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Abstract 
The current study examined the impact of the human resource function and financing strategy 
on the financial performance of 104 UK manufacturing firms.  Hypotheses are drawn from a 
resource-based perspective on human resource management and a financial theory 
perspective on capital structure.  Results show that an innovative HR function is significantly 
related to economic performance.  However, the relationship between an innovative HR 
function and economic performance was moderated by the firm’s financing strategy.  Firms 
obtained higher returns from an innovative HR function when pursuing a low leveraging 
(debt) financing strategy, a finding consistent with modern finance theory notions that firm-
specific strategic assets provide greatest value when financed primarily through equity as 
opposed to debt.  
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Introduction 

 

As with other functional activities (e.g. finance, marketing, operations, etc.), new economic 

realities have put pressure on the human resource function to demonstrate how it can add 

value to the firm’s bottom line.  Yet early conceptualisations often questioned the function’s 

relevance to organisational effectiveness, mainly for the fact HR was seen to hold a primarily 

a reactive, administrative role (Drucker, 1954; Lundy, 1994; Legge, 1978).  Moreover, a 

typically a theoretical approach to HRM has made it difficult in the past to articulate how the 

HR function could actually influence strategic level objectives (Boxhall, 1996; Wright and 

McMahan, 1992).  Over the last few years, however, the human resource function has gained 

significant legitimacy.  This has been aided by a substantial body of evidence linking 

innovative approaches to human resource management  with various indicators of 

organisational success, and by theoretical developments based on the resource-based view of 

the firm (Barney, 1991).  These developments have helped shift attention squarely on the 

importance of people in achieving competitive advantage.   

According to the resource-based view of the firm, an organisation is able to derive 

competitive advantage from assets that are valuable and unique to the firm, difficult for 

competitors to imitate, and are not readily substitutable by other non-competitive assets 

(Barney, 1991; Wernefelt, 1984).  One such firm-specific asset is the human resources that 

the organisation possesses (Wright, Dunford and Snell, 2001; Wright, McMahan and 

McWilliams, 1994).  Human resources are argued to provide the organisational capabilities 

necessary to meet and exceed environmental demands, and achieve competitive advantage 

over rival organisations.  Moreover, as many of the traditional sources of competit ive 

advantage, such as physical, technical or financial resources, become far more accessible to 

competitors in today’s business environment (Becker, Huselid, Pickus, and Spratt, 1997; 

Ulrich, 1997), many argue that the effective management of human resources will prove to be 

one of the most important sources of organisational success in the future (e.g. Ferris, 

Hochwarter, Buckley, Harrell-Cook, and Frink, 1999; Pfeffer, 1994; Snell, Youndt, and 

Wright, 1996; Wright and McMahan, 1992; Ulrich, 1998).  

Application of the resource-based view to HRM has led to a burgeoning literature 

investigating the impact a firm’s human resources and its management has on organisational 

success (e.g. Arthur, 1994; Huselid, 1995; MacDuffie, 1995; Youndt, Snell, Dean and Lepak, 

1996).  Yet despite the popularity in applying the resource-based view to the theoretical and 
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empirical research base of SHRM, there has been little attention paid to possible 

ramifications of adopting this view.  One question that has recently been raised concerns the 

costs associated with investing in firm specific assets (Kochhar, 1997; Vicente-Lorente, 

2001).  For instance, whilst the RBV specifies that firms that invest in firm-specific assets are 

able to enhance the sustainability of above normal returns (Grant, 1991), this view typically 

ignores the financial implications of investing in such assets (Montgomery, 1995; Vicente-

Lorente, 2001).  Firm specific assets, for example, are by their very imperfectly mobile or 

tradable nature, riskier investments and hence, more expensive to finance (Kochhar, 1997; 

Vicente-Lorente, 2001).   

Thus, specialised assets create both an opportunity and a problem (Mocnik, 2001).  

