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Abstract 

This paper deals with cardinal concepts in the field of economic theory and business 

management: capital structure and strategy. Although there are a number of papers dealing with 

these concepts, the relationship between the capital structure and strategies is still an under-

explored area. Despite the fact that there is a two-way influence between them, this paper 

attempts to explain why a particular strategy choice requires adjusting the capital structure. 

Relevant theories, concepts, and numerous empirical studies were used for this purpose. The 

mismatch between the elements of the business and financial strategy can lead not only to a 

decrease in the value of the company but also to its liquidation. The focus of this paper is on 

general (grand or corporate) strategies related to the enterprise level. There are three basic types 

of general strategies: 1) growth strategies; 2) stabilization strategies; and 3) retrenchment 

strategies. Consequently, this paper is structured to show how the capital structure adapts to the 

specific requirements of these three types of general strategies. Understanding the relationship 

between strategy and capital structure is essential for achieving and maintaining 

competitiveness, especially in a rapidly changing context. 

Keywords: capital structure, general strategy, growth strategy, stabilization strategy, 

retrenchment strategy 

1. Introduction  

The strategy is a key planning decision that should lead to the achievement of the goals of the 

enterprise. There are three types of strategies according to the level to which they relate: 1) 

general strategies; 2) business strategies; and 3) functional strategies. This paper deals with the 

general strategies. 
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A general strategy is a company-level strategy. It is often referred to as corporate strategy or 

grand strategy. The focus of this strategy is to balance the resources and opportunities to 

maximize enterprise value. There are three basic types of general strategy: 1) growth strategies; 

2) stabilization strategies; and 3) retrenchment strategies. 

The corporate strategy could be understood as a manifestation of managerial values, goals, 

and preferences of top managers. The choice of a particular general strategy should lead to a 

specific mix of debt and equity. The corporate strategy affects the capital structure through its 

impact on the company’s performance and risk level (Jordan et al., 1998). Therefore, the current 

capital structure is a consequence of the implementation of the past/current business strategy 

(Kaličanin & Todorović, 2014; Kuč, 2015). On the other side, the current capital structure 

influences the choice of future strategy by limiting the flexibility in managerial decision-

making. An enterprise may miss an opportunity for extraordinary growth if the current capital 

structure does not support or impede the selection and implementation of specific strategic 

projects (Kuč & Kaličanin, 2018). 

Modigliani & Miller’s proof of the capital structure irrelevance when it comes to the 

enterprise value (1958) could also be understood as the irrelevance of the capital structure for 

the corporate strategy. However, modern theories of capital structure have rejected the previous 

claim. If the financing structure affects value (a consolidated measure of the quality of the 

strategy), then it must have an impact on the strategy that represents the chosen path of value 

creation. The strategic importance of the capital structure was indicated by Barton and Gordon 

(1987, 1988), Bromiley (1990), Chatterjee and Wernerfelt (1991), Kochhar (1996), Kochhar 

and Hitt (1998) and others. The concept of value maximization has contributed to a better 

understanding of the interplay between strategy and financial structure as well as the concept 

of product (or business) cycle. 

2. Growth strategies and capital structure 

There are a number of strategies and methods that can be used to increase the size of the 

company. Depending on whether the sources of growth are within or outside the existing 

business area, growth strategies are divided into two groups: intensive growth strategies and 

diversification strategies (Ansoff, 1957). 

The intensive growth strategies look for growth potential within the existing business area. 

There are three alternatives: market penetration, market development, and product 

development. Market penetration strategy focuses on increasing sales of an existing product in 

an existing market. The market development strategy focuses on increasing the sales of an 

existing product in new markets. Growth based on the introduction of new modified, upgraded 

products in the existing market is achieved through a product development strategy (Đuričin et 

al., 2018, pp. 520-521). 
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Unlike intensive growth strategies, diversification strategies imply that growth opportunities 

are sought outside the comfort zone (existing business area). It is about growing sales by 

introducing new products to new markets. Depending on the extent to which new 

products/services are related to the existing core of competence (knowledge, skills, 

technology), a distinction is made between related and unrelated diversification. 

Evolution of the enterprise growth, as a rule, implies that enterprise first exploits the sources 

of growth in the existing business area by applying alternative intensive growth strategies and 

combining them. Diversification is a response to growth constraints in the current framework. 

