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Abstract: Principal-Agent Theory belongs to the field of the New Institutional Economics which is basically focused on the
economic issues of limited resources and their effective use. In the financial management it is reflected in the direct
interactions among the market participants acquiring and allocating capital. When judging the agency relationship, the
informational asymmetry has to be taken into consideration. This asymmetry gradually shifts towards the agent, which leads
to the belief that the agent doesn’t have to optimize the capital structure for the benefits of the owner. The aim of this article
is to provide scientific knowledge of the Principal-Agent Theory — with consequent quantification of its actual impact on the
cost of company’s capital — while emphasizing the reality of Slovak business environment.
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1. INTRODUCTION

Looking for an optimal ratio of debt and equity in
financing of business’ needs is one of the elementary
questions of financial theory. Businesses try to solve the
problem of financing in all the ways available. Small and
medium sized enterprises (SMEs) rarely get satisfactory
results, which can be excused by their weaker performance,
smaller property or the personality of entrepreneur
(owner). The situation of bigger companies looks better and
optimization can progress on the side of equity and debt as
well, depending on the level of financial market
development. [5] A newly arising problem in this situation is
caused by the distribution of decision-making and
managerial powers among business’ owners and hired
managers. Concerning this issue, management and financial
theory describes two kinds of relations - principal-agent
relation (Principal-Agent-Theory) and stewardship relation
(Stewardship Theory). [13] Next, we will examine practical
implications of Principal-Agent Theory for the quantification
of businesses’ capital costs.

2. RESEARCH PURPOSE: PROFIT MAXIMIZATION
VERSUS SUSTAINABILITY OF BUSINESS

The current level of globalization violates the basic
market relations, which, in financial management manifests
through disaffection of financial managers, business owners,
investors and creditors. An obvious orientation on the
maximal profit would be justifiable providing that the
ethical behaviour, law abiding and focus on sustainable
development of business activities would be preserved. The
absence of mentioned aspects increases the number and
intensity of market failures and implies that the world of
finance has created its own rules and conditions, which
have to be respected by the representatives of the real
economy. [3, 11] The manifestation of this can be seen
while observing the effort of the central banks in increasing
of the monetary supply in the hope of a revival in the credit
market but the real results of this are retaining of the
sources and their riskless investment. So long as the

financial institutions are using money from central banks for
the purchase of treasury bills, we cannot predict strong
growth prospects of the individual economies. [6]

Another aspect of legislator’s change of attitude towards
responsible business is represented by the pursuit of
employing new business models, which would prevent the
occurrence of global malfunctions and subsequent crises at
national and international rates. The national aspect is
withering out and that can lead to intensification of regional
and continental disparities and establishing of quantitatively
new world bipolarity. [13] Regulation of financial markets
and bank sector is a nice example of creating of at least two
poles — Anglo-American system of dominating financial
markets organized through stock-exchanges with relatively
high level of independence versus Continental or European
system, based on bank financing with a high level of
government interventions. If we base our thoughts on the
fundamentals of market mechanism, we can assume that
this behaviour of continents will lead to the transfer of
capital to “free countries”. [2] Even for the prize of lower
initial valuation and subsequent speculative movements of
capital in order to create short-term gains in the form of
bank interests. The development on financial markets in last
three months, along with modifications of quantitative
monetary easing, proves the validity of this claim.

The striving for profit, in any shape, leads to
deformation of corporate financial management to the
situation where short-term decisions are preferred to the
longer horizon decisions. [12, 14] Financial manager is
pushed toa practice where he looks for cheap capital to
finance the operation and new investment. The process of
capital structure optimization is reduced to managing of
capital costs and achieving of immediate results, with no
concerns about perspective and sustainability. Owners
(shareholders) get a raw deal because they can be pushed
out of the business through high indebtedness and potential
profitability of their investment can be estimated only
through the level of generated net profits in combination
with the approved dividend policy.
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Specific problem of the principal — agent relation is
caused by the informational asymmetry [10] arising in the
process of capital structure optimization. Specific
manifestations and impact on agency relation could be
outlined as follows:

— Rising indebtedness of business complicates the owner’s
access to profits, which lowers the rate of achieved
return on a unit of invested capital. This impact is
realised by the owner only later, ex post. (Usually on the
balance sheet day). [8, 9]

— Information policy of financial manager in relation to the
financial market will determine the stock (share) price —
the owner is able to monitor his profits through changes
in capital yields, thanks to the quantified volatility of
market stock (share) price, but he is not able to make
the value of his share stable.

— The impacts of financial trouble cost and interest tax
shield on equity costs are not directly proportional
because individualized perception of investment risk has
got different course than e.g. credit risk. Risk premium
estimation is a prediction that cannot be executed by
owner because of his lack of relevant information about
the future states. He needs cooperation with financial
manager.

Proceeding from mutual dependence of owner and
financial manager we can assume that achieving of
satisfactory capital costs will be a result of a compromise
between required rate of return for owner, rate of
indebtedness set by the owner and the level of achieved
interest rates.

