ISSN:: 2362-1303 (Paper) | eISSN: 2362-1311(Online)

JOURNAL OF ADVANCED ACADEMIC RESEARCH (JAAR)  July 2015

Determinants of Profitability in Nepal Oil Corporation

Ghanshyam Prasad Shah'&Prof. Dr. Radhe Shyam Pradhan®
'PhD Scholar, Mewar University, Chittorgarh, Rajasthan, India
? Professor (Management Faculty), Tribuvan University, Nepal

Corresponding Author
Ghanshyam Prasad Shah
ghanshyampd.shah@gmail.com

ABSTRACT

Profitability is the primary goal of all business organization. Without profitability the business
will not survive in the long run. So measuring current and past profitability is very important.
Profitability is measured by income and expenses where as income is generated from the
activities of the business. This study aims to analyze the microeconomic and macroeconomic
factors of profitability in the context of Nepal Oil Corporation. Regression analysis was used to
determine the determinants of profitability. The results showed that operating cost and interest
rate have a negative impact on profitability where as Gross domestic product, Inflation and
size have a positive impact on profitability. This implies that the profitability of Nepal Oil
Corporation depends on macroeconomic factors and microeconomic factors. The positive
relationship between gross domestic product and profitability is in line with theory. Thus
government policies on employment and investments should be intensified to increase the
profitability of Oil Corporation. Inflation seemed to have been a positive influence on
profitability; high inflation may generally be undesirable. The result suggests that probably the
managers are accurately predicting inflation and are able to adjust their lending rates
accordingly. Low inflationary regimes create stable economy and a congenial investment
climate for business, enabling businesses to pursue long term project critical to their survival
and growth.
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1. INTRODUCTION
Oil Corporation performs key functions in economy such as providing a payment mechanism,
matching supply and demand, providing markets transparency, performing risk transfer and
risk management functions. Therefore, Oil Corporation plays a crucial role in the operation of

economy. During the last decades, the oil corporation all around the world has experienced
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some profound changes, as innovations in technology and the predictable forces driving
globalization which creates both opportunities for growth and challenges for Oil Corporation to
remain profitable in this increasingly competitive environment. These major transformations in
environment, resulting in significant impacts on its performance.

The profitability of Oil Corporation is of great importance on its future operating activities. The
financial performance of any institution cannot be found without analyzing its financial
statements. Financial statements play a major role in a fundamental approach to security
analysis. Among the items of potential interest to the analysis, financial ratios are the key parts
of financial statements. The first thing to know about the financial performance is the
profitability before turning to the debt and liquidity analysis. The ability of financial institutions
is to produce dividends and capital gains in the future is what gives stock its value. The ability
to make timely interest payments does not compare with the ability of a firm to be profitable.
However, once the firm’s profitability has been assessed, then financial institutions can meet
their current and future obligations (Haim and Post, 2005).

Profitability is the primary goal of all business ventures. Without profitability the business will
not survive in the long run. So measuring current and past profitability is very important.
Profitability is measured by income and expenses. Income is generated from the activities of
the business. A business that is highly profitable has the ability to reward its owners with a
large return on investment (Waweru&Kalani, 2009).

Profitability is necessary for Oil Corporation to maintain ongoing activity and for its
shareholders to obtain fair returns. Thereby, both external and internal factors have been
affecting the profitability of Oil Corporation over time. Internal factors of Oil Corporation
profitability can be defined as factors that are influenced by a Corporation’s management
decisions. Such management effects will definitely affect the operating results of Corporation.
External determinants of profitability are factors that are beyond the control of a management.
They represent events outside the influence of the Corporation. Therefore, the determinants of
Oil Corporation performance have attracted the interest of academic research as well as of Oil
Corporation management and government regulators. Thus, research on the Qil Corporation
system and profitability has been important for policy implications, which makes it interesting
to study.

Operating costs of a Corporation as a percentage of its profits are expected to have a negative
correlation with profitability. The level of operating expenses is viewed as an indicator of the
management’s efficiency. Pasiouras and Kosmidou (2007) in their study of European Union
countries conclude that operating costs have a negative effect on profit measures. The inclusion
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of Corporation expenses into the profitability is also supported by Bourke (1989) and
Molyneux and Thorton (1992) who find a link between profitability and expense management.

