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ABSTRACT
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CHAPTER ONE

INTRODUCTION

1.1 Background to the Study

Nigeria is an oil-dependent country because this industry generates a substantial

percentage of its revenue. As a result, if this sector does not make appropriate funding

decisions, the Nigerian economy will suffer. A company's capital structure can be

characterized as a means for financing its whole operations and expansion by utilizing

various sources of funding such as debt and equity. A company's ability to meet the

needs of its stakeholders is inextricably linked to its financial structure (Ong & Teh,

2011). Scholars are yet to achieve an agreement on the question of capital structure

and performance; yet, capital structure is unavoidable for the operation and survival

of any corporation; so, for a company to function as a going concern, it must examine

its current financial structure. An entity cannot exist without its capital structure in the

same way that man cannot exist without his skeletal structure because this is the basis

upon which an entity is created (Bingilar & Kpolode, 2021).

Because of the increased competitiveness and technological innovation in the oil

sector in recent years, capital structure decisions have become a crucial part of

management and a prerequisite for business survival. Inadequate capital structure

decisions to fund a firm's activities may result in liquidation, financial difficulties, or

bankruptcy (Omukaga, 2017). Following Modigliani and Miller's seminal 1958 work,

there has been significant discussion about the relationship between capital structure

and business financial performance. They contend that the value of a company is

determined by its real assets rather than its capital structure. In the absence of taxes
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and bankruptcy costs, and assuming that the market is efficient and knowledge is

asymmetric, the source of money, whether debt or equity, is immaterial to a firm's

valuation, according to Modigliani and Miller (Omukaga, 2017). Modigliani and

Miller's assumptions were harshly attacked since they could not be supported by real-

world business contexts paired with macroeconomic unpredictability. Following

Modigliani and Miller's pioneering work, many capital structure theories were

developed, including trade off theory by Myers in 1984, which argues that the

optimum capital structure exists; pecking order theory by Myers and Majluf in 1984,

which indicated managers have a strong preference for using internal funds; and the

agency cost theory by Jensen and Meckling in 1976, which indicated the principal-

agent problem can be reduced by increasing debt level (Basit & Irwan, 2017).

The debt-equity mix is a key decision since any improper mix will have an impact on

performance and, in the long run, the firm's viability. Before electing to employ debt

to support an entity's operations, those in charge should assess the available sources,

the risk connected with those sources, and the strategic approach put in place to

manage this fund. If sufficient strategic planning is not performed prior to the

sourcing and acquisition of this fund, it may cause certain organizations to participate

in improper fund matching, and some may even adopt an aggressive approach, using

current debt to finance non-current capital investment or assets (Ganiyu, Adelopo,

Rodionova & Samuel, 2019). Similarly, if the corporation decides to employ equity, it

must analyze how it will maximize the wealth of its shareholders while also

understanding when to deliver dividends to its shareholders or keep the cash for future

investment; dividends, however, should not be paid out of capital. If the company

intends to finance its operations with both debt and equity, it should do so in a smart

and balanced manner to prevent mismatching debt and equity. Because each of these

capital structure pieces has advantages and downsides, with a goal capital structure
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already set, the firm will seek the lowest accessible sources (Kpolode, Edoumiekumo

&Alfred, 2020).

Every financial manager must make three critical decisions: what investment should

the firm's proposed resources be invested in, which must be stated strategically before

moving on to the next critical decision; where can this fund/resources be obtained,

keeping risk minimization and the cheapest sources in mind; and the manager must

also put in place strategic procedures on how to manage this fund so that the firm can

meet its financial objectives (Ngwoke & Sergius, 2019). A company's capital structure,

according to Ross, Westerfield, and Jordan (2008), is the combination of equity and

debt that it possesses. The firm will require cash at some time during its life cycle; the

size and lifespan of the firm will help determine whether to borrow, divest, or engage

in both operations; this option may result in capital restructuring in the long run. As a

result, if a firm's capital structure decision is hastily made, the firm's value suffers

(Oladele, Omotosho &Adeniyi, 2017).

Capital structure, an independent variable, is divided into total debt to total assets,

total debt to total equity, and long term debt to total assets. The debt to assets ratio

calculates how much debt (the sum of long term and current portion of debt) a

company has on its balance sheet in relation to total assets; total debt to total equity

calculates the relative proportion of shareholders' equity and debt used to finance a

company's assets; and long term debt to total assets calculates the firm's debt in

relation to total assets. The dependent variable consists of: The financial performance

of oil and gas firms is measured in terms of return on assets, return on equity, net

profit margin, and gross revenue. Return on assets demonstrates a company's ability to

channel available funds to competing profit-making ventures; net profit margin

provides information on the percentage of profit that sales can generate, while gross

revenue determines a firm's total revenue before any deductions or allowances, such
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as rent, cost of goods sold, taxes, and so on, are made (Uremadu & Onyekachi, 2019).

According to Echekoba and Ananwude (2016), a firm's assets can vary depending on

whether they are related to its operating activity (inventory or fixed assets), to its

liquidity needs (cash and deposits), or represent financial assets related to its

transactions (trade receivables), or owned as a form of investment (shares). Because

the reported values of numerous structural components are extremely fluid from time

to time: short term obligations, long term liabilities, and even retained earnings, a

company's financial structure might fluctuate by a modest amount more or less

regularly (Echekoba & Ananwude, 2016). A firm, for example, can purposefully

increase leverage in the short term by taking out loans or issuing bonds. It can

immediately reduce leverage and raise equity by issuing and selling additional shares

of stock.

1.2 Statement of the Research Problem

Several research in developed and emerging nations have been done to try to

determine the relationship between capital structure and firm financial performance.

According to the Central Bank of Nigeria's (CBN) statistical bulletin, total credits

extended to the oil and gas sector in 2016 were estimated to be worth N12,796 billion,

the highest in a sectoral analysis of deposit money bank loans and advances,

representing a 31.81 percent increase over N8,726 billion in 2015. Despite the vast

amounts of credit offered by deposit money banks, the oil and gas industry is the most

indebted to the banking sector. As of February 31st, 2018, the oil and gas sector's debt

to Nigerian deposit money banks amounted at N3,58 trillion. In this circumstance, a

layperson might wonder why deposit money banks prioritize lending to oil and gas

corporations above lending to other sectors of the economy. Aside from that, two

difficulties surfaced during the review of theoretical and empirical literature, which
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prompted this investigation. For starters, the theoretical literature is divided on the

precise nature of the relationship between capital structure and business financial

performance. The first capital structure theory (Irrelevance Theory of Capital

Structure) proposed by Modigliani and Miller states that financial performance is not

dependent on capital structure; trade-off theory proposed the existence of an optimum

capital structure; pecking order theory revealed managers' preference for internal

funds over debt; and agency cost theory proposed that as debt levels increased, the

problem of principle – agent would be reduced to the bare minimum.

The empirical evidence on the relationship between capital structure and firm

financial performance is contradictory. In other words, experts disagree about the

effect of capital structure on the financial performance of Nigerian oil and gas

businesses. The empirical findings of Oladeji, Ikpefan, and Olokoyo (2015), David

and Olorunfemi (2010), Bashiru and Bukar (2016), and Echekoba and Ananwude

(2016) show a negative relationship between capital structure and financial

performance, whereas the study by Javadi, Alimoradi, and Ashtiani (2017) shows a

positive relationship. This inspired this research study to include gross sales growth as

a financial success metric. Nonetheless, the contradictions in empirical findings in this

area necessitate additional research in Nigeria, where crude oil sales account for more

than 90% of the Federal Government's revenue.

1.3 Research Questions

The research question for this study includes;

i. To what extent does short-term debt ratio influence the financial performance

of oil and gas companies in Nigeria?

ii. How does Long-term debt ratio influence the financial performance of oil and

gas companies in Nigeria?
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iii. What is the relationship between total debt ratio and the financial performance

of oil and gas companies in Nigeria?

iv. To what extent does total debt to equity ratio influence the financial

performance of oil and gas companies in Nigeria?

1.4 Objectives of the Study

The overall objective of the study is to examine the extent in which capital structure

influence financial performance of oil and gas companies in Nigeria. The specific

objectives of the study are;

i. To ascertain the extent to which short-term debt ratio influences the financial

performance of oil and gas companies in Nigeria.

ii. To determine the relationship between long-term debt ratio and the financial

performance of oil and gas companies in Nigeria.

iii. To evaluate the relationship between total debt ratio and the financial

performance of oil and gas companies in Nigeria.

iv. To examine the extent to which total debt to equity ratio influences the

financial performance of oil and gas companies in Nigeria.

1.5 Hypotheses of the Study

The hypotheses of this study are as follows:

H01: Short-term debt ratio (STDR) has no significant influence on the financial

performance of oil and gas companies in Nigeria.

H02: Long-term debt ratio (LTDR) has no significant influence on the financial

performance of oil and gas companies in Nigeria.

H03: Total debt ratio (TDR) has no significant influence on the financial

performance of oil and gas companies in Nigeria.
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H04: Total debt-equity ratio (TDER) has no significant influence on the financial

performance of oil and gas companies in Nigeria

1.6 Significance of the Study

This study is regarded timely and significant because there has not been much

exhaustive work done on the performance of oil and gas enterprises in Nigeria,

particularly in the area of capital accumulation and formation for a good productive

basis for the economy.

This research effort traces the trajectory of oil and gas enterprises' performance on the

Nigerian economy, offering information to numerous consumers in the oil and gas

industries, as well as scholars from various fields. It will also aid in recommending

strategies or initiatives that Nigerian oil and gas companies might take to prepare for

future problems and challenges.

The study will benefit individual investors, corporate groups, and the government by

educating Nigerian entrepreneurs on the need for and value of oil and gas

corporations' activities in Nigeria. Increasing public awareness of the contribution of

oil and gas companies' activities to the expansion of private share ownership in the

country.

1.7 Scope of the Study

The scope of the study is limited to oil and gas firms listed on the floor of the

Nigerian stock exchange, assessing the influence of capital structure on the financial

performance of oil and gas companies in Nigeria. The study covers the period 2015 –

2020 (6 years). Data needed for this study will be obtained from the annual financial

reports of listed oil and gas firms in Nigeria.
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CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This iichapter iireviews iisome iiof iithe iistudies iithat iihave iievolved iiover iithe iipast iiyears iion

iidevelopment iiof iithe iisubject iimatter. iiIt iipresents iithe iireviewed iiliterature iirelevant iito iicapital

iistructure iiand iiits iiimplications iion iithe iiperformance iiof iioil iiand iigas iifirms iiin iiNigeria. iiIt

iidraws iiliterature iifrom iiempirical iistudies iithat iihave iibeen iidone iilocally iiand iiglobally.

iiParticular iiemphasis iiis iilaid iion iidealing iiwith iicapital iistructure iitheories iiand iifactors iithat

iiinfluence iithe iicapital iistructure iiof iia iifirm.

2.2 Conceptual iiReview

2.2.1 iiConcept iiofCapital iiStructure

The iicapital iistructure iiof iia iicompany iirefers iito iiits iifinancial iiframework, iiwhich iiincludes iithe

iidebt iiand iiequity iiused iito iifinance iithe iicompany. iiOne iiof iithe iimost iipopular iisubjects iiamong

iifinance iischolars iiis iicapital iistructure. iiThe iiability iiof iia iicompany iito iimeet iithe iineeds iiof iiits
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iistakeholders iiis iiinextricably iilinked iito iiits iidebt-equity iibalance. iiAs iia iiresult, iithis iideduction

iiis iia iicrucial iipoint iithat iiwe iimust iinot iioverlook. iiIn iifinance, iicapital iistructure iirefers iito iihow iia

iicompany iifinances iiits iiassets iithrough iithe iiuse iiof iia iicombination iiof iiequity, iidebt, iior iihybrid

iisecurities ii(Saad, ii2010; iiOmukaga, ii2017). iiIn iia iinutshell, iicapital iistructure iiis iia

iicombination iiof iia iicompany's iidebts ii(both iilong-term iiand iishort-term), iicommon iiequity,

iiand iipreferred iiequity. iiThe iicapital iistructure iiof iia iicompany iidetermines iihow iiit iifinances iiits

iioverall iioperations iiand iigrowth iiby iiutilizing iiseveral iisources iiof iifunding. iiMyers ii(2001)

iicontends iithat iithere iiis iino iiuniversal iitheory iiof iithe iidebt-equity iitrade-off iiand iithat iithere iiis

iino iireason iito iiassume iione. iiHowever, iithere iiare iia iinumber iiof iirelevant iiconditional iitheories,

iieach iiof iiwhich iiaids iiin iiunderstanding iithe iicapital iistructure iithat iienterprises iiselect.

