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Abdulwahid Ahmed Hashed Abdullah (Saudi Arabia)

IMPACT OF COST STICKINESS ON

FINANCIAL DISCLOSURE QUALITY:

A STUDY IN THE SAUDI ARABIAN
CONTEXT

Abstract

The study examines the association between the disclosure quality and cost stickiness
in the Saudi Arabian context. The influence of accounting information on the deci-
sions of different stakeholders gives a clear idea of the importance of this accounting
information and its reporting. Annual accounting reports form the final stage of the
disclosure process. Moreover, the recognition of different types of costs is an impor-
tant issue in cost and management accounting. Submitting quality annual reports has
always been an interesting concern to different stakeholders of a company. The study
sample consists of 102 companies listed on the Saudi Stock Exchange Tadawul between
2009 and 2018. The study uses pooled OLS to investigate the association between fi-
nancial disclosure and cost stickiness. The relationship of financial reporting quality
with the cost of goods sold is negative, positive with the sales cost, and positive and
insignificant with administrative costs. The study concludes that variables related to
sticky costs affect financial quality disclosures. The impact of sticky cost variables on
the quality of disclosures is different due to the transition policies adopted by the Saudi
Arabian economy.

Keywords operating cash flow, cost of goods sold, administrative
costs, sales cost, Saudi Arabia
JEL Classification M11, M41, M42

INTRODUCTION

Financial accounting information plays a significant role in various
activities of a firm, as well as in the nations’ business environment.
Financial decisions of a company are based on the information re-
ceived from the accounting reporting systems and major decisions,
such as buying and selling of long-term securities. The influence of
accounting information on decisions of different stakeholders gives
a clear idea of the importance of this accounting information and
its reporting. Annual accounting reports form the final stage of the
disclosure process. The process of disclosure of financial information
consists of the preparation, reporting, improvement, and use of finan-
cial information by different parties in the market. Alternatively, the
bound of financial disclosure starts with the execution of reporting
standards and ends with the use of these financial disclosures by dif-
ferent users of accounting information. The users of accounting need
information useful to them to take significant decisions on time. The
significance of financial disclosure depends on the dissemination of
quality information that means the way the financial reports reveal
the firm’s economic position in an acceptable manner. The objective of
producing quality reports by a firm is achieved through information
transparency, as well as its enhancement and the issuance of annual
reports of the best quality. The presentation of quality annual reports
has always been an interesting concern to different stakeholders of a
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company. Global accounting communities faced problems of big frauds, and this caused great concern
among them regarding the quality of annual reporting. The study of cost behavior in managerial ac-
counting is an important concept for internal and external decisions of a firm, since management ac-
countants and forecast analysts concentrate on the behavior of different costs. Moreover, the recognition
of different types of costs is a significant issue in cost and management accounting. There is a change
in the behavior of costs due to changes in their drivers. There is a change (increase or decrease) in cost
due to a change in the volume of different activities of a firm. The cost can increase or decrease due to a
decrease or increase in the volume of the firm’s activities, which in accounting terminology is called cost
stickiness. The Saudi Organization of Certified Public Accountants (SOCPA) monitors the accounting
disclosure practices of different companies in Saudi Arabia. Company Law, Law of Accountancy, and
Zakat and Income Tax Law govern the practice of accounting in Saudi Arabia. Moreover, the Saudi
listed companies have to report their accounting information under IFRS starting January 1, 2017. In
light of this discussion, this study intends to examine the association between the quality of financial

disclosures and stickiness of cost in the Saudi Arabian context.

1. LITERATURE REVIEW

Cost stickiness is defined as the difference between
changes in costs due to changes in the volume of
activities that have occurred due to the consump-
tion of different resources. The disproportionate
use of the resources of an organization by man-
agers is called a sticky cost behavior that takes
place in factory and office costs (Chen et al., 2012;
Venieris et al., 2015; Salehi et al., 2018).

The concept of quality of financial reporting is an
important phenomenon that has been undertak-
en currently by accounting professionals. But this
financial reporting quality faces huge problems
due to fraudulent accounting practices. Managers
in an organization adopt different procedures of
accounting to verify rather than provide a true
image of information, which leads to unfair dis-
closure of financial information. This is termed in
different ways by different researchers (Mathew,
2006; Peter & Mclaney, 2011).

