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An ongoing argument in financial management has been how to craft a capital structure which
maximizes shareholder wealth. This question has gained prominence within the strategic
management field because of the apparent link between capital structure and the ability of
firms to compete. By integrating models from organizational economics with the strategic

management literature, we are able to theorize that a firm’s capital structure is influenced by

environmental dynamism, and that the match between environmental dynamism and capital
structure is associated with superior economic performance. Our large-scale empirical analyses
provide supportive evidence for the proposition that competitive environments moderate the
relationship between capital structure and economic performance. From a theoretical standpoint,
these findings provide another link between capital structure and corporate strategy. More

importantly, we are able to move the discussion beyond the limitations of financial risk and

incorporate the strategy concept of decision making under uncertainty. For practical application,

these findings offer informed advice for managers on how to craft a capital structomyright
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INTRODUCTION strategic management research. From strategy
research, we know that external factors may
A relatively new and important area of strategynfluence the development of a firm’'s capital
research has been examining the relationshgtructure, and that the choices a firm makes will
between a firm’'s capital structure and factorkave a direct influence on that firm’s governance
related to the ability of firms to compete (e.g.structure (Hitt, Hoskisson, and Harrison, 1991)
Balakrishnan and Fox, 1993; Barton and Gordomand competitive capabilities (Balakrishnan and
1988; Bromiley, 1990; Kochhar, 1996; KochhafFox, 1993; De Long and Summers, 1991; Kester
and Hitt, 1998; Porter, 1992). Capital structurand Luehrman, 1992; Kochhar and Hitt, 1998;
has long been an important issue from a financi&®orter, 1992; Scherer and Ross, 1990).
economics standpoint since it is linked with a The creation of a capital structure can influence
firm’s ability to meet the demands of varioughe governance structure of a firm which, in turn,
stakeholders (e.g., Modigliani and Miller, 1958¢can influence the ability of a firm to make stra-
1963). It is an equally important concept fotegic choices (Jensen, 1986). Several links
between capital structure and firm strategy have
been reported in the literature. Kochhar and Hitt
Key words: environmental dynamism; organizationa{1998) reported that the nature of diversification
economics; capital structure; strategy; firm performanctrategy was related to capital structure. Bala-
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found that product uniqueness was negativelyhere there is consensus is very different from
related to leverage. These findings shed importathynamic industries where there is no widely
light on the relationship between capital structuragreed upon basis of managerial action. Address-
and firm strategy. However, there is limitedng this question would seem to provide an oppor-
research examining the joint effect of competitivéunity to expand our understanding of the relation-
environments and capital structure on economghip between capital structure and competitive
performance. Strategic management should leavironments.
able to provide a prescriptive theory to suggest The purpose of this study was, therefore, to
the strategy implications of the choice betweeaoffer theoretical rationale and empirical assess-
debt and equity. ment for an argument that decisions concerning
The relationship between the capital structurthe choice of capital structure need to be linked
choice and the competitive capabilities of firmsvith a firm’s competitive environment, more spe-
has gained in importance in recent years as tlodically to environmental dynamism, the degree
global competitiveness of U.S. firms has declineand the instability of changes in a firm’s competi-
(Hill, Hitt, and Hoskisson, 1988; Porter, 1992)tive environment (Child, 1972; Dess and Beard,
As a result, there are competing, and sometimé&984). An argument based on insights from
dichotomous, theories of what constitutes appr@rganizational economics and strategic man-
priate managerial action. For example, firms caamgement was developed which suggests that a
improve bottom-line performance and disciplindirm’s capital structure is an organizational
managers to run more efficient operations bglement which must be aligned with the degree
increasing debt. Since debt financing is tawf dynamism in a firm’s competitive environment,
deductible a portion of the cost of capital isand that this alignment or match has performance
passed from the stockholders to the governmeimiplications. Empirical testing provided support
(Lubatkin and Chatterjee, 1994). However, studer the performance implications of the alignment
ies have shown that increased debt increases rlsitween environmental dynamism and capital
aversion, and reduces the willingness of firms tstructure.
invest in research and development critical to
maintaining competitiveness. While the tax
advantages of increased debt are recognized, b ERATURE REVIEW
increasing debt a firm introduces a stakeholder
group—lenders—who, by definition, have &n appropriate capital structure is a critical
short-term orientation. This group is potentialldecision for any business organization. The
able to limit the freedom of choice available tadecision is important not only because of the
managers in the selection of strategies to contended to maximize returns to various organi-
with competitive threats or opportunities,zational constituencies, but also because of the
especially when firms need and depend ampact such a decision has on an organization’s
creative and innovative strategic choices to thrivability to deal with its competitive environment.
and succeed. One benefit of these contradictoffne prevailing argument, originally developed by
issues has been to stimulate research beyond tedigliani and Miller (1958, 1963), is that an
confines of finance and economics into theptimal capital structure exists which balances
broader sphere of strategic management. the risk of bankruptcy with the tax savings of
Most strategic management studies that havkebt. Once established, this capital structure
examined the capital structure question hawshould provide greater returns to stockholders
focused either on systematic (firm-specific) riskhan they would receive from an all-equity firm.
or on unsystematic (market) risk with respect télowever, empirical studies that have tried to
the use of debt in relation to strategic choicerobe this theoretical relationship have produced
(Allen, 1993; Balakrishnan and Fox, 1993). Armresults which raise as many questions as they
interesting proposition that has emerged from thigrovide answers (Ghosh, 1992; Myers, 1984).
research is an argument that the components edrther, despite the apparent benefits of leverage,
capital structure should vary across industriethere are many firms that avoid significant levels
Allen (1993) argued that the type of financiabf debt altogether (Gardner and Trzcinka, 1992).
system which is suited to traditional industrieginding an explanation for this difference between
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theory and practice has proven to be a majandustry, will have a higher level of debt in their
challenge (Chung, 1993). Below we review studeapital structure. It was also found that firms
ies from finance and strategic management whiehith greater growth opportunities, as measured
suggest the importance of environmental factotsy industry trends, tended to use less debt.
that could affect the capital structure decision. In summary, the research into capital structure
Bradley, Jarrell, and Kim (1984) hypothesizedrom a financial management perspective provides
that there were three firm-specific factors whickupport for an argument that environmental fac-
would influence a firm’s optimal capital structuretors could have an impact on the capital struc-
the variability of firm value, the potential impactture decision.
of financial distress, and the level of nondebt tax Most research within the strategic management
shields. They found that both the volatility ofarea has focused on the relationship between firm-
firm earnings and the potential impact of financiapecific factors and capital structure. For example,
