Importance of ratios 

Every CA student is expected to master the art of number crunching so that he is equipped with the potential to handle any kind of complex problems, both in exams and his professional career thereafter.

At the student level, ratios and percentages often frustrates the learning progress, especially in the following areas:

 final accounts 

 consignment accounts 

 branch and departmental accounts 

 hire-purchase accounts, and so on. 

The necessity of learning fundamental rules of calculating the rate of profit from "on cost" to "on sale" and vice versa cannot be over emphasized in as much as the use of such rates is called for quite often while solving problems in the above areas.

It is strongly advised to learn the technique of such calculation and work until it becomes a second nature

Though ratios and these basic numbers may sound simple, a slight deviation from the fundamentals could prove fatal. Therefore it is strongly recommended that students keep their fundamentals strong.

The following file is more relevant for student taking up their PCE.

Arithmetic of Accounting

The necessity of learning fundamental rules of calculating the rate of profit from "on cost" to "on sale" and vice versa cannot be over emphasized in as much as the use of such rates is called for quite often while solving problems relating to final accounts, consignment accounts, branch and departmental accounts, hire-purchase accounts, and so on. It is strongly advised to learn the technique of such calculation and work until it becomes a second nature: 

The nature of % 
Student is not likely to commit a mistake if he understands the real nature of symbol "%" in different types of rates. The symbol "%" stands for 100. It changes its character according to the language of the question. For example, if the rate of profit is given as 25% on sale, then "%" or "100" stands for sale price and student commits a serious mistake in case he assumes 100 as the cost price. Similarly, if the rate of profit is 25% on cost, then "%" or "100" stands for cost price (not for sale price). It may, therefore, be repeated that the nature of "%" is decided by the language of the question and not by the whim of the student. The importance of language in deciding the nature of "100" is still more clear from the variety of applications given as follows: 
	Transactions
	Nature of % ( % = 100)

	If. .. 


	Then.....

	1. X sells goods at 10% profit on sale 


	100 stands for sale price 



	2. X sells goods at 20% profit on cost 


	100 stands for cost price 



	3. Manager gets 5% commission on gross profit 


	100 stands for gross profit 



	4. Manager gets 2% commission on purchases 
	100 stands for purchases 



	5. Agent gets 2% commission on cash collected 


	100 stands for cash collected 



	6. X sells goods at 20% profit on hire-purchase price 


	100 stands for hire purchase price 



	7. X sends goods to its branch at 30% profit on invoice price 


	100 stands for invoice price 



	8. Manager gets 5% commission on profit after charging such commission 


	100 stands for profit after charging 

such commission 




Calculation of missing figure 

In the above paragraph it was seen that the meaning of symbol "%" is not fixed. It changes according to the language of the question. In all the questions where the rate is used, two things are always given. For example, if rate is given as: 

(a) 20% profit on cost, then question gives two things, i.e., 

(i) Cost price=Rs. 100, and 

(ii) Profit=Rs. 20. 

(b) 25% profit on sale, then question gives two things, i.e., 

(i) Sale price=Rs. 100, and 

(ii) Profit Rs. 25. 

(c) 1/4th profit on cost, then question gives two things, i.e.,

 (i) Cost price=4, and

 (ii) Profit = 1 

In all these cases, student must first of all find out the third information which is missing from the problems. Following examples will help him in understanding the approach: 

	Sl. No
	Rate
	Information given
	Missing information

	1
	20% profit on cost
	(a) Cost    
	100
	Sale price 120 



	
	
	(b) Profit
	20
	

	2
	25% profit on sale
	(a) Sale 
	100
	Cost price 75

	
	
	(b) Profit
	25
	

	3
	10% loss on cost
	(a) Cost 
	100
	Sale price 90

	
	
	(b) Loss
	10
	

	4
	15% loss on sale
	(a) Sale 
	100
	Cost price 115

	
	
	(b) Loss
	15
	

	5
	Invoice price is cost plus 100% 
	(a) Cost
	100
	Invoice price 200



	
	
	(b) Profit 
	100
	

	6
	Goods are supplied at 20% less than the list price 
	(a) List price 
	100
	Supply price 80



	
	
	(b) Discount 
	20
	

	7
	Goods are sold at a profit of 1/10 on sale 
	(a) Sale
	10
	Cost price 9



	
	
	 (b) Profit 
	1
	


Test Your Understanding
1. Fill in the blanks: 

(1) If X gets 5% commission on net profit after charging his commission, 
Then 100 is ----------- 
5 is ----------
And net profit before charging commission is ------------ 

(2) If head office sends goods to it branch at wholesale price which is arrived at after adding 70%                              profit on cost price, 
Then 100 is ------------

            70 is ------------
And wholesale price is ------------
(3) If Madan sells goods at a loss of 20% on sale price,
 Then 100 is ------------- 
             20 is ------------
And cost price is -------------- 

Answers

 (1) 100 is net profit after charging his commission, 5 is commission; and net profit before charging commission is 105. 

