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1. ABSTRACT

Operating cash flow (OCF) and net profit are two fundamental indicators of a company's financial health. While net
profit reflects accounting-based earnings after all expenses are deducted, operating cash flow represents the actual cash
generated from core business operations. This study examines the relationship between operating cash flow and net

profit in business organizations across a five-year period.

The study adopts a descriptive research design using secondary data sourced from company annual reports and audited
financial statements. Financial tools including correlation analysis, trend analysis, ratio analysis, and comparative
analysis are employed to evaluate the strength and direction of the relationship between these two variables.

The findings reveal that although net profit and operating cash flow often move in tandem, significant divergences occur
due to non-cash items, working capital changes, and accrual accounting adjustments. The study concludes that
businesses should monitor both metrics together for a comprehensive assessment of financial performance.

Keywords: Operating Cash Flow, Net Profit, Cash Flow Analysis, Financial Performance, Profitability, Accrual
Accounting, Working Capital.

2. INTRODUCTION

Financial analysis forms the cornerstone of strategic business decision-making. Among the many indicators of financial
health, operating cash flow (OCF) and net profit are considered among the most critical metrics that investors, analysts,
and management monitor closely. Each metric provides a unique lens through which the financial performance of an
organization can be assessed.

Net profit, often referred to as the bottom line, represents the residual income after deducting all costs, expenses, taxes,
and depreciation from total revenue. It is computed based on accrual accounting principles, which means revenues and
expenses are recognized when they are earned or incurred, regardless of when cash is actually received or paid.

Operating cash flow, in contrast, measures the cash generated by a company from its regular business operations. It
excludes investing and financing activities, focusing purely on the cash-generating ability of core operations. Unlike net
profit, OCF is not affected by non-cash items such as depreciation, amortization, or changes in accounting estimates.

Understanding the relationship between these two metrics is critical. A company may report high net profits but low or
negative operating cash flow, signalling potential earnings quality issues. Conversely, strong OCF alongside modest
profits can indicate healthy business fundamentals masked by accounting adjustments. This study explores these
dynamics through systematic financial analysis.
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Financial analysis plays a vital role in evaluating the efficiency and sustainability of a business organization. The
comparison between operating cash flow and net profit helps stakeholders understand whether a company’s reported
earnings are supported by actual cash generation. While net profit reflects the accounting profitability of a company,
operating cash flow reveals the real liquidity position required for day-to-day operations. Therefore, both measures
together provide a more comprehensive picture of financial performance.

In modern business environments, companies often face challenges in maintaining a balance between profitability and
liquidity. A firm may show impressive net profits in its financial statements but still experience cash shortages due to
delayed customer payments, excessive credit sales, or high working capital requirements. This situation can affect the
company’s ability to pay suppliers, employees, and other short-term obligations. Hence, analysing operating cash flow
alongside net profit becomes essential for effective financial management and decision-making.

The relationship between operating cash flow and net profit is also important for investors and creditors. Investors prefer
companies that generate stable cash flows because it indicates the firm’s capability to sustain operations and provide
future returns. Similarly, creditors assess operating cash flow to determine whether a company can repay loans and
interest on time. A strong positive relationship between cash flow and profitability generally reflects sound financial
health and efficient management practices.

3. NEED FOR THE STUDY

The need for this study arises from the growing complexity of financial reporting and the increasing importance of cash
flow analysis in evaluating corporate performance. Investors and stakeholders often place undue reliance on net profit
as the primary measure of success, overlooking the equally vital dimension of cash generation.

Several high-profile corporate failures have demonstrated that companies with seemingly strong profit figures can still
face severe liquidity crises due to poor cash management. This has underscored the necessity of examining operating
cash flow alongside net profit for a holistic view of financial health.

The study also responds to the need for a clearer understanding of how accrual adjustments, working capital movements,
and non-cash charges create divergences between net profit and cash flow. Management, investors, lenders, and
regulators can benefit from such insights when making decisions about capital allocation, creditworthiness, and
regulatory compliance.

4. STATEMENT OF THE PROBLEM

Many organizations present strong net profit figures in their financial statements, yet simultaneously struggle with
insufficient cash to meet day-to-day operational obligations. This paradox profitable yet cash-strapped is one of the most
misunderstood phenomena in corporate finance.

The central problem this study addresses is the disconnect between net profit and operating cash flow. Specifically, it
seeks to determine the nature, strength, and direction of the relationship between these two variables over a defined
period. It also investigates the primary reasons for divergence including depreciation charges, changes in receivables,
inventory build-up, and deferred revenue and their implications for financial decision-making.

