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Abstract

The objective of this study is to identify the impact of managerial optimism on the corporate
investment decisions of financially constrained firms in Jordan during the 2013-2019 period. The
sample consists of 56 companies from the industrial and services sectors. The data was sourced
from the annual reports of the sampled firms listed on the Amman Stock Exchange (ASE). The
research methodology is based on the KZ index to measure the financial constraints of the sample
companies under investigation and the directors' dealings to measure the managerial optimism. The
study sample was analyzed using multiple fixed effects panel regression with capital expenditures
as a measurement of investment level and cash flow, Tobin's Q, leverage, managerial optimism,
and the interaction between optimism and cash flow as independent variables. The findings clearly
show that managerial optimism has an impact on the investment levels of financially constrained
companies in Jordan. As such, optimism might encourage the administration to invest more.

Keywords: Managerial Optimism, Corporate Investment, Financial Constraints, Emerging
Markets.

I. Introduction as well as achieve long-term growth, the
economy as a whole may be threatened by the
worsening availability of financial resources
(Ponikvar et al., 2013).

Companies listed in emerging markets
mostly rely on the credit market and internal
funds to finance their investments, and the
relative cost and availability of this financing

is determined by the credit market's

Corporate finance has a significant impact on
firm performance, whether it's in terms of
growth, profitability, investment decisions,
or even survival. During the recent financial
crisis, companies in general have reported
severe problems securing funding access to
finance operations. The economic crisis has

resulted in a reduction in the availability of
internal financial resources, while credit
requirements on loans to non-financial
corporations have tightened. Because access
to finance is often seen as a critical aspect for
companies to run their day-to-day operations

development as well as the relationship
between companies and funds providers. This
relationship has an impact on the cost of
capital, which is influenced by the degree of
asymmetric information between the firm
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and its creditors, with a high level of
asymmetric information limiting the firm's
ability to raise cash. The same case applies to
Jordanian companies, although they face
more difficulties regarding financing because
they operate in an emerging market that
suffers from monetary and economic growth
instability.

From a financing point of view and according
to the popular pecking order theory, each firm
prioritizes funding sources based on the costs
it incurs, and the first choice is internal
finance, which is the cheapest and most
convenient source of financing among the
sources available. Debt is the next potential
option, followed by a new stock issue. When
firms face difficulty getting external finance,
they become unable to achieve their goals of
growth and it is difficult to earn a profit.
Given the above financing issues, capital
expenditure is a very crucial decision to be
made as they focus on identifying projects
that will increase shareholder value. Given
that company managers are not immune to
psychological biases, it will be interesting to
investigate if managerial optimism influences
financial decisions made by managers
(Elgebeily et al., 2021).

Optimism and pessimism influence behavior
patterns through their influence on the
individual's expectations of future positive
outcomes. In the case of the company, this
impact may be seen in the form of managerial
expectations of future business growth.
Depending on the environment in which the
firm operates and the degree to which the
manager influences strategy within the firm,
whether a manager is inclined to realize that
growth by exploring new opportunities or
extracting value from existing business
activities can affect firm performance in a
variety of ways (Neill et al., 2 020).

The theory of managerial optimism links the
level of managerial optimism and the

investment opportunities available to the
company (Heaton, 2002). Optimism is
defined as the tendency to look and think on
the best side of events and future outcomes.
It impacts a wide range of company and
individual decisions (Bouwman, 2013).
Jordan's economy relies heavily on the
service and industrial sectors. Some
Jordanian industrial and service companies
are unable to fund their projects due to
financial constraints and hence rely primarily
on internally generated cash flow. Therefore,
they may reject projects with a positive net
present value because their cash flow is
insufficient to fund them.

