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1. INTRODUCTION
In the vast and intricate world of 
corporate finance, few decisions are as 
critical and impactful as a firm’s choice of 
capital structure. Capital structure refers 
to the specific mix of debt and equity 
that a company uses to finance its overall 
operations and growth. Within this 
context, financial leverage represents the 
proportion of debt utilized in this financing 
mix. The strategic decision to use financial 
leverage is fundamentally driven by the 
desire to maximize shareholder value. By 
borrowing funds at a fixed interest rate, a 
company hopes to generate a higher rate of 
return on the assets purchased with those 
funds than the cost of the borrowing itself. 
When successful, this strategy magnifies 
the returns to the equity shareholders. 
However, this potential for amplified 

returns comes intimately paired with the 
risk of amplified losses.

The concept of financial leverage acts as 
a double-edged sword. On one side, it 
provides a crucial mechanism for firms 
to grow without diluting the ownership 
control of existing shareholders. Equity 
financing, while free from mandatory 
repayment schedules, requires giving up 
a portion of the company’s future profits 
and voting power. Debt, conversely, 
does not dilute ownership. Furthermore, 
in most taxation systems globally, the 
interest payments made on corporate debt 
are considered tax-deductible expenses. 
This creates what is known as a ‘tax shield,’ 
which effectively lowers the overall cost of 
borrowing and theoretically increases the 
total value of the firm.
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On the other side of the sword, financial leverage 
introduces fixed financial obligations. Regardless 
of how well or poorly a company is performing 
in its operational markets, interest payments and 
principal repayments must be met on time. If a 
firm experiences a sudden drop in revenue or faces 
an unexpected economic downturn, high levels 
of leverage can quickly transform a manageable 
operational challenge into a severe liquidity crisis. 
This introduces the concept of financial distress and, 
in the worst-case scenario, bankruptcy. Therefore, 
the central challenge for corporate managers is to 
find the optimal balance—the perfect ratio of debt to 
equity that maximizes the tax benefits and return on 
equity while keeping the probability of bankruptcy at 
an acceptable, minimal level.

The academic exploration of financial leverage has a 
rich and complex history. It was revolutionized in the 
late 1950s by Franco Modigliani and Merton Miller, 
whose seminal theorem proposed that, under certain 
perfect market conditions, a firm’s value is entirely 
independent of its capital structure. This proposition, 
counterintuitive at the time, sparked a massive wave 
of subsequent research designed to relax those perfect 
market assumptions. Researchers introduced taxes, 
bankruptcy costs, agency conflicts, and asymmetric 
information into their models, resulting in the diverse 
array of capital structure theories we rely on today.

This systematic literature review aims to synthesize 
this vast body of academic research. As an article-
based review paper, it relies exclusively on the 
theoretical and empirical findings of previously 
published literature, rather than conducting new 
primary data analysis. The primary objective is to 
provide a clear, comprehensive, and simple-English 
overview of the evolution of leverage theories. The 
subsequent sections will delve into the foundational 
theoretical frameworks, explore how leverage 
impacts actual firm performance, discuss the various 
internal and external determinants that influence a 
manager’s choice of leverage, and finally summarize 
these dynamics in a concluding synthesis.

2. THEORETICAL FRAMEWORKS OF 
FINANCIAL LEVERAGE
2.1 The Modigliani-Miller (M&M) Theorem
Any comprehensive review of financial leverage 

must begin with the groundbreaking work of Franco 
Modigliani and Merton Miller in 1958. Prior to 
their research, the prevailing thought in corporate 
finance was largely anecdotal and lacked a rigorous 
mathematical foundation. The traditional view 
held that moderate amounts of debt could lower a 
firm’s overall cost of capital, but there was no clear 
consensus on why or how to calculate the optimal 
point.

Modigliani and Miller’s Proposition I stated that in 
a frictionless, perfectly competitive market—where 
there are no taxes, no bankruptcy costs, and where 
investors and managers have access to the exact same 
information—the value of a firm is determined solely 
by its underlying earning power and the risk of its 
underlying assets, not by how it is financed. In simple 
terms, whether a company finances itself entirely with 
equity or primarily with debt, its total market value 
remains exactly the same. They used the analogy of 
a pizza: slicing a pizza into different proportions of 
debt and equity does not change the total size of the 
pizza.

Realizing that real-world markets are not perfect, 
Modigliani and Miller updated their theory in 1963 
to include corporate taxes. Because interest payments 
on debt are tax-deductible, they concluded that a firm 
could increase its total value by taking on more debt. 
Under this revised model, the theoretical optimal 
capital structure is 100% debt. However, because 
we do not see companies operating with 100% debt 
in reality, subsequent theories were developed to 
explain the limiting factors.

2.2 The Trade-off Theory
The Trade-off Theory of capital structure emerged 
directly as a response to the extreme conclusion of 
the M&M tax model. This theory acknowledges the 
reality of the tax shield benefit of debt but introduces a 
critical opposing force: the costs of financial distress. 
Financial distress occurs when a firm struggles to 
meet its debt obligations. These costs can be direct, 
such as legal and administrative fees associated with 
bankruptcy proceedings, or indirect, such as the loss 
of customers, suppliers demanding cash on delivery, 
and the distraction of management.

According to the Trade-off Theory, a firm determines 
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its optimal capital structure by trading off the tax 
benefits of additional debt against the increased 
probability and costs of financial distress. As a 
firm borrows more, the marginal benefit of the tax 
shield decreases, while the marginal cost of potential 
bankruptcy increases. The optimal level of leverage 
is achieved at the exact point where the tax benefit of 
borrowing one additional dollar is perfectly offset by 
the cost of the increased risk of bankruptcy.

