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Abstract 

This study examines the determinants of capital structure in Oil and Gas firms listed on Karachi Stock Exchange of 

Pakistan on a data for the period of 2006 to 2011. Multiple regression technique is used to analyze the relationship 

between dependent variable (Leverage) and independent variables (Firm Size, Tangibility of Assets, Profitability, and 

Sales Growth). It is concluded that all the independent variables have significant impact on the balance of leverage. It 

is concludes that firm size, tangibility of assets and profitability having positive relationship with leverage. On the 

other hand sales growth has negative relationship with leverage. It is recommended that policy makers should focus 

on these determinants when making any decisions regarding capital structure. 

KEYWORDS: CAPITAL STRUCTURE, LEVERAGE, TANGIBILITY OF ASSETS, SALES GROWTH, 

REGRESSION. 
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 1.  Introduction 

Capital structure refers to the different options used by a firm in financing its assets. The capital structure of a 

company is a particular combination of debt, equity and further sources of finance that it uses to fund its long-term 

asset. The key partition in capital structure is between debt and equity. The proportion of debt funding is measured by 

gearing or leverages. There are different factors that affect a firm's capital structure, and a firm should challenge to 

determine what its best, or best, mix of financing.  

But determining the precise optimal capital structure is not a science, so after analyzing a number of factors, firms 

establish a target capital structure which it believes is most favorable. Capital structure policy also involves a trade 

off between risk and return. By means of more debt raise the risks in the firm's income flow, but a higher quantity of 

debt normally leads to a higher expected rate of return and the higher risk associated with greater debt tends to lower 

the stock's price. At the same time, however, the higher expected rate of return makes the stock more attractive to 

investors, which, in turn, in the end increases the stock's price. Consequently, the optimal capital structure is the one 

that strikes a balance between risk and return to attain our ultimate goal of maximizing the stock prices. 

Capital structure is fundamentally permanent long term financing of a firm. Although there has been abundance of 

research focusing on the most important determinants of capital structure, there is still deviation regarding which 

factors significantly affect a firm's capital structure. This study supplements the work of Attaullah Shah and Tahir 

Hijazion determinants of capital structure by using the latest data, increased numbers of variables and with sector 

wise analysis. This study attempts to analyze determinants of capital structure in a systemic manner and provides 

practical and appropriate guideline for any one who wants to have approaching of the topic. Research introduces the 

main determinants of capital structure and their influencing factors. In general, it covers each and every aspect of the 

area under discussion but particularly it is associated to capital structure of oil and gas firms listed in Karachi stock 

exchange and their financing decision making. It explores a multiplicity of factors that manipulate the determinants of 

capital structure and direct the financial decision taken by the manager as well the achievement or the disappointment 

to these decisions. 

2. Literature Review 

A lot of research has been done in this area. Different researchers have set different criteria’s for the determination of 

capital structure and firm profitability. Different researcher use different variables or tools for searching in this field. 

This study shows that: The theory of capital structure and its relationship with the market value of firm is very 

controversial in corporate finance because some analyst thought that capital structure can increase firm value by 

decreasing cost of capital. Some have opposite suggestion just like (Miller and Modigliani, 1963) both refer NOI 

approach which shows no relationship of capital structure with firm’s value but this is applicable under very restricted 

conditions. They demonstrate and finally conclude that the “capital structure is irrelevance” in a perfect financial 

market, considering no-tax case in the “pie model”, Firms value determined through its real asset not by the capital 

structure (Hatfield, Cheng and Davidson, 1994).These restrictive conditions do not apply in real world. In real world 

amount of leverage in capital structure reduce agency conflict among managers and shareholders and have a great 

impact on market value of firm.  