On the one hand, firm-specific assets provide an organisation with a source of sustained 

competitive advantage.  On the other, firm specific assets adversely affect the firm’s ability to 

borrow because firm specific assets are less redeployable and therefore cannot be readily 

used as collateral for borrowing (Kochhar, 1997; Mocnik, 2001).  The paradoxical nature of 

firm specific assets like human resources has, in turn, implications for a firm’s choice of 

financing (debt versus equity).   

According to recent arguments from modern finance theory, the choice of debt 

financing versus equity financing is dependent on the specificity of firm assets (Kochhar, 

1997).  Theorists from a transaction cost economics perspective argue that specialised assets 

should be financed with equity, rather than with debt (Williamson, 1988; Balakrishnan and 

Fox, 1993).  Furthermore, a mismatch between the firm specificity of the asset and the type 

of financing used is likely to result in performance detriments to the firm (Kochhar, 1997; 

Simerly and Li, 2000).  If this were the case, then there would be clear implications for the 

financing strategy used to invest in human resource management.  

The purpose of this study was, therefore, to offer an inter-disciplinary theoretical 

rationale and empirical assessment of the argument that investment in the human resource 

function must be suitably aligned with the financing policy of the firm for the organisation to 

realise the full benefits of their HR function.  Hypotheses based upon recent research from 

SHRM and corporate finance were tested on a sample of UK manufacturing companies.  To 

the best of our knowledge, this study represents the first to attempt to examine the joint 

effects of SHRM activities and the firm’s financing choices.  By doing so we begin to address 

growing calls for empirical research that attempts to combine elements of strategic 

management with economics (e.g. Bromily, 1990; Lockett and Thompson, 2000).  
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The Human Resource Function 

 

Historically the HR function has been charged more with administrative and everyday 

operational activities than with leveraging human assets towards superior business results 

(Lawler and Mohrman, 2003; Legge, 1995; Ulrich, 1994; 1996).  The role of early personnel 

departments typically centred on operational activities such as compensation, benefits, 

staffing, appraisal, and record keeping (Miles and Snow, 1984; Schuler, 1990; Ulrich, 1994), 

as well as compliance activities such as maintaining employment law and industrial relations 

policy obligations (Legge, 1995).  Moreover, such activities were often perceived to occur in 

a reactionary, disjointed fashion – detached from strategic management and hence unable to 

deliver a unique contribution to organisational success (Becker, Huselid, and Ulrich, 2001; 

Buyens and De Vos, 2001; Legge, 1995).  

However, an ever changing and highly competitive business environment is altering 

the perceived value of the HR function (Brockbank, 1999).  Globalised markets, 

technological advancements, rapidly changing product markets and increased attention to 

customer satisfaction are all features of the current business environment that combine to 

make human resource management more important to economic success than perhaps ever 

before (Jackson, Hitt and DeNisi, 2003; Schuler, 1990; Ulrich, 1997).  The HR function has 

been urged to respond to these changing business conditions by engaging in distinctly more 

innovative and value-adding activities than it has done in the past (Beatty and Schneier; 1997; 

Connor and Ulrich, 1996; Brockbank, 1999).   

From a resource-based perspective, the HR function adds value to the organisation 

when it engages in activities that permit the organisation to obtain enduring competitive 

advantage from its human resources.  As competitive advantage is gained from those 

resources that are valuable, rare, difficult to copy, and non-substitutable (Barney, 1991), the 

HR function should ideally work towards harnessing firm specific capabilities that yield 

superior economic benefits not readily duplicated by competitor actions (Snell and Dean, 

1992).  Potential ‘value-adding’ HR activities are many and varied, but have been argued to 

include a more proactive and interventionist approach to management (Sisson and Storey, 

2000), more planned than ad hoc or reactionary activities, as well as activities focused on 

improving the design and delivery of HR essentials, especially before problems occur 

(Brockbank, 1999).  
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In effect, an HR department increases its potential to create competitive advantage as 

it moves from being an essentially administrative and operational focused function to one that 

is proactive and innovative in its activities.  Whilst operational, or day-to-day HR activities 

like selection, training and pay are essential to an organisation’s everyday functioning, these 

activities are less likely to contribute to the firm’s bottom line (Beer, 1997).  Instead, 

institutional theory would posit that traditional HRM activities will have been adopted by 

most organisations in order to gain legitimacy and acceptance in the eyes of various 

stakeholders (government regulators, professiona l bodies, investors, customers, and 

employees (Huselid, Jackson and Schuler, 1997).  Traditional HRM activities, therefore, are 

likely to provide an organisation with neither rare nor inimitable resources.  

