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Abstract 

Capital structure theory is central to the formulation of financing plans and the 
implementation of financing decisions by firms, and has been a hot topic of research in 
the financial world. According to Modigliani and Miller (1958), it does not matter if a 
company is financed by equity or debt under perfect market condition. However, other 
capital structure theories (trade-off theory and pecking order theory) emerged in an 
attempt to explain firms financing decision. This report conducts a literature review and 
critically analyses and evaluates five capital structure theories by outlining each of them. 
These include Modigliani and Miller’s 1958 and 1963 theories, trade-off theory, pecking 
order theory, and risk and return. In addition, this report discusses the usefulness of 
these five theories for the financing decisions of firms. 
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1. Introduction 

In the financial study, the use of right capital structure theory is an enigma. The use of equity 
or debt or both is a decision that matters to organisations because of its impact on the market 
value. Most of the companies focus on debt capital in order to maximise the shareholder wealth 
at the cost of high risk associated to this financing approach [1]. The companies have to decide 
about which financing option they should choose for funding the expansions or operations. It is 
likely that what works for one business might not be quite effective for another. Hence, 
evaluating the right capital structure for an organisation is important to the stakeholders [2]. 
This report outlines the different theories of capital structure as an attempt of explaining the 
financing decision. The report reviews the capital structure literature by highlighting different 
theories. The theories include Modigliani and Miller’s theory of 1958 and 1963, trade-off theory, 
pecking order theory, and risk and return. After critically analysing the literature, the report 
evaluates the capital structure theories. The emphasis of the report is on discussing the 
usefulness of each theory with respect to decision making for capital structure.  

2. Review of Capital Structure Literature 

The literature related to the different theories of capital structure is as follows: 

2.1. Modigliani and Miller 1958 

In 1958, Modigliani and Miller (MM) introduced the first ever modern theory of capital 
structure known as irrelevance theory. As per this theory, MM state that the capital structure 
of an organisation does not have any impact on the firm value. The assumption in this situation 
is that the trading of securities is carried out in perfect capital market [3]. In addition, Ahmeti 
and Prenaj highlighted that MM’s initial theory in 1958 assumes that there is no asymmetry of 
information [4]. This means that insiders and outsider of the companies have the relevant 
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information which is available for making decision. Also, the MM irrelevance theory considers 
that there is no existence of taxation, bankruptcy cost, and transaction cost. The analysis by 
Aboura and Lépinette outlined that MM’s theory regarding capital structure maintains the same 
interest rate for the individual and institutional investors in case of lending and borrowing [5]. 
In specific, the theory argues that there is no optimal ratio of debt to equity, and the 
shareholders wealth has no relation with the capital structure.  

However, the first theory by MM of 1958 is criticised by various analysts because of the 
assumptions incorporated in the theory including the presence of perfectly efficient markets. 
In this theory, there is no influence of capital structure because a company’s value is calculated 
in terms of present value of cash flows of the future [6]. Moreover, the irrelevance theory by 
MM ignores the critical impact of taxes on the companies, which is one of the major factors 
which stems from the capital structure. In other words, an organisation with 100% debt does 
not have to pay debt as per MM’s theory which means there is no benefit of interest payments 
that are tax-deductible [7]. Hence, MM’s theory of 1958 had several assumptions that do not 
reflect the real world.  

2.2. Modigliani and Miller 1963 

In an attempt to improve the theory, MM again carried out research about capital structure and 
indicated that taxes are a critical part of the current business environment. As a result, MM 
redesigned the capital structure theory by incorporating the factor of cost of capital and the 
related tax, along with the firm value [8]. In the light of Brau, the MM’s theory of 1963 indicated 
that the value of an organisation increases because of the corporate taxes [9]. As per the theory, 
there is a tax shield on corporate taxes which means that interest on debt capital is deducted 
from the income of an organisation. Consequently, the net tax payment for the company 
decreases which creates value for the shareholders.  

Despite the changes made to the irrelevancy theory by MM, there are several drawbacks to this 
approach. Firstly, MM included the tax assumption in the second theory of 1963 but maintained 
that there are no other costs involved. For instance, the theory of capital structure ignores 
floatation cost which is unrealistic since companies do have to pay for brokerage, underwriting 
commission, and several other costs [10]. Second, Chang explained that MM’s revised theory 
does not take into consideration the transaction cost [7]. Every company incurs costs while 
selling the securities and it has an impact on the capital structure, as well as the firm value. 
Lastly, Keef, Khaled and Roush indicated that the theory by MM assumes that firms have certain 
profits in the future, which is again opposite to the reality [11]. There are lot of uncertainties in 
the future and the economic conditions have an impact on the dividend policy of a firm. 
Nonetheless, MM’s theory is valid to an extent as most of the other capital structure theories 
are established on it.  