According iito iiEbaid's ii(2009) iiresearch, iicapital iistructure iihas iilittle iito iino iiinfluence iion iithe

iifinancial iiperformance iiof iiEgyptian iilisted iicompanies. iiUsing iithree iiaccounting-based

iifinancial iiperformance iimeasurements, iiReturn iiOn iiAssets ii(ROA), iiReturn iiOn iiEquity

ii(ROE), iiand iiGross iiMargin ii(GM), iithe iiempirical iitests iifound iithat iicapital iistructure

ii(particularly iishort-term iidebt iiand iitotal iidebt, iias iimeasured iiby iiROA iiand iiGM) iihave iino

iisignificant iiimpact iion iian iiorganization's iiperformance. iiAccording iito iiZeitun iiand iiTian

ii(2007), iia iifirm's iicapital iistructure iihas iia iilarge iiand iinegative iiimpact iion iiboth iiaccounting

iiand iimarket iiperformance iiindicators.

A iicorporation's iicapital iistructure iiis iia iicombination iiof iisecurities iiand iifinancing iisources

iiused iito iifund iireal iiinvestments. iiMyers ii(2001) iiThe iidebt-equity iimix iiis iithe iicombination iiof

iidebt, iipreferred iistock, iiand iicommon iiequity iiused iiby iithe iicorporation iito iiraise iicash. iiThe

iicompany iimust iimake iiinvestments iiin iiorder iito iiat iileast iistay iiin iibusiness iiand iishow iisome

iidevelopment. iiA iifirm's iidebt-equity iimix iiis iicritical iibecause iiit iirelates iito iithe iifirm's iiability

iito iimeet iithe iineeds iiof iiits iistakeholders; iiboth iidebt iiand iiequity iifinancing iiare iisignificant

iiways iifor iibusinesses iito iiobtain iicapital iito iifund iitheir iioperations. iiChoosing iiwhich iito iiutilize

iior iihighlight iiis iidetermined iiby iithe iicompany's iilong-term iigoals iiand iithe iilevel iiof iicontrol
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iimanagers iiintend iito iikeep. iiExperts iirecommend iithat iibusinesses iiutilize iian iieconomically

iireasonable iiratio iiof iidebt iiand iiequity iifunding.

This iiratio, iiknown iias iithe iidebt-to-equity iiratio, iiis iia iisignificant iiindicator iiused iiby iianalysts

iito iijudge iiwhether iimanagers iiare iirunning iia iicorporation iiwisely. iiAlthough iidebt-to-equity

iiratios iivary iigreatly iiby iiindustry iiand iicompany, iia iigeneral iirule iiof iithumb iiholds iithat iia

iireasonable iiratio iishould iifall iibetween ii1:1 iiand ii1:2.

2.2.1.1 iiLeverage ii(Debt iiFinancing)

The iiuse iiof iivarious iifinancial iiinstruments iior iiborrowed iifunds, iisuch iias iimargin, iito iiboost

iithe iipossible iireturn iion iiinvestment iiis iireferred iito iias iileverage. iiIt iiis iialso iithe iiamount iiof iidebt

iiutilized iito iifinance iithe iiasset iiof iia iicompany ii(Basit ii& iiIrwan, ii2017). iiA iicompany iithat iihas

iimuch iimore iidebt iithan iiequity iiis iisaid iito iibe iiheavily iileveraged. iiDebt iifinance iiis iisimply

iimoney iiborrowed iito iirun iiyour iifirm. iiDebt iifinancing iiis iithe iiborrowing iiof iifunds iito iifund iia

iipurchase, iiacquisition, iior iiexpansion. iiDebt iifunding iifor iibusinesses iiand iicorporations

iifrequently iiinclude iithe iisale iiof iinotes, iibonds, iimortgages, iior iiother iidebt iiinstruments.

iiIndividuals iiand iifinancial iiinstitutions iithat iiprovide iidebt iifunding iiare iireferred iito iias

iicreditors. iiDebt iifinance, iibecause iiit iiinvolves iiborrowed iifunds, iimust iibe iirepaid, iigenerally

iiin iiinstallments iiand iiwith iiinterest. iiThe iiamount iiof iiinterest iithat iimust iibe iipaid iion iidebt

iifinancing iiis iidecided iiby iithe iiborrower's iicreditworthiness, iithe iianticipated iiuse iiof iithe

iimoney, iiand iithe iipresent iifinancial iiclimate. iiDebt iifinancing iiis iiappealing iito iibusinesses iiand

iicompanies iibecause iithe iiinterest iipaid iiis iitax iideductible ii(Kpolode, iiEdoumiekumo ii&

iiAlfred, ii2020).

Debt iifinancing iiis iiseparated iiinto iitwo iicategories iibased iion iithe iitype iiof iiloan iisought: iilong

iiterm iidebt iifinancing iiand iishort iiterm iidebt iifinancing. ii

Long iiTerm iiDebt iiFinancing iiusually iirefers iito iiassets iithat iiyour iicompany iiis iipurchasing,

iisuch iias iiequipment, iibuildings, iiland, iior iimachinery. iiThe iimaturity iiduration iiof iilong-term
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iidebt iifinancing iiis iioften iigreater iithan ii5 iiyears. iiMedium-term iiinvestments iitypically iihave iia

iimaturity iitime iiof ii1 iito ii5 iiyears ii(Oladele, iiOmotosho ii& iiAdeniyi, ii2017). ii

Short iiTerm iiDebt iiFinancing iitypically iirefers iito iifunds iirequired iifor iithe iiday-to-day

iirunning iiof iia iibusiness, iisuch iias iiacquiring iimerchandise, iisupplies, iior iipaying iiemployee

iisalary. iiBecause iithe iischeduled iirepayment iiperiod iiis iiless iithan iione iiyear, iishort iiterm

iifinancing iiis iialso iiknown iias iian iioperating iiloan iior iishort iiterm iiloan. iiA iicredit iiline iiis iian

iiexample iiof iishort-term iidebt iifinancing ii(Oladele, iiOmotosho ii& iiAdeniyi, ii2017).

Loan iicapital iican iibe iiobtained iifrom iia iibank iior iifinance iibusiness iias iilong-term iiloans, iior

iifrom iidebt-equity iiinvestors iias iidebentures iior iipreferred iistock ii(preference iishares), iiand iiis

iitypically iisecured iiby iia iifixed iiand/or iifloating iicharge iion iithe iicompany's iiassets. iiUnlike iidebt

iicapital, iiit iiexcludes iishort-term iiloans ii(such iias iioverdrafts), iiwhich iiare iialso iireferred iito iias

iiborrowed iicapital ii(Oladele, iiOmotosho ii& iiAdeniyi, ii2017).

There iiare iinumerous iiaspects iiin iia iidebt-equity iimix iiselection iiand iidebt iimaturity iistructure

iithat iiwill iiinfluence iia iicompany's iiinvestment iidecision. iiIn iithis iiscenario, iiexamining iithe

iiimpact iiof iicapital iistructure's iifactors iion iicompany iiperformance iiwill iigive iievidence iifor

iifirm iiperformance iidue iito iicapital iistructure's iieffect ii(Tian ii& iiZeitun, ii2007; iiUremadu ii&

iiOnyekachi, ii2019). iiAbor ii(2005) iiconducted iia iifive-year iistudy iion iithe iiimpact iiof iicapital

iistructure iion iithe iiprofitability iiof iilisted iicompanies iion iithe iiGhana iiStock iiExchange. iiHe

iidiscovered iithat iithere iiis iia iilarge iipositive iiassociation iibetween iishort-term iidebt iiand iiROE,

iiindicating iithat iienterprises iithat iiemploy iimore iishort-term iidebt iito iifinance iitheir iicompany

iiearn iimore. iiIn iiother iiwords, iishort-term iidebt iiis iian iiimportant iisource iiof iifunding iifor

iiGhanaian iibusinesses, iiaccounting iifor ii85 iipercent iiof iioverall iiloan iifinancing. iiHowever, iithe

iiresults iidemonstrated iian iiinverse iilink iibetween iiDebt iiand iiROE, iiwhich iimeasures iithe

iirelationship iibetween iitotal iidebt iiand iiprofitability, iiindicating iithat iienterprises iithat iiearn iia

iilot iirely iion iidebt iias iitheir iiprimary iifinancing iisource. iiEquity iifinance iiis iithe iiinverse iiof iidebt

iifinancing.
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2.2.1.2 Equity

Equity iifinance iirefers iito iifunds iicollected iifrom iiinvestors iiin iiexchange iifor iia iishare iiof iithe

iicompany's iiownership ii(Echekoba ii& iiAnanwude, ii2016). iiThese iifunding iicould iicome iifrom

iithe iibusiness iiowner's iifriends iiand iirelatives. iiAngel iiinvestors iiwith iia iilot iiof iimoney iior

iiventure iicapital iifirms. iiAn iiequity iiinvestment iiis iithe iipurchase iiand iiholding iiof iishares iiof

iistock iion iia iistock iiexchange iiby iiindividuals iiand iibusinesses iiin iianticipation iiof iiincome iifrom

iidividends iiand iicapital iigains iias iithe iistock's iivalue iigrows. iiIt iican iialso iirefer iito iithe iipurchase

iiof iiequity ii(ownership) iiin iia iiprivate ii(unlisted) iicorporation iior iia iistartup iicompany. iiWhen iian

iiinvestment iiis iimade iiin iia iistartup iicompany, iiit iiis iireferred iito iias iiventure iicapital iiinvesting,

iiand iiit iiis iigenerally iiseen iias iia iihigher iirisk iithan iian iiinvestment iiin iia iipublicly iitraded iicompany.

iiThe iipersonal iiinvestment iiof iithe iiowner(s) iiin iithe iifirm iiis iirepresented iiby iiequity iicapital. iiIt

iiis iicalled iirisk iicapital iibecause iiinvestors iiaccept iithe iirisk iiof iilosing iitheir iimoney iiif iithe iifirm

iifails; iiif iithe iibusiness iifails, iithe iiinvestors iido iinot iihave iito iibe iireturned iiwith iiinterest, iias iia

iiloan iiwould. iiThis iimeans iithat iian iientrepreneur iimust iigive iiup iisome iiof iihis iior iiher iicompany's

iiownership iito iioutside iiinvestors. iiIn iiaccounting iiand iifinance, iiequity iiis iithe iiremaining

iiclaim iior iiinterest iiof iithe iimost iijunior iiclass iiof iiinvestors iiin iiassets iiwhen iiall iiliabilities

iiexceed iiassets. iiNegative iiequity iiemerges iiwhen iiall iiliabilities iisurpass iiassets. iiShareholders

iiequity ii(or iistockholders iiequity, iishareholders' iifunds, iiowners iicapital, iior iisimilar

iiterminology) iireflects iia iicompany's iiremaining iiinterest iiin iiassets, iidistributed iiamong

iiindividual iishareholders iiof iiregular iior iipreferred iistock.

At iithe iioutset iiof iia iibusiness, iithe iiproprietors iiput iisome iimoney iiinto iiit iito iifinance iioperations.

iiAs iithe iibusiness iiis iia iidifferent iientity iifrom iiits iiowners, iithis iicreates iia iiliability iiin iithe iiform

iiof iicapital. iiFor iiaccounting iipurposes, iia iibusiness iican iibe iidefined iias iithe iitotal iiof iiits

iiliabilities iiand iiassets ii(A+L); iithis iiis iithe iiaccounting iiequation. iiAfter iiliabilities iiare

iideducted, iithe iipositive iiremainder iiis iiconsidered iithe iiowner's iiinterest iiin iithe iibusiness. iiThe

iiequity iiof iithe iiowner iican iibe iilowered iito iizero. iiOwnership iiequity iican iialso iibe iireferred iito iias
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iirisk iicapital iior iiresponsible iicapital ii(Echekoba ii& iiAnanwude, ii2016).

In iifinancial iiaccounting, iiequity iicapital iiis iithe iiowner's iiinterest iiin iithe iienterprise's iiassets

iiafter iiall iiobligations iihave iibeen iideducted. iiIt iiappears iion iithe iibalance iisheet/statement iiof

iifinancial iiposition iias iione iiof iithe iifour iibasic iifinancial iistatements iiof iiaccounting iimentioned

iiunder iiownership iiequity, iiwhich iiincludes iibut iiis iinot iilimited iito: iishare iicapital ii(common

iistock), iipreferred iistock, iicapital iisurplus, iiretained iiearnings, iiand iireserve ii(Echekoba ii&

iiAnanwude, ii2016).