The term “cost stickiness” refers to cost that in-
creases as sales increase and do not decrease as
sales decrease. According to Weiss (2010), an in-
crease in sales revenue by 10 percent leads to an in-
crease in cost by 8 percent, but a decrease in sales
revenue by 10 percent leads to a decrease in cost by
less than 8 percent. Therefore, the decision about
cost stickiness by a manager is an important deci-
sion in managing the cost of unconsumed resourc-
es. The companies that can bear these additional
costs even after a decrease in their sales revenue
through resource adjustment costs are efficient,
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and the opposite is true with the inefficient com-
panies. Different factors lead to cost stickiness in
a company, such as an appointment and removal
costs of labor, changes in financial activities, sales
assumptions, and agency costs (Banker & Byzalov,
2014; Krishnan et al., 2007; Chen et al., 2012).

Rouxelin et al. (2015) examined the combined
cost stickiness in a company filing to assume un-
employment rates. They reported that high-cost
stickiness leads to a higher prediction rate of un-
employment. They suggested that the predictors
fail to incorporate full information on cost stick-
iness from company filings. Arnel (2016) studied
the asymmetric behavior of costs due to chang-
es in the volume of activities of industries in the
Philippines. The cost behavior was reported us-
ing general and administrative expenses and sell-
ing expenses. The author reported that firms ad-
just their costs with a change in market demand
(Arnel, 2016). Anderson et al. (2003) examined
whether companies had sticky costs. They con-
duct a comparative study of the dynamics of cost
behavior depending on the volume of sales and
found sticky costs due to the fact that managers
intentionally adjust resources for costs.

Villiers and Zhang (2014) studied the stickiness of
audit fees to understand the pricing of audit com-
pared to the audit fee. They found the audit fees were
sticky because they did not fully adapt to their fea-
tures. They also reported a variation between posi-
tive and negative adjustments to the audit fee. Ezat
(2014) examined the impact of ownership structure
and corporate governance on cost stickiness and re-
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ported that board size and its independence reduced
the cost stickiness. Mulcahy and Donnelly (2015)
studied the impact of reporting of loss on the cor-
porate governance stickiness. They revealed that the
loss reported initially would enhance the corporate
governance activities, and they also reported that
this improvement began before the reporting of this
initial loss. Yukcu and Ozkaya (2011), using a sam-
ple of Turkish firms, studied the behavior of costs
that changes due to changes in the volume of activity.
They found a decrease in costs less than the propor-
tionate decrease in sales revenue. The stickiness of
cost is highly affected by the stability of macroeco-
nomic factors.

Balakrishnan and Gruca (2008) examined the linear
relationship between costs and their related activities.
They found the existence of stick costs compared to
various types of costs. Understanding organizational
features when considering cost behavior is essential.
Sepasi and Hassani (2015) examined the impact of
firm size and cost stickiness for the firms listed on
the Tehran Stock Exchange. They reported that the
size of a firm plays a significant role in assessing cost
behavior. They also found the cost to be more sticky
compared to small firms. Koo et al. (2015) studied
the impact of earnings management on cost sticki-
ness. There was a difference in the behavior of costs
for suspected and non-suspected earnings. The au-
thors found that the firms with suspected earnings
could reduce the stickiness of cost linked this to a
manager’s decision to cut costs.

Sorros (2013) investigated the impact of cost stick-
iness on earnings in the international listed firms.
The study found that the stickiness of cost affect-
ed the earnings in various ways. Malekvar and
Abdoli (2015) examined the stickiness of cost in
the Tehran Stock Exchange and its impact on cor-
porate governance during the years 2009 and 2012.
They reported that the strength of corporate gov-
ernance positively affected the cost stickiness and
reduced it. Ciftci and Salama (2018) investigated
the association of cost stickiness and forecast of
earnings. They reported a positive association be-
tween cost stickiness and earnings management
and suggested that firm managers did not include
a negative aspect of cost stickiness in the forecasts.
Farzaneh et al. (2012) studied the stickiness of dif-
ferent costs to the changes in the sales revenue in
firms listed on the Tehran Stock Exchange during