Growth strategies can be implemented through internal and external growth methods. Internal 

(or organic) growth refers to the growth of a company through the realization of investment 

projects (for example, by expanding existing and/or building new capacities), while external 

growth is achieved through a merger and/or acquisition with other companies. Combining 

organic and external growth is achieved through strategic alliances. 

The implementation of any growth strategy entails specific risks. Previous growth strategies 

are different in terms of both the nature of the risk (commercial, technological, etc.) and the 

level of risk. The risk of a particular growth strategy is directly determined by its distance from 

the core competence of the company. Starting from that, market penetration strategy is the least 

risky strategy, followed by market development strategy, product development strategy and 

diversification strategy as the riskiest alternative. 

It is interesting that a completely different picture is obtained if we change the perspective 

of observation and observe the risk at the level of the business portfolio. Although entering the 

business area with the most unknowns carries the highest risk, the diversification strategy 

reduces (diversifies) the overall investment risk of the corporation. Gravity to an existing 

product and market, on the other hand, increases a company's exposure to the adverse effects 

of systematic risk factors. The chosen growth method also influences the overall level of risk 

of the growth strategy. 

The aim of the general strategy is not to minimize (commercial, technological, financial, 

etc.) the risk, but to maximize the value of the enterprise. In this sense, a lower risk strategy is 

not better than a higher risk strategy. The quality of a strategy is measured by the level of created 

value. Whether a particular strategy will lead to value creation depends on its compatibility 

with the strategic context and the ability of managers to implement it appropriately. 

After the huge wave of unrelated (conglomerate) diversification during 1960-1980, the 

opposite trend emerged. The reason for this was the frequent occurrence of the value destruction 

by conglomerates. The affirmation and development of value-based management revealed the 

negative side of the diversification and growth imperative. Development and implementation 

of the so-called economic (value-based) indicators in practice have shown that every growth is 

not profitable and desirable growth. The use of available cash flow just to build the managerial 



 

56 

 

empire could lead to the well-known managerial overinvestment problem (Brito & John, 2002). 

In the absence of attractive investment options that would lead to above-average returns, 

distributing the available cash flow to owners is a better strategy. Enterprise value could be also 

enhanced by implementing restructuring and retrenchment strategies. 

The fundamental managerial concept of the product (business) life cycle provides a useful 

framework for understanding the relationship between business and financial strategy (Johnson 

et al, 2011, pp. 384-385). The choice of capital structure as a driver of financial risk is 

determined by the level of business risk in a given life cycle stage. Business and financial risk 

must be reversed to keep the overall risk at an acceptable level. Unlike most business risk factors 

that are beyond the reach of the business, capital structure is a controllable variable. Of course, 

capital structure is not immune to the influence of external factors (primarily financial markets). 

Managers of overvalued companies usually issue equity, while managers of undervalued use 

available cash (Myers & Majluf, 1984).  

In the first (development/launch) phase, when the level of business risk is very high, the 

financial risk must be kept at a minimum. Venture capital is an appropriate source of financing 

at the beginning of a business life cycle. The capital investments immanent for the first stage 

of growth phase are financed by raising additional equity capital. Moving on to the next stages 

of the life cycle, the level of business risk gradually decreases leaving the room for increasing 

financial leverage (financial risk). In the maturity stage, when there are a high and stable 

positive cash flow and low investment requirements, high creditworthiness enables the 

necessary financial resources to be obtained from cheaper borrowed sources. In the last stage 

of the life cycle, debt is a major external source of financing. Investors are not interested in 

investing due to a significant decline in sales and returns, while available assets (collateral) 

provide security to creditors. With the passage of a life cycle, in addition to changes in funding 

sources, dividend policy does not remain unchanged. For example, while there is no a dividend 

payment in the introduction phase, in the last phase dividend payment should be at the 

maximum level (Kuč & Kaličanin, 2018). 
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Figure 1: Financial strategy over the life cycle of a product (business) 

Growth Development/Launch  

 Business risk: high  Business risk: very high 

 Financial risk should be: Low  Financial risk should be: very low 

 Financial resources: equity (increase in 

number of owners) 
 Financial resources: equity (venture capital)  

 Dividends: nominal  Dividends: no dividends 

Maturity  Decline 

 Business risk: moderate  Business risk: low 

 Financial risk should be: moderate  Financial risk should be: high 

 Financial resources: debt and equity 

(retained earnings)  
 Financial resources: debt 

 Dividends: high  Dividends: high 

Source: adopted from Johnson, Whittingtonm & Scholes, 2011, p. 384 

 

The life cycle concept describes the interdependence of business and financial strategy at the 

level of one product (business). Considering that large enterprises in their portfolio have a larger 

number of businesses located at different stages of the life cycle, in different types of branches 

and with a different competitive position in the branch, it is clear that the financial strategy at 

the enterprise level arises as a result of harmonization and consolidation business-level financial 

strategies in a way that ensures complementarity with the overall company strategy (Lubatkin 

& Chatterjee, 1994). The investment and financial strategy of the company must be mutually 

compatible. Failure to do so may result in bankruptcy.  