2.2.2 Determinants iiof iiCapital iistructure

2.2.2.1 iiSize iiof iithe iiFirm

One iiof iithe iimost iiimportant iideterminants iiof iia iifirm's iicapital iistructure iiis iiits iisize. iiLarger

iiorganizations iiare iimore iidiverse, iiand iias iia iiresult, iitheir iicash iiflows iiare iiless iivariable. iiThe

iilikelihood iiof iibankruptcy iimay iithen iibe iiinversely iiconnected iito iisize ii(Titman ii& iiWessels,

ii1988; iiRajan ii& iiZingales, ii1995; iiEchekoba ii& iiAnanwude, ii2016). iiAccording iito iiFerri iiand

iiJones ii(1979), iilarge iienterprises iihave iieasier iiaccess iito iimarkets iiand iican iiborrow iiat

iifavorable iiterms. iiSmall iienterprises iiface iimore iisevere iidisputes iibetween iicreditors iiand

iishareholders iisince iitheir iimanagement iitend iito iibe iisignificant iishareholders iiand iiare iibetter

iiable iito iiswitch iifrom iione iiinvestment iiproject iito iianother ii(Grinblatt ii& iiTitman, ii1998;

iiEchekoba ii& iiAnanwude, ii2016). iiThis iiissue, iihowever, iimay iibe iireduced iithrough iithe iiuse

iiof iishort-term iidebt, iiconvertible iibonds, iiand iilong-term iibank iifunding. iiThe iimajority iiof

iiempirical iiinvestigations iishow iia iipositive iiassociation iibetween iisize iiand iileverage ii(Rajan

ii& iiZingales, ii1995; iiFrank ii& iiGoyal, ii2002; iiBooth iiet iial., ii2001). iiOther iiwriters iireport iiless

iiconclusive iifindings ii(Kremp iiet iial., ii1999; iiOzkan, ii2001). iiAccording iito iiZeitun iiand iiTian

ii(2007), iibusiness iisize iihas iia iifavorable iiimpact iion iia iifirm's iiperformance iisince iilarge

iienterprises iihave iiminimal iibankruptcy iicosts. iiIn iiother iiwords, iiwhen iibusiness iisize iidrops,



25

iibankruptcy iicosts iirise; iias iia iiresult, iibankruptcy iiexpenses iihave iia iinegative iiimpact iion iifirm

iiperformance. iiSmaller iifirms iiare iimoving iitoward iia iismaller iidebt iiratio iias iia iiresult iiof iicostly

iiasymmetric iiinformation iifrom iilenders. iiAs iia iiresult, iia iipositive iilink iibetween iisize iiand

iidebt-equity iimix iiof iithe iilisted iioil iiand iigas iibusinesses iiunder iithis iistudy iiis iiexpected.

2.2.2.2 Tangibility

The iitangibility iiof iia iifirm's iiassets iiis iialso iiimportant iiin iideciding iiits iidebt-equity iibalance.

iiTangible iiassets iiare iimore iilikely iito iiinfluence iia iifirm's iiborrowing iidecisions iisince iithey iiare

iiless iisusceptible iito iiinformational iiasymmetries iiand iioften iihave iia iihigher iivalue iithan

iiintangible iiassets iiin iithe iievent iiof iibankruptcy. iiFurthermore, iimoral iihazard iirisks iiare

iidecreased iiwhen iia iicorporation iioffers iitangible iiassets iias iisecurity, iias iithis iisends iia

iifavorable iisignal iito iicreditors, iiwho iican iirequest iithe iisale iiof iithese iiassets iiin iithe iievent iiof

iidefault. iiAs iia iiresult, iitangible iiassets iimake iiacceptable iiloan iicollateral. iiAccording iito iiScott

ii(1977), iiwhen iicurrent iicreditors iido iinot iihave iisuch iiguarantees, iia iicorporation iican iiimprove

iithe iivalue iiof iiits iiequity iiby iiissuing iicollateralized iidebt. iiAs iia iiresult, iicorporations iihave iian

iiincentive iito iido iiso, iiand iia iipositive iirelationship iibetween iithe iiimportance iiof iitangible iiassets

iiand iithe iidegree iiof iileverage iiwould iibe iiexpected. iiHarris iiand iiRaviv ii(1990) iiargue iithat

iienterprises iiwith iimore iitangible iiassets iishould iitake iion iimore iidebt, iibased iion iiagency

iiproblems iibetween iimanagers iiand iishareholders. iiThis iiis iidue iito iimanagers' iirefusal iito

iiliquidate iithe iifirm iieven iiwhen iithe iiliquidation iivalue iiis iigreater iithan iithe iifirm's iivalue iias iia

iigoing iiconcern. iiIndeed, iiraising iithe iileverage iiincreases iithe iilikelihood iiof iidefault, iiwhich

iibenefits iishareholders.

Firms iiwith iiminimal iitangible iiassets iiare iimore iisensitive iito iiinformational iiasymmetries,

iiaccording iito iipecking iiorder iitheory. iiWhen iithese iienterprises iirequire iiexternal iifinancing,

iithey iiwill iilikely iiissue iidebt iirather iithan iiequity ii(Harris ii& iiRaviv, ii1991), iiresulting iiin iia

iipredicted iinegative iilink iibetween iithe iiimportance iiof iiintangible iiassets iiand iileverage. iiThe
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iimajority iiof iiempirical iiinvestigations iiconclude iithat iicollaterals iiand iidebt iilevels iihave iia

iifavorable iirelationship ii(Rajan ii& iiZingales, ii1995; iiFrank ii& iiGoyal, ii2002).

2.2.2.3 Profitability

One iiof iithe iimajor iitheoretical iidebates iiinvolves iithe iirelationship iibetween iileverage iiand

iicompany iiprofitability. iiAccording iito iithe iipecking iiorder iiidea, iicorporations iiprefer iito iiuse

iiinternal iisources iiof iifinance iifirst, iifollowed iiby iidebt, iiand iiultimately iiexternal iiequity

iiobtained iithrough iistock iiissuances. iiAll iielse iibeing iiequal, iithe iimore iilucrative iithe

iienterprises iiare, iithe iimore iiinternal iifinance iithey iiwill iihave, iiimplying iia iinegative iilink

iibetween iileverage iiand iiprofitability. iiThis iiis iione iiof iithe iimost iisystematic iiempirical

iidiscoveries iiin iithe iiliterature ii(Harris ii& iiRaviv, ii1991; iiRajan ii& iiZingales, ii1995; iiBooth iiet

iial., ii2001).

An iiopposite iiconclusion iiis iiexpected iiunder iia iitrade-off iitheory iiparadigm. iiWhen iia

iicompany iiis iiprofitable, iiit iishould iifavor iidebt iiin iiorder iito iibenefit iifrom iithe iitax iibreak.

iiFurthermore, iiif iiprevious iiprofitability iiis iia iigood iipredictor iiof iifuture iiprofitability,

iiprofitable iienterprises iican iiborrow iimore iibecause iithe iilikelihood iiof iirepaying iithe iiloans iiis

iihigher. iiDynamic iitheoretical iimodels iibased iion iithe iiexistence iiof iia iigoal iidebt-to-equity

iiratio iidemonstrate iithat iithere iiare iiadjustment iicosts iito iiraise iithe iidebt-to-equity iiratio

iitowards iithe iiaim iithat iidebt iimay iieasily iibe iireimbursed iiwith iiexcess iicash iiproduced iiby

iiinternal iisources. iiThis iicauses iienterprises iito iibehave iiin iia iipecking iiorder iiin iithe iishort iiterm,

iidespite iitheir iidesire iito iiincrease iitheir iidebt-to-equity iiratio ii(Fischer iiet iial., ii1989; iiLeland,

ii1998).

2.2.2.4 Liquidity

Financial iiassets, iiaccording iito iiEzirim ii(2005), iiare iisignificant iibecause iithey iiprovide

iiliquidity. iiAccording iito iihim, iiliquidity iirefers iito iithe iiease iiwith iiwhich iiassets iican iibe iiturned
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iiinto iicash iiwith iilittle iior iino iiloss iiin iivalue, iitime, iior iiconvenience. ii(Ibenta, ii2005) iidefines

iiliquidity iias iithe iiability iito iirealize iivalue iiin iicash, iiwhich iihas iitwo iicomponents: iian iiasset's

iiconversion iitime, iior iithe iitime iilag iibetween iideciding iito iisell iian iiitem iiand iireceiving

iipayment iifor iiit, iiand iiits iiconversion iiprice. iiLiquidity iiis iiviewed iias iithe iiblood iirunning

iithrough iithe iibiological iisystem iiof iiany iiorganization iiin iithe iiwork iiof ii(Adaramola ii&

iiOlarewaju, ii2015), iias iioil iiand iigas iiare iinot iiin iiisolation. iiHowever, iithere iihas iibeen

iisignificant iidisagreement iiover iithe iirelationship iibetween iiliquidity iiand iicapital iistructure;

iisome iifind iia iipositive iiinfluence, iiwhile iiothers iifind iia iinegative iirelationship. iiLiquid

iienterprises, iiaccording iito iithe iitradeoff iihypothesis, iihave iimore iiequity iiand iitrade iiwith iiless

iidebt.

2.2.2.5 Risk

The iirisk iilevel iiof iia iicompany iishould iinever iibe iidisregarded iiwhen iiconsidering iithe iifactors

iiof iiits iidebt-equity iimix. iiThe iirisk iiof iioil iiand iigas iifirms iiwill iibe iiquantified iiin iithis iistudy iiby

iithe iiproportion iiof iiclaims iipaid iiversus iinet iipremium iireceived iieach iitime. iiAccording iito iithe

iiresearch iiof iiAbor iiand iiBiekpe ii(2005) iiand iiAdaramola iiand iiOlarewaju ii(2015), iia iipositive

iiassociation iiexists iibetween iithe iirisk iilevel iiand iileverage iiof iioil iiand iigas iifirms iiand iithe iireturn

iion iiassets iiof iioil iiand iigas iicompanies. iiIn iicommon iiparlance, iirisk iiis iidefined iias iia iicondition

iiof iiuncertainty, iiunpredictability, iidoubt, iiworry, iiand iithe iipossibility iiof iino iiloss ii(Ezirim,

ii2005). iiHuman iilife iiand iiall iielements iiof iiit iiare iiconstantly iihampered iiby iithese iiimpediments.

iiAs iia iiresult, iirisk iibecomes iievident iiin iiany iicircumstance iiin iiwhich iihumans iiare iiunable iito

iipredict iior iifully iicontrol iithe iifuture. iiFor iiexample, iiwhen iirunning iia iifirm, iiit iiis iivery iidifficult

iifor iithe iibusinessman iito iiguarantee iithat iihis iiinvestments iiwould iiprovide iipositive iireturns

iirather iithan iinegative iireturns.
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2.2.3 Performance ii

The iiachievement iiof iia iiparticular iiwork iijudged iiagainst iispecified iistandards iiand iiregarded

iias iia iifulfillment iiof iia iiresponsibility iiis iireferred iito iias iiperformance. iiPerformance iican iialso

iirefer iito iithe iiamount iiof iitime iiand iieffort iiput iiin iito iiachieve iia iispecific iigoal. iiGoal

iiachievement iirequires iia iicombination iiof iihuman, iifinancial, iiand iicompany iiresources.

iiAccording iito iiNirmal ii(2004), iiperformance iinot iionly iidenotes iithe iidemonstration iiof

iisomething, iibut iiit iialso iidenotes iithe iiquality iiand iieffectiveness iiof iithe iiresults iiobtained iiby

iithe iienterprise's iimanagement. iiAccording iito iiAlmajali ii(2012), iiperformance iiis iian

iioutcome iiachieved iiby iian iiindividual iior iia iigroup iiin iian iiorganization iirelated iito iithe

iiauthority iiand iiresponsibility iigiven iito iiachieve iithe iigoal iilegally, iiit iiis iithe iiability iiof iithe iifirm

iito iigain iiand iimanage iithe iicompany's iiresources iiin iivarious iiways iito iidevelop iicompetitive

iiadvantage iiand iiachieve iithe iiorganization's iiobjectives.

Performance iiassesses iihow iisuccessfully iia iicompany iican iiuse iiits iiresources iito iigenerate

iiincome; iiin iiother iiwords, iiit iianalyzes iioverall iifinancial iiperformance iiover iia iicertain iitime

iiperiod iiand iican iibe iiused iito iicompare iithe iiresults iiof iisimilar iicompanies iiin iithe iisame iiindustry.

iiThe iilevel iiof iiperformance iiof iia iibusiness iiover iia iicertain iiperiod iiof iitime iiis iito iibe iiassessed iiin

iiorder iito iidefine iithe iilevel iiof iithe iiaccomplished iiresult; iievaluating iia iicorporation's

iiperformance iihelps iidecision iimakers iito iijudge iithe iioutcome iiof iithe iiactivities iicompleted.

iiThe iifirm's iiperformance iimight iibe iicompared iiagainst iithe iiorganization's iigoal iiand

iiobjectives, iia iibenchmark, iior iithe iiindustry iiaverage.

Financial iiperformance iiassesses iian iiorganization's iifinancial iistrength iiand iihealth iiin

iimonetary iiterms iiand iican iibe iiused iito iicompare iithe iiprofitability iiof iidifferent iienterprises

iiwithin iior iiacross iiindustries. iiThe iifinancial iiperformance iiof iioil iiand iigas iicompanies iiis

iicritical iito iithe iigrowth iiof iithe iiindustry iias iia iiwhole, iiwhich iieventually iiadds iito iian iieconomy's

iiprosperity ii(Iswatia, ii& iiAnshoria, ii2007). iiGood iiperformance iidenotes iithe iifirm's iiability iito
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iiobtain iia iisuitable iireturn iiand iifulfill iiits iigoals iithrough iithe iiuse iiof iiresources iiin iithe iioperation

iiof iia iibusiness.