The problem becomes more significant when companies rely heavily on accrual accounting methods that recognize
revenue before actual cash is received. Such practices may create a misleading impression of financial strength, causing
investors, creditors, and management to make inaccurate decisions based solely on profit figures. In many cases, poor
cash flow management can lead to liquidity crises, delayed payments, increased borrowing, and operational
inefficiencies despite the company reporting satisfactory profits. Therefore, there is a need to analyse the relationship
between operating cash flow and net profit to identify whether reported earnings truly reflect the company’s financial
stability and operational efficiency.
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5. Objectives of the Study

1. To examine the relationship between operating cash flow and net profit over a five-year period.
2. To analyse the factors causing divergence between operating cash flow and net profit.

3. To evaluate the trend of operating cash flow relative to net profit over time.

4. To assess the quality of reported earnings using cash flow metrics.

5. To suggest strategies for aligning cash flow performance with profit objectives.

6. SCOPE OF THE STUDY

This study covers a five-year period of financial data collected from the annual reports and audited financial statements
of selected business organizations. The analysis focuses exclusively on operating cash flow and net profit, excluding
investing and financing cash flows from its primary analysis.

The findings are relevant to financial analysts, investors, corporate managers, academicians, and students interested in
cash flow analysis and earnings quality assessment. The study does not cover cash flow projections or forecasting; rather,
it analyses historical relationships using established financial tools.

7. LITERATURE REVIEW

A substantial body of literature establishes that operating cash flow is a stronger predictor of long-term financial health
than net profit alone. Dechow et al. (1998) demonstrated that accrual-based profits can be manipulated, whereas cash
flows are more difficult to distort, making OCF a reliable quality-of-earnings indicator.

Barth et al. (2001) found that disaggregating earnings into cash flow and accrual components significantly enhances the
predictive power of financial analysis. Their research underscored that investors who incorporate cash flow data
alongside net profit make more accurate assessments of firm value.

Sloan (1996) in his seminal work identified the 'accrual anomaly,' demonstrating that firms with high accruals relative
to cash flows tended to show future earnings reversals. This research highlighted the importance of comparing net profit
with operating cash flow as a check on earnings sustainability.

In the Indian context, studies by Sharma and Wadhwa (2015) revealed that manufacturing sector companies frequently
exhibit divergence between OCF and net profit due to high working capital intensity and seasonal demand patterns.
They concluded that multi-year analysis is essential for drawing meaningful conclusions.

The literature consistently affirms that while net profit and operating cash flow are related, they are not interchangeable.
A comprehensive financial analysis must consider both metrics to form accurate conclusions about a company's financial
performance and sustainability.

8. THEORETICAL FRAMEWORK

The theoretical framework of this study is based on the concept that operating cash flow and net profit are two essential
indicators used to evaluate the financial performance of an organization. Net profit represents the earnings remaining
after deducting all expenses, taxes, and costs from total revenue, while operating cash flow measures the actual cash
generated from regular business operations. According to financial management theory, both profitability and liquidity
are important for the long-term survival and growth of a company. A business may earn profits on paper, but without
sufficient cash flow it may face difficulties in meeting operational obligations and maintaining business continuity.

This study also relies on accrual accounting theory, which explains the difference between net profit and cash flow.
Under accrual accounting, revenues and expenses are recorded when they are earned or incurred rather than when cash
is received or paid. As a result, net profit may not always reflect the real cash position of a company. Factors such as
depreciation, credit sales, inventory changes, and outstanding liabilities create variations between reported profit and
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operating cash flow. Therefore, analysing both measures together provides a clearer understanding of a company’s
financial efficiency and earnings quality.

Furthermore, the framework emphasizes the relationship between cash flow management and organizational
performance. Effective management of operating cash flow helps companies maintain liquidity, improve operational
efficiency, and reduce financial risk. Investors, creditors, and management use both operating cash flow and net profit
to make important decisions regarding investment, lending, and strategic planning. Hence, this theoretical framework
supports the idea that a strong relationship between operating cash flow and net profit contributes to better financial
stability and overall business performance.

9. HYPOTHESES OF THE STUDY

Ho (Null Hypothesis):

There is no significant relationship between operating cash flow and net profit of the company.

H: (Alternative Hypothesis):

There is a significant relationship between operating cash flow and net profit of the company.

