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Abstract

Under the modern corporate system, one of the basic problems of corporate
governance is to reduce the agency cost, but it is under the influence of the
company’s internal governance structure and external environment. Since
agency cost problems in corporate governance have been a research hot spot,
this paper teases out a profile of relevant research achievements of agency
costs from 2012 to 2017 in China, and summarizes the influence factors and
the economic consequences relating to agency cost in the form of literature
review. After some discussion and argument, this paper analyses the trend of
the existing research and puts forward the future research prospects in this
field that is spillover effect of agency costs at the macro micro level.
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1. Introduction

Modern companies are the integration of team power with a number of living
individuals, including managers, employees, shareholders, creditors, and so on.
For a long time, economists chronically assume and think that these parties have
a common goal and orientation, but actually there is a conflict of interests
among economic individuals. And companies have been trying to reconcile
these contradictions. Therefore, it has always been the focus of scholars in the
field of corporate finance and capital markets.

Over the past three decades, economists have worked hard and developed the
so-called “agent theory”. In Principles of Corporate Finance by Richard A. Brea-
ley and Stewart C. Myers, it is listed as one of the seven most important concepts
in corporate finance [1]. Strictly speaking, agency theory is one of the inter dis-
ciplinary research achievements in economics and finance. It is the emergence of

agency theory that drives us to make a breakthrough in the study of the internal
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structure of the black box of enterprises.

With detailed data, Adolf Berle and Gardiner Means (1932) observed the se-
paration of control and ownership in the United States in the 1920s and 1930s,
and pioneered the study of corporate governance [2]. Jensenand Meckling
(1976) defined the agency cost and discussed the agency problem in Theory of
firm: managerial behavior, agency costs and ownership structure [3]. The agency
cost seems to be the inevitable product of modern stock company (Harold
Demsetz, 1988) [4]. Since then, most researches on corporate governance issues
started through agency costs, and tried to find ways to reduce agency costs and
alleviate agency problems, which is one of the basic objectives of corporate go-
vernance.

China, as the world’s second largest economy, has a profound impact on the
international capital market as China’s stock market and bond markets open up
to the outside world. With the clear opening direction of China’s capital market
and more considerations from future international investors, corporate gover-
nance and agency efficiency of listed companies in China are worthy of attention
due to its subject status. At the same time, along with the rapid development of
domestic capital market in recent five years, the interests of capital market par-
ticipants are becoming more and more sharp, and the external supervision of
China’s listed companies are lagging behind, which leads to the frequent ha-
rassment of corporate governance problems in China’s listed companies.

In the most recent case, take Vanke as an example. As the first listed company
to survive and the country’s leading real estate company, the competition for eq-
uity between Vanke management and outside shareholders raises new questions
about the principal-agent relationship between the executive team and the
shareholders. How to alleviate the problem of agency has become one of the
important topics that listed companies have to pay attention to.

In the past five years, domestic scholars have also made a lot of research on
this area and made some achievements. They try to find a good way to reduce
agency costs and ease the agency problems in China with a unique economy in
transition. Thus this paper attempts to focus on the recent research of agency
cost in the last five years, summarizes the impact factors and economic conse-
quences involved in the literature in the form of literature review, and summa-
rizes the current research trends. The future research prospect of this field is put

forward.

2. Agency Cost
2.1. Definition

According to Jensen and Meckling (1986), the principal needs to pay the price
for preventing agents from damaging their own interests, for instance, they take
actions to restrict agents’ behaviors through strict contractual relationships and
strict supervision on agents. It is the price the principal has to pay that the agen-

cy costs [5]. Agency costs include delegated monitoring costs, the guarantee cost
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of the agent and residual loss.

The supervision cost of the client refers to the incentive and monitoring cost
of the principal to make the agent do everything possible to pursue maximum
benefit of the principal; The guarantee cost of the agent means the cost that the
agent guarantees not to damage the interests of the principal, and vice versa the
cost of compensation. As for the residual loss, it signifies the loss of value arising
from the decision of the principal on behalf of the agent. Assuming that the
agent and the client share the same information and talents, the residual loss is

equal to the difference between the two parties’ decision-making.

2.2. Measurement

Asset turnover ratio, operating expense ratio and management shareholding ra-
tio are the frequently used indicators to measure the agency problem between
shareholders and management. Asset turnover is very intensively effective in
measuring the company’s investment decisions and the assets turnover man-
agement, while operating expense rates focus on measuring overconsumption of
the management and other agency costs (Ang, 2000, Singh & Davidson, 2003)
[6] [7]. Luo Wei and Zhu Chunyan (2010) contend that it is feasible to measure
the agency cost between shareholders and management by the proportion of
managerial ownership [8].

For the proxy problems between shareholders and creditors, Mello and Par-
sons (1992) demonstrate the incentive effect of capital structure by using unde-
termined equity model and measure the agency cost of creditor’s rights [9].
Prowse (1992) blazed a new trail to scale such agency costs by using ratio of cash
and tradable securities to total assets [10]. McKnight and Weir (2009) measure
the total agency cost by the ratio of sales income to total assets and the number
of mergers and acquisitions, and propose that agency cost is a function of free
cash flow and growth opportunity [11].