Another group of variables impacting profitability are macroeconomic control  variables such
as gross domestic product, interest rates and inflation. Gross domestic product is one of the
most common measures of the total economic activity within a country. The growth of gross
domestic product has significant positive effect on the profitability of the financial sector.
Inflation is often cited to be a significant determinant of bank profitability. Among studies that
find a significant positive relationship between inflation and bank earnings are those conducted
by Molyneux and Thorton (1992) and Bourke (1989).Flamini et al (2009) noted that if high
returns are the consequence of market power, this implies some degree of inefficiency in the
provision of financial services. According to Staikouras and Wood (2003), macroeconomic
indicators such as variability of interest rate, growth of gross domestic product had a negative
impact on profitability.

Despite these profound studies on profitability, a review of empirical research had been done
to analyze the determinants of profitability of Nepal Oil Corporation and this is the gap in
which this study intended to fill. The concern of this study therefore was to identify the macro
economic factors and micro economic factors affecting performance in Nepal Oil Corporation.
The study is of utmost relevance as it addresses what are the determinants of profitability and
the findings would serve as the basis to provide policy measures to the various stakeholders on
which factor to focus to tackle the effect of profitability. Relating with the various issues to the
determinants of profitability, a number of research questions are raised: What are the internal
and external factors of profitability of Nepal Oil Corporation?Does operating cost affect the
profitability of Nepal Oil Corporation?

The main objective of the study was to examine the determinants of profitability of Nepal oil
Corporation.

In literature, the determinants of profitability are empirically well explored although the
definition of profitability varies among studies. Thereby, the bank profitability, typically
measured by the return on assets (ROA) and/or the return on equity after tax (ROE), is usually
expressed as a function of internal and external determinants. The majority of studies on
profitability, such as Short (1979), Bourke (1989), Molyneux and Thornton (1992), Demirguc-
Kunt and Huizinga (2000) and Goddard et al. (2004), use linear models to estimate the impact
of various factors that may be important in explaining profits. Short (1979) and Bourke (1989)
provided the first studies on bank profitability. Some subsequent studies aimed at explaining
bank profitability in a single country were done by Guru et al. (1999), Naceur (2003),
Athanasoglou et al. (2005), Kosmidou (2006), Vong and Chan (2006), Garcia-Herrero et al.
(2007), Ramlall (2009), Davydenko (2010).
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Other studies aim at analyzing profitability in groups of countries: Molyneux and Thorton
(1992) were the first to investigate a multi-country setting by examining the determinants of
bank profitability for a panel of European countries, followed by Staikouras and Wood (2003),
analyze the performance of a sample of banks operating in 13 European countries and
Pasiouras and Kosmidou (2007) who studied the factors influencing the profitability of
domestic and foreign banks in the European Union. Other multi-country studies include
Demirguc-Kunt and Huizinga (1999) investigate the determinants of bank interest margins
using bank-level data for 80 countries in the years by consider a comprehensive set of bank
specific characteristics, as well as macroeconomic conditions, taxation, regulations, financial
structure and legal indicators. Goddard et al. (2004) used panel and cross-sectional regressions
to estimate growth and profit models for a sample of almost 600 banks from five European
Union countries over the period 1992-1998. Flamini et al. (2009) have used a sample of 389
banks in 41 Sub-Saharan Africa countries to study the determinants of bank profitability.

There are common factors/determinants influencing profitability identified by several
researchers such as cost, size, capital, risks as internal factors/Bank-specific determinants. Size
is generally used to capture potential economies or diseconomies of scale in the Corporation
sector. This variable controls for cost differences and product and risk diversification according
to the size of the credit institution. The impact of a size on its profitability is not uniform. Short
(1979) goes further by claiming that size has a positive influence on profitability through
lowering the cost of raising capital for big Corporation. Later, studies by Flamini et al. (2009)
support the proposition that increasing a Corporation’s size positively affects profitability and
actively diversification by private ownership. However, there is no consensus in the literature
on whether an increase in size provides economies of scale to banks. Operating costs of a
Corporation as a percentage of its profits are expected to have a negative correlation with
profitability. In the literature, the level of operating expenses is viewed as an indicator of the
management’s efficiency. The inclusion of expenses into the profitability is also supported by
Bourke (1989) and Molyneux and Thorton (1992) who find a link between profitability and
expense management. Various studies suggest that Corporation with higher levels of capital
perform better than their undercapitalized peers.

