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Abstrack 

 The purpose of this study is to investigate the effect of capital structure on agency 
cost. This study use 103 listed companies from Indonesian Stock Exchange (ISX) during five 
years from 2008 to 2012. This statistical method use analysis regression that supported by 
Eviews 7.0. The result of this study show that there is significantly positive effect of capital 
structure measured by debt ratio and long term debt ratio with agency cost measured by 
SG&A. This study implicate that to reduce agency cost, the companies must to consider of 
debt. 
Keywords  : Agency cost, capital structure, SG&A, total asset turnover 

 

Introduction 

The Company is an organization founded by individuals or institutions with the main 

objective to maximize shareholder wealth. Shareholder wealth can be achieved 

through good performance. Therefore the better company’s performance and 

management, it would be easier for the company to achieve its goals. Capital 

structure is very important in the establishment of a corporation, the company's 

capital structure consists of debt and capital. Company's capital can be obtained 

either from internal and external financing. Financing of internal company can be 

obtained from the company were detained, while the external financing can be 

obtained through debt and the issuance of stocks and bonds. According to Zheng 

(2013) the optimal capital structure will improve efficiency in corporate governance. 

In order to achieve the objectives of the company, its not uncommon that there are 

differences of interest between shareholders and managers. Differences of interest 

between shareholders and managers is called agency problem. Shareholders want to 

distributed company’s profit in the form of dividends, whereas managers want to use 

it for improve company’s facilities and service as well as to enrich themselves. To 

minimize this problem, the shareholders as owners of the company must perform a 

variety of alternatives to reduce conflicts of interest with the manager. Surely every 

alternate run to reduce conflicts of interest requires a fee, called the agency cost. 

Agency cost is the principal cost (the shareholders) to conduct surveillance of agents 
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(managers). On the research of Agrawal and Mandelker (1987) describes that 

shareholders have a role in reducing the problem of agents, such as monitoring 

against the Manager or give opportunities to the Manager to have a portion of the 

shares of the company. Cao (2006) discloses the use of debt in the capital structure 

can prevent  agency cost, because with  debt managers will be encouraged to operate 

the company more efficiently in order to pay their debt obligations so that 

shareholders do not need a lot of money to control the performance of managers. 

Mengmeng Zheng ( 2013) find the negative effect of the capital structure on agency 

cost. However, the use of debt will not always good for the company, high debt may 

pose a risk of bankruptcy for the company. Research Ang, Cole and Lin ( 2000) obtain 

empirical results that the agency cost is lower when bank debt is higher. Through an 

increase in debt, the more money should be spent to pay the company interest and 

installment so that it will drain the company's cash. Reduction in the company's fund 

will decrease manager’s opportunity  to act in defiance or detrimental to 

shareholders. Research Andrew et . al . ( 2005) found that  higher the debt ratio will 

increase agency costs. Aware of the importance of the problems between the capital 

structure and agency cost, then to do the research the author gives the title : “THE 

IMPACT CAPITAL STRUCTURE ON AGENCY COST OF INDONESIAN LISTED COMPANIES”. 

 

Literature Review 

Definition of Capital Structure 

Kyereboah and Coleman (2007) explained that capital structure is a 

combination of debt and equity used to finance the company's activities. It is 

important for companies to determine the appropriate capital structure in order to 

achieve an optimal capital structure. Capital structure is optimal when the capital 

structure has a small cost of capital and high value (Gitman, 2012). The financing 

decision, requires that each financial manager to be able to consider the benefits and 

costs of the funding sources will be selected. In general, companies can choose from a 

variety of alternatives in determining the capital structure by combining different 

securities. 

 

 

Components of the capital structure 

The company can obtain its capital from internal and external sources, in which 

internal sources consisting of retained earnings as well as external sources derived 

from debt and the issuance of stock or bonds. Corporate funding sources are divided 

into three categories which are retained earnings, debt and equity (Myers, 1984). 

According to (Gitman, 2012) there are two types of capital structure 

component, which are debt and equity 
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1. Debt 

Debt is divided by two, that is: 

a. Short term debt 

 Short-term debt is debt that the payout period of less than one year. 

b. Long term debt 

 Long-term debt is debt that the payout time period more than a year. 

