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ABSTRACT

This study examines the impact of capital structure on financial performance of listed firmsin Nigerian
Oil and Gas industry. The study adopted an ex-post facto research design and utilized panel data
collected from annual reports and accounts of the sampled firms for the periods of 2005 to 2014. The
Data was first analysed using descriptive statistics to provide summary statistics of the variables.
Subsequently a panel data regression technique was used to assess the extent of the effect of the
independent variables on the dependent variables. It was found that capital structure proxied by STD,
LTD and TD has negative and significant relationship with financial performance (ROA and EPS) of
listed petroleum marketing companies in Nigeria. Furthermore, the result also shows that firm size and
tangibility have positive and significant relationship with ROA and EPS. Thus, the study concludes that
dtatistically, capital structure is a major determinant of firm financial performance. Therefore it is
recommends that managers of oil and gas companies should exercise caution while choosing the amount
of debt to use in their capital structure asit affectstheir performance negatively.

Keywords: Capital Sructure, Financial Performance, Nigerian Oil and Gas Industry, NSE.

INTRODUCTION

Investors, government and other external usersinainé€ial information often need to measure the
performance of an organization. This is done ireotd evaluate the success of the business, determi
any weaknesses of the business, compare the camenpast performance and compare the current
performance with industry standard. A company canrécognized as performing effectively and
efficiently if it can satisfy the interest of atkistakeholders. For instance managers are irédrestheir
welfare and profit maximization, current and poi@ntshareholders perceive performance as the
company’s ability to distribute dividends to the&ivestment, commercial partners look for the sotyen
and stability of the company while the state seebrapany to be efficient in paying its tax and hielp
creating new jobs. The ability of companies to garut their stakeholders’ needs is tightly related
capital structure (San and Heng 2011).

The determination of a company’s capital structocwastitutes a difficult decision, one that involves
several and opposed factors, such as risk andtgvidiy. The decision becomes even more difficint,
times when the economic environment in which thengany operates presents a high degree of
instability. Capital structure is the various meanw/hich a firm finances its operations which eatiher

be through debt or equity capital or combinatiorboth (Saad, 2010). Through this definition, we can
deduce that if the company makes a weak decislateckto capital structure, it may face a high,rimk
higher cost of capital and this will lead to a deelin the overall performance of the company.
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Since the path breaking seminal paper by Modigleand Miller (1958), the issue of capital structhees
generated great interests in finance literaturbatt provided a substantial boost in the developmEn
the theoretical framework within which various dapstructure theories have been developed. Based o
very restrictive assumptions of perfect capital kats, homogenous expectations, no taxes and no
transaction costs, Modigliani and Miller concludét financial leverage does not affect the firm's
market value.

There are many internal and external factors impgdhe decision of choosing a suitable financing
structure. These factors may include sensitivitgreflitors due to high debt on a company and the@a
of industry in terms of competition, growth, stélyilof sales and profit and the assets value. lih bo
developed and developing economies, the primargqag of taxation is mainly to generate revenue for
settling government expenditure and for provisidnsocial amenities and welfare of the populace
(Kiabel and Nwoka, 2009).

Company income tax serves as a tool in achievimg@nic growth in any country and is accepted not
only as a means of raising the required public maee but also as an essential fiscal instrument for
managing the economy. The World Bank (1991) ndbtedl of all the taxing systems, income tax plays a
major role in generation of revenue and distribuiid income in any country. However companies will
only pay income tax if they generate profit at #ral of the year. Therefore this study evaluates the
impact of capital structure on financial performamd listed firms in the Nigerian Oil and Gas Intiys

OBJECTIVES OF THE STUDY

The aim of this study is to assess the relationsbigveen capital structure and financial perforneasic

listed firms in the Nigerian Oil and Gas Indus®ther specific objectives are to:

i. Ascertain the relationship between capital striecamd ROA of listed firms in the Nigerian Oil
and Gas Industry.

ii. Measure the relationship between capital strucame: EPS of listed firms in the Nigerian Oil
and Gas Industry.

RESEARCH HYPOTHESIS
Based on the aforementioned objectives the follgvhippotheses were formulated in the null form

Ho1: There is no significant relationship between tamstructure and ROA of listed firms in the Nigari
Oil and Gas Industry.

Ho2: There is no significant relationship between td@tructure and EPS of listed firms in the Nigeri
Oil and Gas Industry.