Thus, the firm must instead make the appropriate human resource investments and 

innovations to get the most of the firm’s human resource pool and that create a specialised 

asset that is hard to imitate.  Here we argue that one such investment in HR is to possess a 

progressive HR function that utilises non-traditional value-adding HR activities, activities 

that are less likely to have been adopted by competing organisations (Huselid et al., 1997).  

Along this line of argument, Huselid et al (1997) found in a sample of 293 for-profit US 

organisations that innovative HRM activities had a significant impact on firm performance 

whereas technical, or traditional and operational HRM activities did not.  The above 

arguments and empirical evidence therefore suggest the following hypothesis:  

Hypothesis 1: Firm performance will be higher for organisations using an innovative HR 

function than for those organisations using either a traditional or 

operational HR function.  

 

 

Contingency Perspective:  the Moderating Effects of Financing Strategy 

 

The resource-based view of the firm assumes that the possession of firm specific assets will, 

by definition, lead to superior firm performance (Barney, 1991; Wernefelt, 1984).  However, 

scholars have recently argued that the resource-based theory should adopt a contingency 

perspective in assessing the performance benefits of specialised resources (Aragón-Correa 

and Sharma, 2003; Barney, 2001; Miller and Shamsie, 1996).  Contingency theory posits that 

the relationship between a given independent variable and the dependent variable will be 

different for different levels of a critical contingency variable (Delery and Doty, 1996).  In 
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other words, in order to be effective, a given approach to HRM must be consistent with other 

aspects of the organisation or the business environment.  To date, an organisation’s business 

or competitive strategy has been the primary contingency factor considered within the SHRM 

literature (Delery and Doty, 1996).  In this study we go beyond previous research to argue 

that a firm’s financing strategy will also be a contingent variable able to influence the 

relationship between investments in HRM and firm performance.  

The financing strategy of a firm refers to the appropriate mix of debt and equity 

(capital structure) the firm uses to finance its assets and business activities.  An appropriate 

capital structure is essential in maximising returns to organisational stakeholders.  The 

prevailing argument, originally developed by Modigliani and Miller (1963), is that an optimal 

capital structure exists which balances the risk of bankruptcy with the tax benefits associated 

with the use of debt (Simerly and Li, 2000).  Managers who are able to deploy an optimal 

mix of debt and equity are more able to maximise net returns to the firm compared to those 

managers who utilise equity financing alone.   

According to transaction cost economising, the specificity of the assets to be financed 

will play a major part in determining an optimal financing mix for an organisation (Kochhar, 

1997).  Specificity refers to the redeployability of the assets – the more redeployable the 

asset, the less specific it is to a given organisation (Simerly and Li, 2000).  Debt financing is 

considered a more appropriate instrument for financing redeployable, or non-firm specific 

assets such as buildings, plant and equipment, as the value contained within these types of 

assets can be readily evaluated by lenders and recovered should the firm enter bankruptcy or 

liquidation.  In contrast, equity financing is considered more appropriate for firm specific 

assets.  Firm specific assets are typically intangible assets (R&D, advertising, highly 

specialised human knowledge) tailored to a firm’s strategy and technology and are less 

redeployable to other uses, either because the secondary market for such assets may not value 

them as much, or they simply have no other use in another firm (Balakrishan and Fox, 1993; 

Mocnik, 2001; Williamson, 1991).  Consequently, firm specific assets usually cannot be used 

as collateral for borrowing (Mocnik, 2001).  Moreover, if lenders do choose to finance firm 

specific assets, the costs will be higher as lenders will want to be compensated for the greater 

risk exposure with higher interest rate charges (Kochhar and Hitt, 1998; Williamson, 1988).   