 

2. Equity 

Equity is divided by three, that is: 

a. Common Stock 

 Common stock is units of ownership in a corporation. Common shareholders 

will get a dividend depends on the company policy of the earnings can be 

obtained, so the distribution of dividends on common stock are not required. 

b. Preffered Stock 

 Preferred stock is a special form of ownership in the company, where a fixed 

dividend distribution. The owner of shares will take precedence in dividend 

distribution prior to distribution to the owners of the common stock. 

c. Retained Earning 

 Retained earning is part of the company's internal funding where the sum of all 

earnings and dividend distribution held by companies or form of reinvestment 

by companies. 

 

The Theory of Capital Structure 

a. Trade-off Theory 

Trade off theory is the theory of the capital structure in order to obtain 

optimal debt ratio by considering the benefits and costs of using debt. The value of 

the company will reach the maximum value in a portion of capital financed by debt, 

but if the company has a lot of debt and the company can't afford the liability of the 

company will face the costs of financial distress that can lead to bankruptcy (Gajurel, 

2005). The cost of financial distress is bankruptcy costs or reorganization costs and 

agency costs which increased as a result of declining company’s credibility. The use of 

debt increases the value of the company only until at a certain point, after it reaches 

its maximum point then debt will decrease the value of the company. Graham and 

Harvey (2001) in a Trade off Theory, the main benefit of the use of debt is the 

advantage gained from tax deductions. The trade-off theory has implications that 

managers will think in terms of a trade off between the tax savings and the cost of 

financial distress in the determination of capital structure. 

 

 



 

The 2nd IBEA – International Conference on Business, Economics and Accounting 
Hong Kong, 26 – 28 March 2014  

 

 
 

b.  Pecking Order theory 

 Pecking Order Theory is the theory that funding decisions using internal funds 

in advance compared to the external source of funding. Myers (1984) reveal the 

pecking order theory is a theory which States that the company prefers using internal 

funding sourced from profit withheld, compared to publish the debt or issuing stock. 

The order of the source of funding in the first pecking order theory is a source of 

internal funds is retained earnings , if companies realize the use of alternative sources 

of external funds the first is debt and then the last issuance of shares ( Myers , 1984) 

 

c. Agency Theory 

 Agency theory explains that in determining capital structure to consider the 

costs associated with the difference in interest between the owner and the 

management company . Jensen and Meckling (1976 ) suggests the presence of two 

potential conflicts in agency theory known as the agency problem, namely the conflict 

between shareholders and creditors with a conflict between shareholders and the 

management. Needed to reduce the cost of conflict in the agency problem and the 

cost to minimize the conflict called the agency cost. According to the Eng and Mak 

(2003) potential agency problem will be even greater if managers not involved in the 

company's share ownership so that managers use policy on its own outside of the 

policy for the purposes of private shareholders. If managers participate in the 

ownership of the shares of the company, managers are much more concerned about 

the interests of shareholders because managers also want got the dividend 

distribution as shareholders. 

 

 

Agency Costs 

 According to Jensen and Meckling (1976) agency conflicts lead to agency costs, 

cost that happen because the relationship between shareholder and manager, there 

are three types of agency costs: 

a. Monitoring Cost: cost that is spent by the principal to monitor the activity and 

behavior of management, such as paying auditor to audit the financial report, and 

insurance to protect company’s assets. 

b. Bonding Cost: cost that is spent by the company to give an insurance to the 

shareholders to make sure that managers won’t do anything that will harm the 

company 

c. Residual Loss: cost that is spent by the principal to influence manager’s decision to 

increase the shareholder value 

 Agency cost happen when agent’s interest and principal’s interest are not 

aligned, because managers asuumed to be self-interested and this will reduce the 
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shareholder value (Jensen and Meckling, 1976). Florackis and Ozkan (2005) using 