Macroeconomic determinants impacting profitability are macroeconomic control variables
such as gross domestic product, interest rates and inflation. gross domestic product is one of
the most common measures of the total economic activity within a country. The growth of
gross domestic product has significant positive effect on the profitability of the financial sector.
Inflation is often cited to be a significant determinant of profitability. Among studies that find a
significant positive relationship between inflation and earnings are those conducted by
Molyneux and Thorton (1992) and Bourke (1989).Flamini et al (2009) noted that if high returns
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are the consequence of market power, this implies some degree of inefficiency in the provision
of financial services. According to Staikouras and Wood (2003), macroeconomic indicators
such as variability of interest rate, growth of gross domestic product had a negative impact on
profitability.

2. METHOD

This study adopts descriptive and causal comparative research designs to deal with the
fundamental issues associated with the impact of bank specific and macro-economic variables
on profitability of Nepal Oil Corporation. The descriptive research design will be adopted for
fact-finding and gathering adequate information about bank specific and macro-economic
factors affecting profitability. Besides, an effort is made to describe the nature of pooled
profitability of Nepal Oil Corporation during 2004 to 2014 using descriptive statistics with
respect to firm specific and macro-economic variables This study is also based on causal
comparative research design to ascertain and understand the directions, magnitudes and forms
of observed relationship of determinants of profitability of Nepal Oil Corporation.

Based on the brief literature review on the determinants of profitability of the Nepal Oil
Corporation are influenced by several variables and among them bank specific, macro-
economic are found to be important ones. The bank specific data consist of yearly observations
of return on assets, return on equity, size, and operating cost. Nepal Oil Corporation publishes
various reports including profit and loss account, income statement and balance-sheet of the
Nepal Oil Corporation. The necessary data related to bank specific variables are collected from
these reports. Other data related to macro-economic variables are collected from economic
survey published by ministry of finance, Government of Nepal. Financial structure related
variables are collected from the financial statements of the banks and economic survey and
necessary calculation will also be made. The study is based on the pooled OLS of Nepal Oil
Corporation.

The method of secondary data analysis in this study consists of econometric models including
several statistical tests of significance. Econometrics model consists of pooled OLS. The study
has also used descriptive statistics, correlation analysis and the statistical tests. The details of
models and statistical test of significance have been presented in the following sections.

In this study, econometrics models are used to describe the various components of profitability
of Nepal Oil Corporation. Pooled OLS was used to measure various component of profitability.
This study uses profitability as the dependent variable and gross domestic product, inflation,
interest rate, size, management efficiency, capital ratio, is taken as independent variables. This
basic test is used in this to regress dependent variable against independent variables.

Specification of the Model
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The following models are used to examine the association between the independent and
dependent variables of Nepal Oil Corporation.

Profitability;; = B0 + B;GROSS DOMESTIC PRODUCT;; + B2INFi; + BslRit + Ba LNTA;+
BsOCit + eit

3. RESULT AND DISCUSSIONS
As this study has employed descriptive research design, among others, descriptive statistics
have been used to describe the determinants of profitability during the study period. The
descriptive statistics used in this study consists of mean, standard deviation, and minimum and
maximum values associated with variables under consideration. Table 1 summarizes the
descriptive statistics of macroeconomic and microeconomic variables used in this study.

Table 1: Descriptive statistic of determinants of profitability
GDP INF IR LNTA oC ROA
N 11 11 11 11 11 11
Mean 4.3527 7.75 3.6427 | 22.4336 | 39.5173 | -6.8064
Std. Deviation 1.02039 2.479 2.50462 | .32091 | 7.41871 | 2.50376
Minimum 3.00 4 1.28 21.81 31.57 -42.21
Maximum 6.10 13 8.44 22.91 55.02 22.24

Note. Table 1presents the descriptive statistics — mean, minimum, maximum, and standard
deviation of microeconomic and macro-economic for the period of 2004-2014. All figures are
in percentage term.