Hoz (Null Hypothesis):

Operating cash flow does not significantly influence the profitability of the company.

Hi2 (Alternative Hypothesis):

Operating cash flow significantly influences the profitability of the company.

Hos (Null Hypothesis):

There is no significant difference between reported net profit and actual cash generated from operating activities.
His (Alternative Hypothesis):

There is a significant difference between reported net profit and actual cash generated from operating activities.
10. Research Methodology

The study adopts a descriptive and analytical research design. The primary objective is to describe and analyse the
relationship between operating cash flow and net profit using historical financial data.

10.1. Sources of Data:

* Annual reports of selected companies

* Audited financial statements (Balance Sheet, P&L, Cash Flow Statement)
« SEBI filings and stock exchange disclosures

* Peer-reviewed journals and financial research papers

» Company websites and financial databases

10.2. Tools Used for Analysis:

* Correlation Analysis — to measure the statistical relationship between OCF and net profit
* Trend Analysis — to identify patterns over the five-year study period

* Ratio Analysis — OCF to Net Profit ratio, Cash Conversion Ratio

» Comparative Analysis — year-on-year comparison of both variables

* Percentage Change Analysis — to assess growth or decline rates
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11. PERIOD OF STUDY:

The study covers five financial years (FY2019-20 to FY2023-24), providing a sufficient time horizon to identify
meaningful trends and evaluate the consistency of the OCF—Net Profit relationship.

The period of the study has been selected to ensure adequate and reliable financial data for analysing the relationship
between operating cash flow and net profit. A five-year period helps in understanding the consistency, fluctuations, and
overall financial performance of the organization under different economic and business conditions. It also enables the
researcher to identify long-term trends rather than short-term variations in profitability and cash flow management.

The selected study period provides a comprehensive basis for comparative and trend analysis. By examining financial
data across multiple years, the study can evaluate whether the company has maintained stable operating cash flow and
profitability over time. This period also improves the accuracy of interpretation and supports meaningful conclusions
regarding the financial strength and operational efficiency of the organization.

12. DATA ANALYSIS AND INTERPRETATION
The following table presents the operating cash flow and net profit data of the selected organization over the five-year
study period, along with computed ratios and percentage changes.

12.1. Table 1: Operating Cash Flow vs. Net Profit (X in Crores)

fi;incial g:::g::i, Net Profit g:tf(‘) to NP Z/)ocghange in ?PChange in
FY 2023-24 % 745.60 %618.40 1.21 +20.08% +16.65%

FY 2022-23 %620.90 %530.10 1.17 +21.58% +31.72%

FY 2021-22 %510.70 %402.40 1.27 +32.55% +36.04%

FY 2020-21 %385.30 3295.80 1.30 -8.37% -4.65%

FY 2019-20 3420.50 %310.20 1.36 - -

Analysis of Table 1 reveals that operating cash flow consistently exceeded net profit across all five years, maintaining a
ratio above 1.0. This is a positive indicator, suggesting the company's reported profits are well-supported by actual cash
generation. The OCF-to-NP ratio declined from 1.36 in FY20 to 1.17 in FY23 before recovering slightly to 1.21 in
FY24, indicating evolving working capital dynamics.

12.2. Table 2: Trend Analysis — Index Numbers (Base Year FY 2019-20 = 100)

Financial Year OCEF Index Net Profit Index
FY 2023-24 177.30 199.36

FY 2022-23 147.65 170.89

FY 2021-22 121.45 129.72

FY 2020-21 91.63 95.35

FY 2019-20 100.00 100.00

The trend analysis in Table 2 shows that net profit grew at a faster rate than operating cash flow over the five-year period
(Net Profit Index: 199.36 vs OCF Index: 177.30 in FY24). While this indicates strong earnings growth, the faster rise in
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net profit compared to OCF warrants attention, as it may reflect increasing accrual-based income or rising receivables.
Management should monitor working capital efficiency to ensure cash generation keeps pace with profit growth.

12.3. Table 3: Correlation Analysis between Operating Cash Flow and Net Profit

Metric Value

Pearson Correlation Coefficient (1) 0.987

Coefficient of Determination (r?) 0.974

Nature of Relationship Strongly Positive

Statistical Significance p <0.01

Interpretation 97.4% variation in NP explained by OCF

The Pearson correlation coefficient of 0.987 indicates an extremely strong positive relationship between operating cash
flow and net profit. This means that as operating cash flow increases, net profit increases in near-perfect proportion, and
vice versa. The coefficient of determination (1> = 0.974) confirms that approximately 97.4% of the variation in net profit
can be explained by changes in operating cash flow. The relationship is statistically significant at the 1% level,
reinforcing the reliability of this finding.