In support of these arguments, Balakrishnan and Fox (1993) found that the R&D 

intensity of the firm – a measure of intangible and firm specific knowledge – was negatively 

related to the leverage of the firm.  The negative relationship between leverage and R&D has 

also been reported by Baysinger and Hoskisson (1989) and Mocnik (2001).  In addition, 
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Titman and Wessels (1988) found that firm leverage was negatively related to product 

uniqueness and the degree to which the product required specialised service, further measures 

of firm specificity.  These studies suggest that financial decisions and financial resources 

have important strategic implications.  Due to the increased costs associated with financing 

firm specific assets with debt, organisations pursuing a debt based financing strategy are 

expected to be less likely to invest in firm-specific assets like their human resource function.  

Accordingly we propose the following hypothesis: 

Hypothesis 2:   A firm’s leverage will be negatively related to its investment in an 

innovative HR function.  

According to modern finance theory, the capital structure chosen to finance firm 

assets will also have implications for firm performance.  Kochhar (1997), for example, argues 

that the costs associated with different financing choices (e.g.  debt versus equity) will impact 

on the returns an organisation can acquire from a given resource.  He notes that, as the 

resource-based view suggests, firms can potentially obtain greater value from firm-specific 

assets than from redeployable assets.  However, the costs associated with either debt or equity 

financing will be different under different levels of asset specificity and, consequently, will 

influence the returns that can be realised from firm specific assets.  As noted above, 

performance gains normally accrued to organisations investing in high specificity assets such 

as R&D, advertising, and human knowledge will be dampened to the extent that they are 

financed through debt, a more expensive financing tool for such assets.  Instead, maximum 

returns from firm specific assets will be obtained when such assets are financed through the 

cheaper equity financing option.  In sum, the maximisation of returns from firm assets 

requires a suitable capital structure decision.  Any mismatch between capital structure and 

asset specificity can negatively impact firm performance.  Accordingly, we propose that the 

influence of the HR function on firm performance will be moderated by the capital structure 

of the firm.  

Hypothesis 3:  The HR function and capital structure interact in the prediction of firm 

performance.  Specifically, an innovative HR function (an intangible, firm specific asset) is 

more strongly related to firm performance under equity financing arrangements.  
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Method 

 

Sample 

 

Our sample consists of 106 business firms operating in 63 different four-digit SIC codes from 

the UK manufacturing sector.  These 106 firms were extracted from a larger multi-sector 

database of UK for-profit organisations constructed to examine the effects of HRM on firm 

performance.  We chose to restrict our analyses to the manufacturing sector in order to limit 

any between- industry effects on firm performance.  Responding firms ranged in size from 36 

to 32,300 employees (mean = 1542) and were geographically dispersed throughout the 

United Kingdom.  

 

 

Measures 

 

HR function classification and measurement 

 

We assessed the nature of an organisation’s HR function with 18 dichotomous survey items 

that required the respondent to answer ‘Yes’ or ‘No’ to indicate which activities the HR 

function was specifically accountable for within the company.  Following previous 

theoretical (e.g. Storey, 1992; Guest, 1997) and empirical work (e.g. Huselid, et al., 1997), 

the items adopted for the survey were considered to fall somewhere along a ‘traditional’ to 

‘innovative’ HR function continuum.  These included traditional administrative HR function 

activities like record maintenance and payroll administration, through to more innovative HR 

function activities like promoting employee innovation and re-designing work processes.  

Initial exploratory principal components analyses with varimax rotation on both the matrix of 

correlations and the matrix of tetrachoric correlations revealed five factors with eigenvalues 

greater than one.  However, these factors invo lved cross- loadings for several of the individual 

items.  Cleaner loadings were obtained when the number of factors was set to three, a 

decision based upon the minimal drops in eigenvalues beyond the third factor.   

 Next, we combined the HR activities into three aggregate indexes reflecting (1) a 

traditional HR function, (2) an operational HR function, and (3) an innovative HR function.  