In general, agency cost can be summed up as the cost of principal relationship.
As mentioned above, it can be divided into three types in accordance with the
signing and execution process. From the perspective of static analysis, scholars
focus on share holders and management, shareholders and creditors. Most of the
existing studies indirectly measure the agency cost and seldom directly measure
it. It can be seen that it is difficult to quantify directly agency costs, which poses

the severe requirement of exploring new methods for empirical research.

3. Influencing Factors of Agency Cost in the Past Five Years’
Research

The existence of agency cost directly leads to the reduction of corporate value.
How to effectively supervise and encourage the business operators to ensure the
efficient operation of the company and the goal of maximizing the interests of
the owners and reduce agency cost effectively is a subject that has attracted

much attention since the agency problem was raised. There are many factors af-
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fecting agency cost, which mainly concentrate on the information asymmetry,
interest inconsistency, incentive incompatibility, free-rider behavior and uncer-
tainty. Considering the feasibility of research and design, Chinese scholars focus
on institutional factors, including formal institution and informal institution,
which are divided into external supervision, cultural factors and individual fac-
tors.

On external supervision, formal system perspective is mostly based on the le-
gal environment and media supervision (Ye Yong ef al 2013) [12]. Zeng Jian-
guang’s and others innovative research probe into the impact of Internet gover-
nance on the agency costs of Chinese Listed Companies in China [13]. To some
extent, the legal environment, media supervision and Internet governance re-
duce the asymmetric degree of information in the principal-agent problem, im-
prove the transparency of information, and thus reduce the agency cost and im-
prove agency efficiency.

Cultural factors include religious traditions, cultural practices, social trust, re-
gional languages and social relations. The long-term accumulated religious tra-
ditions, cultural customs and other informal institutions in a region have gradu-
ally caught domestic scholars’ eyes. By studying the relationship between reli-
gious tradition and corporate governance, Chen Donghua (2013) found that
there is less illegal behavior of the listed companies and the lower cost of earn-
ings management in the place with stronger religious tradition [14], That is, the
informal system helps to improve the quality of corporate governance. Based on
the data of listed companies in Shanghai and Shenzhen stock exchange from
2002 to 2012, Gu Zhihui (2015) studied the relationship among Confucian eth-
ics, globalization and agency cost [15]. As one of the important components of
the informal system, social trust’s role of corporate governance is also worth ex-
ploring When studying CEO power and agency cost, Li Xiaoling (2016) takes
into consideration the regulatory role played by the trust environment, thus
proving that the trust environment can restrain the influence of CEO power on
agency cost to some extent [16].

Most of the above studies measure culture macroscopically. With the devel-
opment of sociological research, the culture of language or dialect representation
can be refined to financial individuals, which makes it feasible to solve how to
measure culture at individual level and identify the influence of culture on indi-
vidual decision-making. Based on this, Dai Yi-yi (2016) empirically tests the in-
fluence of dialect consistency between president and CEO on agency cost, and
finds that dialect consistency can significantly reduce agency cost and the nar-
rower the range of use of a dialect is, the more significant this effect is [17].

Liu Xiaoxia et al. (2013) divided the relationship between the actual controller
and the general manager into three categories according to the degree of inti-
macy: the first type is the relatives of blood, kinship or marriage; The second
kind is the acquaintance from the same country, class or colleague; If the above

relations are not, they can be classified into the outsiders [18]. Through empiri-
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cal methods, those papers demonstrate the influence of the “relationship” on
agency cost and agency efficiency. In view of the highly valued personal reputa-
tion in Chinese society, Luo Jinhui (2014) categorized independent directors in-
to star directors and ordinary directors in terms of the social reputation me-
chanism of independent directors [19]. Furthermore, they analyze the difference
of governance effect between two kinds of independent directors in alleviating
the agency problem of listed companies.

From the above analysis, we can draw the conclusion that the research on the
anatomy of the unique cultural phenomenon in China and its effect on corpo-
rate governance enrich and supplement the micro-study of culture and finance,
and provide a new empirical basis for the market stakeholders to know the vital
role of Chinese cultural traditions in regulating economic development.

Besides, from the perspective of organizational behavior, some scholars ana-
lyze how the demographic characteristics of clients and trustees and their social
networks exert influence on the agency cost. The following demographic va-
riables of team members are a matter of great concern, such as age, duration of
service, educational level, race, gender, etc. The similarities between executives’
backgrounds, such as common experiences, hometown, educational background
and even political tendencies, can also affect the relationship between the two
parties and thus affect agency costs in corporate governance (Lin Yun-jian, 2016;
Huang Ya-wei, 2016; Lu Dong et al, 2012 & 2014) [20] [21] [22] [23].