(2) 100 is cost price; 70 is profit; and wholesale price is 170. 
(3) 100 is sale price; 20 is loss; and cost price is Rs. 120. 
2. Calculate the missing figure when: 

(a) Goods are sold at 30% profit on sales. 
(b) Goods are sold at a loss of 1/4 on cost.
 (c) Goods are sold at a loss of 1/4 on sale. 
(d) Goods are sold at a profit of 1/8 on cost. 
(e) Goods are sold at a profit of 1/9 on sale. 

Answers 

(a) Cost price Rs. 70; (b) Sale price Rs. 3; (c) Cost price Rs. 5; (d) Sale price Rs. 9; (e) Cost price Rs. 8.
From "On Cost" to "On Sale" and vice versa 

After understanding the real nature of "100", the required figure may be calculated with the help of "rule of three" method. In order to use this rule, it is usually necessary to convert the rate "on sale" to rate "on cost" and vice versa. The conversion of rate has been explained as follows: 

If X sells goods at 20% profit on cost, then

Cost price is Rs. 100 

Profit is 
020 

. '. Sale price is 
120
Now we may say that X earns Rs. 20 as profit on the article, the cost price of which is Rs. 100 and the sale price of which is Rs. 120. 

The rate of profit on cost is 20/100 = 1/5 and 
The rate of profit on sale is 20/120 = 1/6 

The above information can be used for forming a general principle: 

	
	1

Cost Price
	2

Sale Price
	3

(Sale – Cost)

 = Profit
	4

Relationship of profit with cost
	5

Relationship of Profit with sale

	Case 1
	Rs.3
	Rs.4
	Re.1
	1/3 of cost     =
	1/4 of sale

	Case 2
	Rs.3
	Rs.5
	Rs.2
	2/3 of cost     =
	2/5 of sale

	Case 3
	Rs.3
	Rs.6
	Rs.3
	3/3 of cost     =
	3/6 of sale

	Case 4
	Rs.3
	Rs.7
	Rs.4
	4/3 of cost     =
	4/7 of sale

	Case 5
	Rs.3
	Rs.8
	Rs.5
	5/3 of cost     =
	5/8 of sale


From the above table it will be seen that the rate of profit at 1/3 of cost is equal to 1/4 of sale and 2/3 of cost is equal to 2/5 of sale, and so on. The general principle of calculating the rate when rate on cost is given has been explained in the following table: 

TABLE ILLUSTRATING THE SHORT-CUT CONVERSION PROCEDURE OF RATES FROM "ON COST" TO "ON SALE" WHEN THERE IS A PROFIT

	Rate of profit on cost
	Rate of profit on sale (numerator remains unchanged)


	Explanation* 

(Add numerator and denominator of the  rate 'on cost' and put it as denominator of the rate 'on sale')

	25% or 1/4 on cost
	1/5 on sale
	1/4+1

	20% or 1/5 on cost
	1/6 on sale
	1/5+1

	16 2/3% or 1/6 on cost
	1/7 on sale
	1/6+1

	33 1/3% or 1/3 on cost
	1/4 on sale
	1/3+1

	2/5 on cost
	2/7 on sale
	2/5+2

	2/17 on cost
	2/19 on sale
	2/17+2


• If the rate of profit is calculated from "on sale" to "on cost", the process is reversed, i.e., deduct numerator from the denominator and put it as the denominator of the new rate. 

TABLE ILLUSTRATING THE SHORT-CUT CONVERSION PROCEDURE OF RATES FROM "ON COST" TO "ON SALE" WHEN THERE IS A LOSS

	Rate of Loss on cost
	Rate of Loss on sale (numerator remains unchanged)


	Explanation* 

(Deduct numerator and denominator of the  rate 'on cost' and put it as denominator of the rate 'on sale')

	1/5 on cost
	1/4 on sale
	1/5-1

	1/4 on cost
	1/3 on sale
	1/4-1

	2/5 on cost
	2/3 on sale
	2/5-2

	3/8 on cost
	2/5 on sale
	3/8-3
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