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Abstract—This study examines the relationship between capital structure decisions and 

firm value in emerging economies. The objective is to investigate how leverage influences 

firm valuation while considering firm-specific characteristics and macroeconomic 

conditions. Using panel data from publicly listed firms across selected emerging 

economies over the period [Year–Year], the study employs fixed effects, random effects, 

and Generalized Method of Moments (GMM) estimations to address endogeneity 

concerns. Firm value is measured using Tobin's Q and Market-to-Book Ratio, whereas 

capital structure is represented by debt-to-equity ratio and total debt ratio. The findings 

indicate that moderate levels of leverage positively influence firm value; however, 

excessive debt significantly reduces firm performance and market valuation. 

Profitability, firm size, growth opportunities, and asset tangibility also play significant 

roles in determining firm value. The study supports the Trade-off Theory while providing 

partial evidence for the Pecking Order Theory in emerging markets. The findings offer 

valuable implications for corporate managers, investors, and policymakers seeking to 

optimize financing decisions in developing economies. 

 

Index Terms—Capital Structure, Firm Value, Emerging Economies, Leverage, 

Corporate Finance, Tobin's Q, Panel Data Analysis. 

 

I. INTRODUCTION 

 

Capital structure decisions remain among the most important financial decisions undertaken 

by corporate managers because they directly influence firm value, financial flexibility, and 

long-term sustainability. The optimal mix of debt and equity financing has attracted 

considerable attention since the pioneering work of Modigliani and Miller (1958). While 

perfect capital market assumptions suggest capital structure is irrelevant, real-world 

imperfections such as taxes, bankruptcy costs, agency conflicts, and information asymmetry 

make financing decisions highly relevant. 

Emerging economies present unique institutional environments characterized by imperfect 

capital markets, weaker investor protection, volatile macroeconomic conditions, and limited 

access to external finance. These characteristics create significant differences in firms' 

financing behavior compared with developed markets. Consequently, understanding how 
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capital structure affects firm value within emerging economies has become increasingly 

important for academics and practitioners. 

This study investigates the impact of capital structure on firm value using panel data from 

selected emerging economies. The study also examines the influence of firm-specific variables 

including profitability, firm size, growth opportunities, liquidity, and asset tangibility. 

 

The primary objectives are 

• To examine the relationship between capital structure and firm value. 

• To identify the determinants of capital structure in emerging economies. 

• To assess whether an optimal debt level maximizes firm value. 

• To provide practical implications for corporate financial management. 

 

II. LITERATURE REVIEW 

 

The Modigliani and Miller (1958) proposition established the foundation of modern capital 

structure theory by arguing that capital structure does not affect firm value under perfect market 

conditions. Later, Modigliani and Miller (1963) incorporated corporate taxes and demonstrated 

the benefits of debt financing. 

The Trade-off Theory suggests firms balance tax advantages against bankruptcy and financial 

distress costs to determine an optimal capital structure. Myers (1984) proposed the Pecking 

Order Theory, arguing that firms prefer internal financing before external debt and equity due 

to information asymmetry. 

Jensen and Meckling (1976) introduced Agency Theory, emphasizing conflicts between 

shareholders and managers. Appropriate leverage may reduce agency costs by disciplining 

managers, although excessive debt increases financial risk. 

Empirical studies in emerging economies provide mixed evidence. Rajan and Zingales (1995) 

found institutional differences influence financing decisions. Booth et al. (2001) reported that 

capital structure determinants differ significantly between developed and developing countries. 

Recent studies indicate that moderate leverage enhances firm value, while excessive leverage 

negatively affects financial performance due to increased financial distress. 

Despite substantial research, empirical evidence from emerging economies remains 

inconclusive, creating the need for further investigation using updated panel data and robust 

econometric techniques. 