distress had the predicted inverse relationshiparton and Gordon (1987, 1988) suggested a
with firm leverage. They also examined the crossstrategy—capital structure’ relationship which
sectional behavior of average firm leverage ratidsuilt on the strategy perspective that functional-
for firms in 25 industries. One finding counter tdevel decisions incorporate a managerial choice
theory was that there was a direct, rather thalement. Their study operationalized firm strategy
inverse, relationship between firm leverage aratcording to the methodology suggested by
the relative amount of nondebt tax shields. TheRumelt (1974). Their empirical results suggested
definition of nondebt tax shields included firmthat there was a relationship between financial
specific assets derived as a result of activitieontextual variables and capital structure which
such as advertising and research and developmesmias dependent upon the firm’s choice of strategy.
Further, they found that industry effects had Additionally they found that profit was negatively
significant impact on capital structures. More speelated to debt for all strategy classifications.
cifically, they found that over 54 percent of theTheir contention was that managerial choice was
cross-sectional variance in firm leverage could ke factor in the capital structure decision.
explained by industry classification. In one of the few studies that included external
Thies and Klock (1992) extended this line okenvironmental factors, Balakrishnan and Fox
research with their longitudinal study of manufacf1993) approached the question of capital struc-
turing firms. They examined several elements @fire from a transaction cost economics perspec-
capital structure, including types of convertibldive. They examined the relationship between
debt, preferred equity, and common equityfirm-specific characteristics and industry charac-
Changes in these elements of capital structuteristics as they affected capital structure. Their
were examined with respect to changes in thfending was that firm-specific factors (R&D,
variance of sales growth (a proxy measure fadvertising, depreciation, growth opportunities,
environmental change). They found that as thend risk) accounted for over 52 percent of the
variance in sales growth increased (environmentahriance in capital structure. This would seem to
change increased) the creation of long-term debtipport Barton and Gordon’s (1988) contention
decreased. Their findings supported an argumesttthe relevance of managerial choice as a deter-
that contextual variables affect capital structureminant of a firm’s capital structure.
Specifically, they concluded that tax incentives The finding that firm-specific variables are a
encouraged the use of debt, bankruptcy arsignificant factor in explaining capital structure
agency costs limited the use of debt, and asyrhas also been supported by Taylor and Lowe
metric information encouraged restraint in deltl995). Their study examined the capital structure
creation. relationship across firms following different strat-
Chung’'s (1993) study of capital structureegies. The authors concluded that for firms fol-
examined the relationship between operating ridkwing single, dominant and related diversifi-
and asset characteristics. This study found theation strategies the financial markets were able
output market uncertainty (the volatility ofto value firms’ debt and equity based on the
demand) was negatively related to leverage. Thhtture prospects of expected cash flows. However,
is, firms which faced relatively low levels ofthey concluded that financial markets were less
market uncertainty, such as firms in the utilityable to determine the value of debt and equity
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for more diversified firms. In other words, thewas to explain theoretically why environmental
markets lacked adequate knowledge of mattecensiderations should be important by examining
internal to the firms which limited their ability perspectives from organizational economics, and
to correctly price the firms’ assets. integrating these with perspectives from strategic
Kochhar and Hitt (1998) extended this line ofnanagement. We then derive testable hypotheses
research by examining the relationship betwedrased on the theoretical work.
the degree of diversification and financial strategy. Agency theory (Fama and Jensen, 1983) and
They found equity financing to be preferable fotransaction cost economics (Williamson, 1985),
firms following a related diversification strategythe two central elements of organizational eco-
and debt financing to be more appropriate famomics, represent two schools of thought that deal
unrelated diversification. These findings supportespecifically with the capital structure decision. We
those of Seth (1990) and Mann and Sichermamgree with Kochhar (1996) and Rumelt, Schendel,
(1991). Their study did include exogenous variand Teece (1994) that agency theory and trans-
ables, specifically the risk of bankruptcyaction cost economics are two distinct theoretical
(Altman’s Z), and firm risk. Of particular impor- arguments. However, both deal with the capital
tance, they were able to demonstrate that tlstructure decision and its impact on corporate
choice of capital structure influenced the choicgovernance. Further, Oviatt (1984) has suggested
of strategy. that these two perspectives offer an avenue for
From these studies we can see the establighe integration of the financial management and
ment of links between capital structure and strastrategic management disciplines. Thus, rather
egy. In the aggregate, however, the studies than emphasizing the differences, we integrate
strategic management have not directly addresseaimplementary elements from these two theo-
the question of the relationship between externattical perspectives with elements of strategic
environmental factors, the capital structurenanagement in an effort to provide a more holis-
decision and economic performance in a mannéc view of the capital structure decision as it
that would allow a prescription for managers fromelates to the nature of the firm’s competitive
a strategic management perspective. environment. This integration provides an oppor-
tunity to examine the linkage among environment,
capital structure, and organizational performance.
THEORETICAL BASES AND Specifically, we argue that decisions concerning
HYPOTHESES the choice of capital structure need to be appro-
priate for the competitive environment of the firm.
The results of the studies reviewed provide a
foundation for arguments that factors beyong
simple rational-actor behavior contribute to the
creation of a firm’'s capital structure. Scholar§he classical agency theory concept was
from both management and finance disciplinedeveloped by Berle and Means (1932). They
are beginning to appreciate that the problenabserved that ownership and control had become
of practicing managers go beyond the singulaeparated in larger corporations as a result of the
objective of maximizing the market value of thedilution in equity positions. This situation pro-
firm. A number of studies have shown that individed an opportunity for professional managers,
vidual managers must balance competings those in control, to act in their own best
demands from stockholders, debt-holders andterest (Walsh and Seward, 1990). Today, the
other stakeholder groups while maintaining aentral issue for agency theory is how to resolve
degree of control over the firm’'s ability tothe conflict between owners and managers over
respond to environmental demands (e.g., Donalthe control of corporate resources (Jensen, 1986,
son and Lorsch, 1983; Freeman, 1984; StaHl989) through the use of contracts which seek to
1989). allocate decision rights and incentives (Rurretlt
Despite these findings from various researcdl., 1994).
fields, very little work has been done to integrate Managers have a number of incentives to pur-
environmental considerations with the theory afue growth-oriented strategic options. The larger
capital structure. Our objective in this sectiothe organization, the greater the economic and

gency theory
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political power of the top management teamsequired to repay debt. Debt-holders are only

and the greater the ability of the organization toterested in the debt payment specified in the
marshal resources necessary to deal effectivadgntract. Stockholders are seen as sometimes
with its competitive and social environmentbeing interested in pursuing riskier business