2. Literature Review and Hypotheses
Development

Financial constraints and investments
Modigliani_and Miller (1958) claimed that
ideal capital markets exist and that external
funds are a perfect replacement for internal
funds, implying that firms' financial
decisions have little bearing on their
investment conduct. Fazzari et al. (1988)
investigatede investment behavior for
empirical evidence of financial constraints
and established the equilibrium model by
using market frictions in business cycle
fluctuations. Their research found that the
investments of financially constrained firms
are highly sensitive to internal funds, while
the investments of unconstrained firms are
unrelated to internal funds. They explained
that this is due to asymmetric information
problems in the capital markets, which may
result in a significant difference in the cost of
internal and external funds for financially
constrained firms. Kaplan and Zingales
(1997) extended Fazzari et al. (ibid) to)
examine the relationship between financing
constraints and  investment-cash  flow
sensitivity. They discovered that companies
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that appear to be less financially constrained
have much higher sensitivity than companies
that appear to be more financially constrained
for industrial US companies. Based on
regression coefficient estimates in Kaplan
and Zingales (1997), Lamont et al. (2001)
establish an index of financial constraints by
creating a general index of financial
constraints by sorting companies into
portfolios based on their level of financial
constraints. Using the regression coefficients
to create the KZ index, which is made up of a
linear combination of five accounting ratios,
they discover that the stock returns of
financially constrained firms tend to move
together over time, implying that constrained
firms are subject to common shocks.

Managerial Optimism and Corporate
investment

In a study conducted by Heaton (2002), the
link between corporate investment decisions
and managerial optimism is found. He
revealed that an optimistic manager will
avoid positive net present value projects that
must be funded externally, and that managers
with a higher level of optimism are more
sensitive to cash flows, but would be more
likely to take on risky projects if they are
loyal to shareholders and have the funds to do
so. Heaton's concluded that corporate
investment strategies are sensitive to internal
funding sources; this result was confirmed by
Malmendier and Tate (2005a), develop
multiple indicators of managerial optimism
and find that managerial optimism influences
CEOs' investment and takeover decisions in
the United States. Using the Kaplan and
Zingales (KZ) measure of financial
constraints, they indicate that CEO
overconfidence increases the sensitivity of
investment to cash flow, which is greater for
more constrained companies. They based
their conclusion on the assumption that when

these companies try to use external funds to
fund their investment programs, they have a
lot of trouble. External funding would be
more costly for constrained companies. As a
result, optimistic managers should choose
internal funds, and the vulnerability of their
corporate investment to internal cash flow
would be intense when companies are still
financially constrained. Glaser et al. (2008)
empirically analyzed the link between
corporate investment and managerial
optimism. They measure managerial
optimism using the insider stock transaction
behavior of all senior managers in the firms.
The key findings show that optimistic
managers make more investments. The
investment-cash flow sensitivity is more
sensitive for companies with optimistic
management, and these effects are even more
pronounced for companies with financially
constrained firms. Lin et al. (2008)
demonstrate that managerial optimism can
explain pecking order preferences in
financial decisions. They discover that
optimistic managers are more sensitive to net
debt issue/financing deficits than non-
optimistic managers. These results are in line
with Heaton's model's predictions. In Ben
Mohamed et al. (2014), they construct and
introduce a proxy of managerial optimism
following Malmendier and Tate (2005a) to
show the impact of CEOs’ optimism on the
relationship between investment and internal
cash flow. The results report a positive and
significant coefficient of investment to cash
flow for the full sample. While on estimations
of the model using sub-samples of more and
less constrained firms, they find that the
sensitivity exists for only the totally
constrained group.

Managerial Optimism and Financial
constraints
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Chen and Lin (2013) found that even when a
company is financially constrained, a highly
optimistic manager is more willing to raise
capital expenditure. Because they may
overestimate  project  payoffs  while
underestimating risks. Even when companies
are less financially constrained, low-
optimism managers are found to have no
significant impact on firm investment levels.
Even when faced with financial constraints,
an optimistic management tends to increase
firm investment, which leads to an increase in
firm valuation. Maditinos et al. (2019)
investigate the effect of managerial optimism
on corporate investment regarding financially
constrained firms. The study used a sample of
non-financial firms with the highest financial
constraints to investigate the effect of
optimistic managers' behavior on company
financial constraints. The findings indicate
constrained firms are less profitable, have a
lower pay-out ratio, have a lower excess
value, and are more likely to be financially
distressed. The empirical findings clearly
show that in financially constrained
companies, the investment-cash flow
sensitivity of firms with optimistic managers
is more pronounced. Elgebeily et al., (2021)
investigate the impact of managerial
optimism on investment decision sensitivity
to cash flow. They use several measures of
optimism, based on the exaggerated activities
of the manager as proposed by Schrand and
Zechman (2012) and Campbell et al. (2011).
They find there is a strong positive
relationship between the sensitivity of
investment to cash flow and managerial
optimism in the UK market. Optimistic
managers, they claim, are more sensitive to
cash flow than rational managers. Moreover,
the higher the level of optimism, the higher
the sensitivity of investment to cash flow.