4. Economic Consequences of Agency Costs

The early research on the economic consequences of agency cost started from
the macroscopic and macroscopic levels respectively. The former includes capi-
tal structure and financing activities, while the latter involves business cycle,
economic fluctuation and growth (Dang Yin, 2012) [24]. For a change, the cha-
racteristics of the relevant literature in the last five years have shown that do-
mestic scholars pay more attention to the economic consequences of the micro
level.

With a view to market microstructure, Xiong Jiacai (2016) used stochastic
frontier model to study the impact of stock liquidity on management agency cost
of Chinese listed companies, and found that the value of China’s listed compa-
nies was reduced by about 33.6% - 37.8% due to agency conflicts [25]. Similar to
Shao Shuai’s (2015) research, agency cost between the large and small share-
holders gained a slight decrease in those listed companies owned by actual con-
trollers, thus the value of the company showed an improvement [26]. Within the
framework of Upper echelons theory and agency theory, Wanpeng and Qux-
iaohui (2012) reveal the influence of personal characteristics and agency cost on
the voluntary disclosure of corporate income plan [27]. Tan Weijia and Huang
Songqin (2017) made an empirical study on the motivation of corporate dona-
tion from different perspectives, and came to the same conclusion that the cost

of agency has a positive correlation with the scale of corporate donation, which
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also indicates the principal-agent problem in corporate philanthropy [28].

With regard to the relationship between agency cost and company perfor-
mance, there is no unanimous conclusion up to now. Yao Guoxuan and Wu
Qiong (2014) analyze the relationship between equity incentive, agency cost and
corporate performance in China’s financial insurance industry and their results
show a negative correlation between agency cost and firm performance [29].

Aiming at the double principal agent problem and using the panel data of
China listed company, Chen Wengqiang (2015) constructed the intermediary ef-
fect model of “equity incentive—agency cost—enterprise performance”, empiri-
cally test how equity incentive affects enterprise performance and agency cost,
and how the agency cost acts on the relationship between equity incentive and
enterprise performance [30]. The results show that equity incentive has a signif-
icant effect on corporate performance, and it is effective to restrain the first kind
of agency cost, nevertheless, the governance effect on the second kind of agency
problem is not significant. The first kind of agency cost plays an intermediary
role between equity incentive and enterprise performance, to put it another way,
equity incentive restrains the first kind of agency cost, and then indirectly pro-
motes the enterprise performance with no sign of mediating effect of second

one.

5. Research Prospects and Conclusions

Most of the researches are based on the rational human hypothesis and ignore
managers’ heterogeneity and behavioral preferences, notwithstanding the in-depth
institutional research and intensive analysis on influencing factors of agency
cost. The importance of the managers’ social attributes has led to the release of
rational man hypothesis and focus on managers’ behavioral preferences in the
whole social and cultural context. At the same time, with the rapid development
of sociology and psychology, many measures and methods that can represent the
characteristics of social human behavior have been excavated step by step, which
to a large extent solves the problem that variables are difficult to quantify in em-
pirical research. From my perspective, the interaction between the managers’
personal characteristics and the company’s stakeholders is a proposition that
deserves further study.

Studies on the individual characteristics of executives by Foreign Scholars are
rich and interesting with detailed and full-fledged theory. Because the domestic
senior executive individual information and data is not mandatory disclosure,
there is less research on the individual characteristics of corporate deci-
sion-making and corporate agency behavior. I think we can further study the in-
dividual characteristics of senior executives, not only age, education, profession-
al background and so on, but also the cultural factors that appear on the execu-
tive individual, the experience at all stages of life, personal risk preference.

As for the agency cost of economic consequences, most concerns are related

to governance issues at the company level in that the basic goal of corporate go-
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vernance is to relieve the principal-agent problem and improve the efficiency of
principal agent, especially in China setting with the imperfect system. For the
state-owned listed companies in China, there is a double or multiple agency rela-
tionship, so it is far from enough to simply apply or imitate the existing achieve-
ments of foreign agency theory. We also must combine our country’s special na-
tional condition to give the concrete analysis. In my eyes, the study of gover-
nance efficiency at the micro level can be improved and deepened. Meanwhile,
our research should take into consideration the social impact of enterprises and
social roles with the wide vision and more interdisciplinary research. At the
corporate level, we can consider the influence of agency cost on the communica-
tion of information within the organization, especially financial information.

It can be seen from the above review that the scholars’ conclusions on the in-
fluence of some factors on agency cost are not the same. The research on the
factors of agency cost is relatively rich at present, and the factors mostly root in
the informal system. The empirical method of multivariate regression is widely
used in the study. Owing to plentiful factors and greater interaction, there are
few comprehensive analysis and classification of these factors, which often lead
to the omission or repetition of some characteristic factors, which may affect the
universal applicability of the conclusions. So by combing the research results of
agency cost in China from 2012 to 2017, this paper summarizes the influencing
factors and economic consequences and induces the current research trends,

subsequently with the future research prospect of this field.
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