(Morck, Shleifer, and Vishny, 1989). Also, largeractivities than debt-holders would prefer. When

organizations are seen as being able to maintaims occurs debt-holders may charge higher prices
their freedom from the discipline of the capitafor debt capital and institute greater control meas-
markets. As a generalization, it can be said thates to prevent top managers from investing capi-
growth does lead to increasing the wealth dafl in riskier undertakings. Furthermore, since it

shareholders. However, the concern is that tas impossible to completely eliminate the agency

many of the activities associated with increasingost in this situation (Jensen and Meckling,

the size of organizations are motivated not by #4976), debt-holders may prefer not to invest in

desire for maximizing shareholder wealth, bufirms pursuing riskier business activities.

by opportunities for the self-aggrandizement of From a firm’s perspective, a higher cost of

management (Jensen and Ruback, 1983). debt capital can decrease its attractiveness to

From industrial economics we know that marvarious stakeholders, and greater external control
ket competition works to drive down the priceby debt-holders may interfere with the firm's
of both products and factors of production to ability to navigate effectively within its competi-
minimum average cost. This gives managers dive environment. This would indicate that for
incentive to improve organizational efficiencies ifirms desiring to engage in riskier business activi-
order to improve cash flow. The problem, accordies, either because of an agent’'s opportunistic
ing to Jensen (1986), is how to control managelsehavior, or because the firm must respond to
contractually so that they will return excess casthanging competitive pressures, the use of debt
flow to investors rather than invest funds in projfinancing would be an impediment subjecting
ects with returns below the cost of capital. Excessanagers to both the discipline and constraints
cash flow is defined as cash flow in excess af the capital markets. In other words, agency
that needed to fund projects with a positive néheory does not take into consideration competi-
present value discounted at the firm’s cost dive environments, or the necessity for managers
capital. to make choices beyond a stockholder wealth-

The contractual device suggested by agencyaximizing perspective.
theory to accomplish the transfer of wealth from
the organization to the investors is debt Creat'oﬂansacnon cost economics
(Jensen, 1989). Debt provides a means of bonding
managers’ promises to pay out future cash flow$ransaction cost economics (TCE) stems from
It also provides the means for controlling opporthe work of Commons (1925), Coase (1937),
tunistic behavior by reducing the cash flow availBarnard (1938), and others, culminating in the
able for discretionary spending. Top managerseminal work of Williamson (1975). Coase
attention is then clearly focused on those activitiemgued that transaction cost differences
necessary to ensure that debt payments are ma@deefficiencies) between external factor markets
Managers unwilling to perform within such aand internal organizational hierarchies were key
restrictive environment can easily and quickly beeterminants in the make-or-buy decision. That
replaced. Companies failing to make interest arid, when should firms vertically integrate to pro-
principal payments can be declared insolvent arttlice their own goods, and when should they buy
can be dissolved. This use of debt as a disciplirom the markets? Today, TCE is concerned with
nary tool makes survival the central issue for athe contractual relations between firms and each
concerned. For firms that adopt debt as a controf their (internal and external) constituencies with
mechanism, lenders become the key constituemespect to economizing transaction costs (Rumelt
in the corporate governance structure. et al, 1994).

Agency theory also has important implications Markets and organizations are both instruments
for the relationship between stockholders anfibr conducting transactions. The choice of which
debt-holders. Stockholders are interested in thestrument to use will be a product of the
return over and above that amount which isfficiencies that can be gained from either. These
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efficiencies are moderated by the characteristicsThe use of equity shifts responsibility for
of the individual decision-makers; that is, theigovernance from external capital markets to inter-
propensity for opportunistic behavior, anchal boards of directors. External debt-holders nor-
bounded rationality in  decision makingmally have an arm’s-length arrangement with a
(Williamson, 1975). However, Williamson (1988)firm, becoming intrusive only when the firm fails
argues that when market forces are insufficient to meet its debt covenants. The board of directors,
reduce transaction costs or to control managerias representatives of the residual claimants, has
opportunistic behavior, the board of directors ithe responsibility and capacity for maintaining
responsible for protecting the interests of tha continuous administrative and governance role
stockholders. Hierarchical control is seen as @Villiamson, 1988). This would indicate that
substitute for market efficiencies. under certain circumstances the board of directors
The most important dimension of the transand corporate managers should have relatively
action is the specificity of the assets germane tonore complete knowledge about the future value
the contract (Williamson, 1991). Specificity refer®f highly specialized assets. Therefore, debt and
to the redeployability of the assets: the highezquity are less financial instruments and more a
the redeployability of the asset, the lower theneans of corporate governance. More
specificity. That is, assets such as bricks arithportantly, from a strategic management per-
mortar can be redeployed to a number of taslspective, there is a clear indication that external
and do not necessarily lose their intrinsic valuéctors can influence the efficacy of the capital
once their original purpose has been fulfilled. Ostructure decision with respect to the ability of
the other hand, assets with a high degree die firm to make critical choices in response to
specificity can not be easily redeployed. Exampleompetitive pressures. However, as with agency
would include Titan rockets, 8088 micropro- theory, transaction cost economics does not take
cessors, and highly specialized human knowledg®o consideration the competitive environment
(e.g., aerospace engineers). such that it can provide adequate prescriptive
For highly redeployable assets, such as nugslvice as to how to create a capital structure that
and bolts, there will be complete knowledgevill ensure the long-term survival of the firm.
within the factor market concerning their present From the review above, we see that agency
and future value, and their degree otheory highlights the relationship between greater
redeployability. This low specificity reduces theisk related to company activities and equity
risk associated with any given transaction, anfihancing, while TCE stresses the link between
theoretically, it should lead to more efficientasset specificity and equity financing. We now
transactions. The most appropriate instrument feurn to strategic management to develop the theo-
financing transactions for assets with a low degreetical linkage between these elements of organi-
of specificity would be debt. This is because theational economics and the ability of firms to
value of the preemptive claims of the debt-holdezompete.
should be known with reasonable certainty, and
the cost of the transaction would be minimized
For assets with low redeployability, such a
highly specialized production equipment, oBettis (1983) and Bromiley (1990) suggested that
highly skilled workers, or investments in R&D strategic management researchers should retain a
and marketing, the knowledge within the factostrategic perspective when examining elements
markets concerning the present and future valfi®m finance and strategic management. Bromiley
of the assets will be very limited, thus increasingrgued that there ‘should be a search for criteria
the cost of the transaction. This makes debt dor strategic choice from an explicitly strategic
unattractive alternative because the value of thmse’ (Bromiley, 1990: 92). Bromiley (1990)
preemptive claim of debt-holders declines ipointed out that a major limitation to the inte-
relation to the increase in asset specificity. It igration of finance theory with strategic man-
the lack of knowledge about the future value chgement has been the differing paradigms of the
an asset that increases the risk for debt-holdetao disciplines. Finance assumes that firms
and increases the cost of using debt for projebehave efficiently and are oriented toward the
financing. objective of maximizing shareholder wealth. As