Optimal capital structure means to find the right mix of long-term funds that minimizes the costs of capital and 

maximizes the value of the organization (Eldomiaty and Ismail, 2009). Capital structure is the choice between right 

proportion of debt and equity that will maximize the shareholder wealth. WACC is used to define cost of capital, 

minimum cost of capital lead to maximize the value of firm (Khatab, Masood, Zaman, Saleem, 2011). Higher debt 

value increases the risk factor for low growth firms. In the second seminal paper on corporate capital structure, 

(Modigliani and Mill, 1963) show that firm value is an increasing function of leverage due to the tax deductibility of 

interest payments at the corporate level (Anup and Pual,2010). Debt provides tax shield benefit to firms.  Some mixes 

of shares relating to debt, dividend and capital directly adds value to the company (Ateeq, Ramiz and Raoof, 

2010).Firms have increased their level of debt relative to their profit. Firms that have lower debt have more value as 

compare to high debt. Firm can maximize its value by choosing low debt or zero debt (Psillaki and Daskalakis, 2009) 

so debt has positive and negative impact on value of the firm.  Debt financing can cause over investment as well 

under investment problem, so an optimum capital structure can reduce these problems. 
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 Capital structure of firm can be explained by two major theories: 

Trade-off theory 

According to trade off theory an optimal capital structure can be derived from the balance between the costs of debt 

against the benefits of debt. Debt financing provide tax shield and reduce agency cost (Hutchinson, 1993). 

Pecking order theory 

Pecking order theory try to generate ideas that firm will use hierarchy of financing. Firstly, they will tend to use 

internal funds, otherwise, if it does not fulfill the requirement, they will finance with external funds with debt 

(Hutchinson, 1993). 

Profitability and liquidity of firm are represented by cash conversion efficiency, income to total assets and income to 

sales (Roper, 1999; Joh, 2001). Profitability and liquidity of firm are represented by cash conversion efficiency, 

income to total assets and income to sales and income to total equity (AMATO and WILDER, 1995). Profitability of 

firm has linkages with market position and performance (Kwon, Yin and Han, 2006). Firm profitability includes firm 

attributes such as financial structure, size, market share, and business strategy, and these attributes affect firm market 

value (Banker, Chang and Majumdar, 1993). The nature of the relationship between firm value and profitability is an 

important issue that may shed some light on the factors that maximize profits (Nordheim and Russell, 2003). High 

profitability has positive impact on market value of firm while low profitability leads the firm’s share price even 

below its face value which put a bad effect on the value of firm in the market. 

(Nor Edi and Mohd Saad, 2010; Warusawitharana, 2007) investigated that the market value of firm means what is the 

value of firms stocks and debt in the market. Either it is more than its face value or less than (Gupta, Kennedy and 

Weaver, 2009). Market value of stocks determined wealth of share holders if the value of stocks in market more than 

its face value it increase the wealth of share holders. It directly related with firms profitability and capital structure of 

firm and firm performance (Calcagnini and Iacobucci, 1996). Market value of stocks determined wealth of share 

holders if the value of stocks in markets more than its face value it increase the wealth of share holders (Anup and 

Pual, 2010).The essence of financial management is maximization of shareholder value. Value creation is the 

objective of any manager. This objective is reached when the investments of company yield more than the return 

required by providers of funds. The value of a business based on the expectation about the present value of all the 

expected future cash flows to be generated by the assets, discounted at the company’s (WACC) weighted average 

cost of capital (Chittenden, Hall and Hutchinson, 1995).  It show that the cost of capital has direct impact on value of 

firm minimum cost lead to maximize the share holder value. (Michaelas, Chittenden and Poutziouris, 1998).In the 

context of securities, market value is often different from book value because the market takes into account future 

growth potential (Adeyemi, Fagbemi, 2010). Most investors who use fundamental analysis to pick stocks look at a 

company's market value and then determine whether or not the market value is adequate or if it's undervalued in 

comparison to its book value, net assets or some other measure (Khatab, Masood, Zaman, Saleem, Saleem, 2011). 

Global studies comparing differences in the capital structure between countries started to appear only during the last 

decade. Near the beginning investigation of seven superior developed countries is performed by Rajan and Zingales 

(1995). They argue that although common firm specific factor considerably influence the capital structure of firm’s 

across countries, several country specific factors also play an important role. Institutional differences between 

developed and developing countries explain a great portion of the discrepancy in the use of long-term debt. They also 

observe that some institutional factors in developing countries influence the leverage of large and small firms 

differently. Several recent studies on the field have indicated that yet among developed economies like the U.S. and 

European countries, the financing policies and managers’ behavior are influenced by the institutional environment 

and international operations.  

