Ralph’s measurement

Ralph operates in a world where markets are perfect and complete. Below are her expectations for the next few years.


1/1/03
12/31/03
12/31/04
12/31/05

Cash contribution by owner
$ 12,000



Purchase of machine for cash
12,000



Cash revenue

$ 5,000
$ 11,300
$ 10,000

Cash expenses

4,800
5,000
1,200

Ralph prepares financial statements at each date.

1.
Verify that the market rate of interest is 10%.

2.
Assume that the owner makes no cash withdrawals. Construct balance sheets and income statements under three different approaches:

a.
A cash basis is used. (The only asset on the balance sheet is cash.)

b.
A traditional accrual approach is used to compute depreciation and value the machine. Assume further that sum-of-the-year’s digits depreciation is used. That is, assuming a useful life of L years, annual depreciation expense is equal to the depreciable amount times L/(1+2+…+ L) in Year 1, (L-1)/(1+2+…+L) in Year 2. .  . and finally 1/(1+2+3) in Year L.)

c.
An economic income approach is used to compute depreciation and value the machine. That is, at each balance sheet date, the machine is valued at its market price, which is equal to the present value of its associated future cash flows discounted at the market rate of interest, and depreciation expense is equal to the decrease in its present value.

3.
Assume that at the end of each year, the company pays out all cash on hand as a dividend. Repeat part 2a-c.

4. Assume that at the end of each year, the company pays out dividends equal to economic income earned in that year. Repeat part 2a-c.

5.
Explain what causes the market value of the machine to decrease or increase. Is this the reason you thought assets would decrease or increase in value? What is lacking in Ralph’s simplistic world?

