
Audited accounts
Accounts drawn up at the end of a trading period that have been 
approved by an independent, external accounting practice. It is 
important to note when accounts have not been audited (6-monthly, 
or interim accounts), but also to acknowledge that some remarkable 
accounting scandals have been fully audited, i.e. the process is far 
from a guarantee of the validity of the published data.  

Average rate of return (ARR)
This method of investment appraisal seems easy to understand, but 
often trips students up in exams. ARR is average annual profit as 
a percentage of the sum invested into a project. The maths can be 
tricky to calculate, but even more important is the ability to interpret 
an ARR result. A figure of 20%, for instance, would mean an annual 
profit of 20% on your investment. This is terrific at a time when 
interest rates are more like 2–3% a year.

Budgeting
Establishing, at the start of a financial year, a ceiling on spending 
and a baseline for sales for each manager within an organisation. 
This helps managers know how their success or failure will be 
measured, motivating them to give everything to achieve success. The 
troublesome bit is that the same term (budgeting) applies equally to 
keeping costs controlled and keeping revenues high.

Contribution
The amount each unit sold contributes to covering the fixed costs of 
the business. Once fixed costs are covered, all further contribution is 
profit. This is how business decisions are made, by ignoring the fixed 
costs and focusing on the gap between price and variable cost per 
unit. Don’t confuse contribution with profit.

Credit period
The time a firm takes to pay its suppliers (called payables) and the 
time it has to wait, on average, to get paid by customers. Lengthening 
the time taken to pay suppliers will help cash flow, as will shortening 
the time it takes to get paid by customers. Large companies gain a 
huge competitive advantage from their ability to boss customers and 
bully suppliers.

Discounted cash flow (DCF)
Discounting forecast future cash flows progressively over time to take 
into account the time value (opportunity cost) of capital. This single 
method of investment appraisal allows both the volume and timing of 
cash flows to be taken into account in a single calculation.

Financial year
The 12-month period chosen by the company as the best 
representation of its financial position. For example, a toy business 
might have a 1 February–31 January financial year, to reflect the 
pre-Christmas sales peak and the after-Christmas stock position. Most 
financial years are April–March, as that is the tax year.

Fixed costs
Costs that are fixed in relation to output. In other words, fixed costs 
can vary, but not because business is especially bad or good. Rent is 
a good example, as are interest charges. The latter can rise or fall if 
interest rates change, but are not changed by strong or weak trading.

Margin of safety
The amount by which sales can fall before a firm starts making 
losses. Therefore it’s sales minus breakeven point, measured in 
units. Students often forget the formula, or get it confused with the 
breakeven point.

Overtrading
Growing so rapidly as to outstrip the firm’s financial capacity, 
especially liquidity. Rapid growth puts a huge strain on cash flow. If 
the firm has poor liquidity, it may run out of cash and be unable to 
continue trading.

Return on capital
Operating profit

Capital employed
  × 100

Return on capital employed (ROCE) shows whether management has 
been efficient in making a good return on the capital invested into 
the business. If the return on capital is less than the rate of interest, it 
may not be worth running the business at all.

Liquidity
The ease with which a company can find the cash to pay its bills. 
If liquidity is high (or ‘strong’) it will be easy to meet obligations. If 
liquidity is poor (or ‘weak’) there may be delays to payments because 
there is insufficient cash in the bank account. Ideally a business 
should be able to cope with a major customer going bankrupt (and 
therefore not paying its bills) and still have the cash to pay staff, 
suppliers and so on.

Reserves
Reserves are accumulated, retained profit and show up in a firm’s 
total equity within its balance sheet. The important thing is to realise 
that reserves aren’t cash waiting to be used. They simply show 
that profits have been made in the past: they may have been used 
already to buy assets.

Reward for risk
Although this term is not mentioned in A-level specifications, it is the 
perfect way to make sense of ARR and ROCE results. If the ARR is 
16% per year and the interest rate is 3%, the reward for risk is 13% 
per year. In the same way, a 20% ROCE with a 5% interest rate gives 
a 15% reward for risk.

After this analysis, you can make (and justify) a judgement about 
whether it’s a high enough reward given the risks involved in the 
project in question.

Overdraft
An allowance by a bank that a current-account holder can spend more 
than is in the account, up to a pre-agreed maximum. This ‘overdraft 
facility’ might be £2,000, but the person or business might only 
occasionally dip into it by getting, for example, £400 overdrawn. 
The difficulty in an exam is to distinguish overdraft usage from the 
overdraft facility. 

Working capital
The finance for the day-to-day running of the business. The 
troublesome aspect of this term is to distinguish between the working 
capital available and the working capital actually being used by the 
business. Ideally a business would have plenty of working capital 
available, but as little as possible used (tied up) in stock/inventories or 
credit to customers (debtors/receivables).
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Finance
The following financial terms often cause problems for students in exams. You may think you 
know fixed costs and budgeting. But do you know them well enough to impress an examiner?

 troublesome terms
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