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Abstract

Effective cost management requires significant
appreciation of cost behaviour because of its
critical role in determination of the most
profitable adjustment of activities of an
enterprise in relation to its environment.
Conventional cost behaviour theory assumes a
symmetrical and proportional relationship
between cost and activity volume, however, in
the recent years empirical studies proved
otherwise. The revelation is that cost behaves
asymmetrically in short-term in relation to
volume of activity. One of the factors that
cause asymmetric cost behaviour is observed to
be agency problem. Hence the objective of this
paper is to present a review of extant literature
on the conceptualisation of identifying residual
loss of agency costs through asymmetric cost
behaviour. The study is believed to be of great
contribution toward drawing the attention of
empirical research in agency costs and cost
behaviour. It can also be of importance for in
policy making concerning agency problem.

Keywords: asymmetric cost behaviour,
residual loss, agency cost, adjustment cost, cost
behaviour.

Introduction

The main objective of any public company is to
maximize its stock market value or rather
shareholders’ wealth. Managers of the
company are charged with the responsibility of
achieving the aim of maximising shareholders’
wealth. Performance of a company in terms of
maximising the shareholders’ wealth is
revealed by how successful the management in
adapting to the changing circumstances
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(Jerzemowska, 2006). Such circumstances
could be both endogenous (peculiar to a
company) and exogenous (related general)
business environmental challenges and the
ability to quickly adjust to them characterises
the quality of the management. Managers are
expected to act on behalf of the shareholders
(owners) in utmost effort to achieve the
company’s aim while dealing with these
circumstances.

According to Fama and Jensen (1983),
organisation is a nexus of contracts, written and
unwritten between providers of capital and
agents. These contracts specify the right of the
agents, performance criteria on which agents
are evaluated and the compensation they face.
The principal-agent relationship is founded on
these contracts. Therefore, an agency
relationship  exists between the agents
(management) and the principals (owners or
capital providers) when the principals agree to
handover to the agent's resources to manage on
their behalf (Caers, Bois, Jegers, Geiter,
Schepers, & Pepermans, 2006). Agency
problem arises if the management’s goals differ
from those of the owners, thereby making the
owners to institute monitoring mechanisms.
Agency theory predicts that there is a
misalignment of interests between shareholders
and managers which could lead to agency
problems, that is, managers engage in activities
for their own benefits rather than the benefits
of the firm’s shareholders (Jensen and
Meckling, 1976). Incentives are put in place in
order to reduce the adverse effects of the
agency conflict. Agency theory states that
agency cost must be incurred to motivate
managers to make a decision that will favour
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the owners. These costs are bonding cost,
monitoring cost and residual loss. Monitoring
costs are costs that are associated with
watching and evaluating the performance of
managers, example board of director’s cost.
The bonding costs incurred by the management
to ensure the sharcholders’ interest are
protected, for example, cost of external audit.
While the residual loss is another cost of
agency problem resulting from the inability of
both monitoring and bonding activities to align
the interest of the managers and that of
shareholders. It is the sum of all irreducible
agency costs which is borne by the principals
as reduced return on their investments (Panda
& Leepsa, 2017).

Among these costs, the residual loss is a silent
cost, difficult to measure through accounts
unlike the bonding cost and monitoring cost.
Scholarly journals are replete with studies on
agency problem measured through agency
costs such as expenses ratio, Tobin’s Q,
dividend pay-out, managerial compensation,
assets turnover ratio, ROA and ROE, board
Compensation and Free Cash Flow (Wellalage
& Locke, 2012; Pichetkun & Panmanee, 2012;
Rashid, 2016; Faccio, Lang and Young, 2001;
and Wellalage & Locke, 2011). These
measures of agency problem have not
explicitly given attention to the residual cost
because it is silent and difficult to measure. We
opine that residual loss are silent losses that
shareholders have to borne when monitoring
and bonding  (corporate  governance)
mechanism failed to completely mitigate
agency problem.

