
Discounted cash flow (DCF)
Discounting future cash flows progressively over time to allow for the 
opportunity cost of capital. This method is used by large businesses 
in preference to payback and ARR.

TROUBLESOME TERMS

Competitive advantage
Creating a point of difference that provides a sustainable way to 
outperform rivals, usually either as the lowest-cost provider or as the 
one with high product differentiation.

Cost of capital
The average percentage rate paid by a business for external capital. 
This includes the cost of dividends paid out to shareholders.

Criterion levels
The minimum targets set by directors for investment appraisal 
outcomes, e.g. an annual recurring revenue (ARR) of 12% a year. The 
project will only proceed if the criterion level is bettered.

Distinctive capabilities
The core strengths of the company, embodied in the collective 
knowledge of core staff. For Google, the distinctive capability is 
world-leading mastery of algorithms. AQA uses the term ‘core 
competence’ to mean the same thing.

Gearing (leverage)
Financing existing or new projects using debt rather than owned 
capital. This increases the risk to the business, especially if gearing 
exceeds 50%.

Extrapolation
Projecting forwards on the basis of an established trend. This will 
be effective if the future proves to be like the past. So it’s risky to 
extrapolate too far forward because of the rising likelihood that a major 
change or shock will distort the trend.

Expected value
The weighted average of the expected outcomes and the probabilities 
stemming from a chance node on a decision tree.

Time series analysis
Examining a sequence of data over a fairly long period of time, to 
identify changes such as an acceleration or deceleration in the rate of 
rise in a brand’s sales volumes.
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Managerial 
decision-making

Labour productivity
Output per worker per time period, e.g. 20 ice creams per hour. This is 
a measurement of efficiency, not volume of output.

Mission statement
A document setting out a firm’s aims, expressed in aspirational terms.

Moving averages
Taking the average of a series of outcomes (e.g. sales for four 
quarters), then moving that average along in time by dropping out 
the oldest quarter as you add in the latest. This ensures that every 
‘year’ avoids the distortion of having more than one peak quarter 
(such as the Christmas quarter for sales of toys).

Scatter graphs
Diagrams showing possible links between two series of data, e.g. 
advertising spending and sales. The graph shows whether correlation 
exists, and whether it’s strong or weak. A line of best fit helps 
identify correlations.

Return on capital employed 
(ROCE)
Operating profit as a percentage of all the capital employed by the 
business. Capital employed is non-current liabilities (such as bank 
loans) plus total equity. ROCE is sometimes called the primary 
efficiency ratio.

decision-making
The following business terms will provide you with an 
opportunity to write more advanced exam answers

Critical path
The sequence of activities that form the quickest pathway to project 
completion. Critical activities have zero float time.

Sensitivity analysis
Checking the effect on data, such as a cash flow forecast of 
assumptions about possible best-case and worst-case scenarios, 
e.g. how sensitive are our cash flow projections to a 20% fall in our 
sales volumes?
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