duality enables them to influence their own remunerations. 

 

Company size and net profit are another two significant determinants after tenure and 

duality. However, the significance is less apparent. The results implied that the performance-

based rewards were not practiced by every public listed company. Ironically, the regression 

results for KLCI companies have failed to show any direct relationship between executives’ 

remuneration with net profit and company size. In contrast, the results show the non-KLCI 

companies are those smaller companies that have rewarded their executive directors 

according to the net profit and company size achieved each year. Thus, agency and labour 

market theories are more applicable to smaller public listed companies.  

Age is the weakest determinant in which it only appears significant for 2004-2006 samples. 

As for executive directors with multiple directorships, it is not a determinant at all. One 

possible explanation is that not many companies have cross directorships like Genting Bhd 

and Resorts Bhd, IOI Corporation Bhd and IOI Properties Bhd, to name a few. 
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The results of the study also imply that other than the determinants mentioned, there might 

be other qualitative factors to influence the executive directors’ remuneration. Overall, the R 

square for all the models is approximately 20%. The independent variables only manage to 

explain 20% of the remuneration. Some qualitative factors, such as technological change, 

organisational strategies and streamlining of business process may need to be taken into 

consideration. These qualitative factors may bear fruits only in the long term and are not 

immediately reflected in the short-term profits. 

 

4.8 Conclusion 

 

Overall, tenure appeared to be the most significant determinant. Accumulative of skills and 

contributions to the company influence greatly the remuneration of executive directors. The 

remuneration increases when directors have been incumbent in their positions for an 

extended length of time. Age and qualification fail to show that knowledge and experience 

are the key factors to decide the pay of executives. Most probably the companies require 

special competence of the company or industry as evident by tenure. This is because they 

have adapted and understood how business model, environment, and practices of a 

company operate. Besides, dual roles and age also serve as important determinants. Future 

research would be of interest to examine the linkage of directors’ remuneration with directors’ 

liabilities and responsibilities assumed to gauge indepth as well as different perspectives of 

director compensation.   

 

----------------------------------------------------------------------------------------------------------------- 

This article was first published in Corporate Ownership & Control Journal, Volume 6, Issue 3, 

Spring 2009 (Special Issue). Reprinted with permission of the editor of the journal and Virtus 

InterPress.  

--------------------------------------------------------------------------------------------------------------------------- 
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