2.1 Hypotheses of the study

The section above summarizes the published
research on this topic and concludes that the
majority of studies point to the same
empirical conclusion: optimism has a strong
impact on corporate investment decision. The
current research aims at examining the
impact of managerial optimism on corporate
investment in Jordanian financial constrained
companies, and to that end, hence to achieve
the above aim the following hypotheses have
been formulated:

H1: Managerial optimism has a significant
impact on investment decisions.

Subset hypothesis:

H1A: Managerial optimism has a
significant impact on investment decisions
within financially constrained firms.

H1B: Managerial optimism has a
significant impact on investment decisions
within financially unconstrained firms.
H2: The interaction between cash flow and
managerial optimism has a significant
impact on investment decisions.

Subset hypothesis:

H2A: The interaction between cash flow
and managerial optimism has a significant
impact on investment decisions within
financially constrained firms.

H2B: The interaction between cash flow
and managerial optimism has a significant
impact on investment decisions within
financially unconstrained firms.

3. Methodology of the study
3.1 Research Models

To test the effect of managerial optimism on
corporate investment in financial constrained
firms in Jordan, we use a constrained
subsample to run the following empirical
model. The methodology followed is Glaser
et al. (2008).
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I is the investment, CF is the cash flow from
operation, Q is the ratio of (Market
capitalization + Total asset- common
equity)/Total asset, D is the debt to asset
ratio, and Op is the dummy variable (i.e., the
measure of optimism), and it is 1 if the
manager is categorized as optimistic and 0
otherwise. We normalize investment and
cash flow by total assets at the start of the
fiscal year to avoid any potential distortion
caused by firm size differences. PS5, the
interaction coefficient between the optimism
dummy variable and cash flow.

3.2 The Measurement of Financial
Constraints

Since financial constraint is not a directly
observed variable, researchers have heavily
relied on proxies to measure the degree of
constraint. The most popular constraint
proxies used in recent literature are the
Kaplan and Zingales (1997) index (KZ
index), the Whited and Wu (2006) index
(WW index). The Kaplan-Zingales-index,
which is wused to measure financial
constraints, was used for this study.

In reality, Lamont et al. (2001) are
responsible for the actual KZ index. Those
researchers developed an ordered logit model
that relates the degree of financial constraints
as classified by Kaplan and Zingales (1997)
to five readily available accounting variables:
cash flow, market-to-book value, leverage,
dividends, and cash holdings. This index is
presented here in the same order as it was in
Lamont et al. (2001):

KZ Index = -1.001909*
Cash Flows .y
m+0.2826389*T0b|n S Q
+3.139193* Leverage-
39 3678* Divide.nds )
total capital;_q
1.314759%—h o)

total capital;_q

The Kaplan-Zingales-index has been used to
split our sample firms into two groups: one
more constrained and the other less
constrained. After calculating the KZ index
for the sample companies during the study
period, firms are ranked based on the values
of the KZ index. Using a value of 50% as a
cutoff point, firms were ranked as low or less
constrained if their score was below 50%,
otherwise they were ranked as more
constrained (Lamont et al. (2001)).

Table 1. Measurement of variables used in research models.

No Variables Measurement

1 I Capital Expenditure

2 Cash flow EBIT + Depreciation, Depletion, amortization

3 Capital Property, plant, equipment (net)

4 Tobin's Q (Market capitalization +Total asset- common equity)/Total asset
5 Debt ratio Debt/Total asset

6 Cash Cash and short term Investments

(Source: compiled by the authors).

3.3 Data Collection
The data was collected from the Jordanian
industrial and  service  shareholding

companies’ guide and annual financial
reports issued by companies listed on the
Amman stock exchange (ASE) of 56 non-
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financial firms from 2013 to 2019. The fiscal
years of the companies under investigation all
begin on January 1 and end on December 31.
During this period, a total of 2,459 director's
dealings were reported. Data was collected
and outliers were winsorized for analysis
functions. The data was processed by STAT.
In this study, panel data was analyzed
quantitatively. Using descriptive statistical
methods, the model's status for the research
variables was evaluated.