We proposed in this study that even though
residual loss does not yet have an explicit
measure, it could be observed through
asymmetric cost behaviour. The inspiration for
the suggestion is drawn from empirical studies
on asymmetric cost behaviour and managerial
opportunistic behaviour. Cost behaviour is
asymmetric when costs respond faster to
factors leading to their increase and slowly
respond to the factors leading to decrease.
Pichetkun and Panmanee (2012), Banker and
Byzalov (2014), Lu and Lu (2011), and Zhang

72 Vol 13, Number 1, October 2018

(2016) among others established that there is a
significant relationship between managerial
opportunistic behaviour and asymmetric cost
behaviour. Opportunistic behaviour has been
measured as the result of agency problem when
managers take advantage of the firm’s
resources for their personal use and/or when
managers take deliberate decisions that do not
maximise shareholders’ wealth. Other major
studies of asymmetric cost behaviour like
Anderson, Banker and Janakiraman, (2003),
Weiss (2010), Huang and Janakiraman, (2007)
and Banker, Byzalov and Chen, (2013) have
also established that asymmetric cost behaviour
is the result of adjustment cost theory when
managers are faced with uncertainty and they
take deliberate decisions to maximise
shareholders’ wealth.

Hence, the objective of this study is to explain
how residual loss in agency costs can be
identified through asymmetric cost behaviour.
The idea is that when economic determinants
(such as employee intensity and asset intensity)
and agency problem measures (such as return
on assets (ROA), return on investment (ROI),
assets utilisation, dividend pay-out), are
controlled for in asymmetry cost behaviour
model, any observed asymmetry in cost
behaviour represents residual loss in agency
costs that is not taking care of by agency
problem mitigating mechanisms.

The remainder of this paper is organised into
four sections as follows: section two reviewed
the concept of agency problem and agency
theory and its measures followed by
rasymmetric cost behaviour as a measure of
agency problem and the concept of asymmetric
cost behaviour. Section four summarised the
study with the conclusion and
recommendation.

2. Concept of Agency and Agency
Problem

The concept of agency has been increasingly
popular in management science, social science,
psychology, education and many more
disciplines for over four decades now, yet
studies on managerial opportunism are still




germane. In addition, the concept of agency
has been highly applied in researches
associated with the challenges in understanding
organisational ~ complexity.  Despite  the
appealing nature of the concept and the
resonance it has gained among accounting
researchers and policy makers, there is still an
absence of an explicit definition of its core
meaning. As put by Etelapelto (2013), this lack
of explicit clarity has led to the confusion
surrounding the concept, which leads to loosely
associating the notions with active striving,
taking initiatives, or having an influence on
one’s own life situation. In management
science and accounting, in particular, the
agency is viewed as a contractual relationship
with an explicit incentive for performance
(Casadesus-Masanell & Spulber, 2004).

The term agency has multiple applications
depending on the context and field of its use. In
the context of this paper, agency simply means
the capacity to act. It connotes the capacity to
take action on behalf of someone else with
anticipated benefits which result in codified
social interaction. The concept gained
popularity in scholarly write-ups in the late
1970s as a result of a reaction to structural
failure to take into account the action of
individuals (Ahearn, 2000). On the account of
this assertion, the agency is a means of holding
someone accountable to his/her action when
acting on somebody’s behalf within the
allowed freedom to act in the best interest of
the person.

Furthermore, Sen (1999) described agency as a
person’s ability to act on behalf of what the
person values and has reason to value. The
focus here is on the person’s ability or
capability to freely do what he/she values and
have reason to value, such as freedom to
incurring costs and setting a budget for
achieving the set goals. Alkire (2008) explains
that these capabilities include setting a budget,
authority to incur costs, conveys information
on the range of valuable opportunities or
benefits a person acting on behalf of someone
else enjoys. This also includes process freedom
related to opportunities of achieving what a
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person values. Based on the Sen (1999)
argument, agency is an assessment of what a
person can do in line with such person’s
conception of what is good. The implication of
this assertion is that people who enjoy the high
capacity to act on behalf of someone else are
engaged in actions that are purely congruent
with their value and not necessarily the interest
of who they represent. On the other hand, when
people are not able to exercise their capabilities
such as, opportunity freedom and process
freedom, they may be alienated from their
behaviour, and coerced into presumably
pursuing only their interest (Alkire, 2008). This
means that agency is exercised with respect to
multiple aims in relation to diverse purposes.
Thus, the agency can be viewed as a capacity
or ability that brings two or more parties with
different interest together for achieving
common goals.