3. Data and Methodology 

A sample of  twelve Oil and Gas companies listed on Karachi Stock Exchange is selected for this study on the basis 

of non- probability, convenient sampling technique. The study contains six years data of different variables from 

2006-2011 to examine the relationship. The study only uses secondary data of the selected firms. The selection of the 



      ijcrb.webs.com 

      INTERDISCIPLINARY JOURNAL OF CONTEMPORARY RESEARCH IN BUSINESS 

COPY RIGHT © 2013  Institute of Interdisciplinary Business Research                               228 

 
 

JANUARY 2013 

VOL 4, NO 9 

 variables is based on previous relative empirical and descriptive studies.  Growth, size, tangibility and firm 

profitability are taken as independent variables while market value of firm (leverage) is used as dependent variable in 

the contemporary work.   

3.1 Theoretical Framework 

 

 

 

 

 

 

 

3.2 Measurement of variables 

The dependent variable in this research study is leverage ratio which is total debt divided by total asset of the firm. 

And the explanatory independent variables of this study are profitability, asset tangibility, growth, firm size: 

3.2.1 Tangibility 

Asset tangibility means any asset of a company that exist physically .Asset tangibility of a firm is measured by 

expected assets. Asset values repeatedly fall sharply once assets are placed slight of the firm. When this happens, 

investors have less incentive to impose their right to settle or reorganize the firm Instead; they may allow an 

underperforming business to carry on and may even performance it under its current management. The problem that 

this creates is that firm insiders then have fewer incentives to implement value enhancing policies. Continuation is 

less likely to occur, however, when assets can fetch high values outside of the firm. Tangibility of assets can be 

measured by the following equation: 

Tangibility =Total gross fixed assets/Total asset 

3.2.2 Profitability 

Profitability of a firm can be measured by return on assets. Profitability is used as a measurement for firm value 

because it evaluates the efficiency with which plant, equipment, and current assets are transformed into profit.  These 

variables are determined with following equations: 

Return on Assets= Net Income/ Total Assets 

(Nor Edi and Mohd Saad, 2010; Warusawitharana, 2007; Nordheim and Russell, 2003). 

3.2.3 Growth 

Growth is the percentage of change in firm’s asset in comparison with the previous year. Growth is measured by: 

Growth=Annual percentage change in total assets. 

 

Tangibility 

 

Profitability 

 
Growth 
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 3.2.4 Size 

Firm size was measured by natural logarithm of firms’ assets. Size is measured by: 

Size=Log of sales 

3.2.5 Leverage 

The dependent variable of this research study is book value of leverage ratio. Leverage is measured by: 

Leverage = Total Debt/ Total Assets 

3.3 Regression Analysis 

This study use panel data regression analysis. The panel data analysis facilitates investigation of cross-sectional and 

time series data. We use the pooled regression kind of panel data analysis. The pooled regression also called the 

constant coefficients model is one somewhere together intercept and slope are constant. The cross section company 

data and time series data be pooled together in a single line assuming that there is no important cross section or 

temporal effects.   

3.4 Regression Equation 

(Leverage ratio) = β0 + β1 (Profitability) i + β2 (Asset Tangibility) i + β3 (Growth) i + β4 (Firm Size) i + εi  

3.5 Hypothesis 

This research is based on the following hypothesis that clearly defines the research measure. The four alternative 

hypothesis are; 

Hypothesis 1: A firm with higher percentage of fixed assets will have a higher debt ratio. 

Hypothesis 2: There is a negative relationship between size and leverage of the firm. 

Hypothesis 3: Firms with a higher growth rate will have higher leverage 

Hypothesis 4: Firms with higher profitability with have lesser leverage 

4. Data Analysis and Interpretation 

4.1 Descriptive statistics 

Descriptive statistics analysis was used to find out the central tendency & variations of the data.  Table 4.1 shows that 

total number of observation is 72. Tangibility has a minimum value of 0.03, maximum value of 5.24, mean value of 

0.5125 and standard deviation of 0.85370. Size has a minimum value of 0.15, maximum value of 763.39, mean value 

of 39.3926 and standard deviation of 91.23387. Growth has a minimum value of 0.00, maximum value of 20.79, 

mean value of 2.7296 and standard deviation of 4.90436. Profitability has a minimum value of 0.00, maximum value 

of .64, mean value of .1760and standard deviation of 16706. Leverage has a minimum value of 0.15, maximum value 

of 1550.09, mean value of 60.9005 and standard deviation of 199.94974.  
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 Table 4.1 Descriptive Statistics 