2.3 The Pecking Order Theory
In stark contrast to the Trade-off Theory, which 
assumes a firm actively seeks a specific target debt 
ratio, the Pecking Order Theory suggests that 
capital structure is merely the result of a firm’s 
historical profitability and investment opportunities. 
Developed by Stewart Myers and Nicholas Majluf 
in 1984, this theory is rooted in the concept of 
asymmetric information—the idea that corporate 
managers know much more about the true value and 
future prospects of the firm than outside investors do.

Because of this information gap, when a firm tries to 
issue new equity (sell new shares) to fund a project, 
investors naturally assume the managers believe the 
firm’s stock is currently overvalued. Consequently, 
investors will demand a discount, making new equity 
a very expensive way to raise capital. To avoid this 
problem, the Pecking Order Theory states that firms 
prefer to finance new investments using a strict 
hierarchy or ‘pecking order’.

First, firms prefer to use internal funds (retained 
earnings) because there is no information asymmetry 
and no issuance costs. If internal funds are insufficient, 
firms will then choose to issue debt, because debt is 
less sensitive to information asymmetry than equity. 
Finally, issuing new equity is viewed as a last resort. 
Therefore, highly profitable firms tend to have low 
leverage not because their target debt ratio is low, but 
simply because they generate enough internal cash to 
fund their operations without needing to borrow.

2.4 Agency Theory
Agency Theory, primarily formulated by Michael 
Jensen and William Meckling in 1976, explores the 
conflicts of interest that arise when the ownership 
of a company is separated from its management. 
In modern corporations, managers (the agents) are 

hired to run the business on behalf of the shareholders 
(the principals). However, managers may not 
always act in the best interests of the shareholders, 
preferring instead to maximize their own utility, such 
as by pursuing prestigious but unprofitable projects, 
consuming excessive perks, or avoiding necessary 
risks to protect their jobs.

Financial leverage plays a vital role in mitigating 
these agency costs. By taking on debt, a firm commits 
to paying out future cash flows in the form of interest 
and principal. This reduces the amount of ‘free cash 
flow’ available to managers, thereby strictly limiting 
their ability to waste money on inefficient projects. 
In this way, debt acts as a powerful disciplinary 
mechanism, aligning the incentives of management 
with those of the shareholders.

However, debt also introduces a second agency 
conflict: the conflict between equity holders and debt 
holders. When a firm is highly leveraged and nearing 
financial distress, equity holders have an incentive 
to take on extremely risky projects. If the project 
succeeds, the equity holders reap all the upside; if it 
fails, the debt holders bear the losses. This is known 
as the ‘asset substitution problem’.

3. KEY DETERMINANTS OF CORPORATE 
LEVERAGE
The literature has identified numerous internal and 
external factors that influence a firm’s decision to 
utilize financial leverage. These determinants help 
explain why different firms in different industries 
maintain vastly different capital structures.

Firm Size: Larger firms tend to be more highly 
leveraged than smaller firms. They are generally more 
diversified, have more stable cash flows, and possess 
a lower probability of bankruptcy. Consequently, 
they can sustain higher debt burdens and have easier 
access to credit markets.

Asset Tangibility: Tangible assets, such as real estate, 
machinery, and inventory, can be used as collateral 
to secure debt. Firms with a high proportion of 
tangible assets suffer lower costs of financial distress 
because these assets retain value even in bankruptcy. 
Therefore, such firms tend to have higher leverage.
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Profitability: The relationship between profitability 
and leverage is a classic testing ground for capital 
structure theories. The Trade-off Theory suggests 
profitable firms should have high leverage to 
maximize tax shields. Conversely, the Pecking Order 
Theory argues that profitable firms will have low 
leverage because they fund themselves internally. 
Empirical evidence largely supports the Pecking 
Order view, showing a negative relationship between 
profitability and leverage.

Growth Opportunities: Firms with high future growth 
potential typically rely more on equity financing and 
maintain lower leverage. High debt levels can lead to 
the ‘underinvestment problem,’ where a firm passes 
up on positive net present value projects because the 
benefits would accrue primarily to the debt holders 
rather than the equity holders.

4. CONCLUSION
The systematic review of the literature on financial 
leverage reveals that capital structure decisions are 
among the most complex and critical responsibilities 
of corporate management. Since the foundational 
work of Modigliani and Miller, academic theory has 
evolved significantly, moving from the assumption 
of perfect markets to the realistic inclusion of taxes, 
bankruptcy costs, information asymmetry, and 
agency conflicts.

The Trade-off Theory highlights the fundamental 
balancing act between the tax advantages of borrowing 
and the looming threat of financial distress. The 
Pecking Order Theory grounds this debate in reality, 
showing how managers prioritize internal funding 
over debt, and debt over external equity, due to the 
high costs associated with information asymmetry. 
Furthermore, Agency Theory emphasizes that 
debt is not merely a financing tool, but a powerful 
governance mechanism capable of disciplining 
managers and aligning their interests with those of 
the shareholders.

Overall, the literature makes it abundantly clear that 
there is no universal, one-size-fits-all optimal capital 
structure. The appropriate level of financial leverage 
is highly context-dependent. It is shaped by a firm’s 
specific characteristics—such as its size, profitability, 
tangible assets, and growth potential—as well as 

the broader macroeconomic environment. While 
high leverage can magnify returns during periods of 
economic expansion, it drastically reduces a firm’s 
flexibility and survival capacity during economic 
downturns. Ultimately, corporate leaders must 
carefully synthesize these theoretical frameworks to 
design a capital structure that maximizes firm value 
while ensuring long-term financial sustainability.
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