LITERATURE REVIEW

The capital structure decision is an important rganal decision, it influence the shareholder'siret
and risk. The firm will have to plan its capitarwgtture initially at the time of its promotion and
subsequently, whenever funds have to be raisethamde investments, a capital structure decision is
involved. Capital structure is referred to as theywn which a firm finances assets through delgjsite

and securities. It is the composition of debt agdity that is required for a firm to finance itssats
(Saad, 2010). The capital structure of a firm is)nemportant since it is related to the abilitytbg firm

to meet the needs of its stakeholders.

Capital structure is one of the most controveliisslies in corporate finance and it has been reapedie
attention of researchers since the prominent wérkladigliani and Miller (1958). The breakthrough
made by the famous article of Miller (1958), is ai¢he most important release of the theory ofiteap
structure. The most important conclusion from tiglg was that there is no relationship between the
company’s value and the cost of capital, therefore can find that each company has a differentalapi
structure. Miller concluded that it doesn’t mattemw a firm finances its’ operations and that thii@af

a firm is independent of its’ capital structure nmakcapital structure irrelevant. His study wasdzhen
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the assumptions that there are no brokerage cstings before interest and tax are not affectethby
use of debt and that investors could borrow astae rate as corporations.

According to Akinsulire (2011) company’s capitalustture show all the sources of finance the company
is utilizing to finance its operation and is usyathade up of ordinary share capital, preferenceesha
capital and debt capital. Brigham (2004) view calp#tructure as the way in which a firm finances it
operations which can either, be through debt oitggapital or combination of both.

Similarly Pandey (2005) opined that capital struetis used to measure the proportionate relatipnshi
between debt and equity by obtaining the debt apdtyeratio which enables the financial manager to
ascertain the number of times the equity of a cawpavers the debt obtained for a period. Capital
Structure attempt to define the degree of levemgployed by the firm in financing its operationtsist
affects the cost of capital and the value of the f{lUdoayang and Asuquo, 2008). Abor, (2007) in his
research on debt policy and performance of MediumedSEnterprises found the effect of short-term
debt to be significantly and negatively associatéith gross profit margin for both Ghana and South
African firms. This indicated that increasing theaunt of short-term debt would result in a decréase
the profitability of the firms. Nimalathasan & \éalu (2010) studied the impact of capital structone
profitability of listed manufacturing companies3ni Lanka. The analysis reveals that debt equiip ia
positively and strongly associated to all profitéypiratios (Gross Profit, Operating Profit & Netd#it
Ratios).

Ozkan (2001) reported in his study that the Britt®mpanies assume that profitability, liquidity,dan
opportunities to grow have a negative impact oarfiial structure, while the researcher found that t
size of the company impacts the company's debt, thack is a negative relationship between tax
considerations and debt ratio. Erasmus, (2008) dndteat financial performance measures like
profitability and liquidity among others providedvaluable tool to stakeholders to evaluate the past
financial performance and the current position dfra. Zertun and Tian (2007) examines the effect
which capital structure has had on corporate pewdoice using a panel data sample representing of 167
Jordanian companies during 1989- 2003. The studywsti that a firm's capital structure had
significantly negative impact on the firm’'s perfante measures, in both the accounting and market's
measures. However Abor (2005) founds a positivaticeiship between total assets and return on equity
and those profitable firms in Ghana depended moréebt as a main financing option due to a perceive
low financial risk.San and Heng (2011) focused on construction corapamhich are listed in Main
Board of Bursa Malaysia from 2005-2008, their reshbws that there is a relationship between dapita
structure and corporate performance and theresisalidence that shows no relationship between some
of the variables investigated. For big companie®CRwith DEMV and EPS with LDC have positive
relationship whereas EPS with DC is negativelytegla

Ebaid (2009) investigates the impact of capitalctire choice on performance of 64 firms from 1897
2005 in the Egyptian capital market. He employsé¢haccounting-based measures including ROA, ROE
and gross profit margin, and concludes capitalcstine choices, generally has a weak-to-no impact on
firm performance. Razak and Aliahmed, (2008) eroplly examines the impact of an alternative
ownership control structure of corporate governamedirm performance in Malaysia, The study was
based on a sample of 210 firms over the period fi@85 to 2005. Findings appear that there is a
significant impact of government ownership on compaerformance after controlling for company
specific characteristics such as company size, dodity, leverage and growth. The finding is off
significant for investors and policy marketers whigill serve as a guide for better investment denis
Likewise Akinyomi (2013), examines three manufaictyrcompanies selected randomly from the food
and beverage industry and for a period of five y€a007-2011) and using correlation analysis rexta
that each of debt to capital, debt to common equatiprt term debt to total debt and the age ofithes’