Descriptive Statistics 

 N Minimum Maximum Mean Std. Deviation 

Tangibility 72 .03 5.24 .5125 .85370 

Size 72 .15 763.39 39.3926 91.23387 

Growth 72 .00 20.79 2.7296 4.90436 

Profitability 72 .00 .64 .1760 .16706 

Leverage 72 .15 1550.09 60.9005 199.94974 

Valid N (list wise) 72     

 

4.2 Correlation 

Correlation analysis identified the direction and strength of the relationship between all understudy variables. A table 

4.2 shows that there exists positive relationship of size and growth with tangibility and the strength of this 

relationship is 3% and 3.1%.  There exists negative relationship of profitability and leverage and the weaknesses are -

14% and -15%. Growth, profitability and leverage are positively related with the size and the strength of this 

relationship is 43.1%, 1.3% and 41%. Profitability is -6.4% negatively correlated with growth and leverage is 14.8% 

positively correlated with growth. And there exist -8.9% negatively correlation between leverage and profitability. 

All the relationships are significant at 1% level of significance for two tailed test. 

Table 4.2 Correlation 

 Tangibility Size Growth Profitability Leverage 

Tangibility 1     

Size .003 1    

Growth .031 .431
**

 1   

Profitability -.140 .013 -.064 1  

Leverage -.015 .410
**

 .148 -.089 1 

**. Correlation is significant at the 0.01 level (2-tailed).  

 

4.3 Regression Analysis 

This study uses panel data regression analysis of cross-sectional and time series data. It is called the constant 

coefficients model, is one where both intercepts and slopes are assumed constant. The cross section data and time 

series data are pooled together in a single column assuming that there is no significant cross section or temporal 

effects. 

Regression procedures are used to obtain statistically established causal relationships between Dependent and 

independent variables. This is multi-step technique. Regression is also called OLS (Ordinary Least Squares). The 

dependent variable is that whose values we are trying to predict (or whose dependence on the independent 

variables is being studied). It is also referred to as the "Explained" or "Endogenous” variable, or as the 

"Regressed.” The values of the independent variables are not being explained/determined by the model - thus, 

they are” independent" of the model. The independent variables are also called "Explanatory" or” Exogenous" 

variables.  
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 Simple linear Regression is based on the slope-intercept equation of a line. This equation is given as 

Y=ax + b 

Where “a” is the slop of the line and “b” the y intercept of the line. 

The straight line regression model with respect to population parameters β0 and β1 can be given as  

Yi = β0 + β1xi 

Where, β0 is the population y intercept which represent the average value of the dependent variable when x=0. 

And β1 is the slope of the regression line which indicates expected change in the value of y per unit change in the 

value of x. 

Table 4.3 shows the regression analysis model summary. Table 4.4 shows the result of ANOVA and table 4.5 

shows the value of Coefficients. 

TABLE 4.3 Regression Analysis Model Summary 

Model R 

R 

Square 

Adjusted R 

Square 

Std. Error of the 

Estimate 

1 .424
a
 .180 .131 186.40643 

a. Predictors: (Constant), Profitability, Size, Tangibility, Growth. 

 

Table 4.4 ANOVA
b
 

Model Sum of 

Squares df 

Mean 

Square F 

1 Regression 510499.855 4 127624.964 3.673 

Residual 2328072.828 67 34747.356  

Total 2838572.684 71   

a. Predictors: (Constant), Profitability, Size, Tangibility, Growth 

b. b. Dependent Variable: Leverage 

 

 

Table 4.5 Coefficients
a
 

Model 

Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. B 

Std. 

Error Beta 

1 (Constant) 53.518 38.729  1.382 .172 

Tangibility -6.829 26.180 -.029 -.261 .795 

Size .943 .269 .430 3.507 .001 

Growth -1.757 5.016 -.043 -.350 .727 

Profitability -122.085 134.125 -.102 -.910 .366 

a. Dependent Variable: Leverage    

Table 4.5 reveals the Parameter Estimations of each variable which provide source for developing regression model; 

it shows value of constant (ά), Values of Coefficients (β) along with its  value of Adjusted R
2
, Model significance . 
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 These values of Coefficients (β) indicating the contribution of each Predictor to the model. The parameter estimates 

are analyzed at 95% confidence interval. 