Furthermore, according to agency law, agency
is the fiduciary relationship that arises when
one person (principal) establishes an assent to
another person (agent) that the agent shall act
on the principal’s behalf subject to the
principal’s control, and the agent manifests
assent or otherwise consents so to act (DeMott,
2016). This definition place the agent in the
legal view of the relationship between the
principal and the agent as legally obligated. In
the context of law, the agency is an intentional
action that results in a relationship built on trust
between parties and subject to accountability
under the law. Thus agency is a deliberate
relationship between parties established based
on trust and controls for the purpose of
achieving the reason for the relationship. We
describe agency in an organisational context as
a relationship that results to a contractual
arrangement between two parties — the
principals and the agents.

As put by Ross (1973), an agency relationship
is one of the oldest social interaction arising
between two or more parties when one,
designated as the agent, acts for, on behalf of,
or as a representative for the other, designated
as the principal, in a domain of decision
problems. Essentially, it is a contractual
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arrangement between employee and employer
that separate ownership from management. The
problem in agency emanates from this very
separation where the principal gives authority
to the agent for taking decision pertaining to
the control and use of assets or capital
entrusted to their care. The agents are given
incentives that will motivate them to act in the
best interest of the stockholders.

The conventional finance assumption is that
firms’ management will pursue policies aimed
at maximising shareholders’ wealth (Abor, &
Biekpe, 2006). However, this is not always
attainable because of the economic assumption
that both the agent and the principal are utility
maximizers (Lin & Huang, 2011). The agency
problem now arises when managers tend to
seek their personal utility different from that of
maximising the shareholders’ utility.

The existence and extent of agency problem in
a firm is not easily observable since managers
have privileged internal information
(information asymmetry) that owners do not
have. The development and growth of the
modern organisation where business owners
are rather seen and treated as investors with
portfolios whose target is a return on their
investment further compounded the agency
problem. As stressed by Hall (1998) the need
to overcome the problem by incurring agency
cost is ever perpetual. For this purpose, the
variation between the management goals and
those of the firm owners become highly
interesting to the fact of the effect it has on
company’s performance. Managers are
presumed to maximise their utility even at the
expense of the stockholders. Example of these
utilities include empire building, fame, flagrant
lifestyle, higher bonuses, beating analyst
earnings forecast, avoiding reporting loss and
so on. Therefore, agency theory describes the
nature of the problem and propose a solution to
such problem.

Review of Agency Theory, its Application
and Measurement

Agency theory suggests that the separation of
ownership and control in firms creates conflicts
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of interest between the principals and the
agents (Abor & Biekpe, 2006). This is mainly
because managers have the opportunity to use
the resources of the firm in ways that benefit
them personally to the detriment of
shareholders’ wealth maximisation.

Agency problem exposes the modern
organisation to the risk of managers’
opportunism. In order to find a solution to this
problem, Jensen and Meckling (1976)
harmonised the most popular theory used in
organisational relationship studies — the agency
theory.  Agency theory describes agency
problem as the misalignment of interests in
agency relationship between managers and
shareholders. The problem is that managers are
predicted to engage in activities that seek to
benefit them rather than the firm’s
shareholders. Jensen and Meckling (1976, p5)
defined agency relationship as a ‘“contract
under which one or more persons (the
principal(s)) engage another person (the agent)
to perform some service on their behalf which
involves delegating some decision making
authority to the agent”. Both parties are
assumed to be utility maximizers. As such,
agents (managers) may not act in the best
interests of the principals (shareholders). The
principal then institutes measures for
preventing the agents from taking a divergent
interest by establishing appropriate incentives
and incurring monitoring costs or what is
called agency costs. Agency costs is the sum of
monitoring expenditures (such as the cost of
having board of directors, auditing cost),
bonding expenditure (such as the cost incurred
by the principal in committing to contractual
obligations that limit or restrict the agent’s
activity even if the firm is acquired), and
residual loss (costs incurred as a result of
divergence in principal and agent interests
despite the use of monitoring and bonding
costs) in any situation involving cooperation
efforts (Jensen & Mechling, 1976).