The aggregation of multiple HR activities into an index has been argued to be the most 
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appropriate means of combining what are essentially non-equivalent ways of achieving 

equivalent outcomes (Delery, 1998; Wright and Boswell, 2002).  For instance, two firms can 

use a number of different types of training practices to reach the same employee development  

objective.  Such an additive approach suggests that firms can meet stated objectives by either 

increasing the number of practices they employ within a particular HR system, or by using 

the practices within that system in a more widespread or comprehensive manner (Youndt, et 

al, 1997).  In addition, unlike a multiplicative approach to creating a HR system, the absence 

of a given HR practice from the system does not automatically reduce the index value to zero 

but instead reduces its overall strength (Youndt, et al, 1997).  

 The index for the traditional HR function included the following activities: 

maintaining personnel records, payroll administration, and administration of company 

benefits.  The index for the operational HR function included: recruitment of new staff, 

induction of new staff, training of new staff, management of development programs, 

counselling of individual employees, and monitoring the use of HR policies.  The index for 

the innovative HR function included: promoting employee innovation, designing and 

redesigning work processes; developing communications, implementing feedback initiatives, 

and providing information to management.  

 

Capital structure  

 

The capital structure of the firm was measured using the log of the firm’s debt-to-equity ratio.  

“Debt” is all short term and long term obligations (bank borrowings, notes, lease obligations, 

and so forth) and “equity” is the market value of common stock (issued capital and all 

reserves).  The higher the debt-to-equity ratio, the greater the extent the firm relies on a debt 

financing strategy to fund its business activities.  Financial data were gathered using the 

FAME Database.  

 

Organisational performance 

 

Since we were interested in the ability of the firm to generate returns from the financial 

capital it employs, we used Return on Capital Employed (ROCE) as our indicator of firm 

performance.  ROCE is an accounting based measure calculated as profit before interest and 

tax divided by the difference between total assets and current liabilities.  The resulting ratio is 

multiplied by 100 to provide a percentage indicator of the efficiency with which capital is 
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being employed to produce revenue.  Items from both the Profit and Loss account and 

Balance sheet used to calculate ROCE are adjusted when the accounting period is not 12 

months.  In order to reduce the effects associated with yearly variations in financial 

performance, the specific measure used in the analysis was the average of ROCE for the year 

simultaneous to data collection (1999) and the year following data collection (2000).  

 

Control variables 

 

Control variables included level of unionisation, firm size, firm age and market share, and 

were collected for the year in which the HR function data were collected (1999).  The number 

of employees and the percentage of a firm’s employees belonging to a recognised trade union 

were reported by survey respondents.  Firm age was assessed was assessed as the year of data 

collection, 1999, minus the year of incorporation.  Market share was assessed as the firm’s 

turnover in the year 1999 divided by the turnover in its four-digit SIC industry.  Industry 

turnover was taken from the Monthly Digest of Statistics (London).  Due to skewness, a 

logarithmic transformation was applied to the firm age and market share variables.  

 

Data analysis 

 

The data were analysed using hierarchical regression analysis.  In the first step, the control 

variables were entered.  At the second step, leverage was entered to capture the firm’s 

financing strategy and the three HR function types were entered to test the hypothesis that an 

innovative HR function was related to firm performance above and beyond control variables.  

Step 3 tested the interaction effect proposed in Hypothesis 2 between capital structure and 

type of HR function.  To reduce multicollinearity effects and make the interaction term more 

directly interpretable, the capital structure and HR function variables were centred at their 

means (Cohen and Cohen, 1983).  

 

Results 

 

Table 1 shows means, standard deviations and zero-order correlations for all measures.  The 

correlations among the three HR function types were positive and statistically significant (p < 

.01), yet sufficiently low to indicate that different constructs had been assessed.  As expected, 

there was a significant positive correlation between an innovative HR function and ROCE (r 
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= 0.26, p < .01).  In addition, and as predicted by Hypothesis 2, a firm’s level of debt 

financing (leverage) was negatively related to the presence of an innovative HR function, 

albeit marginally (r = -0.18, p < .09).  