SG&A which consists of selling expense, general and administrative expense and total 

asset turnover in the measurement of agency cost. Zheng (2013) found that 

administrative expense is close to consumer behavior and could be selected to 

measure the agency cost and total asset turnover which is also used to measure the 

agency cost. Zheng (2013) using debt ratio and long term debt ratio in the 

measurement of capital structure. Cao (2006) explained that total asset turnover has a 

negative relationship toward agency cost. But Ellul (2005), Wang (2010) and Wellalage 

(2012) found that debt ratio has a positive relationship with agency cost. Wellalage 

(2012) in his research found the use of debt that is intended to expand the company’s 

operational activity will lead to the increasing of operational expense. However, 

through the choice of debt financing will lead to another conflict between shareholder 

and bondholder. Another research conducted by Sanvicente and Bortoluzzo (2013) 

found that there are no significant relation between debt ratio and agency cost. Khan 

et al. (2012) also found that long term debt ratio has no significant effect on agency 

cost. 

 

Methodology 

The research design used in this study is hypothesis testing to test the effect of 

capital structure of agency cost. Methods of analysis in this study uses the quantitative 

analysis and multiple regression. The Unit of analysis is taken from the manufacturing 

companies listed on the Indonesia stock exchange. 

The criteria are as follows: 

1. The company that used should be in the manufacturing sector listed on the 

Inonesia Stock Exchange (IDX). 

2. Research of period from 2008 to 2012. 

3. During the research period the company should keep listings. 

As a result of these conditions a sample of 103 firms was obtained. It should be 

mentioned that research data is secondary data which is reliable. Literature and 

conceptual framework were gathered by documental method. 

 

Conseptual Framework 

       Independen Variable          Dependent Variable    

   

  

 

 

 

 

 

CAPITAL STRUCTURE : 

1. DEBT RATIO 

2. LONG TERM DEBT RATIO   

 

AGENCY COST : 

1. SG&A 

2. TOTAL ASSET TURNOVER 
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Agency cost 

 Florackis and Ozkan (2005) using SG&A which consists of selling expense, general 

and administrative expense and total asset turnover in the measurement of agency 

cost. 

 

SG&A    :   Selling, General and Admnistratif 

expense 

          Sales Revenue 

Total asset turnover   :     Total Asset 

          Sales Revenue 

Capital Structure 

 Zheng (2013) using debt ratio and long term debt ratio in the measurement of 

capital structure. 

Debt Ratio   :     Total Debt 

          Total Asset 

Long term debt ratio   :            Long term debt 

          Total Asset 

 

Hypothesis  

The use of debt could reduce the agency cost under an effective debt policy. Because 

too many debt will lead to bankruptcy risk of a firm, so with paying the initial payment 

and interest cost at the due time could reduce the risk of managers using the cash 

flow to finance other things that are not aligned with the maximization of shareholder 

value. Manager will be forced to fulfill the duty of paying the debt, so it will reduce the 

cash flow and also the agency cost. Research by McKnight and Weir (2009) found that 

company with a large portion of debt has a low agency cost. Byrd (2010) also found 

the exact same result. Agrawal and Mandelker (1987) explained that shareholder has 

a role to reduce the agency cost. Shareholder will participate to manage their firm by 

monitoring or give some of their shares to be owned by the manager. The purpose is 

so that manager could have the same vision as the shareholder, to have an aligned 

interest so that agency cost could be reduced. Anderson, Mansi and Reeb (2003) 

found that family companies could reduce the conflict of interest between 

shareholder and bondholder. Research conducted by Ang, Cole and Lin (2006) found 

that agency cost will raise if the company is managed by an independent manager, 

agency cost will get lower if the loan to the bank is high. Zheng (2013) found that debt 

ratio has a negative significant relation to agency cost. But, Wang (2010) and 

Wellalage (2012) found a significant positive relationship between debt ratio and 

agency cost. Based on the description above, this paper makes the following 

hypothesis: 
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H1: There is significant effect between Debt Ratio and Agency Cost 

 