3.4 Optimism Measures

The calculation of managerial optimism has
been dependent on the transactions of the
directors' deals for the Board of Directors in
the companies, according to the data that has
been collected during the period from
January 1, 2013 to December 31, 20109.
Following Glaser et al. (2008), optimism
scales were created based on the transactions
of the directors' deals. During the sample
period, the number of purchases or sales for
each company has been calculated.
Following that, the number of purchases and
sales are then accumulated on a yearly basis.
Therefore, they receive an annual number.
On the basis of this variable, an optimism
measure has been built using simple
"dummy" variables. If the "number"-variable
is positive, the "dummy-number"-variable
equals 1. Otherwise, it equals 0.

3.5 Data Processing Method

This study wused quantitative analysis
methods with panel data. The status of the

research variables in the model was assessed
using descriptive statistical approaches. The
study employed regression analysis with a
fixed effect model (FEM) to discover the
model that best matches the research data
using the Hausman test. The examination of
the OLS regression model was deemed
unsuitable due to the peculiarities of panel
data with two components of space and time.

Fixed effects panel regression has been used
for all companies with the highest and lowest
financial constraints as identified by the
index of Kaplan and Zingales (1997) in order
to investigate the effect of the behavior of
optimistic managers on firm financial
constraints. The methodology used is that of
Glaser et al. (2008). Then companies are
divided into two categories according to how
financially constrained they are. Managers
are classified as optimistic or pessimistic
using a "dummy" variable (not optimistic).
When managers are classified as optimistic in
a particular year, the "dummy" variable
equals 1.

4. Empirical Results

4.1 Descriptive statistics of financial
constraints

Table (2) displays descriptive statistics (i.e.,
mean, median, and standard deviation,
maximum and minimum) for the variables
used in this study over the period from 2013
to 2019 for firm characteristics that are
supported by the Kaplan-Zingales-index.

Table (2): Summary statistics: Classification based on the KZ index

Financially Constrained Firms Financially Unconstrained Firms
Variables NO | Mean P50 S.D | Mix | Min NO | Mean | P50 | S.D | Mix Min
I 196 | 0.04 0.02 | 0.08 | 0.16 0 196 0.04 | 0.02 | 0.04 | 0.16 0
Cash flow 196 | 0.052 | 0.048 | 0.07 | 0.23 | -0.11 | 196 012 | 011 | 0.05 | 0.23 | -0.7
Lagged TobinsQ | 196 | 0.98 097 | 032 | 195 | 043 | 196 118 | 1.07 | 043 | 195 | 043
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Leverage 196 0.48 0.43 0.21 | 0.84 | 0.10 196 0.22 0.20 | 0.15 | 0.80 0.03
EBIT/assets 196 0.02 0.01 0.06 | 0.18 | -0.16 | 196 0.09 0.08 | 0.05 | 0.18 | -0.08
Pay-out ratio 196 0.02 0 0.06 | 0.23 0 196 0.05 0.03 | 0.06 | 0.02 0
(dividend
payment/asset)

(Source: compiled by the authors).

For financially constrained firms, the
ratio of capital expenditures shows a
declining tendency compared with
financially  unconstrained  firms.
Where the mean for financially
constrained firms is 0.039, compared
to 0.041 for financially unconstrained
firms (see appendix figure 2). When
comparing financially constrained
firms to those that are not, those that
are financially constrained have lower
(cash  flow).This means that
financially constrained companies
have lower cash flow than financially
unconstrained firms (see appendix
figure 1). The results show a
divergence in Tobin's Q values. When
comparing financially constrained
firms'  values to  financially
unconstrained firms' values,
financially constrained firms' values
have lower Tobin's Q values. Tobin's
Q value is greater than 1 is considered
a high-growth firm, while Tobin's Q
value is less than 1is considered a
low-growth firm. According to this
criterion, the mean Tobin's Q value for
financially constrained firms is 0.983,
indicating that financially constrained
firms are low-growth firms. While the
mean Tobin's Q value for financially
constrained firms is 1.187, financially
unconstrained firms are considered
high-growth firms (see appendix
figure 3). Financially constrained
firms are less profitable (the
productivity of the firm’s assets is

lower) compared with financially
unconstrained firms. (See appendix
figure 5). Financially constrained
firms have a lower dividend payout
ratio compared with financially
unconstrained firms. (See appendix
figure 6). Financially constrained
firms have lower leverage compared
with financially unconstrained firms.
(See appendix figure 4).