Empirical Measures of Agency Costs

Empirical studies are replete with the measures
of these agency costs as a proxy for agency
problem. Monitoring and bonding costs are




adequately covered by researchers but, the
residual loss is under-studied, probably because
it is a silent cost and due to difficulties in
measuring it. It is difficult to observe and it
usually evades the agency problem control
measures. The rational justification for the use
of agency costs as the proxy for agency
problem is borne out of the fact that without
agency problem, agency costs would not have
been incurred. Therefore, the implication is that
agency problem drives agency costs. It can be
said that the extent of a firm’s agency costs

Table 1: Agency Cost Measures
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reflect the severity of its agency problem. The
empirical literature uses agency cost as the
direct measure of agency problem and is
measured as presented in the table 1.

Drawing from the Jensen and Meckling (1976)
discussion on agency theory, many authors
have used different measures to capture agency
problem. According to Panda and Leepsa
(2017), the measures are divided into two
schools of thoughts — the direct measures and
indirect (reversal) measures.

Direct Measures Operationalization

Authors

Expense Ratio
by average total assets

Asset Utilisation
Ratio or Asset
Turnover Ratio

Net sales divided by
average total assets

Indirect measures

Operating expenses divided

Ang, Cole and Lin (2000); Li and Cui
(2003); McKnight and Weir (2009); and
Wellalage and Locke (2011); Pichetkun and
Panmanee, 2012

Rashid (2013); Florackis (2008); Ang et al.
(2000); Singh and Davidson (2003);
Fleming, Heaney and McCosker (2005);
Pichetkun and Panmanee, 2012

Dividend payout
ratio
Tobin’s Q

Total dividend divided by
net income
Total market value +

liabilities divided by the total

assets book value +
liabilities
ROA and ROE

by average total assets
Board
Compensation
Free Cash Flow

other related expenses
Cash from operations less
capital expenditure

ROE - Net income divided
by the shareholder’s equity.
ROA — net income divided

Director’s remuneration and

Faccio, Lang and Young (2001) and
Wellalage and Locke (2011)

Pichetkun and Panmanee, 2012; Morch,
Shleifer and Vishny (1988) and Agrawal and
Knoeber (1996)

Pichetkun and Panmanee, 2012; Li and Cui
(2003) and Xu, Zhu and Lin (2005)

Zajac and Westphal (1994) and Su, Xu and
Phan (2008)

Rashid (2016); Pichetkun and Panmanee,
2012; Lu and Lu, 2011; Henry (2010);
Mcknight and Weir (2009); and Doukas,
Kim and Pantzalis (2000)

Source: Authors’ compilation (2018).

The direct measures of agency costs explain
manager’s efficiency in utilising assets and
effectiveness in controlling expenses. Thus,
lower expenses mean more profit. This set of
measures depict the effort of management in
generating higher revenue at a lower cost
thereby increasing shareholders’ wealth.

The first three indirect or reverse measures
(Dividend pay-out ratio, Tobin’s Q and ROA
and ROE) explain the firm value and the
returns shareholders get on their investments.
The board compensation describes the role of
incentives in aligning principal and agent
interest for wealth maximisation. Lastly, the
free cash flow (FCF) describes the cash flow
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growth opportunity of the firm. FCF is
commonly used as a proxy for agency problem
as the result of empire building which is a
mismatch between available cash flow and
growth opportunity (Jensen 1986). Insights into
this problem predict that when FCF is high,
managers are likely to over-invest in
operational costs and negative net present value
investments as an opportunity for empire
building (Lu & Lu, 2011).

Most studies (Pichetkun & Panmanee, 2012;
Chen, et al., 2011; Jeon-Ho & Tae-Young,
2014; Asgari, 2014) that found positive
relationship ~ between  asymmetric  cost
behaviour and agency problem, have not
considered  classifying  asymmetric  cost
behaviour as a residual loss resulting from the
inability of the internal motoring activities to
prevent managerial self-interest like empire-
building.