 Debt can be divided into two kinds, namely there is short-term debt and long-

term debt. With regard to agency cost, short-term debts has a short time so the 

opportunities of manager to manipulate the operations of the company's capital was 

difficult. But long term debt has a long time in the maturity so that the manager can 

be an opportunity to manipulate the company's operating capital from the use of 

long-term debt. Zheng (2013) found in his research long term debt ratio has a negative 

correlation with agency cost. The use of long-term debt, potentially reducing agency 

cost, because the manager who just focus on generating profit for the company to pay 

the long-term liabilities of the company. Whereas Ellul (2005) and Lin (2006) found 

long term debt ratio has positive correlation with the agency cost. Based on the 

description above, this paper makes the following hypothesis: 

H1: There is significant effect between Long Term Debt Ratio and Agency Cost 

 

 Result 

Descriptive Statistics 

Based on the data found that average of SG&A is 10.7481% and  a standard 

deviation of 6.968%. While the minimum value of SG&A is 1.8315% that existed at AKR 

Corp,Co in 2012 and maximum value of 35.0421% that existed at Tira Austenite,Co in 

2008. 

Total asset turnover obtained an average of 1.119218 (decimal) and standard 

deviation of 0.478826. While the minimum value of total asset turnover is 0.157131 

that existed at Nusantara Inti Corpora,Co in 2008 and maximum value of 2.470351 

that existed at Beton Jaya Manunggal,Co in 2009. 

Debt ratio obtained an average of 56.7052% and standard deviation of 

34.6619%. While the minimum value of debt ratio is 7.3899% that existed at Beton 

Jaya Manunggal,Co in 2009 and maximum value of 251.9731% that existed at Jakarta 

Kyoei Steel Works,Co in 2009. 

Long term debt ratio obtained an average of 19.3906% and standard deviation 

of 27.2773%. While the minimum value of long term debt ratio is 0.0270% that existed 

at Evershine Textile Ind,Co in 2012 and maximum value of 243.9390% that existed at 

Jakarta Kyoei Steel Works,Co in 2009. 
Descriptive Statistics 

 Mean Maximum Minimum Std. Dev. 

SG&A 0.107481 0.350421 0.018315 0.06968 

Total Asset Turnover 1.119218 2.470351 0.157131 0.478826 

Debt Ratio 0.567052 2.519731 0.073899 0.346619 
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Long Term Debt Ratio 0.193906 2.439390 0.000270 0.272773 

. 

Regression Analysis 

Debt Ratio 

From the results of the analysis, it seems that the capital structure has a 

positive significant relationship toward  agency cost as measured by SG&A, meaning 

that the greater use of debt in the process of operational activities will improve the 

company's operating expenses. This result is different from the research conducted by 

Zheng (2013) who found negative relationship between capital structure and agency 

cost, so the larger the debt being used the more it will decrease the agency cost of the 

firm. Ang, cole and Lin (2000) also found a negative effect between capital structure 

and agency cost, this is due to the increase in debt will cause many funds to be 

allocated to pay interest and insitial invesment where this will reduce the company's 

coffers, with reducing cash in the company then managers will likely do little actions 

that deviate or detrimental to shareholders therefore agency cost will get reduced. 

However, this result is similar with the research conducted by Wang (2010) and 

Wellalage (2012) who found there was a significant positive relationship between 

capital structure and agency cost, this is due to the increased use of debt in order to 

fund the company's operations or expand their operations, the company will certainly 

produce a load of operatioanal company. Along with the increased activity of the 

company's operations, the need for monitoring so that the increase of the costs 

incurred in increasing company operational activities can be allocated efficiently, so as 

to encourage the creation of optimal corporate operations. Wellalage (2012) describes 

the use of debt can be used for the process of expanding the company's operations so 

that it will raise operational costs. 

Based on the results of the study found that the capital structure has no 

significant effect toward agency cost as measured by total asset turnover. This result is 

different from the research conducted by Zheng (2013) who found there is a 

significant positive influence between capital structure and agency cost, which means 

the larger the debts are used then the agency cost will also be getting bigger. The 

study also did not correspond to the research conducted by Jensen and Meckling 

(1976) who found there was a significant negative influence between capital structure 

and agency cost, meaning the use of debt will decrease the agency cost. In General, 

manufacturing companies which are listed on the Indonesia Stock Exchange using 

debt as an aim to improve their operations, with one way invest in assets. However, 

there are opportunities where the management of the asset not carried out optimally 

causing corporate earnings to decline. This indicates that the use of debt is not a big 

influence on this asset turnover of manufacturing companies listed on the Indonesia 
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Stock Exchange. But the research of Sanvicente and Bortoluzzo (2013) found that 

structure has no effect on the agency cost. 