According iito iiChen iiand iiWong ii(2004), iioil iiand iigas iicompany iiperformance iiis iitypically

iicharacterized iiin iiterms iiof iinet iipremium iigenerated iiprofits iifrom iiunderwriting iiactivities,

iireturn iion iiasset, iiyearly iiturnover, iireturns iion iiinvestment, iiand iireturn iion iiequity. iiAccording

iito iiIndranarain ii(2009), iithese iimeasurements iiare iidivided iiinto iitwo iicategories: iiprofit

iiperformance iimeasures iiand iiinvestment iiperformance iimeasures. iiProfit iiperformance

iicomprises iiprofits iicalculated iias iithe iidifference iibetween iirevenues iiand iiexpenses. iiOil iiand

iigas iifirms' iiprofit iiperformance iiis iiinfluenced iiby iifirm-specific, iiindustry-specific, iiand

iimacroeconomic iivariables. iiThere iiare iitwo iitypes iiof iiinvestment iiperformance. iiOne iiis iithe

iireturn iion iiassets iiother iithan iicash iiused iiin iithe iifirm, iiand iithe iiother iiis iithe iireturn iion

iiinvestment iioperations iiof iithe iicash iisurplus iiproduced iion iioperations iiat iivarious iilevels.

According iito iiMalik ii(2011), iithe iifirm's iifinancial iisuccess iican iibe iimeasured iiby iimeasuring

iiits iiprofitability. iiIn iithis iiever-changing iiand iicompetitive iiglobalized iiworld, iiinsurers

iicannot iiattract iiexternal iiinvestors' iicash iiunless iithey iiare iiprofitable. iiProfit iienhances

iiinsurers' iisolvency iiand iiis iialso iiimportant iiin iipersuading iipolicyholders iiand iishareholders

iito iiprovide iifunding iito iioil iiand iigas iicompanies ii(Harrington ii& iiWilson, ii1989). iiThus, iione iiof

iithe iiaims iiof iioil iiand iigas iicompany iimanagement iiis iito iiimprove iithe iifirm's iifinancial

iiperformance iiin iiorder iito iiachieve iiprofit iias iian iiunderlying iirequirement iifor iiperforming iiany

iioil iiand iigas iibusiness.

Financial iiratios iiin iifinancial iistatements iiprovide iidistinct iiindications iiof iifinancial

iiperformance. iiSome iiof iithe iifinest iimeasures iiof iia iicompany's iifinancial iiperformance

iiinclude iireturn iion iiassets ii(ROA), iireturn iion iiequity ii(ROE), iiand iiearnings iiper iishare. iiROA

iiis iicommonly iiused iiby iifinancial iianalysts iito iiassess iithe iifinancial iiperformance iiof iioil iiand

iigas iicompanies. iiAn iiincrease iiin iithe iiROA iiratio iiindicates iithat iithe iicomparable iibusiness iiis

iiperforming iiwell iifinancially, iiand iivice iiversa ii(Epps ii& iiCereola, ii2008). Ii
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2.2.3.1 Return iion Equity ii(ROE) ii

ROE iiis iicalculated iiby iidividing iinet iiincome ii(income iiaccessible iito iicommon iistockholders)

iiby iistockholders' iiequity. iiIt iiis iia iimeasure iiof iia iicompany's iiperformance iifrom iithe

iiperspective iiof iiits iishareholders ii(Nasiru, iiIbrahim, iiYahya ii& iiAliyu, ii2011). iiReturn iion

iiequity iimeasures iithe iiearnings ii(income) iiavailable iito iioil iiand iigas iibusiness iiinvestors

ii(including iiordinary iiand iipreferred iishareholders) iion iithe iicapital iiinvested iiin iithe iicompany

ii(Purnamasari, ii2015).

ROE iirises iias iifinancial iigearing iigrows, iias iilong iias iithe iireturns iion iiborrowed iifunds iiexceed

iithe iicost iiof iiborrowing. ii

2.2.3.2 Return iion iiAssets ii(ROA) ii

ROA iiassesses iimanagement's iioverall iieffectiveness iiin iigenerating iiprofits iifrom iiavailable

iiassets. iiAccording iito iiWilkinson ii(2013), iiROA iidisplays iihow iimuch iiprofit iia iicompany

iiproduced iiin iicontrast iito iiits iitotal iiassets. iiHargrave ii(2019) iiconsidered iiROA iias iia iisign iiof

iithe iicompany's iisuccess iiin iimanaging iiwealth ii(assets) iiowned iiby iithe iicompany, iiso iithat

iiraising iithe iiROA iiratio iireflects iithe iicompany's iiperformance iiin iimanaging iiassets iiheld,

iiallowing iiit iito iicreate iiprofits iior iiearnings. iiThe iitotal iiasset iiturnover iiis iiused iito iiassess iithe

iibusiness's iiperformance iias iiwell iias iiits iifinancial iistatus ii(Zager iiet iial., ii2008 iicited iiin iiZhang

ii2017). iiFurthermore, iibecause iinet iiprofit iimargin iihas iia iidirect iiimpact iion iireturn iion iiassets

ii(ROA), iithey iiare iialways iiassessed iijointly ii(Gibson, ii2013). iiThe iimost iipopular iiway iito

iicalculate iireturn iion iiassets ii(ROA) iiis iito iidivide iinet iiincome iiby iiaverage iitotal iiassets. Ii



31

2.3 iiTheoretical Review

2.3.1 iiCapital Structure iiTheories

Corporate iifinancing iidecisions iiare iiextremely iicomplicated iiprocesses, iiand iiexisting

iitheories iican iionly iiexplain iia iisubset iiof iithe iidiversity iiand iicomplexities iiof iifinancing

iioptions. iiCapital iistructure iihas iipiqued iithe iiinterest iiof iifinancial iiexperts iisince iiModigliani

iiand iiMiller iireleased iitheir iiseminar iipaper iiin ii1958.

2.3.1.1Modigliani iiand iiMiller iiTheory ii

Modigliani iiand iiMiller iiwere iiamong iithe iifirst iito iispeculate iiabout iicapital iistructure. iiThey

iistated iitheir iicapital iistructure iiirrelevance iiproposition iiin iitheir iiseminar iipaper, iiThe iiCost iiof

iiCapital, iiCorporation iiFinance, iiand iithe iiTheory iiof iiInvestment, iiAmerican iiEconomic

iiReview, ii(June, ii1958), iithat iicapital iistructure iihas iino iipredictable iimaterial iieffect iion

iicorporate iimarket iivalues iiin iia iiperfect iicapital iimarket. iiModigliani-Miller iiestablishes iithe

iifoundation iifor iimodern iicapital iistructure iitheory iiand, iifor iithe iifirst iitime, iipresents iithe

iiconcept iiof iicapital iistructure. iiAccording iito iitheir iithesis, iithe iimanner iia iicorporation iiis

iifinanced iihas iino iieffect iion iiits iivalue iiin iian iiefficient iimarket iibecause iithere iiare iino iitaxes,

iibankruptcy iicosts, iior iisystematic iiinformation.

They iicontended iithat iiin iiefficient iimarkets, iithe iicapital iistructure iioption iihad iino iibearing iion

iithe iifirm's iivalue, iiand iithat iithe iigains iiof iiemploying iidebt iiwill iibe iioffset iiby iia iireduction iiin iithe

iicompany's iistock iiprice. iiPrior iito iithe iiMM iihypothesis, iipopular iiwisdom iiheld iithat iiusing

iifinancial iileverage iiincreased iithe iivalue iiof iia iicompany. iiThere iiis iian iioptimum iicapital

iistructure iithat iiminimizes iicapital iicosts iiin iithis iiregard. iiModigliani iiand iiMiller ii(1963)

iisoftened iithe iiconditions iiin iia iisubsequent iistudy, iidemonstrating iithat iiunder iicapital iimarket

iiimperfection, iiwhere iiinterest iiexpenditures iiare iitax iideductible, iifirm iivalue iiincreases iiwith
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iiincreased iifinancial iileverage. iiModels iibased iion iitax iiimpact iisuggest iithat iiprofitable

iiorganizations iishould iihave iimore iiloans iisince iithey iihave iia iigreater iirequirement iifor iitax

iimanagement iiin iitheir iiprofits.

Increasing iidebt, iion iithe iiother iihand, iiincreases iithe iilikelihood iiof iibankruptcy. iiAs iia iiresult,

iithe iioptimal iicapital iistructure iirepresents iia iidegree iiof iileverage iithat iibalances iithe iirisks iiof

iibankruptcy iiwith iithe iibenefits iiof iidebt iifinancing.

2.3.1.2 Pecking iiOrder iiTheory ii

This iitheory iiis iipredicated iion iithe iiassumption iithat iibusinesses iihave iia iipreferred iihierarchy

iifor iifinancing iidecisions iiand iimaximize iivalue iiby iiconsistently iipreferring iito iifinance iinew

iiinvestments iiwith iithe iicheapest iiaccessible' iisource iiof iifunds. iiManagers iiprefer

iidomestically iigenerated iifunds ii(retained iiearnings) iito iiexternal iifunding, iiand iiif iinecessary,

iiprefer iidebt iito iiequity iibecause iidebt iiissues iihave iilower iiinformation iicosts. iiAccording iito

iiMyers ii(1984), iiin iithe iiCapital iiStructure iiPuzzle, iiJournal iiof iiFinance, iicorporations iiwould

iionly iiissue iistock iias iia iilast iiresort iiif iitheir iiloan iicapacity iiwas iiexhausted. iiIt iiis iiworth

iimentioning iithat iiinternal iifunds iisuffer iino iiflotation iiexpenses iiand iido iinot iinecessitate

iiadditional iidisclosure iiof iiconfidential iifinancial iiinformation, iiwhich iicould iiresult iiin iimore

iistringent iimarket iidiscipline iiand iia iipossible iiloss iiof iicompetitive iiadvantage. iiIf iia iicompany

iimust iiemploy iiexternal iicapital, iithe iirecommended iiorder iiof iifinancial iisources iiis iidebt,

iiconvertible iisecurities, iipreferred iistock, iiand iicommon iistock ii(Myers, ii1984). iiThis iiorder

iirepresents iithe iifinance iimanager's iidesires iito iiretain iicontrol iiof iithe iifirm ii(since iionly

iicommon iistock iihas iia iivoice iiin iimanagement), iilower iithe iiagency iicosts iiof iiequity, iiand iiavoid

iithe iialmost iiinevitable iiunfavorable iimarket iireaction iito iian iiannouncement iiof iia iifresh iishare

iioffering ii(Hawawini ii& iiViallet, ii1999).

Managers, iias iiopposed iito iiinvestors, iihave iia iibetter iiunderstanding iiof iioperations.

iiAccording iito iiMyers iiand iiMajluf ii(1984), iithis iicauses iithe iistock's iipricing iiwith iiinvestors iito
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iibe iiunderstated. iiWhen iithere iiis iiasymmetric iiinformation, iicorporations iiprefer iiinternal

iifinancing iiover iistock iiissuance, iiand iiwhen iithere iiis iino iisuitable iiinternal iisource, iithey

iichoose iiborrowing. iiAs iia iiresult, iithe iichoice iipecking iiorder iitheory iiof iifunding iiis iibased iion

iiasymmetric iiknowledge.

The iimain iiconclusion iiof iiasymmetric iiinformation iitheories iiis iithat iithere iiis iia iihierarchy iiof

iipreferences iifor iifinancing iitheir iiinvestments ii(Myers ii& iiMajluf, ii1984). iiAccording iito iithis

iipreference iihierarchy, iienterprises iishould iifinance iitheir iiinvestments iifirst iiwith iiinternally

iiavailable iicash, iithen iiwith iidebt, iiand iifinally iiwith iiexternal iiequity. iiDemitrov iiand iiJain

ii(2003) iideveloped iianother iitheory iibased iion iicompany iioperational iiperformance. iiThey

iicontended iithat iiif iimanagers iihad iiaccess iito iisecret iiinformation iiregarding iifuture

iioperational iiperformance iideterioration, iitheir iidebt iiwould iibe iiincreased. iiThus, iiincreased

iileverage iiis iia iibad iisign iithat iiindicates iipoor iifuture iiperformance. iiAccording iito iiRajan iiand

iiZingales ii(1995), iilarger iiorganizations iitend iito iiprovide iimore iiinformation iito iioutside

iiinvestors iithan iismaller iienterprises. iiOverall, iilarger iiorganizations iiwith iiless iiasymmetric

iiinformation iiproblems iishould iihave iimore iiequity iithan iidebt, iiresulting iiin iireduced iileverage.

iiLarger iiorganizations, iion iithe iiother iihand, iiare iifrequently iimore iidiversified iiand iihave iimore

iiconsistent iicash iiflow; iithe iilikelihood iiof iibankruptcy iifor iilarge iifirms iiis iilower iiwhen

iicompared iito iismaller iiones.