Applicability of asymmetric cost behaviour
concept in explaining agency problem directly
draws from manager’s discretionary decision
toward committed resources as sometimes
influenced by the self-interest for utility
maximization such as benefits that are not tied
to profit and result in higher budget. It could be
because managers want to avoid takeover in
the long-run (i.e. avoidance of bounding costs),
they may decide to hold some slack resources
in anticipation of a better future or refuse to
lay-off labour under them to secure more
budget and relevance. This could likely lead
managers to increase SG&A costs rapidly
when demand increases. Several studies posit
that managerial incentives and governance can
mitigate or intensify asymmetric  cost
behaviour since cost asymmetry could stem
from empire-building (Pichetkun & Pamanee,
2012; Banker, Flasher, & Zhang, 2013).

However, what we are trying to conceptualise
here is that asymmetric cost behaviour is a
consequence of agency problem and a residual
loss in agency costs. The idea is premised on
the fact that residual loss are costs shareholders
borne as a result of the monitoring and bonding
failures to completely control agency problem.
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These factors make it appropriate to say that
asymmetry in cost behaviour is the direct
reflection of agency problem even though the
concept is subject to empirical confirmation.

Theories of Asymmetric Cost Behaviour
Cost Behaviour

The knowledge of how costs respond to a
different level of activity or volume is known
as cost behaviour. Cost behaviour is the
responsiveness of cost to changes in activity
level. It is critical for decision making,
planning, control and evaluation of
performance. Therefore, the concept of cost
behaviour explains the relationship between
costs and activities which by extension affects
revenue (sales volume). According to
Bornemann (1945), the study of cost behaviour
is significant because of its critical role in the
determination of the most profitable adjustment
of activities of an enterprise in relation to its
environment. Cost behaviour is identified as a
factor that affects the volatility of earnings
through its effect on the accuracy of earnings
forecast (Weiss, 2010).

The current empirical inquiry into cost
behaviour involves the measurement of the
relationship between costs and outputs, within
the organisation’s operations, taken into
consideration the effect of deliberate decisions
by managers. The traditional or conventional
cost and management accounting theory
assume a mechanistic relationship between
costs and levels of activities, i.e. costs changes
proportionately with changes in the level of
activity. The point is that activity volume is the
only recognised driver of costs. Therefore,
costs are classified as a fixed cost (FC) when
they remain constant irrespective of changes in
activities in short-run. Costs are classified as
variable costs  when they  change
proportionately with a change in the level of
activity. Therefore, in the conventional view,
cost is expressed as the function of the volume
of activity. This view have not taken into
consideration the effect of deliberate
managerial intervention on cost behaviour.
Therefore, for effective decision makidng using
cost information requires analysis beyond the




traditional view of cost behaviour to include
the effect of management deliberate decision to
influence costs.

Asymmetric Cost Behaviour

Asymmetric cost behaviour is a new way of
thinking about cost behaviour that challenges
the fundamental assumption in cost accounting,
that the relationship between costs and volume
of activities is symmetric for both increase and
decrease of activity levels. Asymmetric cost
behaviour occurs because of the failure of cost
behaviour to observe the traditional
assumptions of proportional responsiveness of
costs to changes in the volume of activity.
Costs become asymmetric because of
deliberate managerial intervention in resource
adjustment.

In an attempt to explore the validity traditional
view of cost behaviour, Noreen and
Soderstrom (1994) empirically tested whether
costs are strictly proportional to activity in
specific industry. They used data collected
from the Washington State Department of
Health for about 100 hospitals budgeted data
for 1989 and 1990. The result shows that
average cost decreases as activity level
decreases with less degree than when the cost
increase as activity increased. This implies that
cost is not strictly proportional to changes in
activity as posited in accounting text.
Following the argument that costs are not
driven by volume alone, Banker, Potter, and
Schroeder (1995) empirically validated the
claim by testing whether overhead costs are
driven by the volume of manufacturing
activities. The study classified manufacturing
transactions or activities as logistical, quality,
balancing  (purchasing and  production
personnel) and change (number of engineering
change over). The cross-sectional data
collected from 32 manufacturing companies
were subjected to regression analysis. The
study found that most of the variations in
overhead costs are explained by their
classification of manufacturing transactions
and not the volume of activities.