3. METHODOLOGY AND FINDINGS: IS THERE
A COMPROMISE BETWEEN CAPITAL COSTS AND
AGENCY SUSTAINABILITY?

The conflict between short-term profits and effort to
retain business lies in the principal-agent relation, where
owner represents the tendency to use the advantages of
short-term gains and financial manager fights for the
business’ perspective. If we leave the cash flow levels out of
account and we assume a homogeneity in owners’
expectations, we can model the practical implications of

Table 1 Calculating of capital items

principal-agent relation in three alternatives: I) Financial
manager prevails; Il) Owner prevails; 1ll) Residual dividend
policy is applied.

Let the initial situation consist of investment needs with
capital expenditure of 100 000 €, while we assume that
company has got certain capital structure, which enables it
to choose the form of financing (control over business is
ensured). The dividend policy plan lists an owners’
requirement on the dividend level of 60% of net profit
which can be understood as a resource cost driver of equity.
The price of debt, with the current level of debt ratio, is on
15% p.a., while we abstract from its change under the
influence of getting further into debt. The level of equity (50
000 €) and the level of debt (60 000 €) will be adjusted for
the sum of capital expenditure. For the needs of the impact
of agency relation on capital costs examination, we will
consider these alternative scenarios:

— Scenario I. — full equity financing (increase in capital
stock).
— Scenario Il. — full equity financing (increase in capital

stock and self-financing).
— Scenario lll. — equity and debt financing in 50:50 ratio.

— Scenario IV. — financing from equity and debt (self-
financing and new debt).

— Scenario V. — full debt financing.

Structure of debt and equity includes the initial state
(before the intended investment) as well as quantification
of the changes in capital caused by the new investment. The
resulting level of dividends respects the implementation of
the decision about the project in the Oth year, which
transforms the sum of available net profit (after including
the debt costs). This state shows the change in capital costs,
which are caused in the beginning of project
implementation, while the profitability of the project is
considered and exogenous parameter and it won’t affect
the state of capital costs.

The evolution of company’s capital costs has to be
interpreted in the sense of isolated scenarios, because while
modelling, more of the input data change simultaneously.

Input data Scenario

(ve) 1. 11, . V. V.
Equity 161 664 120 840 109 234 50000 56 804
- capital stock 150 000 120 840 100 000 50 000 50 000
Debt 60 000 60 000 110 000 140 637 160 000
- original debt 60 000 60 000 60 000 60 000 60 000
- new debt 0 0 50 000 80 637 100 000
EBIT 45 000 45 000 45 000 45 000 45 000
Debt costs (15 % p. a. of debt) 9 000 9 000 16 500 21096 24 000
Dividends (60 % of net profit) 17 496,00 17 496,00 13 851,00 11 617,53 10 206,00

Source: Authors
Table 2 Variant quantification of capital costs
Parameter Scenario

(% p. a.) I 1. 1. V. V.
Equity costs 10,82 14,48 12,68 23,24 17,97
Debt costs 15,00 15,00 15,00 15,00 15,00
Capital costs 11,95 14,65 13,84 17,16 15,78

Source: Authors
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4. DISCUSSIONS
Financial manager prevails — strict capital costs monitoring

The lowest achievable capital costs are achieved through
higher share of equity financing (Scenario ), which is
caused by its somewhat anomalous development, because
the equity costs are lower than the price of initial (and new)
debt. The theory tells us that company should prefer
cheaper capital, meant in the short-term understanding of
accepted decisions. After more thorough examination of
investment decisions, the acceptance of debt financing
cannot be recommended although it is cheaper, because it
is a decision about the future profitability of the company.
This will considerably influence the received profit share
(dividend) and capital yield (thanks to the change in stock
market price).

From the viewpoint of financial manager, this scenario is
the most satisfactory, but it is oriented against the owners’
interests of increasing the value of their investment or
towards the need of acceptance of new owners. Adoption
of such a proposal would lead to the assertion of financial
manager at the expense of owners, because financial
manager works with hidden information [1] which effects
cannot be predicted by the owners. It is a typical example of
the agency relation anomaly with a high risk of moral hazard
as a consequence of unfavourable choice. [4, 7].

Owner prevails — receiving of required return

Financing of projects only through debt (Scenario V.),
results in the second highest capital costs (while respecting
ceteris paribus). That can be substantiated through a high
share of more expensive capital, compared to the Scenario
., but through a simultaneous growth in equity costs caused
by growing immediate profitability as well. Forasmuch as
the company’s dividend policy is set on fixed ratio, higher
profits have to lead to a higher dividend payoff. From the
viewpoint of financial manager, this situation is quite
unpleasant, because he has to confirm the ability to pay the
debt to creditors and to generate enough sources for high
dividend payout.

In Scenario V., owner does not undergo a higher
investment risk but his position in the relation to creditors is
getting worse, because the rate of company’s indebtedness
rises from 54,54% to 73,80%. This is, by most of analytics,
considered a possibly dangerous level of debt. Higher rate
of dividends raises the possibilities of dividend yields for
owner but only for the prize of capital losses (drop in the
shares’ market price).

Possible realization of Scenario V. can be considered an
assertion of owner over financial manager.

Passive residual policy — let’s give, what is needed

Passive residual policy has got its roots in dividend
theories, where dividend payout is expected when there is
no other better alternative for capital valuation through real
or financial investment. This axiom can be translated into
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