SStrategic management
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a branch of microeconomics, the focus of finangarofit based on unique firm resources) as each
is on the behavior of markets using a rathestrategy assumed that firms possess unique
simplistic model of the firm. resources (Grimm and Smith, 1997; Peteraf,
Strategic management, on the other hand993; Porter, 1980, 1985). As such these strategic
recognizes that the firm has multiple constituactions and choices are consistent with the
encies and objectives, and accepts that it magsource-based view of the firm in that unique
be impossible to maximize the returns to alfirm resources form the bases of success. For
constituencies, or to achieve all objectives. Morfirms to achieve such resource advantage they
importantly, strategy is concerned with the longreed to invest in specialized and hard-to-imitate
term survival of the organization within itsassets. Furthermore, firms may actively try to
environment. This requires a more complex modefteate competitive uncertainty in order to delay
of the firm. Bromiley (1990) also points outresponses from competitors (Grimm and Smith,
that finance assumes away cognitive limits in it$997). For firms with limited resource advantage,
assumption of complete information and efficientop managers may wish to pursue entrepreneurial
markets. Strategic management accepts the arg@etions such as new product introduction, product
ment that managers are limited in their ability tamprovement, and segment transfer. For these
gather and process information. Therefore, wentrepreneurial actions to succeed firms must
can say that the choice of capital structure is lesseate competitive uncertainty and utilize blind
a matter of predefined alternatives and more spots or else risk immediate response from more
search for alternatives in a complex and uncepowerful competitors (Grimm and Smith, 1997).
tain environment. Such actions are novel and risky, and those firms
A significant limitation to prior studies of capi- which adopt these strategies would also deliber-
tal structure has been the researcher’s orientatiately conceal their strategic effectiveness in order
toward risk. The most common approach ha® achieve and maintain first-mover advantage.
been to take the financial management perspectiggen for firms with dominant market share,
that risk is measured as the variance in returrsérong reputation, and experience, it is important
about an expected mean. The greater the variante,pursue strategic actions such as product pro-
the greater the probability of bankruptcy. Againliferation, aggressive innovation, and information
the assumptions are that managers have complatanipulation in order to maintain their advan-
information, a clear set of alternatives, and knowtageous position (Grimm and Smith, 1997).
outcomes and consequences. Strategic mdProduct proliferation and aggressive innovations
agement takes a different view of risk. Baird anéntail greater investment in specialized assets.
Thomas define risk as Information manipulation such as aggregate cost
reporting from multiple divisions render it diffi-
corporate strategic moves that cause returns to cult not only for competitors but also for other
vary, that involve venturing into the unknown, gytside groups to probe a firm’'s operation.
and that may result in corporate ruin—moves for Furthermore, drastic changes are taking place

which the outcomes and probabilities may be L . .
only partially known and where hard-to-define ON the competitive landscape (Bettis and Hitt,

goals may not be met. (Baird and Thomas, 1985: 1995). Industry boundaries are changing and blur-
231-232) ring. For example, witness the dismantling of
boundaries around the computer, telecommuni-
In other words, the focus for strategic man-
agement is on uncertainty, and decision maki

given limited information. Therefore, the CapitallTh_iS section benefited substantially from the strategy as
tructure decision needs to be evaluated froactlons perspective (see Grimm and Smith, 1997, for a
structu Eﬂmmary). We, however, excluded in our discussion of co-

this perspective. optive actions as they seem to be more relevant for those

Firms can choose to exercise a number d&ms in relatively stable environments. Co-optive actions were
rescribed for firms that are experiencing stable industry

strategic cho!ces or actions depending On_ .th Emands, but lack unique advantage, and resource and market
external environments and resource positionshare disparity. These actions, including signaling, base pric-

First, Porter’'s (1980) classical prescription of difing, cost information disclosing, and merger, may further
long industry stability. Based on the same reasoning we

L : . . pr
ferent'at_'on ar?d CQSt leadership str_ategles a”“éé)o excluded deterrent actions such as limit pricing, predatory
at earning Ricardian rents (superior long-terrricing, and price leadership.
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cation, publishing, and entertainment industriethese theoretical perspectives leading to our
and the formation of the digital media industryhypotheses.
The concept of a global village demands globally
oriented strategic actions. Firms that have adopt
traditional globally oriented strategies have ha
to cope with multifaceted challenges (Bartlett ané distinguishing characteristic of the strategic
Ghoshal, 1989). Advanced technologies ammanagement discipline is the emphasis it places
beginning to alter the effectiveness of traditionabn the firm’'s competitive environment (e.g.,
competitive approaches, and to introduce a ne@handler, 1962; Child, 1972; D’Aveni, 1994;
array of competitive weapons. Computer-aideBorter, 1980). An organization must find a match
manufacturing, mass customization, and rapior fit between the demands of its competitive
product development (Anderson, 1997; Browenvironment and its internal management systems
and Eisenhardt, 1997; Eisenhardt and Tabriai order to survive and succeed (Venkatraman,
1995; Kotha, 1995; Pine, 1993) are enabling firm990). The management system and organi-
to compete effectively by combining cost andational structure most appropriate for any given
differentiation advantage without sacrificing cusfirm will be a product of the specific set of
tomer focus. Information technology is usheringnvironmental contingencies being faced (Drazin
in a new network economy (Applegate, McFarlarand Van de Ven, 1985).
and McKenney, 1996; Kelly, 1998). While every firm will be unique in the totality