Table 4.3  shows the summary output for the regression analysis. The R2 shows that the variations in the dependent 

variable (Lev) are explained by the variations in the given four independent variables. The Adjusted R2 is slightly 

below the R2. The F-statistics shows the validity of the model as its 186.40643 value which is mentioned above. 

Analyzing the results for the sound effects of independent variable on dependent variable, we get that asset tangibility 

is positively correlated with leverage. This confirm our hypothesis regarding tangibility of assets and too confirms to 

the Meckling (1976) and Myers (1977) description of trade-off theory that debt level should increase with more fixed 

tangible assets on balance sheet.  On the other hand, we do not find a lot confirmation that this relationship is 

statistically important.  

Size (SZ) is positively correlated with leverage. These suggest that large firms in Pakistan borrow more and small 

firms are fearful of more debt. These contradict to earlier hypothesis about the size of the firm that large firms will 

have lower level of leverage. This  confirms to the bankruptcy cost theory on leverage that fixed direct costs of 

bankruptcy constitute a smaller portion of the total value of the firm thus larger firms will not hesitate to take more 

debt because of fear of bankruptcy. At the same time, the results contradict to the Rajan and Zingales (1995) view of 

less asymmetric information about large firms suggesting that new equity issue will not be under priced and thus 

large firms will issue more equity.  

Growth is negatively related to leverage. This suggests that growing firms in Pakistan use more of equity and less 

debt to finance the new investment opportunities. This confirms to our earlier hypothesis about growth opportunities. 

This also supports the simple description of pecking organize theory that advocate growing firms will  option first to 

the internally generated funds for satisfying their financing needs. On the other hand, this does not hold up the 

comprehensive version of pecking order theory that suggests that internally generated funds may not be sufficient for 

a growing firms and next option for such firm would be to use debt financing. One explanation for low level of 

leverage for growing a firm may be that a growing firm is measured to be uncertain in conditions of the new 

investment opportunities it embark upon. These opportunities will be more risky if the firm expands itself to more 

new and diversifiable lines of business. To moderate the investment risk, the firm will not suppose more financial risk 

and will use the option of justice financing. All the independent variables selected for this study, profitability has 

twist out to be the most statistically major determinant of capital structure in the perspective of Pakistan.  

Profitability is negatively correlated with income. This suggests that a profitable firm in Pakistan uses more of equity 

and less debt. These wire the pecking order theory and also approve our earlier hypothesis about profitability.   

LEV = 53.518 -122.085 (Profitability) - 6.829 (Asset Tangibility) i - 1.757   + .943 (Firm Size)  

5. Conclusion 

This study examines the determinants of capital structure in Oil and Gas firms of Pakistan on a data for the period of 

2006 to 2011. Many regression techniques are used to analyze the relationship between dependent variable 

(Leverage) and independent variables (Firm Size, Tangibility of Assets, Profitability, and Sales Growth). It is done all 

independent variables have significant impact on the balance of leverage. It is concludes that firm size, tangibility of 

assets and profitability having positive relationship with leverage. On the other hand sales growth has negative 

relationship with leverage.  

It is suggest that internally generated funds may not be sufficient for growing firms and debt financing may be the 

only option for further growth. Tangibility is significantly related to debt. In Pakistan, where court process is slow 

and accounting profits do not reflect a true depiction of firm performance, creditors wish the security of specific 

claim on fixed assets high ratio of intangible assets causes hurdle to borrow long term debt because intangible assets 

cannot be collateralized this reason shows negative relation between growth opportunities and leverage. Size has a 

positive coefficient it means that firms in the sample do not consider their sizes as an active variable in deciding the 

leverage level. Size gives a proportional advantage of lower asymmetric information. For profitability we attained a 



      ijcrb.webs.com 

      INTERDISCIPLINARY JOURNAL OF CONTEMPORARY RESEARCH IN BUSINESS 

COPY RIGHT © 2013  Institute of Interdisciplinary Business Research                               233 

 
 

JANUARY 2013 

VOL 4, NO 9 

 positive relation that supports Pecking order theory. The results suggest that more profitable firms do not often 

finance their investments by debt source in textile sector of Pakistan. More profitable firms lean to issue more debt 

and repurchase equity. Less profitable firms tend to do the overturn. Firm size also matters. Larger firms tend to be 

more active in the debt markets while smaller firms tend to be moderately more active in the equity markets. 
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