Residual Loss of Agency Cost in Organisational Asymmetric Cost Behaviour

Asymmetric cost behaviour is an economic
phenomenon where cost behaviour does not
conform to the conventional theory of cost
linearity with activity level. Costs are termed
asymmetric when they are sticky or anti-sticky.
Sticky cost refers to the situation where costs
increases faster as a response to factors leading
to their increase and response slowly to factors
leading to their decrease. Costs become anti-
sticky when expediting downward adjustment
of costs is higher when the volume of activity
falls than when the volume of activity increases
with an equivalent unit. These less than or
more than proportionate adjustment of costs
sometimes emerge from agency problem where
managers have incentives that motivates their
deliberate decision. These motives could be
avoidance of reporting losses and earnings
decrease, meeting financial analyst’s earning
forecast, securing larger budget, and/or empire
building. Therefore, for the purpose of clarity
and understanding, this paper used asymmetric
cost behaviour as a term that means both costs
stickiness and anti-stickiness.

More empirical studies in cost behaviour model
started experiencing great innovations since
2003. Anderson, et al. (2003) in their seminal
work were the first to empirically document
evidence on the concept of “sticky cost
behaviour” which opened the “black box” of
proportional cost behaviour and served as the
groundbreaking for researchers in cost
behaviour. They investigated whether costs are
sticky. Their paper used time series and cross-
sectional data which was the weakness of
Noreen and Soderstrom (1994) and Banker, et
al. (1995). The study reported that for 7,629
firms over 20 years, their Selling, General and
Administrative (SG&A) costs increased on
average of 0.55% for 1% increase in sales, but
decreased only by 0.35% for the same 1%
decrease in sales. They concluded that sticky
cost behaviour occurred because managers
deliberately adjust and hold back some slack
resources based on some incentives. The study
used SG&A costs as a proxy for cost behaviour
because it is the group of cost items that are
easily adjustable under managerial delegated
authority. Delegated authority here means the
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power given to managers by the owners to
incur certain costs without prior approval.
Managerial opportunistic behaviour induced by
agency problem could be involved in resource
adjustment decision within their delegated
authority when activity changes.

The recent proliferation of research in the area
of cost behaviour continues to focus attention
on asymmetric cost behaviour. Some explained
that the integrated effects of both economic
factors and managerial opportunistic behaviour
have a significant influence on cost behaviour
and firm performance (such as Golden &
Rezaee, 2015; Abrokwa, 2014). Other
researchers (such as Costa, 2014; Abu-
Serdaneh, 2014; Warganegara & Tamara,
2014) that devoted their work to find the
existence of evidence of asymmetry in cost
behaviour observed that the phenomenon is
pervasive across different setups, like county,
industry, and events such as initial public
offers, mergers and acquisition.

Still, some researchers that investigated the
determinants of asymmetric cost behaviour
(e.g. Paik and Koo, 2016; Zhang, 2016; Jeong-
Ho & Tae-Young, 2014; Chen, et al., 2012;
Kama & Weiss, 2011; Lu & Lu, 2011;
Anderson & Lanen, 2009) found that agency
problem has a direct positive relationship with
asymmetric cost behaviour.  Yet, another
strand of researchers examined the impact or
consequences of asymmetric cost behaviour on
earnings management (e.g. Jeong-Ho, Song &
Paik, 2015). If asymmetric cost behaviour is
perceived to have negative relationship with
corporate governance, then the motoring and
bonding mechanisms as suggested in agency
theory should have a negative or mitigating
effect on asymmetric cost behaviour. However,
these mechanisms will not eliminate in short-
run, completely the instance of asymmetric
cost behaviour since such cost behaviour is
also influenced by the managerial deliberate
decision to create firm value in the future.
Hence, the degree of asymmetric cost
behaviour can be reduced by corporate
governance mechanisms, which is the main
tool of agency theory.
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Adjustment Cost Theory

The theory holds that when shocks such as
changes in demand, change in government
policies, economic recession, firm growth,
financial crisis, occur, a firm cannot
immediately change its factors of production
without incurring costs (Lucas, 1967). This
implies that changes in the prior factors of
production or committed resources as a
response to shocks would result in an implicit
cost. The major challenge with adjustment
costs in empirical studies have been the
predictability or empirical surrogate for
adjustment cost, as it is difficult to be observed
from accounting records or financial statements
(Banker, Byzalov, & Chen, 2013). Empirical
studies such as Anderson, et al. (2003), Costa
(2004), and Pichetkun and Pamanee (2012)
used assets intensity (ratio of operating assets
to sales) and employee intensity (number of
employees to sales) as proxies for adjustment
costs. Resource adjustment costs could arise
from labour or capital (Pichetkun, 2012) or
operational expenses. Operational expenses can
easily change within a short period of time as
an adjustment to changes in activities. The
adjustment can result in short benefits like
higher reported profit but, may result in loss of
value creation in long run due to possible
higher reacquiring costs.