In light of these changes, scholars are comf its design (Andrews, 1971), there are limited
stantly urging researchers to expand and recosets of equally effective designs that can match
ceive the notion of strategy. For example, Porter configuration of contingencies facing organi-
(1996) urges the identification of unique customerations in a given environmental context
needs and the creation of a coherent activifHambrick, 1984). At the industry level, this
system to deliver products or services that meateans that a particular environmental character-
those needs. Serving those unique customer neéste is expected to affect all organizations within
requires novel strategies. The development arldat industry in a similar manner. Within indus-
maintenance of such an activity system clearlyies, success for any firm will depend on its
require investment in specialized assets. Hamatloption of appropriate response mechanisms suf-
(1996, 1998) argues that strategy must be innéeient to deal with relevant environmental factors.
vative and revolutionary in order to be effective. Across industries there are significant differ-
Bartlett and Ghoshal (1989) proposed a trangnces in the environmental characteristics impact-
lational strategic approach, a hybrid of intering firms. Most relevant among these character-
national, multidomestic and global strategies, astics is environmental dynamism, defined as the
an effective globally oriented strategy. Furtherrate and the instability of environmental change
more, competitive approaches have expanded (iGhild, 1972; Dess and Beard, 1984). Environ-
include collaborative actions. Moore (1996)nmental dynamism is the product of several forces
emphasizes the importance of ecosystem. Portgserating at one time. These include an increase
(1998) proposes the notion of clusters, a criticah the size and number of organizations within
mass of linked industries and supporting instian industry, and an increase in the rate of techno-
tutions, as an important condition for competitivédogical change and its diffusion throughout that
success. While a complete enumeration of futuradustry.
strategic actions is impossible, it is clear that There is a rich set of empirical studies which
firms will have more and novel choices at theidemonstrates that greater environmental uncer-
disposal as we enter a new age of competitiontainty is associated with greater environmental

In summary, whether firms adopt some of theynamism (e.g., Duncan, 1972; Milliken, 1987,
more traditional strategic actions or emerging990; Tung, 1979). For all parties involved
actions, these actions seem to be associated withcluding top managers, stockholders, debt-
greater risk, novelty, the need for investment iholders and others), as environmental dynamism
specialized assets, and more importantly, may l&creases it will result in actors’ increased
more difficult to value by outside groups. In thdnability to assess accurately both the present and
following section we provide an integration offuture state of the environment. This limits their

nvironmental dynamism
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ability to determine the potential impact oftures that economize on bounded rationality while
decision making on current and future businessmultaneously safeguarding the transactions in
activities, and to determine viable alternativequestion against the hazards of opportunism’
which managers can pursue (Milliken, 1987)(Williamson, 1988: 569). As environmental dyna-
This means that an effect of increasing levels ghism increases, the knowledge available for
environmental dynamism is to reduce access tecision making is reduced (Milliken, 1987).
knowledge needed to make critical decisiongirms may tend to use those novel and creative
This, in turn, reduces the stability and prestrategies, and may also engage in activities to
dictability of relations among firms and theircreate more competitive uncertainty in order to
constituents within an industry. It is then a logicabuild and enhance barriers to imitation (Hamel,
inference that varying degrees of environmentdl996, 1998; Grimm and Smith, 1997). For firms
dynamism can have a differential impact on simieperating in such environments the lack of certain
lar activities occurring across industries. That iknowledge would make it more difficult for the
as the degree of environmental dynamism varidactor markets to value accurately the assets being
across industries, it is reasonable to expect thamployed, and for stakeholder groups to accu-
there should be significant differences in theately evaluate the appropriateness of managerial
adaptive capabilities required for survival, andlecisions. This argues for the increased need for
that these differences should have performaneguity financing in more dynamic environments
implications. to reduce transaction costs.

For firms within industries exhibiting greater The theory provided indicates that the degree
environmental dynamism top managers must environmental dynamism should be a signifi-
develop creative and innovative strategies to deehnt determinant in the management of a firm’s
effectively with this major challenge (D’Aveni, capital structure. Consonant with prior theoretical
1994; Thompson, 1967). The current strategyork in this area, we view environmental dyna-
literature suggests that firms must invest in firmmism as existing on a continuum ranging from
specific assets that help build temporary competitable to dynamic. Firms operating in environ-
tive advantages (D’Aveni, 1994). Investing itmments that could be classified as relatively low
firm-specific assets to build temporary competion a measure of environmental dynamism should
tive advantage and to eliminate the static competionsider the use of debt financing over equity
tive advantages of other firms (D’Aveni, 1994financing. The overriding consideration would be
Grimm and Smith, 1997) also entails greater riskhe availability of lower-cost debt financing, and
and requires the buildup of more firm-specifithe ability of debt-holders to appreciate the com-
assets. There is strong evidence that some firmpstitive moves initiated by top managers and to
are indeed pursuing new types of competitiveontrol agency problems. As the rate of environ-
approaches which transcend traditional strategiesental dynamism increases, equity financing
(Hamel, 1996, 1998; Moore, 1996; Porter, 1998%hould be used to reduce transaction costs arising

According to the agency theory argument, firmfom increased risk. The use of equity financing
pursuing riskier business activities, such as thosé¢so has the advantage of removing capital market
associated with more dynamic environments, magponstraints associated with the inability of man-
find it difficult and undesirable to use a greateagers to convey complete information concerning
amount of debt. Debt may be more expensivepmpetitive moves. This would allow managers
reflecting the increased risk of uncertain outto pursue a variety of strategies that are deemed
comes. Debt-holders may impose greater controlecessary for survival and success in highly
thereby limiting top managers’ ability to exercisedynamic environments.
managerial discretion in charting their firms’ The ability of firms to adapt to changes within
future in an uncertain business domain. Furthethe environment either through responding to
more, debt-holders may simply refuse to invesharket signals or changes in governance struc-
in such firms since the agency cost problertures produces organizational efficiencies that
can not be effectively eliminated (Jensen aninprove the economic performance of the firm
Meckling, 1976). (Williamson, 1996). If the theory is correct, it

According to TCE, a primary purpose of ecoshould be possible to demonstrate that across a
nomic organizations is to ‘craft governance struazontinuum of environmental contexts there would
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be differences in capital structures, and theselations over time. Thus, instead of using a

differences would have performance implicationshort-term indicator of performance it is desirable

For this we hypothesized: to study how our variables of interest will influ-
ence performance over a period of time. Given

Hypothesis 1: For firms in a stable environ-these considerations, we selected return on assets

ment, greater leverage (greater debt financingROA) and return on investments (ROI) as the

would be related to better firm economic perperformance measures, and averaged the data over
formance. a 5-year time period from 1989 to 1993. ROA
is operationalized as income before extraordinary

Hypothesis 2: For firms in a dynamicitems, divided by total assets (which includes

environment, lower leverage (lower debturrent assets, net property, plant and equipment,

financing) would be related to better firm ecoand other noncurrent assets as identified by the
nomic performance firms). ROI is operationalized as income before
extraordinary items, divided by total invested
capital (which includes total long-term debt, pre-
METHODS ferred stock, minority interest, and total com-
mon equity).