http://dx.doi.org/10.21511/imfi.17(4).2020.14

the period 2001 to 2010. They found that the stick-
iness was not the same for different types of costs
compared to changes in sales revenues. They also
found that the stickiness of selling and adminis-
trative costs was low in the period of reduced sales.
Serdaneh (2014) studied the asymmetric behavior
of costs for the manufacturing firms listed on the
Jordanian Stock Exchange. The study found asym-
metric behavior towards selling costs and cost of
goods sold; at the same time, it was found that gen-
eral and administrative costs were symmetric. The
cost stickiness model found a high degree of stick-
iness for high profile companies, while the oppo-
site is true for low profile companies. Financial in-
formation, when disseminated with a high-quality
aid for making important economic decisions, ul-
timately leads to financial efficiency (Lambert et
al., 2007; Bushman & Smith, 2013).

2. METHOD

This study examines the association between the
disclosure quality and cost stickiness in the Saudi
Arabian context. In this regard, it uses a linear ap-
proach over the 10-year period and can be viewed
as a post-event methodology, since the data is his-
torical in nature. The study sample consists of 102
companies listed on Tadawul, a Saudi Arabian
stock exchange during the period 2009-2018. The
companies chosen for the study are taken from
different sectors, such as capital goods, consum-
er durable, consumer services, energy, food and
beverages, health care, materials, retailing, and
telecom.

2.1. Hypotheses

H  Cost stickiness does not affect the quality of
financial disclosures.

H:  Cost stickiness does affect the quality of fi-
nancial disclosures.

2.2. Study variables

This study uses the quality of financial disclosures
(QFD) as a dependent variable. To estimate it, the
paper follows previous research studies. Past studies
have used forecasted value as the capacity of past prof-
its to forecast future profits (Vincent, 2003; Francis
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etal., 2004, Salehi et al., 2018). The study uses pooled
OLS to investigate the association between financial
disclosure and cost stickiness. To estimate financial
disclosure, the following model has been prepared,
as quoted by Salehi et al. (2018).

Cashflow,., = a, + p,Cashflow, +
+B,Adccrec, + B, Alnvent, +

t+1

(1
+B,AAccpay,, + B;Deprec, +

+B,Others,, +¢,,,,
where Cashflow is the flow of cash from oper-
ations, AAccrec is the changes in receivables,
Alnvent is the inventory changes, Adccpay is
the changes in payables, Deprec is the deprecia-
tion on fixed assets, and Others is the outcome of
different accruals.

Further, cost stickiness is measured following the
approach of Anderson et al. (2003) and Salehi et al.
(2018). The explanatory variable, explained as AC, is
the administrative cost calculated as the difference
between the current year and the previous year di-
vided by the previous years’ sales revenue; SC is the
sales cost calculated as the difference between the
current year and the previous year divided by the
previous years’ sales revenue; and CGS is the cost
of goods sold calculated as the difference between
the current year and the previous year divided by
the previous years’ sales revenue. Moreover, the
study also includes some control variables, such as
Investment return (RI) calculated as operating in-
come divided by investment; Return on sales (ROS)
calculated as operating income divided by revenue
on sales; Size is calculated as the logarithm of total
assets; Lev is calculated as total assets differentiated
by debt and divided by total assets. The model esti-
mated is as follows:

+ByCGS;y + ByRI;; + PsROS;, + 2

+ﬂ6Sizeit + ﬁ7Levl-t +&j.
3. RESULTS

This study estimates the impact of cost stickiness
on quality of disclosure. This section provides es-
timated empirical results.
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3.1. Descriptive statistics

Descriptive statistics of different variables used in
the study are reported in Table 1, which allows the
data conceptualization. The results show that the
dependent variable, i.e. the mean quality of finan-
cial disclosure (QFD) is 0, and the standard devia-
tion is 0.02. Further, the descriptive results of the
independent variables report mean ranging from
0 to 6.14, while the standard deviation of those
variables ranges from 0.04 to 1.32. Moreover, the
results of skewness and kurtosis show that the da-
ta used for the analysis is distributed abnormally.
Furthermore, autocorrelation and heteroscedas-
ticity are tested using the Durbin - Watson and
Breusch - Pagan test statistics. The results show
the absence of auto-correlation and the presence
of heteroscedasticity. Table 2 provides the results
of these test statistics.