is significantly and positively related to return asset and return on equity but long term delafital

is significantly and relatively related to return asset and return on equity. Taiwo (2012) emgiyica
studied ten firms listed on the Nigerian Stock Exmde for a period of five years (2006-2010) conetud
that the sampled firms were not able to utilizeftked asset composition of their total assetsqgiadisly

to impact positively on their firms’ performance.
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Arowoshegbe and Idialu (2013) reported in theidi&s on capital structure and profitability of didt
companies in Nigeria for the period from 1996-20B@nal data was used in this study and the results
shown that there were negative relationships betwagital structure and profitability.

RESEARCH METHODOLOGY

This study employed the ex-post facto researchgdeshich is based on the use of documented audited
annual reports and accounts of the selected fifims.population of this study comprises all the (@
listed firms operating in the Nigerian petroleumt and gas industry out of which seven (7) were
sampled. For a firm to qualify for selection, twiteria were used, first only those firms who repbeir
financial statement consistently during the pedader study (2005 to 2014) were considered. Segpndl|
a firm must have been quoted without being deligtech 2005 to 2014. The data for the study were
obtained from the audited annual reports and adsooithe sampled firms for the period of 10years
from 2005- 2014.

The variables of the study comprise of dependedtiatependent variables. The independent variables
is capital structure proxied by short term debbré&TD), long term debt ratio (LTD) and total debtio
(TD) while the dependent variable is financial pemiance proxied by return on assets (ROA) and
earnings per share (EPS) as used by Khalid (201&ur and Aliyu (2014) and Saleem and Rehman
(2011) among others.

Model Specificationt To assess the nature and strength of the retdtiprbetween firm characteristics
and financial performance, three models were d@esleach to test one hypothesis of the study.i$his
in line with Velnampy and Nimalathasan (2010), aleand Rehman (2011), Shehu (2012) and others
with modification.

ROA: =B, +B1STD*+BoLTDy +BsTDy + B FSIZE, +Bs TAGH+ iy vvev . 1

EPS  =Po +B:STDit +B,LTDy +BsTDy +Bs FSIZE, +Bs TAGy + thtee......... 2

Where ROAIt is the return on assets, EPSit denateirg per shargd0 represent the fixed interceft, -

5 is the coefficient of the independent variab®EDit denotes short term debt, LTDit denotes lagt
debt, TD denotes total debt, FSIZEit denotes filne @ind TAGiIt denotes tangibility and are used as
control variables while i represents the numbefirais in the panel data, t represent the time pkadb
the panel data and pit is the error term.

This study relied on secondary data from the anreadrt and account of the sampled firm in tryiog t
test the hypotheses formulated. As the researalséscon the relationship between capital structoce
financial performance, the data collected were yareal using descriptive statistics and regression
techniques.

RESULT AND DISCUSSION

Descriptive Statistics

The descriptive statistics is presented in Table where minimum, maximum, mean and standard
deviation of the data for the variables used instiuely are described.

Table 4.1: Descriptive Statistics

Var. Minimum Maximum Mean Std. Dev
ROA -1.526 0.353 0.022 0.213
EPS -4.524 16.013 4,976 4,530
STD 0.223 2.445 0.745 0.306
LTD 0.001 0.387 0.095 0.086
TD -3.599 63.231 5.274 7.975
FSIZE 12.309 20.055 17.085 1.354
TAG 0.008 0.581 0.238 0.137

Source: Author’s Compilation, generated using STATA.
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Table 4.1 shows that the mean ROA of the samptesfis 11% which indicate that on the average, fere
N100 worth of total assets of the firms, N11 wasned as profit before tax. While the mean of EPS is
approximately N5 which indicate that for every isdlwand fully paid equity share of the study firmh®at N5
profit after tax is earned by the shareholders. el@v the minimum value of ROA and EPS is -0.319 and
0.948 which attributes to the losses incurred lniefoil plc and eternal oil plc. The mean of therstherm debts

is 0.745 (74.5) percent of the total equity, meéathe long term debts is 0.095 (9.5) percent andmmf the
total debt is 5.274 (52.7) percent of the totaliggduring the period: this result show that abbtpercent of
the total assets of the oil and gas companiesgenii are financed by debt.