The exclusion of the return on equity measure
The current study used a sample of 700 larggROE) is as important as the inclusion of ROA
U.S. firms in a variety of industry contexts. Theand ROIl. While many argue that maximizing
need for generalizing our research findings led usturn on equity is an important performance
to use firms listed in the Stern Steward Marketriterion, we must point out that the ROE ignores
Performance 1000 as the initial data set. Thie impact of other forms of resource investment.
primary research question being examined dedtrther, the ROE measure would be confounded
with how the performance impact of capital strucwith our basic theoretical question of the perform-
ture or leverage differs at different levels ofance impact of the capital structure decision in
environmental dynamism. To examine this topias much as a high ROE could indicate an overly
data were collected from a variety of sources teveraged firm, and low ROE could indicate a
form our study data base. Th®.S. Industrial conservatively financed firm. We therefore con-
Outlook (U.S. Department of Commerce, 1994%luded that ROA and ROI were return measures
provided information on 46 industries througtthat captured a firm’s contribution to the overall
1992, the base year for this study. Financiahvestment of resources and therefore were more
information was collected from COMPUSTATappropriate measures of performance for this
and the Stern Steward Market Performance 10@@udy.
report. Complete information was available for
700 firms. Firms were selected from the Ster&nvironmental dynamism
Steward report based on our ability to align them
with the U.S. Industrial Outlook data. Researchers have over the years used a number
of variation-based indexes in industrial-level
activities to measure the environmental dynamism
construct. For example, Tosi, Aldag, and Storey
(1973) and Bourgeois (1985) used variations in
net sales, ROE, and technological volatility as
Measuring firm performance has been a majdheir measures of environmental dynamism. Dess
challenge for scholars and practitioners as welnd Beard (1984) conducted a large-scale study
Performance is a multidimensional construct (cmeasuring multiple dimensions of competitive
Chakravathy, 1986), thus any single index magnvironments. In this study the authors built on
not be able to provide a comprehensive undeildrich’s (1979) conception of environmental
standing of the performance relationship relativédimensions, and used a variety of industry-level
to the constructs of interests. Therefore it isneasures to construct indicators of dynamism,
important to look at multiple indicators. At thecomplexity, and munificence. They found a high
same time it is important to understand stabldegree of convergence on multiple indicators used

Setting

Variables

Performance
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to measure the same construct. Furthermorayer a 4-year period to control for spurious events
Rasheed and Prescott (1992) were able to repit989-92).
cate this result using a confirmatory factor analy-
sis approach. Keats and Hitt (1988) observe
convergence between the instability (dynamism
measure derived from sales and operating incormid@e extant literature suggests that the size of a
and content analysis of annual reports. This sétm may influence its structure, decision-making
of empirical evidence became the basis of usimgapabilities, and, ultimately, its performance
variations in industry revenue as the key indicatdBluedorn, 1993). Thus size may capture the
when assessing environmental dynamism (Boyampact of several important aspects of a firm.
1995). For example, Smith, Guthrie, and Chen (1989)
In this study, we used industry-level objectivdound that size moderated the relationship
information to derive an index of environmentabetween strategy and economic performance. We
dynamism. The approach used has been adoptbdrefore included size as measured by the log
in a number of studies (e.g., Boyd, 1995; Dessf the full-time employees as one important con-
and Beard, 1984; Keats and Hitt, 1988; Rashedbl variable.
and Prescott, 1992; Wholey and Brittain, 1989) A second control variable was created to reflect
and is viewed as the appropriate level of analysthe extent to which firms had solved their agency
for studying phenomena related to the tas&nd transaction costs problems. A central concern
environment. Specifically we regressed industfpr agency theory is how to insure that agents
values of shipment over 5 years against timesturn excess cash flows rather than invest in
(1988-92), and used the standard error of thmojects with returns below the cost of capital
regression coefficient related to a time dummglensen, 1986). One possible measure of the
variable divided by the average value of indusexistence of an agency problem would be firms
try’s shipments to produce a standardized indekat experience a growth in size due to capital
of environmental dynamism. The industry-leveinvestments, but without returns on those invest-
archival-based data captured common enviroments representative of the cost of the invested
mental characteristics faced by participants withicapital (Ezzamel and Watson, 1993; Fox and
a given industry (Bourgeois, 1980; Boyd, Desdilamilton, 1994). Several studies have used some
and Rasheed, 1993). measure of return on invested capital to support a
relationship between agency theory and economic
performance (e.g., Morck and Yeung, 1992;
Oswald and Jahera, 1991; Reuer and Miller,
The key argument in financial management litera997).
ture is that there is an optimal capital structure The primary view of TCE is that as asset
which balances the benefits of leverage (taspecificity increases, the cost of transactions will
deductibility and increased ROE) with the costgicrease (Williamson, 1985). However, Dyer
of servicing the debt and the increased risk f1997) showed that this is not necessarily the
bankruptcy. An optimal capital structure wouldcase. His study of the automotive industry indi-
be one in which the marginal costs are equal twated that firms can establish controls over trans-
marginal benefits. Since the pivotal point is thactions which will have a positive economic
degree of leverage, we use financial leverage tmpact. Other studies have argued that firms
examine the capital structure. Financial leverageghich had reduced their transactions costs have
is defined as the ratio of debt to equity. As firmachieved a higher level of economic efficiency
increase their use of fixed-charge financing as(a.g., Balakrishnan and Wernerfelt, 1986;
substitute for common stock they increase thBeCanio and Frech, 1993; Joskow, 1990). When
required rate of return on leveraged shares, aadhieved, these efficiencies should be reflected in
thereby increase the firm's systematic risk. Oweturns greater than the cost of the invested capi-
measure of leverage includes the use of fixedl.
charge securities in the form of fixed-charge debt The theoretical support for using an economic
and preferred stock. The financial leverage meagerformance measure to test for agency and trans-
ure for each firm in the data set was averagexttion costs has been developed by Godfrey and