Table 1. Descriptive statistics

Variable Mean SD
arb | ) S 0.04 i 002
AC. ... ) S O S 1t A
5€ . . L S <SR
cGs . ) S 0 b A2
RI... ) . 002 i 004
RO b 0.04 01 .
SIZ€ o 314 132
Lev 0.43 0.14
Table 2. Inferential statistics

Test  t-statistic | p-value Result
Durbin — Watson test 2 0.0000 No )

‘ Data is

Breusch — Pagan test 4.55 0.47 | heteroscedastic

Table 3. Results of the estimated pooled
regression model

Variable ‘Coefficients | t-statistics | p-value
c ¢ 00124 i 461
N WY
CGS -0.0094 -1.78
W o s
Size 0.0031 5.09
o T
Model diagnostics
F-statistic £89.97 (0.000) :
AdJquuare B B
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3.2. Regression results

The pooled regression model results are presented
in Table 3. The regression model has an adjusted
R-Squares of 0.38, and the estimated model has a
1% significance level. There is a negative association
between the cost of goods sold and financial disclo-
sure quality, significant at the 10% level. This indi-
cates lower production and selling costs, resulting
in poor quality of financial disclosures. The rela-
tionship between financial disclosure and admin-
istrative cost is insignificant. In addition, there is a
positive relationship between the sales cost and fi-
nancial disclosures, significant at less than 1%.

The result of the control variables shows that the
Investment Return (RI) and Return on Sales (ROS)
positively affect financial disclosures significant at
less than 1%. Further, leverage (Lev) is negatively
related to financial disclosures, but is insignificant.
Lastly, firm size (Size) is positively associated with
financial disclosures, significant at less than 1%.

Moreover, the diagnostic tests are reported in
Table 2. The t-statistic of the DW test is 2 and is
significant at less than 1%, which shows no au-
to-correlation, and the test statistic of the Breusch
— Pagan test is 4.55 and insignificant, which indi-
cates heteroscedasticity of data.

4. DISCUSSION

The relationship between financial disclosure
quality and the cost of goods sold is negative
and significant. This indicates lower produc-
tion and selling costs, resulting in poor quality
financial disclosures. Saudi Arabian firms are
seeking to reduce costs even as the quality of
disclosures is deteriorating due to market com-
petition. The insignificant relationship between
administrative costs and financial disclosures
shows that the former do not affect the quality
of disclosures. Also, a positive association be-
tween the sales cost and financial disclosures
shows that the increase in sales cost leads to an
increase in the quality of financial disclosures.
The results of this study depart with those of
previous research (Brown et al., 2010; Anderson
et al., 2003; Chen et al., 2012; Banker & Byzalov,
2014; DeFond & Zhang, 2014; Salehi et al., 2018).
The results of the control variables help to en-
hance the quality of financial disclosures. In ad-
dition, leverage (Lev) does not have any impact
on the financial disclosures, and the relation-
ship between firm size and financial disclosures
shows that bigger Saudi Arabian firms report
high-quality financial disclosures compared to
small firms.

CONCLUSION

The company’s financial decisions are based on information obtained from accounting reporting sys-
tems and major decisions such as buying and selling of long-term securities. The financial disclosure
process consists of the preparation, reporting, improvement and use of financial information by various
parties in the market. The study of cost behavior in managerial accounting is an important concept
for internal and external decisions of a firm, since management accountants and forecast analysts con-
centrate on the behavior of different costs. The study examines the association between the disclosure
quality and cost stickiness in the Saudi Arabian context. The study sample consists of 102 companies
listed on Tadawul, a Saudi Arabian Stock Exchange, between 2009 to 2018. To investigate the associa-
tion between financial disclosures and cost stickiness, pooled OLS was used. The study found negative
and positive relationships between the quality of financial disclosures and the cost of goods sold versus
sales cost, while the administrative cost has no effect on it. Lowering the cost of goods sold can help
companies increase their profits, but will reduce the quality of financial disclosures, and the positive
impact of sales cost shows that Saudi Arabian managers are investing in sales and marketing to increase
profits. Besides, control variables tend to improve the quality of reporting, while leverage does not have
any effect. The study as a whole assumes that the variables under consideration explain the impact on
the quality of financial disclosures, and this can be further extended by dividing the cost of goods sold
by material costs, labor costs and overhead costs.
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