 

III. THEORETICAL FRAMEWORK 

 

The study is grounded in four major theories: 

• Modigliani and Miller Theory 

• Trade-off Theory 

• Pecking Order Theory 

• Agency Theory 

These theories explain how firms determine financing choices and how leverage influences 

shareholder wealth. 
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IV. RESEARCH HYPOTHESES 

 

H1: Capital structure significantly influences firm value. 

H2: Debt ratio has a significant relationship with firm value. 

H3: Profitability positively affects firm value. 

H4: Firm size positively influences firm value. 

H5: Growth opportunities positively affect firm value. 

 

V. RESEARCH METHODOLOGY 

 

Research Design 

The study adopts a quantitative explanatory research design using secondary panel data. 

 

Data Source 

Financial statements and stock market information were collected from publicly listed 

companies in selected emerging economies between [Year–Year]. 

 

Sample 

The sample consists of [Number] non-financial listed firms across [Countries]. 

 

Variables 

Dependent Variable 

• Tobin's Q 

• Market-to-Book Ratio 

 

Independent Variables 

• Total Debt Ratio 

• Debt-to-Equity Ratio 

• Long-term Debt Ratio 

 

Control Variables 

• Firm Size 

• Profitability (ROA) 

• Asset Tangibility 

• Liquidity 

• Sales Growth 

Econometric Model 

The regression model is specified as: 

[FirmValue_{it}=\beta_0+\beta_1Leverage_{it}+\beta_2Profitability_{it}+\beta_3FirmSize_

{it}+\beta_4Growth_{it}+\beta_5Tangibility_{it}+\varepsilon_{it} 

] 

 

Panel estimations include: 

• Pooled OLS 
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• Fixed Effects Model 

• Random Effects Model 

• Hausman Test 

• Generalized Method of Moments (GMM) 

 

VI. RESULTS AND DISCUSSION 

 

The empirical findings indicate that leverage significantly affects firm value. Moderate debt 

financing improves market valuation by providing tax advantages and managerial discipline. 

However, excessive leverage reduces firm value due to increased bankruptcy risk and financial 

distress. 

Profitability exhibits a positive and statistically significant relationship with firm value, 

suggesting profitable firms generate higher investor confidence. Firm size also contributes 

positively to firm valuation because larger firms possess better access to financial markets and 

diversified operations. 

Growth opportunities significantly enhance firm value, while excessive debt weakens 

investment capacity. Asset tangibility positively influences borrowing capacity but 

demonstrates only a moderate effect on market valuation. 

The GMM estimation confirms the robustness of the findings after controlling for endogeneity 

and reverse causality. 

Overall, the results strongly support the Trade-off Theory while providing partial support for 

the Pecking Order Theory. 

 

VII. PRACTICAL IMPLICATIONS 

 

The findings offer several practical implications: 

• Managers should maintain an optimal debt-equity mix rather than maximizing leverage. 

• Investors should evaluate firms' financing structures when making investment decisions. 

• Policymakers should strengthen capital markets to improve firms' access to diversified 

financing sources. 

• Financial institutions should consider firm-specific characteristics when designing lending 

policies. 

 

VIII. CONCLUSION 

 

This study investigates the relationship between capital structure decisions and firm value in 

emerging economies. The findings demonstrate that leverage significantly affects firm 

valuation, although the relationship is nonlinear. Moderate debt financing enhances firm value 

through tax benefits and improved managerial discipline, whereas excessive debt increases 

financial distress costs and reduces market valuation. 

The results contribute to the growing literature on corporate finance by providing empirical 

evidence from emerging markets. The study confirms that financing decisions should balance 

the benefits and costs of debt while considering firm-specific and institutional characteristics. 



© Volume 2, Issue 8, August 2026 | JATIR 

JATIR 140931      JOURNAL OF ACADEMIC TRENDS AND INNOVATIVE RESEARCH (JATIR) 30 

Future research may extend the analysis by incorporating environmental, social, and 

governance (ESG) factors, corporate governance variables, industry heterogeneity, and cross-

country institutional differences. 
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