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Abstract

Purpose: In today’s competitive environment, the choice of capital structure, as one of the strategic decisions in financial
management, plays a decisive role in creating a balance between risk and return and consequently in the success or failure
of firms. The aim of this study is to provide a comprehensive and systematic review of theoretical foundations and
domestic and international empirical evidence on the impact of capital structure on firms’ risk and return, as well as to
identify the factors causing differences and contradictions in research findings.

Methodology: From a historical perspective, the capital structure literature began with early views supporting the
relevance of capital structure to firm value and then entered a new phase with the Modigliani and Miller irrelevance
theory under perfect market conditions. Subsequently, trade-off and pecking order theories were introduced as two
central frameworks explaining firms’ financing behavior, emphasizing, respectively, the existence of an optimal level of
debt and the hierarchical preference of financing sources. More recent literature also indicates that managerial behavioral
factors and market timing can shape firms’ long-term capital structure.

Findings: This study, while providing a precise definition of capital structure and its components (debt, equity, and
hybrid instruments), examines various types of risk associated with leverage decisions, including business risk, financial
risk, systematic risk, and unsystematic risk, and explains the consequences of increased debt on bankruptcy risk and
financial distress costs. In the return section, measures of realized and expected returns and indicators such as stock
returns are reviewed, showing that the effect of financial leverage on return is dual and dependent on economic
conditions.

Originality/Value: Finally, based on evidence from Iran and other countties, it is concluded that the relationship
between capital structure and risk and return is complex, multidimensional, and context-dependent, and that
inconsistencies in findings are mainly due to differences in measurement metrics, analytical methods, macroeconomic
conditions, and institutional characteristics.
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