Hypothesis 1 predicts that there will be a positive relationship between an innovative 

HR function and firm performance.  As predicted, the innovative HR function was 

significantly associated with ROCE (b = .33, p < .05) after controlling for organisational size, 

age, unionisation and market share.  In contrast, both the administrative and technical HR 

functions were not associated with economic performance.  

Hypothesis 3 states that the relationship between an innovative HR function and 

performance is contingent on an organisation’s capital structure.  This contingency prediction 

can be evaluated by determining whether an innovative HR-capital structure interaction term 

significantly increases the amount of explained variance in economic performance above and 

beyond control and main effect terms.  In Model 3, the inclusion of the interaction terms 

between type of HR function and capital structure accounts for an additional 17 percent of the 

variance in ROCE (?F = 5.88, p < .01).  As shown in Table 3, there was a negative 

interaction between an innovative HR function and leverage (b = -1.14, p < .05), and a 

positive interaction between an administrative HR function and leverage (b = 1.15, p < .05).  

Thus, as predicted, an innovative HR function was associated with higher levels of ROCE 

when they had a low debt (i.e. equity) financing strategy.  This result supports transaction 

cost economics arguments that the value potential located within firm specific assets are more 

likely to be realised when such assets are financed using equity as opposed to debt.   

In order to visualise the form of the innovative HR-performance interaction, we 

plotted levels of ROCE at the mean as well as at high and low levels of leverage (+1.0 and  

-1.0 standard deviations from the mean; Stone and Hollenbeck, 1989).  As shown in Figure 1, 

we found that the relationship between an innovative HR function and firm performance was 

highest under low leverage conditions.  Moreover, performance was weakest when an 

organisation employed a strong innovative HR function (e.g. a HR function that employed 

more of the innovative HR activities than a weaker innovative HR function) under high 

leverage conditions.  Plotting the unexpected interaction between an administrative HR 

function and capital structure reveals further support for the transaction cost arguments.  

Here, a highly non-firm specific asset – one that will not constitute a valuable loss to the firm 

should it face bankruptcy – is more strongly related to firm performance under debt financing 

arrangements.  

 



 

 11 

Discussion 

 

This study presents one of the first attempts to empirically examine the relationship between 

a firm’s use of an innovative HR function, its financing strategy, and economic performance.  

The results support the argument that firms adopting a more progressive or innovative 

approach to human resource management experience a performance advantage compared to 

firms that maintain their use of more traditional approaches to HRM.  This finding is 

consistent with previous research findings (e.g. Arthur, 1994; Delery and Doty, 1996; 

Huselid, et al., 1997; MacDuffie, 1995), providing further evidence of the generality of the 

progressive HRM-firm performance linkage.   

The direct effect found for the innovative HR function’s impact on firm performance 

is consistent with the resource-based view and institutional theory.  From a resource-based 

perspective we argued that an innovative HR function would be better placed to harness the 

potential of the firm’s human capital pool as opposed to more traditional HR functions.  In 

effect, an innovative HR function becomes an intangible and firm-specific asset not readily 

duplicated by competitors.  More traditional HR functions, on the other hand, are more likely 

to be institutionalised and thus less able to confer competitive advantage to any individual 

firm.  In line with this argument, we found only a modest correlation between the innovative 

and administrative HR functions (r = .37), a result similar to that reported in Huselid, et al’s 

(1997) examination of what they termed technical and strategic HR functions.  

Beyond direct effects, we also found evidence to suggest that the adoption of an 

innovative HR function should not necessarily be seen as best practice as such a function is 

not always associated with superior financial returns.  The results presented in this study 

indicate a contingent relationship between the HR function and the firm’s financing strategy.  

Firms obtained superior returns from an innovative HR function only under equity financing 

conditions.  When financed with debt, the innovative HR function did not contribute 

significantly to economic performance.  This finding supports contingency theorists views 

that innovative approaches to HRM do not, as many would suggest, always lead to superior 

performance.   