4.2. Regression Analysis

To test the hypothesis, we ran a fixed-effects
panel regression on a sub-sample to
investigate the impact of financial constraints
on investment cash flow sensitivity when
managers are optimistic.

4.2.1 Regression results of the effects
of managerial optimism on corporate
investment in financially constrained
and financially unconstrained firms.
Table 3, column two, displays the details of
the regression estimations for financially
constrained firms, while column three shows
the estimation results of the same regression
for a sub-sample that is classed as
unconstrained firms. As shown in Table 3,
the adjusted-R-squared of firms that are
financially constrained is 0.113. This implies
that all the independent variables explain
11.3% of the change in the dependent
variable. The adjusted-R-squared of firms
that are not financially constrained is 19.7
percent. This implies that all the independent
variables explain 19.7% of the change in the
dependent variable. At least one of the
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independent variables can explain the
corporate  investment of  financially
constrained firms.

Table 3: Empirical results of regression

| Constraint Firms |

Unconstraint Firms

Dependent Variable: (1) capital expenditure

Variable Coef. St.Err. T P-value Coef. St.Err. T P-value
Cash flow 0.248 0.142 | 1.75 | (0.091)*** -0.063 0.083 | -0.76 | 0.449

Q 0.023 0.017 | 1.36 0.184 0.009 0.007 | 1.20 0.233
Leverage 0.019 0.038 | 0.49 0.629 0.082 0.027 | 3.00 | (0.003)*
managerial 0.013 0.007 | 2.00 | (0.050)** -0.039 0.012 | -3.23 | (0.001)*
optimism
Optimism*Cash -0.314 0.147 | -2.14 | (0.042)** 0.22 0.085 | 2.68 | (0.008)*

flow

Constant -0.002 0.016 | -0.12 0.905 0.027 0.014 | 1.90 0.059
Adjusted-R- 0.113 0.197

squared

Obs. 196 196

Prob > F 0.0003 0.0001

Firms 28 28

Notes: *** indicates significance at 10%; ** indicates significance at 5%; * indicates

significance at 1%. (Source: compiled from data processing by the authors).

In constrained firms, the empirical finding
suggests that there is a positive and
significant correlation between corporate
investment and cash flow. At the 10% level,
the correlation between investment and cash
flow is (0.248). The same coefficient is
negatively  associated  with  corporate
investment and is equal to (-0.063) and
insignificant  for  unconstrained  firms.
Constrained firms exhibit greater investment
cash flow sensitivity than unconstrained
firms, which means they are more responsive
to investment opportunities. This finding is
consistent with Malmendier and Tate (2005);
Lin et al. (2005).

Corporate investment depends on the
existence of growth opportunities like
Tobin's Q, which is a proxy used to measure
a company's opportunities for growth. It is

higher for constrained firms compared to
unconstrained firms (0.023 vs. 0.009). A
higher value of Tobin’s Q indicates higher
growth opportunities. It's worth noting,
however, that Tobin’s Q isn't a trustworthy
proxy as it is not statistically significant. This
calls into question Tobin's Q's validity as a

tool for measuring firms’  growth
opportunities.
Constrained firms have lower leverage

compared to unconstrained firms (0.019 vs.
0.082) and this is not statistically significant
in constrained firms but significant in
unconstrained firms at 1%. Unconstrained
corporations tend to use debt to raise both
their investment and dividend payments,
whereas constrained corporations must
decide whether to allocate their cash flow to
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investment or dividend payments (Maditinos
et al., 2019).