2.3.1.3 iiStatic iiTrade-Off iiTheory ii

According iito iiJensen iiand iiMeckling ii(1976), iithe iiideal iicapital iistructure iiof iia iicorporation

iiwill iiinvolve iia iitrade-off iibetween iithe iieffects iiof iicorporate iiand iipersonal iitaxes, iibankruptcy

iicosts, iiand iiagency iiexpenses, iiamong iiother iithings. iiThe iitrade-off iitheory iioutlines iithe

iicapital iistructure iiby iidemonstrating iihow iimuch iidebt iiand iiequity iifinance iithe iicompany

iishould iiutilize iito iibalance iithe iicosts iiand iibenefits ii(Frank ii& iiGoyal, ii2009). iiThe iicapital
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iistructure iican iialso iisometimes iilead iito iia iifirm's iiinsolvency iiand iihas iia iinegative iiand iiharmful

iieffect iion iithe iifirm's iiperformance iiif iinot iicorrectly iiemployed. iiA iifirm iiis iian iiamalgamation

iiof iiassets iiwith iione iiowner iithat iilink iiwith iiother iiassets iito iiproduce iiand iisell iimerchandise; iiif

iifirm iiperformance iiaffects iicapital iistructure iichoice, iithen iifailure iito iiaccount iifor iithis

iireverse iicausality iimay iiresult iiin iiregression iiof iifirm iiperformance iion iia iimeasure iiof

iileverage iiconfounding iithe iieffect iiof iicapital iistructure iion iiperformance.

The iicapital iistructure iiof iia iicompany iirefers iito iithe iicomposition iiof iiits iifinancial iiliabilities.

iiBecause iifinancial iicapital iiis iian iiuncertain iibut iicrucial iiresource iifor iiall iifirms, iifinanciers

iican iiexert iiinfluence iion iithem ii(Rahul iiKuchhar, iifall ii1997). ii

2.3.1.4 iiAgency Costs iiTheory ii

Agency iicosts iiincreased iias iia iiresult iiof iithe iiseparation iiof iiownership iiand iicontrol, iias iiwell iias

iiconflicts iiof iiinterest iiamong iidifferent iitypes iiof iiagents. iiFree iicash iiflow iiis iione iiof iithe iiissues

iithat iicauses iidisagreement iibetween iimanagers iiand iishareholders. iiDebt, iiaccording iito

iiJensen ii(1988), iiis iia iidisciplinary iiinstrument iiused iito iiensure iithat iimanagers iiprioritize

iiwealth iigeneration iifor iiequity iiholders. iiThus, iiin iiorganizations iiwith iihigh iicash iiflow iiand

iiprofitability, iiincreasing iidebts iican iibe iiused iias iia iistrategy iito iireduce iithe iiscope iifor

iimanagers, iiso iithat iicorporate iiresources iiare iinot iiwasted iias iia iiresult iiof iitheir iiindividual iigoals.

iiMost iiacademics iibelieve iithat iicapital iistructure iidecisions iican iiassist iireduce iiagency iicosts

ii(Papa ii& iiSpeciale ii2007, iiRichardson ii2005, iiDouglas ii2002). iiHigh iileverage iilowers

iiagency iicosts iiby iilimiting iior iimotivating iimanagers iito iiact iimore iiresponsibly iiin iithe

iiinterests iiof iishareholders iiby iireducing iicash iiflows iiavailable iifor iimanagement iispending.

iiAs iia iiresult, iiwe iianticipate iisignificant iiearnings iiin iiareas iiwith iihigh iidebt iiratios.

Another iicontradictory iiissue iiis iithat iimanagers iimay iinot iireap iithe iifull iibenefit iiof iitheir

iiefforts. iiThis iiis iiapparent iiwhen iithe iimanager's iistake iiin iithe iicompany iiis iismall. iiThis

iiinefficiency iidecreases iiwhen iithe iimanager's iistock iiis iihigh. iiAs iia iiresult, iiit iiis iidesirable iithat
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iimanagers iiare iibarred iifrom iidiminishing iitheir iiportion iiof iiownership iiinterest iiby iiraising

iidebt iirather iithan iistock iiissue ii(Huang, iiSong, ii2005). iiStulz ii(1990), iilike iiJensen, iibelieves

iithat iiloan iipayments iireduce iiavailable iicash iiflows iifor iimanagers. iiHowever, iihe iiclaims iithat

iithis iidrop iiwill iireduce iithe iiprospects iifor iiprofitable iiinvesting. iiAs iia iiresult, iiorganizations

iiwith iiless iidebt iihave iimore iiinvestment iioptions iiand, iiin iicomparison iito iiother iiactive

iienterprises iiin iithe iiindustry, iimore iiliquidity. iiThe iiagency iicost iihypothesis iicontributes iithat

iileverage iicorporations iiare iibeneficial iifor iishareholders iisince iithe iidebt iilevel iican iibe iiutilized

iito iioversee iithe iimanagers ii(Boodhoo, ii2009). iiAs iia iiresult, iisignificant iileverage iiis iiprojected

iito iiminimize iiagency iicosts, iireduce iiinefficiencies, iiand iiincrease iicompany iiperformance

ii(Akintoye, ii2008)

2.3.2 iiPerformance iiRelated iiTheories

There iiis iino iiuniversal iitheory iiof iifinancial iiperformance iithat iiprovides iia iiunifying

iiframework iifor iithe iistudy iiof iifinancial iiperformance iideterminants iiin iioil iiand iigas iifirms. iiAs

iia iiresult, iithe iistudy iiattempts iito iiexamine iivarious iitheories iithat iiare iimore iiclosely iirelated iito

iithe iiconcept iiof iioil iiand iigas iicompany iiperformance iiand iiits iidrivers. iiThere iiare iiseveral

iihelpful iiconditional iitheories iithat iiattempt iito iiapproach iiperformance iidetermination iifrom

iivarious iiangles. iiThis iisection iiwent iiover iithose iitheories.
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2.3.2.1 iiResource iiBased View iiTheory

Warnerdelt ii(1984) iiestablished iithe iiresource-based iiview iitheory,

iiwhich iiseeks iito iiexplain iithe iibenefits iiof iiproper iiresource

iimanagement iiin iiorganizations. iiAccording iito iiMahoney iiand

iiPandian ii(1992), iia iiresource-based iiperspective iiof iia iicorporation

iidescribes iia iifirm's iiability iito iigenerate iilasting iicompetitive iiadvantage

iiwhen iiresources iiare iicorrectly iimanaged iiin iisuch iia iiway iithat iitheir

iioutcomes iicannot iibe iireproduced iiby iicompetitors, iiresulting iiin iia

iicompetitive iibarrier. iiAccording iito iithe iitheory, iiit iiis iifar iimore

iipractical iito iicapitalize iion iiexternal iichances iiby iirepurposing iiexisting

iiresources iirather iithan iiattempting iito iilearn iinew iiabilities iifor iieach

iiopportunity. iiThrough iiproper iimanagement iiand iiusage iiof iithe iifirm's

iiavailable iiresources, iithe iifirm iimay iibe iiable iito iiachieve iithe iidesired

iicompetitive iiadvantage.
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According iito iiWanjugu ii(2014), iia iiresource-based iiview iiimplies iithat

iisome iiunique iiexisting iistrategic iiresources iiwill iiresult iiin iisuperior

iiperformance iiand, iias iia iiresult, iia iicompetitive iiadvantage. iiThe

iicapacity iiof iirivals iito iiutilize iivaluable, iirare, iiinimitable, iiand iinon-

substitutable iiresources iiis iiinstinctual iiand iitheoretically iirewarding,

iibut iiit iiis iicritical iito iinote iithat iivalue, iirare, iiinimitable, iiand iinon-

substitutable iiare iinot iifully iiinvariables. iiHowever, iidue iito iithe

iivolatility iiof iitoday's iimarkets, iia iifirm's iiexisting iiresources iimay iinot iibe

iisufficient iito iimeet iifuture iimarket iidemands. iiIn iiorder iito iicompete iiin

iithe iifuture iimarket, iiit iiis iicritical iito iialter iiand iidevelop iiresources.
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According iito iiMadbani ii(2010), iithe iiResource iiBased iiView

iiinvestigates iiand iicomprehends iian iiorganization's iiinternal iiresources

iiand iiemphasizes iiresources iiand iicapabilities iiin iidesigning iistrategy iito

iiattain iilong-term iicompetitive iiadvantages. iiResources iican iibe

iithought iiof iiand iiused iias iiinputs iithat iiallow iifirms iito iicarry iiout iitheir

iiactivities iiin iiorder iito iiachieve iilong-term iifirm iigoals. iiFirms iimust iibe

iidistinctive iiand iicore iitalents iiand iiresources iithat iiare iivaluable, iiscarce,

iiimperfectly iiimitable, iiand iinon-substitutable, iias iiwell iias iiimagine

iivalue-creating iistrategies iito iiutilize iithem, iiin iiorder iito iipreserve

iisustainable iicompetitive iiadvantages iifor iicontinued iisuperior

iiperformance. iiIntangible iiresources, iisuch iias iiintellectual iiand

iitechnological iiresources, iiare iimore iiideal iifor iigenerating iicompetitive

iiadvantage iithan iitangible iiresources, iisuch iias iipeople iiand iifinancial

iiresources. iiSome iiorganizations' iicapabilities iialso iienable iithem iito

iiadd iivalue iiin iithe iicustomer iivalue iichain, iidevelop iinew iigoods, iiand

iigrow iiinto iinew iimarkets. iiThe iiRBV iimakes iiuse iiof iithe iiorganization's

iiexisting iiresources iiand iicompetencies iito iicreate iilong-term

iicompetitive iiadvantages.

A iiresource-based iiview iiof iia iifirm iiexplains iia iifirm's iiability iito iigenerate iiand iiretain iia

iicompetitive iiadvantage iiwhen iiits iiresources iiare iihandled iiin iisuch iia iiway iithat iiits iioutputs

iicannot iibe iireproduced iiby iiits iicompetitors, iiresulting iiin iia iicompetitive iibarrier ii(Mahoney ii&

iiPandian ii1992). iiThe iistudy's iiproposed iitheory iiis iithat iithe iiavailable iiresources iiat iioil iiand iigas

iibusinesses iiare iia iihuge iipredictor iiof iihow iiwell iithey iifunction. iiIn iifact, iithe iiimpact iiof
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iifundamental, iidynamic iichanges iiin iithe iienvironment iion iivalue, iirarity, iiinimitableness, iiand

iinon-substitutability iihas iiincreased iisignificantly iiover iitime. iiIn iiother iiwords, iiRBV iistates

iihave iitheir iifalls, iisuch iias iiin iithe iivaluable iiattribute, iithe iineed iifor iiplanning iiand iiinvestment

iito iidevelop iisuch iiresources iiare iiexternal iifactors, iiwhich iimeans iithe iiRBV iimay iioverstate iithe

iiprofitability iiof iifirms iiby iiexploiting iithese iiresources, iibecause iithe iicost iiof iiacquisition iiand

iiaccumulation iiwas iiavoided. iiAs iia iiresult, iimanagers iiat iioil iiand iigas iibusinesses iimust

iiguarantee iithat iitheir iiavailable iiresources iiare iifully iiutilized iiin iiorder iifor iithem iito iisucceed

iifinancially. iiThey iishould iialso iimake iicertain iithat iithey iihave iiresources iithat iiare iiunique iito

iithem iiand iicannot iibe iisimply iiduplicated iiby iitheir iicompetitors iiin iithe iioil iiand iigas iiindustry

ii(kollie, ii2017).

2.3.2.2 iiDynamicCapability iiTheory

Teece iiwas iithe iifirst iito iipropose iiand iidevelop iithe iitheory iiin ii1997. iiThe iitheory iiexamines iia

iifirm's iiability iito iiintegrate, iigrow, iiand iireconfigure iiinternal iiand iiexternal iicompetencies iiin

iiresponse iito iiquickly iichanging iicircumstances. iiThese iienable iifirms iito iimaintain

iidominance iiand iidevelop iicompetitive iiadvantages iiin iiorder iito iimeet iithe iiorganization's

iigoals. iiIn iian iiever-changing iienvironment, iiorganizations iiand iitheir iipeople iimust iibe iiable iito

iilearn iirapidly iiand iigenerate iistrategic iiassets. iiNew iistrategic iiassets, iisuch iias iicapability,

iitechnology, iiequipment, iihighly iiskilled iiemployees, iiand iicustomer iifeedback, iimust iibe

iiintegrated iiinto iithe iiorganization. iiDynamic iicapability iiis iifundamentally iian iiorganization's

iilearning, iithe iicreation iiof iinew iiassets, iiand iithe iitransformation iiof iicurrent iiassets.