ontrols

Leverage
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Hill (1995), Granovetter (1985), and Hill (1990).firms in this group their Firm Dummy 2 value
Therefore, the surrogate measure used wedll be one, and all others will be zero). Firms
derived from a return on invested capital classin these two categories consume rather than create
fication system developed by Stern Steward amtonomic value, and are assumed to exhibit either
Company. The data for this measure were pr@gency problems or transaction costs problems.
vided by the Stern Steward Market Performance In summary, the study sample can be divided
1000 report for 1993, which provided 10 yearinto three groups. The first group, consisting of
of data through 1992. This data set has bedinms in the first two categories described above,
used in prior empirical research. Baliga, Moyeris assumed to be relatively free from either
and Rao (1996) noted that the basic concept afjency problems or transaction problems or both.
the data base, market value added, can be thougdinis group forms our base group. The second
of as an approximation of Tobin'®), the ratio and third groups, consisting of firms in the third
of market value of a firm’s shares to the replaceand fourth categories respectively, are believed
ment costs of the assets. High€r ratios are to be suffering from those problems. We therefore
indicators of higher economic performancereated two dummy variabledsirm Dummy 1
(Copeland and Weston, 1988). We found thand Firm Dummy 2 to capture respectively the
market value-added measure to be too highljegrees to which firms in the second and third
correlated with our performance variables; thergroups experience agency and transaction prob-
fore we used a classificatory system derived frolems.

the market value-added measure.

Return on capital was calculated by diVidingAnalyticaI approach
net operating profits after taxes by the capital
outstanding at the beginning of the year. Th®ur basic hypotheses posit that firm economic
firm’s cost of capital was then subtracted fronperformance will be a function of leverage and
the return on capital to arrive at a classificatiothe moderating effects of environmental dyna-
system with four categories. Firms in the firstmism. More specifically, we hypothesize that
category were able to achieve return on capitahder stable environments higher leverage will
above 2.5 percent of cost of capital and capitéad to better performance, and under dynamic
growth rate over 25 percent per year over the ®nvironments higher leverage will lead to poorer
year period (1988-92). Firms in the second catperformance. To test these two relationships we
gory were able to achieve return on capital abovemployed a multiple regression model with an
2.5 percent of cost of capital and capital growtimteraction term. The interactive multiple
rate below 25 percent per year over the same Begression modeling approach has been proposed
year period. These two categories of firms aras an effective method for studying interactive
creating more economic value than they consumelationships (cf. Aiken and West, 1991; Blalock,
We therefore assume that they have managed 1865; Cohen and Cohen, 1983; Jaccard, Turrisi,
significantly reduce both agency problems anand Wan, 1990; Pedhazur, 1982).
transaction costs. Firms in these two categoriesWith the interactive multiple regression model,
form our base group. we created a series of simple regressions by

Firms in the next category were able to achieventering selected values of the moderating vari-
return on capital within=2.5 percent of cost of able. Then, by testing the simple slopes, we
capital but with capital growth rates below 25vere able to assess the impact of leverage on
percent per year during the same period. F@erformance under different levels of environ-
firms in this group, we created a dummy variablenental dynamism and therefore provide statistical
Firm Dummy 1 (for firms in this group their evidence related to our Hypotheses 1 and 2.
Firm Dummy 1 value will be one, and for all
others this value will be zero). Firms in the last
category were only able to achieve a return oRESULTS
capital below 2.5 percent of their cost of capital,
and a capital growth rate below 25 percent petatistical analysis provided support for our argu-
year. We created another dummy varialflem ment that environments moderate the relationship
Dummy 2to capture their overall weakness (fobetween capital structure and economic perform-
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Figure 1. An illustration of simple regression models at different dynamism levels

ance. Our overall findings are best representeelgression equations as summarized in Table 2.
by Figure 1, which illustrates the changes in th#&/e used 5-year average ROA and ROI as depen-
impact of leverage on performance at three podent variables. For independent variables, we
sible points on the environmental dynamism corentered dynamism, leverage, and the product term
tinuum. The three points on the vertical axi®f dynamism and leverage. In addition, we
represent three different levels of dynamism. Fantered firm size (log of nhumber of employees),
firms experiencing stable environments (loweand the two dummy variable§irm Dummy 1
dynamism), leverage is positively linked to perand Firm Dummy 2 With the introduction of
formance, and for firms experiencing relatively téhe dynamism and leverage interactive term, the
very dynamic environments (medium to highestandardized beta weights are difficult to interpret
dynamism), leverage is negatively related to peso we reported both regular regression coefficients
formance. and beta weights in Table 2, and used regular
Table 1 presents both descriptive statistics amdgression coefficients in the construction of sim-
the correlation matrix for our study sample. Tgle regressions later.
remove the multicollinearity threat caused by the The results from both models indicate a sta-
product term of two variables, we centered thastically significant negative impact of the dyna-
dynamism and leverage variables by taking awayism and leverage interactive term on firm per-
the respective mean from each value (see Aikdarmance (as measured by both average ROA
and West, 1991). and ROI). To illustrate the moderating impact of
The empirical tests consisted of two multipleenvironmental dynamism on the leverage—

Table 1. Descriptive statistics and correlation matrix

Correlation coefficients

Variables Mean S.D. 1 2 3 4 5 6 7 8
1. Average 5-year ROA 5.346 7.246 1.00

2. Average 5-year ROI 8.337 11.595 0.87 1.00

3. Firm Dummy 1 0.327 0.470 -0.13 -0.08 1.00

4. Firm Dummy 2 0.419 0.494 -0.34 -0.33 -0.59 1.00

5. Dynamism 0.000 0.006 -0.07 -0.09 -0.12 0.25 1.00

6. Average leverage 0.000 3.927-0.20 -0.11 -0.00 0.12 -0.01 1.00

7. Dynamism*leverage 0.000 0.011-0.10 -0.11 0.02 0.02 -0.08 -0.09 1.00

8. Size (log employees) 0.915  0.605-0.00 0.00 -0.04 0.18 -0.08 0.06 0.08 1.00

aN =700; for absolute value of > 0.08, p < 0.05, for absolute value af > 0.10, p < 0.01
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Table 2. Regression results