When it comes to growth strategies and their relationship with the capital structure, the vast 

majority of theoretical and empirical research is focused on diversification. Rumelt (1974) 

found that one-business enterprises and those that implement a related diversification strategy 

are more risk aversive (prudent use of debt) than companies that apply unrelated diversification. 

The previous claims were empirically tested by Barton and Gordon (1988). Relying on Rumelt's 

methodology on a sample of 279 companies, these authors came to the same conclusion. The 

average level of debt of non-diversified enterprises and those implementing related 

diversification is significantly lower compared to enterprises applying unrelated diversification. 

Taylor and Lowe (1995) confirmed that firms that implement an unrelated diversification 

strategy have the largest share of debt in the financial structure. 
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Diversification combined with low financial leverage encourages managerial 

overinvestment (Li & Li, 1996). Kochhar and Hitt (1998) found that equity is the preferred 

source of financing for related diversification, while debt is the preferred source of unrelated 

diversification. Investors can diversify their portfolio directly by buying shares of other 

companies. Also, debt financing brings with it the proper discipline in managing the cash flow 

of a business. Debt covenants could discourage a company from engaging in mergers, 

additional borrowing, paying dividends or other actions, which leads to an increase in the 

influence of creditors on a company’s decision making (Lemmon & Zender, 2019). Debt as a 

control instrument is less demanded in countries with stronger investor protection, while it 

remains necessary in companies with more diverse boards that are not able to limit managerial 

discretion and entrenchment (Villarón-Peramato et al., 2018). 

The decision on whether to go for related or unrelated diversification is significantly 

influenced by the characteristics of the company’s assets. If the assets are of a specific and 

narrow purpose then it is more likely that the company will opt for related diversification so 

that it can be applied to a new business. This is especially true if the company owns valuable 

intangible assets for specialized purposes (Chatterjee & Wernerfelt, 1991). The essence of 

related diversification lies precisely in the division of activities and the transfer of knowledge 

and intangible assets (economy of breadth) in order to exploit and develop the existing 

competitive advantage. The focus of related diversification is to create value based on business 

synergy. The potential for business synergy in the case of unrelated diversification is marginal, 

which is why the focus of this strategy is to achieve financial synergy. The related 

diversification strategy offers greater potential for value creation over unrelated diversification 

because it allows value to increase at the business and enterprise levels, whereas in the case of 

unrelated diversification it only occurs at the enterprise level (Kochhar & Hitt, 1998).  

In their longitudinal study, La Rocca et al. (2009) confirmed that related and unrelated 

diversification had the opposite effect on debt. Related diversification has a negative impact on 

debt level, while unrelated diversification has a positive effect. This group of authors made 

another important difference. Undertakings using an unrelated diversification strategy maintain 

financial leverage close to the target level, which is consistent with the static trade-off theory, 

while this is not the case with related diversification (focus on business synergy).  

The key argument invoked by the bulk of research in explaining the relationship between 

growth strategies and capital structures is that diversification leads to a reduction in business 

risk due to the weaker correlation of cash flows from different businesses (so-called 

„coinsurance effect“). Due to lower business risk at the enterprise (portfolio) level, or less 

volatility of cash flows, unrelated diversification provides greater opportunities (capacity) for 

borrowing (Moyer et al., 2012, p. 472). In doing so, it should be remembered that increasing 
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the degree of unrelated diversification has a negative impact on the profitability of the company 

(Rumelt, 1982). 

Fundamental theories of corporate governance such as agency theory and transaction cost 

theory represent the basis of empirical research. From the perspective of agency theory (Jensen, 

1986), funding sources are viewed as instruments of corporate governance to minimize the 

negative effects caused by a conflict of interest in the principal-agent relationship. Thus, for 

example, the high share of debt to fund unrelated diversification is explained by the increased 

need for owners to ensure disciplined cash flow management by managers.  