Return on asset has mean value of -6.80, which is lowest as compared to that of other variables.
The standard deviation 2.50 and range 3.10 showed that there was lowest variability in the data
for the profitability measures. The bank size plays an important role to maintain the position of
a bank in the market. The size of Nepal Oil Corporation under this study has mean value of
22.43, and the maximum and minimum value of 22.91 and 21.81 respectively. But the standard
deviation value is 0.32 which show that Oil Corporation in Nepal have a small variation in their
total asset. Similarly the macroeconomic variables GROSS DOMESTIC PRODUCT, inflation
and interbank rate also raises from minimum 3, 4 and 1.28 to maximum 6.10, 13 and 8.44 with
a mean value of 4.35, 7.75 and 3.64 and standard deviation of 1.02, 2.4 and 2.5 respectively.

The correlation of the different variables used in this study also has been calculated and
presented in this section. This section therefore is devoted to explaining the direction and
magnitude of relationship among different pairs of these variables including. Table 2 presents
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the value of bivariate Pearson correlation coefficient between different pairs of variables of
sample firm during the period 2004/05 through 2014/15.

Table 2: Correlartion Coefficient of Determinants of Profitability

GDP INF IR LNTA oC ROA
GDP 1
INF 0.244 1
IR 0.222 0.38 1
LNTA 0.21 0.51 -0.17 1
oC -0.275 -0.338 0.11 0.59 1
ROA 0.22 0.54 -0.15 0.86”° -0.79 1
** Correlation is significant at 0.01 level (two tailed). *Correlation is significant at 0.01 level (two tailed)
Note. Table 2 presents bi-variate Pearson correlation coefficients among different microeconomic and macro-
economic variables. ROA refers to return on assets, size stands for log of total assets, Similarly, GDP presents
annual growth of gross domestic production, INF is inflation, and IR refers to interest rate.

From the table above, there was a positive correlation between return on assets GROSS
DOMESTIC PRODUCT, INF and IR and size whereas, there is negative correlation between
interest rate and return on assets and operating cost and return on assets. The highest correlation
of the independent variables to ROA is observed to be of size (r = 0.86) in context to Nepal Qil
Corporation while as lowest strength is of ROA and IR (r = -0.15).

Table No:3: Regression Results of Determinants of Profitability

Unstandardized Standardized
Model Coefficients Coefficients t Sig.
B Std. Error Beta
(Constant) -847.048 390.292 -2.170| .082
Gross Domestic Product -.736 3.966 -.030 -.186 | .860
1 INF 1.800 2.105 178 .855 | .432
IR -.832 1.868 -.083 -446 | 674
LNTA 39.691 17.171 .509 2.312 | .069
OoC -1.464 .639 -.434 -2.292| .071
a. Dependent Variable: ROA

The coefficient of Size is positively related to ROA with an estimate of 39.69 this implies that
an increase in size of a Oil Corporation leads to an increase in ROA by 39.69units. Operating
cost shows an inverse relationship with ROA having a negative coefficient of -1.46, this mean
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that an increase in the level of operating cost of the oil corporation lead to decrease in ROA.
Macroeconomic variables INF have a positive impact on profitability. This implies that an
increase in economic growth, increase in inflation of a country leads to increase in both
profitability measures.

4. CONCLUSION

This study empirically examined the determinants of profitability by NepalOil Corporation
over 2004 to 2014 periods. This study takes its importance from the numerous structural
changes in the Oil Corporation of Nepal that have exposed them to a number of risks and stated
important challenges for their stability.

Changes in economic policies, political changes and the goals of leading political parties also
influence the range of the investment credit. The preceding regression results allow shedding
some light on the key factor affecting profitability. The findings show that size, GROSS
DOMESTIC PRODUCT and INF have significant influence on profitability and operating cost
and IR were not significant with the profitability.

1. A healthy economy is a prerequisite for healthy system. Hence the positive relationship
between GROSS DOMESTIC PRODUCT and profitability is in line with theory. Thus
government policies on employment and investments should be intensified to increase
the profitability of Oil Corporation.

2. Although inflation seemed to have a positive influence on profitability, high inflation
may generally be undesirable. The result suggests that probably, managers are
accurately predicting inflation and are able to adjust their lending rates accordingly.
Low inflationary regimes create stable economy and a congenial investment climate for
business, enabling businesses to pursue long term project critical to their survival and
growth.

3. In context of Nepal, data scarcity is acute. Updated and complete data are limited due to
the manual securities data management system prevailing in the country.
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