According iito iiTeece ii(2009), iithree iidynamic iiqualities iiare iirequired iito iimeet iinew iiproblems.

iiTo iiovercome iian iiissue, iiorganizations iiand iitheir iipeople iimust iibe iiable iito iiadapt iiquickly iiand

iigenerate iistrategic iiassets. iiNew iistrategic iiassets iisuch iias iicapability, iitechnology, iiand

iiconsumer iiinput iimust iibe iiintegrated iiinto iithe iiorganization. iiExisting iistrategic iiassets iimust

iibe iiredesigned iior iireconfigured. iiOver iitime, iia iifirm's iiassets iimay iibecome iico-specialized,
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iiwhich iioccurs iiwhen iia iicompany's iiphysical iiassets, iihuman iiresources, iiand iiintellectual

iiproperty iiprovide iia iisynergistic iicombination iiof iicomplementary iiassets. iiSuch iico-

specialized iiassets iiare iimore iivaluable iiwhen iicombined iithan iiwhen iipurchased iiseparately.

iiThe iimerger iiof iiseveral iiasset iitypes iiprovides iia iicorporation iiwith iia iimore iidurable

iicompetitive iiedge.

Dynamic iicapabilities, iiaccording iito iiGrant ii(1996) iiand iiPisano ii(1994), iiare iithe

iifundamental iiorganizational iiand iistrategic iiprocesses iiby iiwhich iimanagers iiadjust iitheir

iiresource iibase, iiacquire iiand iilose iiresources, iiintegrate iiand iirecombine iithem iito iiproduce

iinew iivalue iicreating iistrategies. iiAccording iito iithem, iidynamic iicapabilities iiare iiidentifiable

iiand iispecific iiroutines iiwith iisome iiintegrating iiand iicombining iiof iiresources, iisuch iias

iiproduct iidesign iiand iidevelopment iiroutines iiin iiwhich iimanagers iicombine iitheir iispecial

iiskills iiand iifunctional iibackgrounds iito iicreate iirevenue-generating iiproducts iiand iiservices.

iiManagers iiemploy iitransfer iiprocedures, iiwhich iiinclude iireplication iiand iibrokering

iiroutines, iito iiduplicate, iimove, iiand iirecombine iiresources, iiparticularly iimetrics, iiaccording

iito iiHansen ii(1999). iiAnother iipotential iiissue iiis iithat iimeasurements iiremain iiambiguous, iiand

iitheir iiinterrelationships iiare iiunknown ii(Malmi, ii2005).

According iito iiKollie ii(2017), iithe iitheory iiassumes iithat iiit iiis iiimpossible iifor iidifferent

iicompanies iito iihave iiidentical iiskills, iiwhich iileads iito iidifferences iiin iitheir iifinancial

iiperformance iifirms. iiThe iitheory's iicontribution iito iithe iistudy iiis iithat iithe iichanging iiexternal

iienvironment iiaffects iithe iidynamic iicapabilities iiof iiorganizations. iiQuality iiperformance iiis

iidriven iiby iiparticular iiorganizational iiroutines iifor iiacquiring iiand iiprocessing iiinformation,

iicombining iicustomer iiexperiences iiwith iibusiness iidesign iichoices, iiand iialso iineeds iithe

iiintegration iiof iiexternal iiactivities iiand iitechnologies, iisuch iias iialliances iiand iithe iivirtual

iicompany. iiAs iia iiresult, iifirms iithat iihave iian iiadvantage iiin iiterms iiof iiinternal iicompetencies

iiare iimore iilikely iito iiperform iiwell. iiThis iimeans iithat iisuccess iiis iimostly iidetermined iiby iihow
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iiwell iioil iiand iigas iibusinesses iiacquire, iialign, iiand iiintegrate iitheir iiskills iiin iiorder iito iiobtain iia

iicompetitive iiedge. ii

2.4 iiEmpirical iiReview ii

The iistudy iiarticle iiby iiYinusa, iiIsmail, iiYulia, iiand iiOlawale ii(2019) iistudied iithe iieffect iiof

iicapital iistructure iion iifirm iiperformance iiin iiNigeria. iiThe iistudy iiemployed iia iidynamic iipanel

iimodel iito iianalyze iipanel iidata iifrom ii115 iipublicly iitraded iinon-financial iicompanies iiin

iiNigeria. iiThe iipaper iiemployed iia iitwo-step iigeneralized iitechnique iiof iimoment iiestimation

iithat iitakes iiinto iiaccount iithe iidependent iivariable's iipersistence iiby iiincluding iiits iilag iivalue iias

iian iiexplanatory iivariable iiin iithe iiregression iimodel. iiThe iiprimary iifindings iidemonstrate iithat

iithere iiis iia iistatistically iisignificant iiassociation iibetween iicapital iistructure iiand iifirm

iiperformance, iiespecially iiwhen iidebt iifinancing iiis iiused iisparingly.

Duarte, iiBrito, iiSerio, iiand iiMartins ii(2011) iiinvestigated iithe iifinancial iiperformance iiimpact

iiof iioperational iiprocedures. iiThey iiused iimultiple iiregression iianalysis iito iiexamine iithe

iiassociation iibetween iiselected iioperational iimethods ii(just iiin iitime, iiquality iimanagement,

iiservices iioutsourcing, iiand iiISO iicertification) iiand iifinancial iisuccess. iiA iirandom iisample iiof

ii1,200 iibusinesses iibased iiin iiSo iiPaulo, iiBrazil, iiwas iiused. iiA iinegative iiassociation iibetween

iioutsourcing, iiprofitability, iiand iigrowth iiwas iidiscovered, iibolstering iithe iicase iifor

iioutsourcing. iiThere iiwas iialso iia iilesser iinegative iiassociation iibetween iiISO iicertification iiand

iigrowth. iiInteractions iibetween iipractices iiand iiindustries iiwere iialso iisignificant, iibut

iiproduced iiinconsistent iiresults, iiimplying iithat iithe iieffect iiof iioperational iiprocedures iion

iiperformance iimay iibe iisituational.

Ajibola, iiWisdom, iiand iiQudus ii(2018) iiexamined iithe iieffect iiof iicapital iistructure iion iithe

iifinancial iiperformance iiof iiNigerian iilisted iimanufacturing iienterprises iibetween ii2005 iiand

ii2014. iiThe iipanel iiapproach iiwas iiused. iiThe iipanel iiordinary iileast iisquares iianalysis iirevealed

iia iisubstantial iipositive iilink iibetween iilong iiterm iidebt iiratio, iitotal iidebt iiratio, iiand iireturn iion
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iiequity, iibut iino iirelationship iibetween iireturn iion iiequity iiand iishort iiterm iidebt iiratio.

iiAdditionally, iithere iiwas iia iinon-significant iilink iibetween iiall iicapital iistructure iiproxies

ii(STD, iiLTD, iiand iiTD) iiand iiROA, iiindicating iithat iiROE iiis iia iimore iiaccurate iiindicator iiof

iiperformance.

Nassar ii(2016) iiinvestigated iithe iieffect iiof iicapital iistructure iion iienterprises' iifinancial

iiperformance iiin iiTurkey. iiThe iistudy iiexamines iithe iiannual iifinancial iistatements iiof ii136

iiindustrial iibusinesses iilisted iion iithe iiIstanbul iiStock iiExchange iibetween ii2005 iiand ii2012. iiA

iimultivariate iiregression iianalysis iiwas iiused iito iiexamine iithe iilink iibetween iithe iidebt iiratio

iiand iithe iiROE, iiROA, iiand iiEPS iivariables. iiThe iifindings iiindicate iithat iithere iiis iia

iiconsiderable iinegative iilink iibetween iicapital iistructure iiand iicompany iiperformance.

Abor ii(2005) iiconducted iia iifive-year iistudy iion iithe iieffect iiof iicapital iistructure iion iithe

iiprofitability iiof iilisted iicompanies iion iithe iiGhana iiStock iiExchange. iiThe iistudy

iidemonstrated iia iisubstantial iipositive iicorrelation iibetween iishort-term iidebt iiand iiROE,

iiindicating iithat iienterprises iiwill iiearn iimore iiwhile iifinancing iitheir iibusinesses iiwith iishort-

term iidebt.

Ebaid ii(2009) iiexamined iithe iirelationship iibetween iidebt iilevels iiand iifinancial iiperformance

iiof ii64 iinon-financial iiEgyptian iicompanies iilisted iion iithe iiEgyptian iistock iiexchange. iiThe

iistudy iidiscovered iia iisubstantial iinegative iilink iibetween iishort-term iidebt, iioverall iidebt, iiand

iifinancial iiperformance iias iiassessed iiby iiROA, iibut iino iirelationship iibetween iifinancial

iileverage iiand iiROA iiwhen iilong-term iidebt iiwas iiemployed iias iia iiproxy iifor iifinancial

iileverage. iiAdditionally, iithe iistudy iidiscovered iithat iishort-term, iilong-term, iiand iitotal iidebt

iihave iino iidiscernible iieffect iion iifinancial iiperformance iias iimeasured iiby iiROE iiand iiGross

iiMargin. iiIn iigeneral, iithe iifindings iiindicated iia iimodest iicorrelation iibetween iicapital

iistructure iiselection iiand iicompany iiperformance iiin iiEgypt.

In iiNigeria, iiAkinyomi ii(2013) iiinvestigated iithe iieffect iiof iicapital iistructure iion iifirm

iiperformance. iiThe iidata iiwas iiderived iifrom iifinancial iireports iifiled iiby iicorporations



43

iibetween ii2007 iiand ii2011. iiCorrelation iianalysis iiwas iiperformed iito iianalyze iithe iidata. iiThe

iifindings iiindicated iia iisignificant iirelationship iiexisted iibetween iicapital iistructure iiand

iifinancial iiperformance iias iimeasured iiby iiROA iiand iiROE.

Magara ii(2012) iiconducted iiresearch iion iithe iiNairobi iiSecurities iiExchange's iicapital

iistructure iiand iiits iideterminants. iiThe iipurpose iiof iithis iistudy iiwas iito iiascertain iithe iiprimary

iifactors iiof iicapital iistructure. iiBetween ii2007 iiand ii2011, iiit iiwas iiestablished iithat iithere iiwas iia

iipositive iisignificant iiassociation iibetween iithe iifirm's iisize, iitangibility, iiand iigrowth iirate, iias

iiwell iias iiits iidegree iiof iileverage. iiThe iistudy iiexcluded iimacroeconomic iivariables iisuch iias

iiinflation iiand iiinterest iirates.

Mwangi ii(2010) iiconducted iia iistudy iion iicapital iistructure iiand iifinancial iiperformance iiof

iienterprises iiregistered iion iithe iiNairobi iiStock iiExchange. iiHe iialso iiexamined iithe

iirelationship iibetween iicapital iistructure iiand iifinancial iiperformance. iiStructured

iiquestionnaires iiwere iiused iito iicollect iidata. iiThe iistudy iidiscovered iithat iileverage iihad iia

iisubstantial iipositive iiassociation iiwith iireturn iion iiequity, iiliquidity, iiand iireturn iion

iiinvestment.

Oyedokun, iiJob-Olatunji, iiand iiSanyaolu ii(2018) iiinvestigated iithe iieffect iiof iicapital

iistructure iion iithe iifinancial iiperformance iiof iipublicly iitraded iimanufacturing iienterprises iiin

iiNigeria iifrom ii2005 iito ii2014. iiThe iiimpact iiof iicapital iistructure iion iithe iifinancial

iiperformance iiof iiindustrial iifirms iitraded iion iithe iiNigerian iistock iiexchange iiwas iiexamined

iiusing iia iipanel iitechnique. iiPost-facto iiThe iidata iiwere iianalyzed iiusing iidescriptive iistatistics

iiand iiregression. iiThe iistudy iidemonstrates iithat iicapital iistructure iihas iiboth iistatistically

iisignificant iiand iinon-significant iieffects iion iiperformance iivariables.

Abbadi iiand iiAbu-Rub ii(2012) iievaluated iithe iieffect iiof iicapital iistructure iion iifinancial

iiinstitution iiperformance iiin iiPalestine. iiThey iiused iidata iifrom iieight iibanks iilisted iion iithe

iiPalestine iiSecurities iiExchange iito iicreate iimultiple iilinear iiregression iimodels. iiThey

iidiscovered iithat iithere iiis iia iipositive iicorrelation iibetween iileverage iiand iimarket iiefficiency.
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In iia iirelated iistudy, iiAli iiet iial. ii(2012) iiexamined iithe iieffect iiof iicapital iistructure iion iithe

iiprofitability iiof iiPakistan's iipetroleum iisector iiwhile iicontrolling iithe iicompany's iisize. iiThey

iiconducted iia iiregression iianalysis iion iidata iifrom ii12 iirandomly iiselected iiorganizations

iiduring iia iiten-year iiperiod. iiThey iidiscovered iithat iiwhile iicapital iistructure iihas iia iisignificant

iiand iipositive iieffect iion iithe iiprofitability iiof iithe iipetroleum iisector iiin iiaggregate, iiit iihas iino

iieffect iion iiprofitability iiin iiindividual iicompanies iidue iito iieach iicompany iihaving iiits iiown

iicapital iistructure.

