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This paper explores the dynamics of corporate leverage when making financing decisions for the benefit of shareholders. In the absence of prior liabilities or rules, shareholder-lender conflicts lead to a ratchet effect of leverage that encourages shareholders to resist cuts while in favor of increasing
leverage, even if the total cost of maximization requires the opposite. Unlike inefficiencies based on asymmetrical information, leverage ratchet effect applies to all forms of leverage reduction, including income retention and entittement offers. The effect of the lever ratchet is present even in the absence of
friction, except for the inability to write full contracts. The effect is created by the agency the cost of debt, which reduces the cost of borrowing firms. Standard frictions increase the effect of the effect. In a dynamic context, since leverage becomes virtually irreversible, firms can limit leverage initially, but
then ratchet it up in response to shocks. The resulting leverage dynamics can lead to results that cannot be explained by simple compromise considerations. Leverage can be adjusted in different ways. For example, a reduction in leverage can be achieved by issuing equity, either to buy back debt or to
buy new assets, or by selling assets to buy back debt. We study shareholder preferences for different ways of adjusting leverage. The basic result gives conditions for shareholder indifference, but in general, shareholders have clear ratings on alternatives. For example, shareholders often prefer to reduce
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