Instead, as is becoming increasingly recognised, the resource-based view must 

consider the context within which various kinds of resources will best influence performance 

(Barney, 2001; Miller and Shamsie, 1996; Richard and Johnson, 2001).  Miller and Shamsie 

(1996), for example, reported that coordinative and team skills in Hollywood film studios 



 

 12 

were firm specific assets that influenced firm performance only in uncertain (verus certain) 

environments.  Similarly, Richard and Johnson (2001) found that the relationship between 

strategic HRM effectiveness and return on equity was stronger among banks with higher 

capital intensity (a ratio of bank branches to total assets).  Likewise, in the present study, we 

find support for modern finance theory arguments that suggest the financing strategy of the 

firm and the specificity of assets must be appropriately aligned for the organisation to realise 

increased gains from those assets.   

Finally, our study also provides evidence that a firm’s capital structure may be 

associated with  an organisation’s ability to invest in human resource management.  In our 

manufacturing sample, firm’s financing their business activities more with debt than with 

equity were less likely to adopt an innovative HR function.  These findings are consistent 

with previous findings regarding the link between financing strategy and research and 

development expenditure, and between financing strategy and product development (e.g.  

Balakrishnan and Fox, 1993; Titman and Wessels, 1988).  The results support the transaction 

cost economics argument that asset specificity has implications for the most appropriate form 

of financing.  As debt is a more expensive financing strategy for firm specific assets we 

would therefore expect firm’s following a greater leveraging strategy to avoid investing in a 

specialised asset like an innovative HR function.   

This finding may help explain why many organisations have been slow to adopt 

innovative approaches to human resource management in the past, despite evidence pointing 

to the performance gains that can be achieved by doing so.  Firms with high debt costs will 

by necessity make tradeoffs in the types of resources they invest in (Hitt and Smart, 1994).  

Managers must decide what expenditures and investments to forego to pay debt costs, and 

recognising the poor reputation routinely afforded to the HR function, we perhaps should not 

be too surprised to find a negative relationship between debt financing and investments in 

HRM.  It is interesting to note that much of the recent research investigating the adoption of 

progressive approaches to HRM has come after a period of heavy corporate usage of leverage 

(Hitt and Smart, 1994).  The increased diffusion of innovative HRM across firms may not 

solely be due to an increasing recognition that such an approach to human resource 

management can improve organisational performance.  It may be also the case that firms are 

more able to make such investments as they move away from the debt financing so popularly 

espoused during the 1980s and instead adopt equity financing arrangements.  
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Implications  

 

Given that the HR function is often faced with the challenge of justifying its position within 

the organisation, particularly under ever increasing competitive pressures, it is perhaps timely 

to investigate how the HR function can add economic value.  The results of this study suggest 

that the HR function can add to the firm bottom line.  However, it is unlikely to do this by 

relying on traditional administrative or operational HR activities.  Instead, the function must 

adopt methods that permit it to develop and exploit the firm’s stock of human resources to 

develop competitive advantage.  The activities utilised by the innovative HR function in this 

study emphasised employee innovation and communication within the organisation.  Given 

that the ability of organisations to exploit the innovative potential of their employees is 

considered integral to their competitiveness (Amabile, 1988; Wolfe, 1994), and that both 

upward and downward communication of information are in turn considered essential to 

realising such potential (Damanpour, 1991; Ross, 1974), then we provide evidence of at least 

three potential value-adding activities that can be pursued by a progressive HR function.  

 The results of this study also have implications for the resource-based view’s 

argument that the possession of firm specific assets will, by definition, lead to superior firm 

performance.  Typically ignored by HR theorists is the fact that asset characteristics that add 

value to the firm are the same characteristics that impose costs and restrictions upon the firm 

(Vicente-Lorente, 2001).  So whilst path-dependent processes, causal ambiguity, social 

complexity and long-run terms of maturation are all features of strategic resources argued to 

endow a firm with above normal returns over competitors, it is important to recognise that it 

is these very attributes that simultaneously limits the extent to which such resources will be 

valued on an open market.  For instance, it would simply not possible to import a successful 

service culture from one organisation to another and hope to gain immediate returns.  