Optimism has a favorable impact on the level
of corporate investment. Managerial
optimism has the potential to boost
investment levels. In constrained companies,
there is a positive and significant association
between  corporate  investment  and
managerial optimism. The connection
between investment and  managerial
optimism is significant at the 5% level,
indicating that an optimistic manager is more
inclined to increase capital expenditure when
the company is financially constrained. The
relationship  between investment and
managerial optimism for unconstrained firms
is negative and significant at the 1% level.
However, this coefficient, which relates
company investment to manager optimism,
should be evaluated with caution. The
optimism effect may depend on other
unnoticed factors. For financial constrained
firms, it can have asymmetric impacts.
Overconfidence  among  typical  top
executives has an impact on corporate
investment, according to (Huang et al., 2011),
since it contributes to the establishment of an
investment cash flow sensitivity
phenomenon.

The financial status of a company can alter
the relationship between investment policy
and managerial irrationality (Heaton, 2002;
Lin et al., 2005; Malmendier & Tate, 2005;
Ben Mohamed et al., 2014). The key question

Table 4. Summary of hypotheses testing results.

of our research is whether investment cash
flow sensitivity is affected by managerial
optimism. Apart from the agency and
information asymmetry perspectives,
managerial optimism also has an impact on
investment—cash flow sensitivity. We see that
the coefficient on the cash flow interaction
term with the optimism dummy variable is
negative and significant at the 5% level for
constraint firms. For unconstrained firms,
this coefficient is positive and significant at
the 5% level.

When internal finance is available, managers
will invest heavily, and when cash is scarce,
they may turn down investment opportunities
with a positive net present value. According
to Heaton (2002), optimistic managers are
supposed to have their own perspective on
stock markets; they are always certain that
the market undervalues their stock. If we go
by this concept, external financing will be
perceived as more expensive when compared
to internal financing. This will result in
investment cash flow sensitivity. As a result
of this research, it is possible to conclude that
the investment-cash flow sensitivity of firms
with optimistic managers is greater in
financially constrained firms. Because the
impact of managerial optimism on the
investment-cash flow sensitivity of Jordanian
industrial and service firms listed on the ASE
over the period from 2013 to 2019 is more
pronounced in financially constrained firms.

NO Hypotheses Results
1 H1A: Managerial optimism has a significant impact on investment H1A was
decisions within financially constrained firms. accepted

2 H1B: Managerial optimism has a significant impact on investment H1B was
decisions within financially constrained firms. accepted

3 H2A: Managerial optimism has a significant impact on investment H2A was
decisions within financially constrained firms. accepted
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4 H2B: Managerial optimism has a significant impact on investment H2B was
decisions within financially unconstrained firms. accepted

(Source: compiled from data processing by the authors).

5. Conclusion

The literature on the impact of managerial
optimism on company decisions is rather
scarce when compared to other areas of
behavioral finance. This study looks into a
key subject in behavioral corporate finance:
how does managerial optimism influence
investment decisions? This study proposes a
measure of managerial optimism based on the
insider stock transaction behavior of
managers (directors' dealings).

This is the first study in Jordan to look into
managerial optimism and its impact on
company investment. The significance of this
research lies in finding how managerial
decision-making works within a company,
how biased a manager is when making
critical decisions about the company's future
performance and success, and how
managerial optimism affects corporate
investment decision-making.

The study investigated whether managerial
optimism had an effect on Jordanian firms'
investment decisions listed in ASE. The
study uses the KZ index to determine whether
a firm is financially constrained or not and
then regresses the investment (CAPEX) on
the cash flow, the optimism measure, and the
interaction of optimism and cash flow on the
financially ~ constrained firms and
unconstrained firms to see if cash flow plays
an important role in investment decisions for
optimistic ~ managers  in  financially
constrained firms.

The study empirically analyzed the link
between  corporate  investment  and
managerial ~ optimism  in  financially
constrained firms. The coefficient of
investment to cash flow increases with
managerial optimism. The study shows a

strong positive relationship between the
sensitivity of investment to cash flow and
managerial optimism. The coefficient of the
interaction term between optimism and cash
flow is highly significant for all firms
(financially constrained firms and financially
unconstrained firms). That means that
managerial optimism increases investment
cash flow sensitivity for firms, and the study
also finds that managerial optimism has more
influence in financially constrained firms.
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Figure 3: Mean lagged Tobin Q
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