The theory of cost stickiness as posited in
management accounting research, is that costs
are asymmetric because of economic and
behavioural forces (economic downturn and
empire building) that act in slowing downward
resource adjustment more than an upward
adjustment of SG&A activities (Chen, et al.,
2014). According to Anderson, et al. (2003),
these forces include, but are not limited to
permanent sales decline, macroeconomic
growth, and  asset/employee intensity,
employees’ protection laws, and trade unions.
In the period of uncertain future demand,
managers would incur adjustment costs for
reducing or retaining prior committed
resources based on the anticipation of the
future. Such decision result in asymmetric cost
behaviour. When demand falls, managers are




faced with the decision of whether to maintain
the level of committed resources and bear the
costs of unutilized capacity. On the other hand,
managers can reduce the committed resources
and incur the adjustment cost of retrenching,
disposal of assets, and costs of replacing
committed resources in the future if the
demand is restored. The claim of this theory is
that when a manager is not self-interested, cost
asymmetry would only be stronger in the
circumstance where the assessed probability of
a decline in volume (demand) is not permanent,
or where costs of reacquiring resources are
higher than retaining. The claim of this theory
makes it important in empirical research of cost
behaviour and rational managerial response to
shocks. Adjustment cost theory provides for
managerial intervention in cost behaviour
through optimal decision making.

Measuring Asymmetric Cost Behaviour in
Organisation

SG&A;,
SG&A;,_;

= Bo+ By log

Revenue,;;

Log l

* log

Revenue;;_,

Where SG&A\; is the natural log of SG&A of
company i in fiscal year t, revenuej; is the
natural log of sales revenue of company i in
fiscal year t. decrease dummy is a dummy
variable which takes the value of 1 when sales
revenue decreases between periods t — 1 and t,
and 0 otherwise. The asymmetry in cost
behaviour is measured by the coefficient value
of bl and b2. The costs behaviour is
asymmetric when the sum of bl and b2 is
negative.

Empirical Evidence of Asymmetric Cost
Behaviour and Agency Problem

Several studies have investigated the effect of
agency problem on asymmetric cost behaviour
and how corporate governance mediates the
relationship. Our justification for reviewing
empirical literature that examined the

Revenue;,
Revenue;; 4

Residual Loss of Agency Cost in Organisational Asymmetric Cost Behaviour

In this section, our intention is to present a
review of model developed overtime for
empirical investigation of asymmetric cost
behaviour phenomenon. The first to model
asymmetric cost is Anderson, et al. (2003) who
presented the first empirical model that used
large cross-sectional and time series data to
explain the concept of asymmetric cost
behaviour. They posited that understanding
cost behaviour is an essential element of cost
and management accounting. As stated earlier,
they found what they called sticky cost
behaviour, where costs increase with an
increase in activity (measured by sales volume)
but fail to decrease in the same proportion with
an equivalent decrease in activity. This implies
that manager’s response to uncertainty in a
different manner contrary to the mechanical or
engineering specification of cost behaviour.
Anderson, et al. (2003) popular model is
presented as follows:

l + By * DecreaseDummyit

+ Si,t

relationship between agency problem and
asymmetric cost behaviour, is to demonstrate
the perceived application of the asymmetric
cost behaviour model in identifying residual
loss of agency costs. These studies considered

corporate governance as agency theory
mechanism or control system that can exert
limiting pressure on asymmetric  cost

behaviour. If after all corporate governance
variables and other variables as predicted by
adjustment cost theory are used in asymmetric
cost behaviour model, any other asymmetry
observed could be identified as residual loss in
agency costs.