According to the transaction cost theory, the capital structure is viewed through the prism of 

the potential transaction costs of the alternative sources of financing (Williamson, 1988). The 

transaction costs of debt and equity are primarily determined by the characteristics of the asset, 

namely its asset specificity. Debt is the preferred source of asset financing that can be easily 

sold and reallocated without loss of value (nonspecific assets) making it suitable as debt 

collateral. Highly specific assets, due to less marketability and greater uncertainty about future 

value, increase the risk of potential creditors as well as the cost of debt. In such circumstances, 

equity is an adequate source of financing. (Simerly & Li, 2000).  

Value-based management is a good framework for understanding the relationship between 

general strategy and capital structure. Value-based management “aligns strategies, policies, 

performance, measures, rewards, organization, processes, people, and systems to deliver 

increased shareholder value” (Black et al., 1998, p. 292). The ultimate goal of management is 

to maximize the value of the company, that is, to maximize the value of strategy. If the value is 

measured using a discounted cash flow model, the role and impact of capital structure could be 

easily recognized. For a particular level of cash flows, the value increases as the cost of capital 

(discount rate) decreases. This is the reason why value maximization is often equated with the 

cost of capital minimization. However, this is not correct because the capital structure not only 

affects the cost of capital but also the volume of future cash flows. Consequently, an increase 

in value due to a decrease in the cost of capital may be offset by a loss of value due to missed 

cash flows caused by a given financing structure (financial inflexibility) (Koller, 2015; Kuč & 

Kaličanin, 2018).  

The previous issue can best be explained by the hypothetical example of two companies 

(Pettit, 2007, p. 155). Company X is a fast-growing company, while Company Y is in its 

maturity stage. Both companies achieve maximum value but with different capital structures, 

that is, different cost of capital (see Figure…). Company X achieves maximum value at low 

financial leverage (credit rating A) at which the cost of capital is not at a minimum, while 

company Y achieves maximum value at a minimum cost of capital (credit rating B).  
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Figure 2: Minimization of cost of capital versus Maximization of company value 

 
Source: Pettit, 2007, p. 155 

 

As most of Company X's value is based on projected growth in future cash flows, 

maintaining financial strength and flexibility is of paramount importance. Minimizing the cost 

of capital in the case of company X would not be an adequate financial strategy because it does 

not lead to value maximization. The financing structure should support achieving the expected 

growth.  Unlike a fast-growing company, a mature company Y with stable cash flows and a 

lack of growth opportunities does not require a high level of financial flexibility. The value of 

this company is based on the projection of the achieved level of cash flows, thereby minimizing 

the cost of capital (by increasing financial leverage) at a given level of cash flows leads to the 

value maximization of company Y. Therefore, the optimal capital structure is not a combination 

of debt and equity that minimizes the cost of capital but maximizes the value of the company 

(Kuč & Kaličanin, 2018). 

3. Stabilization strategies and capital structure 

Although growth maximization is one of the most commonly pursued goals in practice, it is 

well known that any growth is not healthy and profitable growth. Implementation of a growth 

strategy is sometimes not possible, and sometimes it is not the wisest choice since it can lead 

to value destruction.  
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Stabilization strategies include incremental growth at the enterprise level, slowing down or 

temporarily delaying growth. The company continues to operate within the existing framework 

without significant changes, which is why these strategies are called status quo strategies. The 

essence of the stabilization strategy is the exploitation and capitalization of the existing business 

portfolio and the realized position of the company (Hoffmann, 2007). Stabilization can be 

accomplished by applying different strategic options such as no-change strategy, pause strategy, 

harvest strategy.  

A stabilization strategy is usually a response from an enterprise to existing and/or potential 

constraints to implementing a growth strategy. These restrictions may be short-term and long-

term, internal and external. Sometimes it is only a temporary strategy that is implemented to 

consolidate the existing system and create conditions for further expansion, sometimes it is a 

choice of management resulting from satisfaction with the existing market position of the 

business and financial results, or the result of unwillingness and inability to look for growth 

sources outside the comfort zones. 

A financial strategy that is consistent with incremental growth strategy is significantly 

different from a financial strategy that is consistent with the requirements of intensive growth 

and diversification strategies. This applies to all elements of the financial strategy: financing 

structure, level of liquidity required and allocation policy (see Table 1). 