David iiand iiOlorunfemi ii(2010) iiexamined iithe iicapital iistructure iiand iicorporate

iiperformance iiof iithe iiNigerian iipetroleum iiindustry iiusing iipanel iidata iianalysis. iiThey

iidiscovered iithat iithere iiis iia iipositive iicorrelation iibetween iiearnings iiper iishare iiand iileverage

iiratio iion iithe iione iihand, iiand iibetween iidividend iiper iishare iiand iileverage iiratio iion iithe iiother.

Khan ii(2012), iion iithe iiother iihand, iiestablished iiin iia iisimilar iistudy iiconducted iion ii36

iiengineering iisector iienterprises iiin iiPakistan iithat iifinancial iileverage iihad iia iinegligible

iinegative iiassociation iiwith iifirm iiperformance. iiHe iistated iithat iienterprises iiin iiPakistan's

iiengineering iisector iirely iiheavily iion iishort-term iiloans.

Ogebe iiet iial. ii(2013) iiconducted iianother iistudy iiin iiwhich iithey iiexamined iithe iiimpact iiof

iicapital iistructure iion iicompany iiperformance iiin iiNigeria iiover iia iiten-year iiperiod.

They iiemployed iia iifixed iieffect iiregression iimodel iito iiconfirm iithe iiexistence iiof iia iinegative

iiassociation iibetween iicompany iiperformance iiand iileverage. iiAdditionally, iithey iiaffirmed

iithe iivalidity iiof iithe iitraditional iicapital iistructure iihypothesis. iiSalawu ii(2007) iiconducted iian

iiempirical iistudy iibetween ii1990 iiand ii2004 iion iithe iicapital iistructure iiof iiselected iipublic

iicompanies iiin iiNigeria. iiThe iiauthor iidiscovered iithat iileverage iihas iia iinegative iirelationship

iiwith iiprofitability iiusing iipanel iidata iianalysis. iiAdditionally, iihe iiestablished iithat iitangibility

iiis iipositively iiconnected iiwith iioverall iidebt iiand iilong-term iidebt, iibut iinegatively iiassociated

iiwith iishort-term iidebt. iiAdditionally, iihe iistated iithat iicollateral iiaffects iiall iibank iiborrowing

iiin iiNigeria, iiwhether iishort iior iilong iiterm. iiAdditionally, iiit iiwas iidiscovered iithat iigrowth
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iiopportunity iiis iipositively iiassociated iito iiboth iitotal iiand iishort-term iidebt.

Olokoyo ii(2013) iiused iifixed-effect iiestimation, iirandom-effect iiestimation, iiand iia iipooled

iiregression iimodel iito iiassess iithe iiinfluence iiof iileverage iion iicompany iiperformance iiin

iiNigeria. iiThe iiauthor iidiscovered iia iipositive iiand iihighly iisignificant iiassociation iibetween

iiall iileverage iimetrics iiand iithe iimarket iiperformance iimetric ii(Tobin's iiQ). iiAdditionally, iithe

iisurvey iiuncovered iian iiimportant iifact: iiNigerian iienterprises iiare iimostly iifinanced iiby iistock

iicapital iior iithrough iia iicombination iiof iiequity iicapital iiand iishort-term iiloans. iiThe iireport

iirecommended iithat iiNigerian iienterprises iistrive iito iimatch iitheir iistrong iimarket iisuccess

iiwith iiactual iioperations iithat iiare iisignificant iienough iito iireflect iitheir iiinternal iigrowth iiand

iifinancial iiperformance.

According iito iia iistudy iiof iithe iiempirical iiliterature, iia iicorporation's iioptimal iicapital iistructure

iiis iicritical iito iiits iisuccess, iihowever iithese iidecisions iivary iieach iifirm. iiAccording iito iisome

iiwriters, iithere iiis iia iipositive iicorrelation iibetween iicapital iistructure iiand iifirm iiperformance,

iiwhereas iiothers iiclaim iithere iiis iia iinegative iicorrelation. iiThe iinecessity iifor iia iistudy iifocusing

iion iiNigeria's iipetroleum iibusinesses iiis iifueled iiby iia iiscarcity iiof iiliterature iiin iithis iifield.
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CHAPTER THREE

METHODOLOGY

3.1 Introduction

The purpose of this study is to investigate the impact of capital structure on the

performance of Oil and Gas firms in Nigeria. This chapter deals with the research

design, the population and sample of the study, sources of data, theoretical framework

and model specification as well as method of data analysis.

3.2 Research Design

The research design adopted in this study is the Ex-Post-facto research design, which

is very applicable in the management and social sciences. In an Ex-Post-facto

research which involves secondary data in which responses in the nature of a factor

and its effects on individuals are being studied, the researcher does not have the

ability or opportunity to vary or manipulate the independent variables. This inability

to manipulate the independent variables stern from the fact that the variables are

inherently non-manipulable or because their manifestations have already occurred

(Agbonifoh & Yomere, 1999).
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3.3 The Population and Sample of the Study

The population consists of all measurement and numbers of the observation relating to

each of the variables of the study. Therefore, all the Oil and Gas companies operating

in Nigeria constitute the population.

The sample of the study comprises of oil and gas companies quoted on the Nigerian

Exchange Limited that have debts in their capital structure within the period of 2015-

2020 (6 years).

3.4 Sources of Data

The time based data adopted is secondary data since they are obtained from already

existing publications which constitutes secondary source of information. However, the

sources of this research are from the NSE fact book 2021 and annual financial reports

of the purposefully selected quoted Oil and Gas companies on Nigerian Exchange

Limited (NGX).

3.5 Theoretical Framework and Model Specification

The theoretical framework of the model will be based on the pecking order theory

which postulates that, growing firms usually search out for funds to maintain the

growth, because as they are expanding, there is the tendency for them to exhaust all

their internally generated funds.

In specifying the model, we shall have thus:

ROE = f(STDR, LTDR, TDR, TDER)

The function above is expressed in the form below;

ROE = β0 + β1STDR+ β2LTDR + β3TDR + β4TDER + Ui

Where;
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ROE = Return on equity

STDR = Short term debt ratio

LTDR = Long term debt ratio

TDR= Total debt ratio

TDER=Total debt to equity ratio

β0, β1, β2, β3, and β4, are Parameters to be estimated.

Ui = Error term

3.6 Measurement and Operationalization of Variables

3.6.1 Dependent Variable

Performance of Oil and Gas firms was chosen as the dependent variable in the course

of this study. Return on Equity (ROE) will be used as a measure of the dependent

variable Oil and Gas firms’ performance.
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3.6.2 Predictors/Explanatory/Independent Variables

Short-Term Debt ratio (STDR), Long-term debt ratio (LTDR),

Total debt ratio (TDR) and Total debt to equity ratio (TDER)

were chosen as the explanatory variables. Short-Term Debt ratio

(STDR) is measured by dividing the Oil and Gas Company’s

current assets by its current liabilities; Long-Term Debt ratio

(LTDR) is measured by dividing long term debt by total assets;

Total debt ratio (TDR) is measured by dividing total debt by

total assets; and Total debt to equity ratio (TDER) is measured

by dividing the Oil and Gas company’s total liabilities by its

shareholder equity.

3.7 Method of Data Analysis

In analyzing the impact of capital structure on the performance of Oil and Gas firms

in Nigeria, the panel data regression analysis will be adopted. This is because the

study will combine both time series and cross sectional data.

However, based on variations in the capital structure of the oil and gas companies

under review, the intercept of each firm is said to be a random component. Therefore,

the random effect model of the panel data regression analysis will be adopted in

estimating the impact of capital structure on the performance of Oil and Gas firms in

Nigeria. The Random Effect technique is suitable in cases where the (random)

intercept of each cross-sectional unit is uncorrelated with the regressors.
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CHAPTER FOUR

DATA PRESENTATION, ANALYSES AND

DISCUSSION OF FINDINGS

4.1 Introduction

This study examines the impact of capital structure variables on the financial

performance of oil and gas firms in Nigeria. To achieve the objectives of the study, it

employed a long period panel of six (6) years (2015 – 2020) and a relatively longer
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cross sectional unit panel of fifteen (15) oil and gas companies quoted on the Nigerian

Exchange Limited (NGX). See the list of oil and gas firms whose data were analyzed

in the appendix section.

The variables of interest and for which data were obtained from the companies were:

return on equity (ROE) (the proxy for financial performance- the dependent variable

of the study), short term debt ratio (STDR) (defined as short term debts divided by

total liabilities), long term debt ratio (LTDR) (defined as long term debts divided by

total liabilities), total debt ratio (TDR) (sum of short term and long term debts divided

by capital employed), total debts to equity ratio (TDER) (total debts divided by

owners’ equity). Return on equity (ROE) (defined as profit after tax divided by

owners’ equity) is the proxy for bank financial performance and the dependent

variable of the study. All other variables are exogenous or explanatory.
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4.2 Presentation of Results on Capital Structure and

Financial Performance of Oil and Gas Firms in Nigeria

The estimation results presented and analyzed are descriptive

statistics, correlation matrix, unit root test, Hausman test and

panel least square. The unit root result is conducted because of

the output of the descriptive statistics. The correlation results

examine the relationship between the variables used in the study;

the direction of relationship and the significance of those

relationships are also examined. It also provides some

information on multicolinearity of the series used.

4.2.1 Descriptive Statistics on Capital Structure and

Financial Performance of Oil and Gas Firms in Nigeria

The result of the descriptive statistics used for describing the characteristics of the

data and ultimately the normality status of each series is presented in table 4.1. The

results of the mean which shows the average value of the variables revealed that ROE

(0.152185) being the lowest mean value, STDR (0.422551), LTDR (1.326531), (0.86)

and TDER (0.20) have relatively low mean values.

The average return on equity by the oil and gas firms examined is 0.152 for the years

under examination. The average short term debt ratio, long term debt ratio, total debt

ratio and total debt to equity ratio of the sampled firms for the period under review are

0.691, 1.327, 0.855 and 0.201 respectively. The results of the standard deviation

showed that all the variables except LTDR (1.072) had relatively low standard
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deviation which implies that they were all found to be oscillating around the mean

point while LTDR exhibited comparative disparity from the mean point. However, the

variable TDR (0.03) had the least deviation from the mean point. The results of the

Skewness showed that only the variable TDR is negatively skewed toward the origin.

The other variables ROE, STDR, LTDR and TDR showed positive skewness. Only

LTDR and STDR was found to pass the test for the kurtosis. The variables TDER

(20.96) and ROE (86.18) is said to be leptokurtic because they all had a kurtosis vaule

approximately greater than 3 which implies that they produce extreme outliers. The

other variables TDR and LTDR depicted a platykurtic kurtosis which implies that the

distribution is flat-topped producing fewer and lesser extreme outliers.

The Jarque-Bera statistic and its probability revealed that ROE (Jarque-

Bera=29559.32 & Probability = 0.0000 < 0.05), STDR (Jarque-Bera=17.11486 &

Probability = 0.000192 < 0.05), LTDR (Jarque-Bera=6.627560 & Probability =

0.036378 < 0.05), TDR (Jarque-Bera=18.12159 & Probability = 0.000116 < 0.05) and

TDER (Jarque-Bera=1821.953 & Probability = 0.00000 < 0.05) fail the test of

normality at 5% level of statistical significance. In order not to have spurious

regression results, we have to examine the stationarity property of the series by

conducting a unit root test.

Table 4.1: Descriptive Statistics with Common Sample on Capital Structure

and Financial Performance of Oil and Gas Firms in Nigeria

ROE STDR LTDR TDR TDER
Mean 0.152185 0.691631 1.326531 0.855454 0.200580
Median 0.105865 0.643000 1.000000 0.853000 0.104020
Maximum 4.370265 1.000000 3.000000 0.882000 4.367565
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Minimum -0.462381 0.500000 0.000000 0.824000 -2.656842
Std. Dev. 0.442325 0.148648 1.072385 0.026788 0.631336
Skewness 8.952010 0.886624 0.179085 -0.168042 1.863559
Kurtosis 86.17730 2.876484 1.777384 1.202064 20.95742

Jarque-Bera 29559.32 17.11486 6.627560 18.12159 1821.953
Probability 0.000000 0.000192 0.036378 0.000116 0.000000

Sum 14.91412 89.91200 130.0000 111.2090 26.07534
Sum Sq.

Dev.
18.97822 2.850410 111.5510 0.092568 51.41744

Observations 90 90 90 90 90
Source: Author’s Estimation from EView 10, 2022.