Prior researches have mentioned that agency
problem is one of the determinants of
asymmetric cost behaviour (Zhang, 2016).
However, few studies have examined directly
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the relationship between agency problem and
asymmetric cost behaviour. Chen, et al. (2011)
used four measures to proxy corporate
governance: free cash flow (FCF), chief
executive officer (CEO) horizon, CEO tenure,
and compensation structure. Following the
same strand, Zhang (2015) proxied agency
problem as FCF, CEO tenure, CEO age, and
CEO fixed pay. They both suggest that agency
problem has a positive relationship with
asymmetric cost behaviour and corporate
governance limit the degree of the relationship.

Xue and Hong (2016) examined corporate
governance’s effect on expense stickiness.
Their study adopted the Anderson, et al (2003)
model to measure asymmetric cost behaviour,
while they used the factor analysis of corporate
governance components. Their analysis seems
to be having fewer measurement errors because
of the used of principal component analysis to
represent their independent variable. Their
result revealed that good corporate governance
reduces the degree of asymmetric cost
behaviour. Despite the robustness of their
measure for corporate governance, it failed to
include external audit as one of the corporate
governance mechanisms.

Malekvar and Abdoli (2015) tested the
relationship between SG&A Costs Stickiness
and corporate governance. They proxied
corporate governance as the composition of the
board of directors. They adopted the Anderson,
et al. (2003) model as a measure of asymmetric
costs behaviour. The study used single measure
for corporate governance, however, the still
found strong support for their argument that
strong corporate governance has a positive
impact on reducing the stickiness of SG&A
costs. Chen, et al. (2011) examined the role of
corporate governance in mitigating the effect of
the agency problem on SG&A cost asymmetry.
The response variable was the Asymmetric cost
behaviour of SG&A estimated using Anderson,
et al. (2003) model. They also found that in
aggregate, corporate governance reduces the
degree of asymmetric cost behaviour.
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Asymmetric cost behaviour has an adverse
effect on cost planning and control which in
turn affects organisational performance. Its
pervasiveness also affects analyst’s earnings
forecast as it reduces the ability of management
to effectively control costs if they are induced
by self-interest. since empirical literature have
established that monitoring and bonding costs
(cost of corporate governance) reduces the
degree of cost asymmetry, residual loss in

agency costs can be observed through
asymmetric  cost model. The general
assumption of this study is that, if the

monitoring and bonding variables are included
in asymmetric cost behaviour model, any other
degree of asymmetry revealed by the model
could be related to residual loss in agency
costs.

Summary, Conclusion and
Recommendations

This study has examined the literature on the
concept and measurement of agency problem
and asymmetric cost behaviour. The discussion
on agency relationship, agency conflict and its
effect on shareholders’ wealth has long been an
unresolved issue in economic, management and
corporate studies. The fascinating work of
agency theory predicts that managers are likely
to act in a manner detriment to the interest of
the shareholders. In order to address this
problem, two different models were provided
in the literature; economic model and agency
law model. Principal-agent relationship
according to agency law is fiduciary in nature,
build on the trust that agent will act in the
interest of the principal. Obviously, this is not
so. Managers are motivated by their rewards of
performance and penalty if they do not
perform. The economic model, which is the
interest of this paper, viewed the principal-
agent relationship as a nexus of contracts
written and unwritten with the agents being
motivated by the incentive to act in the interest
of the principals. Following this, many authors
have made extensive surveys on the agency
problem and its costs to find the remedies.
Literature on agency theory have established
that separation of ownership from control,
conflict of interest, risk averseness, information




asymmetry are the leading causes of the agency
problem. Commonly used remedies found in
the literature are: ownership  structure,
executive  ownership and  governance
mechanism like board structure which can
minimise the agency cost.

However, monitoring and bonding costs of
agency problem have been adequately
investigated  in literature,  while the
identification of residual loss in agency costs is
still understudied. This paper, therefore,
recommends that agency problem can be
identified through asymmetric cost behaviour.
The suggestion is supported by evidence found
in the literature that asymmetric cost behaviour
exists as a result of deliberate managerial
decision towards maximising their own
interest. The paper thus suggests that to some
extents, the asymmetry in cost behaviour is the
indication of the residual loss of agency
problem. This assertion is subject to empirical
validation.
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