When it comes to capital structure, the implementation of incremental growth strategies 

generally leads to greater levels of financial leverage. In the absence of significant investment 

requirements, a stable and predictable cash flow (low business risk) makes it possible to attract 

debt on favorable terms. Increasing financial leverage in such circumstances leads to a decrease 

in the cost of capital and an increase in the value of the company (a characteristic of the life 

cycle stage of maturity). The manager's focus shifts from growing in size (expanding the 

boundaries of the empire) to growing the efficiency of the business. From the perspective of 

the value drivers, this implies a shift in focus from investment to cash flow and the cost of 

capital (case of company Y in Figure…). The primary task of managers is to increase business 

efficiency and grow returns on this basis. The return on equity can also be increased by 

minimizing the invested capital for a given level of business activity. 

The value of a company that implements an incremental growth strategy, in the long run, is 

primarily based on the projection of existing cash flows. In such a context and for a given level 

of cash flow, minimizing the cost of capital by increasing financial leverage increases the value 

of the enterprise. Also, stable and positive cash flow in the absence of attractive investment 

options allows regular payment of high dividends and/or redemption of treasury shares.  
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In the case of temporary stabilization strategies (pause strategy, harvest strategy, etc.), the 

financial strategy has a quite different purpose. The goal of the financial strategy is not to 

maximize value by minimizing the cost of capital, but to ensure the consolidation of the 

financial structure. After a long period of intensive growth and/or diversification of the 

company, it is necessary to temporarily stop and delay the realization of the investment plans. 

The pause strategy is aimed at consolidating the company in business, organizational and 

financial terms. Strengthening the financial structure is an indispensable part of this strategy, 

as intensive growth usually involves significant financing from borrowed sources. The 

implementation of the pause strategy leads to a reduction in the level of financial leverage (debt 

repayment, refinancing, etc.) in order to reduce the burden of business cash flow, increase 

financial flexibility and provide the capacity for financing further growth (implementation of 

the growth strategy). Essentially, the capital structure is put in place to support the future 

strategy. On the one hand, the existing capital structure is a consequence of the implementation 

of the past/current strategy, and on the other hand it also significantly influences the choice of 

the future strategy. 

4. Retrenchment strategies and capital structure 

The retrenchment strategies are featured by a significant reduction in the level of activities 

(downsizing) and/or narrowing of its scope (down-scoping). The implementation of these 

strategies is, as a rule, linked to the crisis context, which is manifested by a significant decline 

in enterprise performance. The retrenchment strategies represent management's response to the 

crisis the business is in. The implementation of these strategies is linked to the crisis context, 

which is manifested by a significant decline in the company's performance. Retrenchment 

represents the management's response to the crisis that the company is facing. The choice of a 

specific strategy depends on the cause of the crisis, the stage of the crisis and the potential for 

recovery. Retrenchment strategies include turnaround strategies, disinvestment, voluntary 

liquidation, and bankruptcy.  

The retrenchment strategies are probably the most complex type of general strategies since 

they involve the implementation of multiple radical changes, which is why they are also called 

change strategies. These strategies are based on the simultaneous application of various 

strategic options such as recapitalization, disinvestment, relocation of activities, repositioning, 

consolidation, etc. The goal of retrenchment strategies is to revitalize the business, sell it or 

liquidate it.  

The initial step in the process of making any planning decision is the analysis of the current 

position (diagnose) of the company. Choosing the right retrenchment strategy depends on what 

are the key causes of a decline in performance. This could be a fall in the level of economic 
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activity, an inadequate strategy, an inadequate implementation of an adequate strategy, shortage 

of key resources, the inefficiency of operations, over-investment, over-indebtedness, etc. In 

addition to the causes of the crisis, it is also necessary to diagnose the stage of the crisis. There 

are three stages of a crisis: operational, tactical crisis and strategic crisis. 

The retrenchment strategies are used in the stage of the tactical and strategic crisis. The 

turnaround strategy is a response to the tactical crisis brought about by the implementation of 

the existing strategy. There are two options of this strategy: operational and strategic turnaround 

(Hofer, 1980). An operational turnaround implies the implementation of an existing strategy 

but with a set of operational measures whose effects are manifested in the short term (cost 

reduction, increase in revenue, assets disinvestment or a combination thereof). A strategic 

turnaround involves changing an existing strategy whose effects are long-termed and time-

delayed. If the core business or a large number of businesses are located in branches with low 

growth rates, marginal and declining profitability, a shift towards more attractive businesses 

are required (entry into a new business). However, if key businesses lose their competitive 

position in attractive industries than a reversal of generic strategies applies. 

The operational turnaround is usually applied when a crisis is triggered by internal factors, 

while a strategic turnaround is a response to a crisis caused primarily by external factors, as 

well as by a combination of internal and external factors.  