4.2.2 Correlation Analysis on Capital Structure and

Financial Performance of Oil and Gas Firms in Nigeria

The correlation matrix is presented in Table 4.2. Essentially, the result reveals the

pairwise relationship among the variables used in the study. Principally, Correlation

analysis is used to examine the strength (strong or weak) and direction (positive or

negative) of relationship that occurs between two or more variables. Thus, the Pearson

Correlation coefficient was adopted to explore the relationship between

For all intents and purposes, Correlation analysis is defined as a measure of the extent

and direction of the relationship existing between two or more variables. The result of

the analysis produces a coefficient oscillating between -1 and 1 such that, +1 indicates

a perfect positive correlation between the variables under consideration, -1 indicates a

perfect negative correlation between the variables, while 0 signifies no relationship

between the variables under investigation.

A key point to note about all the series is that, an appreciable improvement in the

level of short-term debt ratio, long-term debt ratio, total debt ratio and debt to equity

ratio would not only promote bank performance (ROE), but also reveal the strength

and performances in the long run. Interestingly, the result revealed that ROE

maintained a negative correlation with short-term debt ratio (-0.13 or -13%), long-
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term debt ratio (-0.25 or -25%), total debt ratio (-0.11 or -11%) and debt to equity

ratio (-0.003 or -0.3%). The relationship between and among the independent

variables shows that some variables are not correlated with others which minimize

occasion of serial or autocorrelation.

Table 4.2: Correlation Results on Capital Structure and

Financial Performance of Oil and Gas Firms in Nigeria

ROE STDR LTDR TDR TDER

ROE 1

STDR -0.133990 1

LTDR -0.249289 0.408009 1

TDR -0.111442 0.591268 0.274426 1

TDER -0.003946 0.244281 0.047665 0.037060 1

Source: Author’s Estimation from EView 10, 2022.

4.2.3 Unit Root Analysis on Capital Structure and Financial

Performance of Oil and Gas Firms in Nigeria

The results for unit root test presented in table 4.3 shows results for Levin, Lin & Chu

t unit root, ADF – Fisher unit root, and PP - Fisher unit root. The results are examined
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using 5% level of significance. None of the series was found to be stationary at level.

All the variables were found to be stationary at first difference. Giving that the

variables are all stationary at some level of difference not more than second difference,

we can proceed with the data for conducting estimations that will be used to test the

hypotheses of the study.

Table 4.3: Unit Root Result on Series for Capital Structure and Financial

Performance of Oil and Gas Firms in Nigeria

Variable
(Series)

Levin,
Lin &
Chu t*

Prob.

ADF -
Fisher
Chi-
square

Prob.

PP -
Fisher
Chi-
square

Prob. Remark

ROE 1.46833 0.9290 19.5593 0.8800 37.3525 0.1113
D(ROE) -

6.96806 0.0000 62.4571 0.0001 113.472 0.0000
I(1)

STDR -
2.27275 0.0115 23.0253 0.6315 26.3432 0.4444

D(STDR) -
8.73335 0.0000 82.6384 0.0000 151.988 0.0000

I(1)

LTDR -
1.26325 0.1032 26.8017 0.3138 32.8340 0.1076

D(LTDR) -
8.73335 0.0000 82.6384 0.0000 151.988 0.0000

I(1)

TDR -
1.26325 0.1032 26.8017 0.3138 32.8340 0.1076

D(TDR) -
9.75385 0.0000 74.5093 0.0000 110.548 0.0000

I(1)

TDER -
2.07385 0.0190 16.9116 0.7682 4.87466 1.0000

D(TDER) -
8.12239 0.0000 66.1726 0.0000 116.407 0.0000

I(1)
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Source: Author’s Estimation from EView 10, 2022.

4.2.4 Regression Analysis on Capital Structure and Financial

Performance of Oil and Gas Firms in Nigeria

In choosing which of the regression effect to base the test of our hypotheses and draw

our findings for the study, we conduct the Hausman test. Using the 5% level of

statistical significance, the probability value of the Hausman test is 0.4437 which is

greater than 5% implying that the fixed effect panel least square is more appropriate

for testing the hypotheses of the study. The result of the Hausman test is presented in

table 4.4.

Table 4.4: Hausman Test for Capital Structure and Financial Performance of Oil

and Gas Firms in Nigeria

Correlated Random Effects - Hausman Test
Equation: Untitled
Test cross-section random effects

Test Summary
Chi-Sq.
Statistic Chi-Sq. d.f. Prob.

Cross-section random 11.415160 5 0.4437

** WARNING: estimated cross-section random effects variance is
zero.

Source: Author’s Estimation from EView 10, 2022.

The study uses the panel least squares (PLS) multiple regression analysis to exploit

the cross sectional effects of the data set.

4.2.4.1 Panel Equation and Analysis of Data

Our simple panel equation of the study predicting ROE from the independent

variables is given by equation 4.1 below:

ROEit= βo + β1STDRit + β2LTDRit+ β3TDRit + β4TDERit+ Vit………………..4.1
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Where, i = 1, …15 with 15, the number of quoted oil and gas firms, the cross-

sectional dimension;

T=1, …6, with 6, the number of years, the temporal dimension; 2015 to 2020

in this project work.

Vit= the error terms.

For example, ROEit can be interpreted as ‘the ROE of firm i in year t’.

To analyze the relationships between financial performance (proxied by return on

equity, ROE) and the exogenous corporate structure decision variables among the

quoted oil and gas companies in Nigeria, we regressed the dependent variable (ROE)

on the independent variables – short term debt ratio (STDR), long term debt ratio

(LTDR), total debt ratio (TDR), and total debt to equity ratio (TDER) in a panel least

squares regression analysis using the random effect (FE) estimator.

The results are contained on Table 4.5 below:

Table 4.5: Panel Least Squares (Cross-section Random Effects) Estimation
Dependent Variable
ROE

Variables Coefficient t-statistic Probability

C 15.7452 183.2933 0.0000
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LTDR 0.1433 3.0806 0.0026*

STDR 0.0016 1.2113 0.2283

TDR 0.1252 2.5962 0.0107*
TDER -0.0061 -0.0291 0.9768

R2 0.83

Adj. R2 0.81

F-statistic 35.4563

Pro (F-statistic) 0.000000

Durbin-Watson stat 1.95895
KEY: * Statistically significant at 1% level.
Source: Data analysis by Student using EViews 10.0 2022.

From table 4.5 above, it can be seen that the R2 statistic is 0.83 while the adjusted R2

statistic is 0.81. This is an indication that 81% of systematic variation in return on

equity (ROE) is explained by changes in the explanatory variables of the model.

Similarly, the F-statistic, 35.46 is greater than the theoretical value of 1.0 and has a

probability value of 0.0000. These statistics indicate that our model satisfies the

overall goodness of fit statistical test and that a linear relationship exists between the

dependent and independent variables of the model.

The Durbin-Watson statistic of 1.96 which is approximately 2.0 is an indication of the

absence of serial correlation among the independent variables of the model. Thus, the

regression is non-spurious and the results are reliable. Also, the t-values are generally

of very low values while the R2 statistic is not too high. These suggest that there is no

problem of heteroskedasticity in the model; whose presence destroys t-values and R2.

Thus, our econometric model meets both statistical and diagnostic criteria and

represents a good and consistent estimator and can be useful for policy purpose.

Thus, the panel least squares (PLS) regression equation in a six-year range, 2015-

2020, for fifteen cross sections of oil and gas companies in a balanced panel

observation of 90 is as specified below:
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ROE = 15.7452 + 0.1433 LTDR + 0.0016 STDR + 0.1252 TDR – 0.0061 TDER + υ;
(3.0806) (1.2113) (2.5962) (-0.0291)

4.3 Test of Hypotheses

The hypotheses that are stated in the chapter one of the study are tested in this section

using 5% level of statistical significance. The probability values for the test of

hypotheses are derived from the regression result presented in table 4.5.

Hypothesis One

It had earlier been stated that short-term debt ratio does not have a significant

relationship with financial performance of oil and gas firms in Nigeria. The regression

results in table 4.5 revealed that we reject the null hypothesis that short-term debt

ratio does not have a significant relationship with financial performance of oil and gas

firms in Nigeria (STDR Prob. 0.0026 <0.05).

Hypothesis Two

Also, it was stated that long-term debt ratio does not have a significant relationship

with financial performance of oil and gas firms in Nigeria. The results of the

regression revealed that we accept the null hypothesis long-term debt ratio does not

have a significant relationship with the financial performance of oil and gas firms in

Nigeria (LTDR Prob. 0.2283 > 0.05).

Hypothesis Three

It was also stated in the third hypothesis that there is no significant relationship

between total debt ratio and the financial performance of oil and gas firms in Nigeria.

The regression result revealed that we reject the null hypothesis that there is no

significant relationship between total debt ratio and financial performance of oil and

gas firms in Nigeria (TDR Prob. 0.0107< 0.05).

Hypothesis Four
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It was stated that there is no significant relationship between

total debt to equity ratio and financial performance of oil and

gas firms in Nigeria. The regression result revealed that we

accept the null hypothesis that there is no significant

relationship between total debt to equity ratio and financial

performance of oil and gas firms in Nigeria (TDER Prob.

0.9768 > 0.05).

4.3 Interpretation of Results and Discussion of Findings

The regression analysis shows that long term debt ratio (LTDR), short term debt ratio

(STDR) and total debt ratio (TDR) are positively related to return on equity (ROE) in

accordance with theoretical expectations. However, total debt-equity ratio (TDER) is

negatively related to return on equity.

The above directional relationships suggest that the higher the long term debt ratio

(LTDR), short term debt ratio (STDR) and total debt ratio (TDR), the higher is the

financial performance of the oil and gas companies as indicated by ROE. Thus, a unit

increase in each of LTDR, STDR and TDR is expected to lead to about 14%, 2% and

13% increase respectively in oil and gas firms’ financial performance (ROE).

Contrariwise, the higher is total debt-equity ratio (TDER), the lower is financial

performance of the oil and gas firms. Therefore, a unit increase in TDER will lead to

6% decrease in their financial performance.

More importantly, as the analysis also shows, the relationship between long term debt

ratio (LTDR) and financial performance (ROE) is statistically significant (t-value is

3.08 while p-value is 0.0026). This is an indication that long term debts in the capital

structure of oil and gas companies are huge enough to have significant effect on their
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financial performance. Similarly, the relationship between total debt ratio (TDR) and

financial performance is statistically significant at the 1% level of significance. Hence,

these two variables have positive and significant impact on oil and gas firms’ financial

performance during the period of study. However, the relationships between short

term debt ratio (STDR), total debt-equity ratio (TDER) and financial performance are

not statistically significant (t-values are +1.21 and -0.03 while p-values are 0.2283

and 0.9768). Hence, short term debt ratio (STDR) and total debt-equity ratio, are not

significant determinants of financial performance.

In conclusion, therefore, the study shows that long term debt is the single most

important capital structure variable that has significant influence on the financial

performance (ROE) of oil and gas companies in Nigeria, at least within the period

under study. These findings are in accordance with theory and previous studies.
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CHAPTER FIVE

SUMMARY OF FINDINGS, CONCLUSION AND RECOMMENDATIONS

5.1 Summary of Findings

This work examined the influence of capital structure and financial performance of oil

and gas companies in Nigeria. The study finds that:

1. Long term debt (LTDR), short term debt (STDR), and total debts (TDR)

are positively related to financial performance of oil and gas companies

(return on equity (ROE)).

2. Long term debt ratio and total debt ratio (that is leverage) is statistically

related to oil and gas companies’ financial performance (ROE). This is an

indication that oil and gas firms are highly leveraged and hence long term

debt is the major capital structure variable that has significant influence on

their financial performance.

3. In addition, short term debt ratio and total-debt equity ratio have no

significant influence on oil and gas firms’ financial performance.

4. While, short debt has positive influence on oil and gas companies’

financial performance, total debt-equity ratio has a negative influence on

performance. Hence, long term debt rather than short term debt and debt-
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equity ratio is the significant determinant of financial performance (ROE)

of oil and gas companies in Nigeria.

5.2 Conclusion

The study concludes that long term debt or leverage in the capital structure of oil and

gas companies is a significant determinant of financial performance (ROE). This is

mainly because, oil and gas companies unlike financial institutions, such as banks, are

highly leveraged; hence capital structure has significant positive effect on their (oil

and gas companies) financial performance in Nigeria.

5.3 Recommendations

Based on the findings of this study, the following policy recommendations are made:

i. The managers of the nation’s oil and gas companies should strive to boost

return to equity owners by increasing their use of debts, particularly long term

debts in their capital structure in order to promote the growth of their

corporate organizations.

ii. Therefore, reasonable use of long-term debts, as needed to finance expansion

of oil and gas infrastructures and other investments, that guarantee higher

prospects of future growth; and minimize the financial risk of default and

possible bankruptcy is highly recommended.
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