 

 

Regression Test Result 

Agency cost 

Regression 

Coefficient Sig Result 

SG&A 0.034083 0.0002 Significant 

Total Asset Turnover 0.083655 0.2784 Not signifikan 

 

Long term debt 

From the results of the analysis, it looks that the capital structure has a 

significant positive relationship to agency cost as measured by SG&A, meaning that 

the greater the use of long-term debt in the process of operational activities will 

improve the company's operating expenses. This is not in accordance with the results 

of the research by Zheng (2013) who found no significant influence between capital 

structure and agency cost, which means the use of long term debt does not influence 

agency cost. But the result of this research is in accordance with the result of the 

research conducted by Ellul (2005) and Lin (2006) who found that there are significant 

positive effects between capital structure and agency cost. The use of long-term debt 

gives the opportunity to manager to manage those funds as the company's operations 

or investment purposes in the future because of overdue refunds given long enough. 

So with the increasing operational activities will increase the cost of operasioanal at 

the company. With the maturing of returns take quite a long time, the use of long-

term debt will provide an opportunity for managers to do beyond the control of the 

owner of such a manipulate of funds which are used for the benefit of unilateral 

without the consent of the owner (Zheng, 2013). Therefore it takes control of the 

management of the use of long-term debt so that managers can manage these funds 

effectively and can pay his debts righteously. 

Based on the results of the study found that the capital structure has no 

significant effect on agency cost as measured by total asset turnover. This is not in 

accordance with the research conducted by Zheng (2013) who found capital structure 

provides a significant negative influence on agency cost, meaning the increasing use of 

long term debt will decrease the agency cost. The use of long-term debt should be 

used as a fund to support the company's operations, but in this case the management 

of long-term debt does not necessarily affect the operational activity of the company 

in increasing sales from the use of assets owned. This is because the manager cannot 

manage the assets effectively owned the use of long-term debt. However, the result 
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of this research is in accordance with the results of research by Khan et. Al. (2012) 

who found that the capital structure does not provide any significant influence on 

agency cost. 

 

 

Regression Test Result 

Agency cost 

Regression 

Coefficient Sig Result 

SG&A 0.032669 0.0180 Significant 

Total Asset Turnover -0.214364 0.0697 Not signifikan 

 

Conclusion 

This paper selects 103 listed companies from Indonesia Stock Exchange during 

five years from 2008 to 2012 as samples, studies the relationship between capital 

structure and agency cost. Capital structure is calculated by debt ratio and long term 

debt ratio while agency cost is measured by SG&A and total asset turnover. There are 

two hypotheses is made to establish regression model one and model two, then we 

do empirical analysis. Result indicate that, debt ratio and long term debt ratio have 

significant and positive effect on agency cost measured by SG&A. It should be 

mentioned that capital structure according to Wang (2010) and Ellul (2005) on agency 

cost measured by SG&A have most effect. The increased use of debt in order to fund 

the company's operations or expand their operations, the company will certainly 

produce a load of operatioanal company. Along with the increased activity of the 

company's operations, the need for monitoring so that the increase of the costs 

incurred in increasing company operational activities can be allocated efficiently. 

Limitation 

1. The study is limited to the manufacturing sector which listed in Indonesia Stock 

Exchange (IDX) 

2. The period of research just in 2008 until 2012 

3. Independent variables used in the affected agency cost only variable capital 

structure 

4. Measurement of agency cost is only on SG&A and total asset turnover 

Suggestion 

 From the analysis and discussion obtained, then the suggestions given 

for further research are as follows: 

1. For further research are expected to be able to add other than the 

Manufacturing sector in order to better generalize the results 

2. For further research are expected to conduct research with longer 

study time period, so the result obtained can be more accurate 
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3. For futher research are expected to add another variable size as a 

factor affecting the agency cost. 

4. Fore futher research are expected to add measurement of agency cost 

by using administrative expense. 
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