According to Robbins and Pearce (1992), turning is a complex process composed of two 

phases: 1) the reduction phase and 2) the recovery phase (so-called “two-stage turnaround 

model”). In the first phase of the turnaround, strategic options for reducing costs and assets are 

applied to stop the trend of declining performance and stabilize the position of the company. 

The goal of the downsizing phase is to ensure viable and positive cash flow. In the second phase 

of the turnaround, recovery measures are in place to ensure profitable and sustainable growth. 

It is about choosing and implementing the right strategic growth option. 

When looking at the turnaround strategy in this way, it is clear that its impact on the capital 

structure will depend on the measures taken at both the reduction and recovery stages. In 

particular, the first phase of the turnaround focuses on financial consolidation and strengthening 

the financing structure. The proceeds from the sale of assets are used to repay accumulated 

debts from the previous period. A sound capital structure is a fundamental prerequisite for 

implementing growth strategies in the recovery phase. As growth strategies are most commonly 

used in the recovery phase, their impact on the capital structure has already been discussed in 

the previous points. If the turnaround strategy does not produce the expected results, other 

retrenchment strategies such as divestment or liquidation should be implemented. 
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A disinvestment is a strategic option that is very often used in managing large and diversified 

companies. It is about selling and eliminating businesses (divisions, product lines, etc.) from 

the company's portfolio. There are different options for disinvestment: sell-off, separate 

business as a spin-off, split-off, dissolution, etc. (Dess et al., 2014, p. 197). The main reasons 

for applying this strategy are: focusing on businesses that make up the business core, 

eliminating the energy, securing funding to finance the acquisition of attractive businesses, 

strengthening the financial structure (paying off debts), avoiding hostile takeovers, etc.  

Successful businesses are most often characterized by an active process of disinvestment and 

investment (acquisition). Companies such as Siemens, Philips, Unilever, British Petroleum 

disinvested on average more than 10 businesses between 1990 and 2011, and acquired 8 new 

businesses (Kengelbach, Klemmer, & Ross, 2012). Although it belongs to retrenchment 

strategies, disinvestment is a strategic option that can be implemented in conjunction with 

growth and stabilization strategies. Practically, the net effect of investing and disinvesting is to 

grow, stabilize or withdraw a business. Disinvestment provides funds for strengthening the 

financial structure and financing growth. 

Failure to implement the previous strategies leads to the liquidation of the company. The 

voluntary liquidation strategy is the process of discontinuing an enterprise by the decision of 

the owner. If the value of the assets is not sufficient to cover the total liabilities, bankruptcy is 

initiated.  

5. Conclusion 

The general strategy determines the nature and scope of business activities of the firm, the 

economic and human organization that will emerge in the process and the interactions that the 

firm will have with stakeholders (Lowe et al., 1994, p. 246). A measure of the quality of a 

strategy is the value created for the owners. Whether a particular strategy will lead to value 

creation depends on its compatibility with the strategic context and the ability of managers to 

implement it appropriately. To what extent managers will be able to successfully implement a 

particular strategy certainly depends on the capital structure. 

There are several reasons why the capital structure should be tailored to meet the specific 

requirements of the strategy.  
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First, capital structure is a determinant of financial risk. Having in mind that the 

implementation of each strategy entails specific business risks, an unbalanced relationship 

between business and financial risk may result in bankruptcy. Second, capital structure is the 

determinant of the cost of capital, and therefore one of the most important drivers of the value 

of an enterprise. Third, capital structure is used as an instrument of corporate governance to 

minimize the negative effects caused by a conflict of interest in the principal-agent relationship. 

The use of debt certainly provides the proper discipline in managing cash flows. Forth, the 

current capital structure is a consequence of the implementation of the past/current strategy, but 

it significantly limits the choice of the future strategy. 

The paper shows that different general strategies imply the application of different capital 

structures. When it comes to growth strategies, the related diversification strategy leads to the 

predominant equity financing, while in cases of unrelated diversification debt represents a 

preferred source of financing. A financial strategy that is consistent with stabilization and 

retrenchment strategies is significantly different from a financial strategy that is consistent with 

the requirements of intensive growth and diversification strategies. This applies to all elements 

of the financial strategy: financing structure, level of liquidity required and allocation policy. 

Based on all the above, it is obvious that understanding the relationship between strategy and 

capital structure is a prerequisite for achieving and maintaining competitiveness, especially in 

a rapidly changing context. 
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