2.3. Trade-off Theory 

The debate regarding MM’s theory led to the theorisation of the trade-off concept. The trade-
off theory suggests that there is an optimal level for the debt which the companies should 
identify. The optimal level is achieved when the marginal cost is equal to the marginal benefit 
of the debt finance. The firms should focus on the adjustment of equity and debt level for 
achieving the optimal capital structure [12]. In the view of Serrasqueiro and Caetano, the capital 
structure of a firm should be based on the balance between interest tax and financial distress, 
where the former is a shield or benefit, and the latter is a cost [13]. The optimal capital structure 
of a firm can be recognised by agency cost and bankruptcy cost, and benefit that is attained 
through interest tax deductibility. According to Brusov, Filatova and Orekhova, trade-off theory 
is further categorised into static and dynamic trade-off theory [14]. The static trade-off theory 
reflects on the costs and benefits of debt and equity leading to the optimal capital structure. 
Conversely, the dynamic trade-off theory incorporates the time element as per which 
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uncertainty is likely to influence most of the firms. The businesses use debt financing for 
catering to the uncertain situations.  

Nonetheless, Abel outlined that the trade-off theory of capital structure has been criticised 
because of certain perspectives [15]. For example, the trade-off theory indicates that individual 
firms do not have any optimal debt ratio. This is because the trade between costs and benefits 
is quite difficult to calculate and achieve. Also, Dierker, Lee and Seo suggested that trade-off 
theory acknowledges that tax shield through debt equity can be detrimental for the firms in 
case the tax rate on bonds is higher than the tax rate on stock [16]. Irrespective of these 
limitations, trade-off theory remains the most widely used capital structure theory.  

2.4. Pecking Order Theory 

In the pecking order theory for capital structure, it is stated that management of the firms tend 
to prioritise the funds which are internally generated instead of the funds accessed externally. 
This theory emphasises on the fact that internal financing is preferred over the debt capital. A 
firm uses internal funds such as retained earnings first, then chooses debt issuance, and lastly 
considers equity capital as the last resort [17]. The analysis by Mukherjee and Mahakud 
highlighted that when an organisation requires funds, its first option is to rely on the funds 
which are generated internally [18]. In case if there is insufficiency of internally generated 
funds, the organisations borrow for fulfilling the investment needs. Furthermore, Cheng and 
Weiss stated that there is use of less debt capital by companies where there are higher growth 
opportunities and profitsn [19]. Most of the companies tend to retain the profits in case of no 
investment opportunities. This way, the companies are able to avoid the need of externally 
financing in the future.  

The pecking order theory of capital structure incorporates the aspect of information 
asymmetry and the related inefficiencies. As per the theory, companies ignore the capital 
markets or external financing because of the information asymmetry between outsiders and 
insiders [20]. However, Khan and Yusop Adom signified that the pecking order theory has no 
relevance to capital structure of an organisation [21]. The static model of this theory is less 
likely to settle the relationship between market-to-book ratio and capital structure. If an 
organisation continues to use this approach, it is likely that chances of debt capacity will 
increase when the investment opportunities are high. Despite that, pecking order theory 
influences the capital structure of a firm.  

2.5. Risk and Return 

The last theory about capital structure is related to risk and return, which includes the concept 
of weighted average cost of capital (WACC). Most of the firms calculate the optimal capital 
structure through WACC that comprises of equity and debt, two components of capital funding 
for a company [22]. In the light of Kundakchyan and Zulfakarova, the equity holders and lenders 
of an organisation have expectations with respect to attaining certain amount of return on the 
capital they invest or provide to the business [23]. In this scenario, the shareholders have an 
expected return in the form of cost of capital. In simpler words, WACC is an indication of the 
opportunity cost of an investor while taking the risk of providing capital to a firm.  

The calculation of WACC requires a firm to determine the cost of debt and cost of equity. The 
first step is to calculate the cost of equity which is measured through certain ways. While there 
is no explicit cost for the cost of equity, firms have to identify it. For example, the return on 
equity investment provided to common shareholders is the cost. This is because if the company 
does not provide the return to the shareholders, they are likely to sell the shares leading to 
decrease in share prices [24]. In the opinion of Mohamad and Saad, cost of debt and cost of 
equity are more widely and successfully incorporated in the Capital Asset Pricing Model [25]. 
This approach of calculating the costs is considered adequate for the current businesses. 
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However, Petrovskaya, et al. specified that while WACC approach seems easier, it is difficult to 
calculate the cost of equity and cost of debt [26]. The varying judgments and valuation methods 
have an impact on the calculation of risk and return.  

3. Evaluation of Capital Structure Literature 

The overall analysis of capital structure and its theories reflect on the importance of making a 
sound decision. It is evident that companies require funds for various reasons such as 
expansion or new projects, and raising new funds have certain level of costs attached to it. A 
company pays costs on debt in the form of the interest, and also has to consider the cost it incurs 
due to equity [27]. The literature review indicates that the capital structure of a firm is going to 
have an impact on the firm value. The composition of capital structure is relevant to the value 
of the firm [28]. This means that the first theory by MM in 1958 is eventually ineffective for the 
corporations. This is because the theory rejects the idea that corporate structure and firm value 
are related to each other. However, Khan claimed that completely disregarding MM’s theory of 
1958 means the basis of capital structure theories are being invalidated [29]. Most of the capital 
structure theories are built on this initial theory.  