Regression models

5-year average ROA 5-year average ROI
Independent variables B B t B B t
Leverage -0.252 -0.137 —4.269*** -0.168 -0.057 -1.699+
Dynamism 35.236 0.030 0.919 20.310 0.011 0.317
Dynamism by leverage -66.154 -0.096 -3.016** -112.756 -0.102 -3.075**
Firm Dummy 1 -7.657 -0.496  -12.575*** -10.579 -0.428  -10.392***
Firm Dummy 2 -9.398 -0.640  —15.358*** -14.041 -0.598  -13.726***
Size (log of employees) 1.387 0.116 3.562%** 2.140 0.112 3.288**
Constant 10.394 19.008*** 15.624 17.091*+*
R 0.313 0.250
Adjusted R? 0.307 0.244
F 52.693*** (d.f. =6,693) 38.599*** (d.f.=6,693)

+p < 0.10; **p < 0.01; ***p < 0.001
a N=700

performance relationship, we created a series mgressions can be obtained from the variance
simple regression models by entering differerdnd covariance matrix of regression coefficients
values for the moderating variable, environmentgkee Aiken and West, 1991; Jaccatdal., 1990).
dynamism, into the interactive multiple regressioAs identified in Table 3, we see that the impact
models. Methodologists suggest that threef leverage on performance changes as the degree
values—Ilow, mean, and high—be used in thef environmental dynamism changes. More speci-
simple regression models (Aiken and West, 199fically, as the degree of environmental dynamism
Cohen and Cohen, 1983; Jaccaet al, 1990). changes from lower to higher, the performance
Cohen and Cohen (1983) offered a guideline thanpact of leverage changes from positive to nega-
one standard deviation above and below the meétine.
value be used as the high and low values. We For the Average ROA measure, the leverage
felt that since our model involved changes in thand performance relationship positive and sta-
sign of simple slopes (from positive to negativelistically significant when environmental dyna-
we should probe the relationship between levemism is low (-0.012, and-0.009), is nonsignifi-
age and performance under a number of environant when environmental dynamism reached a
mental dynamism levels. moderately low level {£0.006 or one standard
We therefore used six values ranging frondeviation below the mean), and iegativeand
stable to dynamic as follows (note that our cerstatistically significant when environmental dyna-
tered variable dynamism has a mean of 0.00@ism reached mean value and above (0.000,
and a standard deviation of 0.006), two standafl006 and 0.009 respectively). On the other hand,
deviations below the mean-0.012), one and a for the Average ROl measure, leverage has a
half standard deviations below the meai®.009), statistically significantpositive impact on per-
one standard deviation below the meai®.006), formance when the environment is relatively
mean (0.000), one standard deviation above tlstable (below average dynamism), but has a sta-
mean (0.006), and one and a half standard detistically significantnegativeimpact on perform-
ations above the mean (0.009). ance when the environment is dynamic (from
The simple regression slopes related to thmean value and above).
impact of leverage on performance (average ROA In addition to the above key findings, it is
and ROI respectively) under different values oimportant to note the impact of the size control
environmental dynamism using these six valuesriable. We found that firm size as measured by
are presented in Table 3. The standard error tfe log of number of employees had a positive
the regression coefficient of leverage in the simpienpact on performance. Note that our sample was
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Table 3. Simple regressions at different levels of dynarfism

Simple slopes

5-year average ROA 5-year average ROI
Levels of
dynamism b’ S/ 2 b’ S [
-0.012 0.5414 0.2638 2.0524* 1.1851 0.4409 2.6874*
-0.009 0.3429 0.2001 1.7132* 0.8468 0.3346 2.5306**
-0.006 0.1445 0.1386 1.0422 0.5085 0.2317 2.1944*
0.000 -0.2524 0.0592 —4.2673*** -0.1680 0.0989 -1.6988*
0.006 -0.6494 0.1497 —4.,3358*** -0.8445 0.2503 —3.3730%**
0.009 -0.8478 0.2119 —4.0017%** -1.1828 0.3542 —3.3394x**

*p < 0.05; *p < 0.01; ***p < 0.001; p values are one-tailed
aWith degree of freedom of 693

comprised of the largest firms in the U.S. econdnder differing  environmental  conditions.
omy. For these firms there might indeed be Beparting from the relatively simple suggestion
size advantage, or some truth to the claim th#bat leverage is inconsequential in a perfect world
‘big is beautiful.’ (Modigliani and Miller, 1958), and that higher
As we suspected, firms with average to reldeverage leads to better performance due to the
tively poor solution to their agency and transtax benefit (Modigliani and Miller, 1963), we
action costs problems may suffer in terms of firnpproposed that leverage produces either positive
performance. Our regression models indicate that; negative impact on performance depending
compared to firms with stronger standing (ouon whether the firms are in stable or dynamic
base group), firms in average overall positioenvironments. The relationship between capital
(for those that~irm Dummy 1is one) and poorer structure and the ability of firms to compete is
position (for those thafFirm Dummy 2is one) that the use of debt introduces an external constitu-
achieve lower performance as a consequence afcy which has a short-term orientation. This orien-
an inappropriate capital structure relative to thetation can impose covenants that limit the strategic
competitive environments. choice of managers, thus affecting their ability to
carry out critical strategic decisions.
These findings are important for both theory
CONCLUSIONS development and practice. Agency theory and TCE
have been criticized for failing to consider both
The purpose of this study was to offer both aisk and profitability explicitly in their theory of
theoretical rationale and empirical support for athe firm (Chiles and McMackin, 1996; Seth and
argument that decisions concerning the choice @homas, 1994). While most studies have focused
capital structure need to be linked with a firm’on either firm- or market-related risk, our research
competitive environment. Our study integrateduggests that environmental dynamism moderates
elements from agency theory and TCE with strahe relationship between leverage and performance.
tegic management to hypothesize the differing/e also provide some support for the theory that
impact of leverage on performance under varyintipere could be an optimal capital structure.
degrees of environmental dynamism. As our intd=xtending the present work to include other risk
gration of multiple theoretical frameworks demxvariables within other research contexts would
onstrates, while each theoretical framework comove this area of research forward.
tributes to our understanding, combining these With a large sample size we feel that our study
perspectives yields a greater understanding. Thegeneralizable to a broader population of firms.
theoretical proposition advanced and empiricdlhese findings also tie in with, and extend, sev-
evidence presented reveal important insightyal earlier research studies which found a nega-
related to the performance impact of leveragéve impact of leverage on performance (e.g.,
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Barton and Gordon, 1988). According to thduture research would be to examine the types of
findings of this study, greater leverage has management and control systems used by better-
positive impact on performance for firms in stabl@erforming firms as they deal with specific agency
environments, and a negative impact on perfornand transaction cost problems.
ance for firms in dynamic environments.
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