The ratio of short term debt is 74 percent of te@lity while the ratio of long term debt is jusb Percent of
total equity which shows that the companies indheand gas sector mainly use short term debtrtarite it
operations and is less dependent on long term déi®.significant dependence of Nigerian compaoieghe
short term debt instead of long term dent coulddbe the absence of proper or an established pdblit
market.

The minimum and maximum value of ROA is -0.319 &695, this means that for every one hundred naira
worth of net investment, the industry had at wonsitde a loss of N31.9 and had at best earned amaxiof
N59.5. On the other hand, the minimum and maximatoevof EPS is -0.947 and 16.013 which indicaté aha
every one ordinary share issued the industry hadoast made a loss of N0.947 and had at best eaned
maximum of N16.013.

REGRESSION RESULT AND DISCUSSIONS

This section presents the regression results ofd#pendent variables (ROA and EPS) and the indepénd
variables of the study. This is followed by the lgais and interpretation of the association betwéen
variables individually and jointly. A multiple lirse regression model was used to test the resegpdiheses at
5% level of significance (95% confidence level.

Table 4.3: Regression Results

Model 1 Model 2
Constant -2.430*** -2.550**
(-0.933) (-19.807)
0.018 0.013
STD -0.040 0.820
(-0.004) (1.483)
0.969 0.418
LTD -1.160 -1.030
(-0.333) (-6.002)
0.252 0.308
TD -1.000 -1.940**
(0.003) (-1.119)
0.323 0.056
FSIZE 2.630*** 3.160***
(0.052) (1.269)
0.001 0.002
TAG 2.570** 3.610
(0.473) (13.450)
0.012 0.001
R-square: within 0.209 0.218
between 0.592 0.214
overall 0.219 0.287
F- value 3.480*** 5.170%***
P- value 0.0076 0.0005

Source: Authors’ Compilation, generated using STATA
*** and ** indicate 1% and 5% significant levels respectively while in parenthesis is the coefficienbn top is the t- stat. and under
is the p- value.
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The table above shows the regression result fromheirib which explained the association between ST,

TD and ROA. The result indicates a negative refetigp between STD, LTD and ROA and also a negative
relationship between TD and ROA. This means areame in STD and LTD by one will reduce ROA by 0.4%
and 33% respectively while a unit change in TD waiflo reduce ROA by 0.3%ZR 21% which indicates the
variation in financial performance that is explalnby the capital structure, as 79% of the variatisn
attributable to factors outside this study.

Hypothesis 1 predicts there is no significant fetahip between capital structure and ROA of lidieahs in
the Nigerian Oil and Gas Industry which is in liwéh the first objective of the study. From the uksf the
analysis the F-statistics is 3.480 while the P-&aki0.0076 which is significant at 1 percent. Ef@re this
provides evidence for rejecting the null hypothesisl concludes that there is significant relatigméietween
capital structure and ROA of listed firms in thegBiiian Oil and Gas Industry.

The table also represents the result of regredson model 2 which explain the relationship betweerD,
LTD, TD and EPS. The result indicates a negatiVatimship between LTD, TD and EPS while a positive
relationship exit between STD and EPS. This meansmerease in LTD and TD by one will reduce EPS by
0.2% and 111% respectively while a unit change D Svill increase EPS by 148%. R-square is 28% which
means 72% of the variation in financial performaiscattributable to factors outside this study.

The null hypothesis which states that capital $tmgcdoes not significantly affect firm performang®es is
rejected for STD, LTD and TD because from the asialyhe F-statistics is 5.170 while the P-valu8.3005
which is significant at 1 percent. The findingstbifs study is consistent with Siddiqui and Sho&R0)07);
Onaolapo and Kajola, (2010) and Pratheepkanth,1(201

CONCLUSION AND RECOMMENDATIONS

This study examines the impact of capital structumefirm performance. Base on the selected sanfpled
and using capital structure indicators like STDDLAnd TD as well as ROA and EPS as performanceaialis
reveals that there is a negative and significaatiomship between capital structure and firm pemiance. The
study concludes that capital structure represebyeshort-term debt to total equity (STD), long-ntedebts to
total equity (LTD) and total debt to total equifyY) is a major determinant of firm financial penfeeince.
Although, the study has found statistically sigrafit relationship between capital structure andnfomel
performance, the study recommends that managerddshe careful while using debt as a source ofritea
since a negative relationship exist between théalagiructure and performance variables usedimrgsearch.
They should try to finance their activities withaimed earnings and use debt as a last optionpgosed by the
pecking order theory.
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