The second theory by MM of 1963 is more relevant and includes the concept of taxes. The 
companies tend to gain a tax advantage while taking loans as the tax on interests is added back 
to the profit, inflating the net profit for them. This theory suggests that capital structure of an 
organisation needs to include the tax perspective [30]. Nonetheless, Haron discussed that 
newer theories of capital structure are more effective as they consider various costs [31]. The 
MM theory of 1963 ignores the effect of transaction costs and others which means the actual 
firm value is still not attainable. In the light of Pahuja and Sahi, there are two points of view 
regarding the cost of capital of a company that have an impact on the company [32]. The first is 
that weightage of equity and debt changes according to the change in amount. The second 
perspective is that different types of financing will result in different cost of capital. Hence, the 
cost of capital, whether for debt or equity should be calculated in a neutral manner.  

The capital structure composition decision within organisations must be carefully thought due 
to is impact on the value of shareholders. An organisation cannot completely rely on the debt 
for financing the capital as an attempt to gain benefit of tax reduction. This is because 100% 
debt approach can be costly in the long-term [33]. This includes the use of trade-off theory in 
which an organisation must understanding that every benefit has a cost associated to it. For a 
firm, there needs to be a trade-off between costs and benefits in order to achieve the optimal 
capital structure [34]. Nevertheless, Mukherjee and Mahakud described the lack of simplicity 
of trade-off theory in the capital structure as it can be difficult to actually recognise the costs or 
benefits. At times, firms have limited options for costs and benefits which may not be actually 
providing value to a firm [18]. Wang, et al. elaborated that firms, especially in the Asian 
countries consider pecking order theory for capital structure design [35]. This is because the 
companies want to be safe and prefer internal financing option rather than choosing external 
debt or equity options. Thus, the evaluation of the literature regarding capital structure 
indicates that each theory has certain limitations for the firms.  

4. Discussion 

Over the time, various studies have discussed the more effective theory for making the capital 
structure decisions. Dang discussed that the decision for choosing the capital structure 
combination usually depends on several factors [36]. For instance, a company at the start of its 
operations is less likely to take external loan because it creates a burden as the loan has to be 
returned, usually with extra charges. The analysis by Robb and Robinson indicated that 
companies need to decide about their capital structure during the initial years of operations [2]. 
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The companies should be clear about what option should they choose in case if they require 
financial help. The early stage financing decisions reflect on the theory proposed by MM, as well 
as the trade-off theory. In the light of Feld, Heckemeyer and Overesch, most of the companies 
tend to choose pecking order theory because it provides a reasonable basis for choosing the 
optimal capital structure [37]. The companies believe internal financing is the most feasible 
option since it has no costs as such. In contrast, debt and equity sourcing have costs which can 
influence the value of a firm. 

However, Lin, et al. stated that most of the companies tend to consider debt option because it is 
more convenient as banks are available almost all the time [38]. There is a significant increase 
in bank loans for supporting the businesses across the regions. This way, the companies use 
debt structure due to convenience without considering the long-term cost. On similar lines, 
Graham, Harvey and Puri explained that debt-based capital structure can be beneficial to an 
extent if MM’s proposition regarding it is included [39]. The companies consider debt because 
of the tax benefit it gains as there is a decrease in the net profit. Nonetheless, Brigham, et al. 
specified that there is no right capital structure decision because various factors are involved 
[40]. For a company, 100% reliance on equity can be detrimental as it means the ownership is 
shared. Conversely, 100% use of debt-based capital structure creates a long-term liability on 
the firm. For companies, it is essential to identify the optimal capital structure, which may give 
a priority to the trade-off theory as compared to the others. Therefore, it is important to decide 
about the capital structure of a company considering the situation and factors.  

5. Conclusion 

The assignment evaluated the concept of capital structure which is the combination of debt and 
equity of an organisation. The assignment identified five different theories related to capital 
structure which include Modigliani and Miller’s theory of 1958 and 1963, the trade-off theory, 
the pecking order theory, and the risk and return theory. The assignment highlighted that 
companies tend to use different combination of capital structure in order to have optimal 
benefit. Moreover, the assignment reviewed that each theory has certain limits which should 
be taken into consideration. However, no theory is invalid considering it reflects on the basis of 
capital structure, especially in the modern business world. The assignment stated that 
Modigliani and Miller’s initial theory of 1958 has huge assumptions and ignores the aspect of 
cost, which is less likely to happen in the real world. The rest of the theories are realistic in 
nature as they consider the different types of costs which may affect the firm value. The overall 
analysis of the assignment suggested that all the theories are effective in terms of determining 
the firm value except for Modigliani and Miller’s initial theory. The rest of the theories prove 
that the capital structure decision of an organisation is likely to have an impact on its value. 
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