 Consequently, the activities of the organisation’s finance function will likely have 

implications for the activities of the HR function, and vice versa.  A firm engaged heavily in 

debt financing may firstly be unwilling to invest in firm specific assets such as a progressive 

HR function.  Moreover, a firm may not enjoy the same performance benefits from firm 

specific assets if those assets are not aligned with the appropriate capital structure.  Given that 

the results of this study suggest this may well be the case, there is added impetus for the 

argument that for HR function to be value-adding, it must be integrated with other 

organisational functions, such as marketing, production, R&D, and, of course, finance 

(Budhwar, 2000; Cook and Ferris, 1986).  



 

 14 

Limitations  

 

The results of this study should be interpreted in light of its limitations.  Firstly, our measure 

of the human resource function may not be sufficient to capture the full range of activities 

engaged in by any given HR department.  Whilst we did assess what we believed represented 

a range of HR activities ranging from the traditional through to the innovative, there is 

undoubtedly room to expand on the list of activities we explored.  This will no doubt prove a 

difficult task considering the ever changing nature of the HR function in western economies 

(Caldwell, 2003).  Secondly, our measure of the human resource function asked respondents 

to indicate which of several management activities the function was responsible by checking 

a yes or no dichotomous response scale.  Consequently, we are unable to detect to what 

extent the function assumes responsibility for a given management practice, nor the quality to 

which a given HR function performs its responsibilities.   

 

 

Conclusions 

 

In conclusion, this research has a number of implications, for both strategic human resource 

management as well as for managerial practice.  It has been suggested that firms may be able 

to obtain superior economic results by investing in an innovative HR function.  However, 

such investments are not necessarily ‘best practice’ suitable for all organisations.  Instead, 

consideration must be afforded to the current financing strategy of the firm for the 

organisation to realise the full benefits of their HR function.   
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Table 1.  Descriptive statistics and correlations.  

       Variable Mean SD 1 2 3 4 5 6 7 8 

1 Firm size 3. 28 1. 35         

2 Unionisation 2. 89 1. 58 . 28        

3 Firm age 1. 34 . 44 . 27 . 20       

4 Market share -1. 25 . 87 . 40 . 11 . 16      

5 Administrative HR function . 67 . 30 . 17 . 12 -. 02 -. 06     

6 Operational HR function . 81 . 28 . 29 . 24 . 02 . 01 . 56    

7 Innovative HR function . 61 . 30 . 27 . 13 . 10 -. 03 . 37 . 61   

8 Capital structure  1. 84 . 67 -. 01 -. 03 . 07 -. 06 -. 13 -. 05 -. 18  

9 ROCE -34. 10 334. 13 -. 06 . 14 -. 03 . 13 -. 07 . 13 . 26 -. 17 
 

Note: Correlations greater than . 17 are significant at p < . 10; correlations greater than . 20 are significant at p < . 05;  

correlations greater than . 26 are significant at p < . 01; all two-tailed tests
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Table 2.  Moderated regression results.  

 

 Performance (ROCE) 

 Model 1 Model 2 Model 3 
 

Step 1:    
Firm size -. 17 -. 25 -. 25* 
Firm age -. 05 -. 06 -. 07 
Percentage unionised . 17 . 15 . 08 
Market share    
 
Step 2:    

Debt-to-equity leverage  -. 11 -1. 00*** 
Administrative HR function  -. 22 -1. 44** 
Technical HR function  . 08 -. 73 
Innovative HR function  . 33* 1. 27** 

Step 3.     

Administrative HR X leverage   1. 15* 
Operational HR X leverage   1. 09 
Innovative HR X leverage   -1. 14* 

R2 . 06 . 20 . 37 

∆R2 . 06 . 14 . 17 

F∆ 1. 56 2. 95* 5. 88** 

F 1. 16 2. 11* 3. 47** 

 
* p < . 05, ** p <. 01, *** p < . 001 
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Figure 1.  Innovative HR Function and Leverage Interaction  
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Figure 2.  Administrative HR Function and Leverage Interaction  
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