13. FINDINGS OF THE STUDY

1. A strong positive correlation (r = 0.987) exists between operating cash flow and net profit, indicating that both
variables move consistently in the same direction.

2. Operating cash flow consistently exceeded net profit across all five years, maintaining an OCF-to-NP ratio above
1.0, which is a healthy earnings quality indicator.

3. Net profit grew at a faster rate (99.36%) than operating cash flow (77.30%) over the five-year study period, signalling
arise in accrual-based income components.

4. The OCF-to-NP ratio declined from 1.36 in FY20 to 1.17 in FY23, reflecting increasing working capital requirements
or rising receivables during the growth phase.

5. Non-cash charges such as depreciation and amortization, along with changes in working capital, are the primary
factors causing divergence between the two metrics.

6. FY2020-21 recorded a decline in both metrics due to pandemic-related disruptions, but a strong recovery was
observed in subsequent years.

7. Companies with a consistently high OCF-to-NP ratio demonstrate superior earnings quality and lower financial risk.
8. A strong positive correlation (r = 0.987) exists between operating cash flow and net profit, indicating that both
variables move consistently in the same direction.

9. Operating cash flow consistently exceeded net profit across all five years, maintaining an OCF-to-NP ratio above
1.0, which is a healthy earnings quality indicator.

10.Net profit grew at a faster rate (99.36%) than operating cash flow (77.30%) over the five-year study period, signalling
arise in accrual-based income components.

11.The OCF-to-NP ratio declined from 1.36 in FY20 to 1.17 in FY23, reflecting increasing working capital requirements
or rising receivables during the growth phase.

12.Non-cash charges such as depreciation and amortization, along with changes in working capital, are the primary
factors causing divergence between the two metrics.

13.FY2020-21 recorded a decline in both metrics due to pandemic-related disruptions, but a strong recovery was
observed in subsequent years.

14.Companies with a consistently high OCF-to-NP ratio demonstrate superior earnings quality and lower financial risk.
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14. SUGGESTIONS

1. Organizations should regularly compute and monitor the OCF-to-Net Profit ratio as a standard component of financial
performance reporting.

2. Management should investigate and address working capital inefficiencies when net profit growth significantly
outpaces OCF growth.

3. Investors and analysts are advised to supplement profit-based valuation with cash flow-based valuation metrics such
as Price-to-Cash-Flow (P/CF) ratio.

4. Companies should adopt rigorous receivables management policies to ensure that revenue recognized on accrual
basis is converted into cash in a timely manner.

5. Financial reporting should include a management commentary on OCF-Net Profit divergences to enhance
transparency and investor confidence.

6. Regular stress testing of cash flow projections should be performed, especially during periods of rapid profit growth,
to anticipate potential liquidity challenges.

7. Training programs for finance teams on cash flow management and earnings quality assessment should be
incorporated into corporate governance frameworks.

8. Companies should strengthen internal cash flow monitoring systems to ensure effective control over operating
activities and financial performance.

9. Management should focus on reducing unnecessary operating expenses to improve both operating cash flow and net
profit margins.

10.Organizations are advised to maintain an optimal balance between profitability and liquidity for long-term financial
stability.

11.Proper working capital management practices should be implemented to avoid cash shortages and improve
operational efficiency.

12.Investors and stakeholders should evaluate both operating cash flow and net profit together before making financial
or investment decisions.

15. CONCLUSION

This study demonstrates that operating cash flow and net profit share a robust and statistically significant positive
relationship, with a Pearson correlation coefficient of 0.987. The findings affirm that in a well-managed organization,
strong profitability is typically accompanied by strong cash generation from operations.

However, the study also highlights that divergences between these two metrics are not uncommon and carry important
information about the quality of earnings, working capital efficiency, and the role of non-cash accounting adjustments.
The declining OCF-to-NP ratio observed mid-study serves as a timely reminder that profit growth alone is not a sufficient
indicator of financial soundness.

The study concludes that both operating cash flow and net profit must be analysed conjointly for a balanced and accurate
assessment of a company's financial performance. Organizations, investors, and regulatory bodies should integrate cash
flow analysis into their standard evaluation frameworks to prevent misinterpretation of profitability metrics and to ensure
long-term financial sustainability.
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