Ralph's Abnormal Earnings





	Ralph's firm invests $3,000 today (Dec. 31, 1995).  Markets are perfect and complete, and all assets earn the same rate of return.  The firm will have net cash inflows of $1,300 at the end of the first year (Dec. 31, 1996), $1,300 at the end of the second year, and $990 at the end of the third year, at which time the firm dissolves.  Each year's entire net cash inflow is reinvested by Ralph's firm, with a single liquidating dividend paid out at the end of the third year (after financial statements are constructed on Dec. 31, 1998).





1.	What is the rate of return on assets?





2.	Calculate balance sheets on Dec. 31, 1996, 1997, and 1998 and income statements for 1996, 1997 and 1998 using an economic income approach.





3.	Calculate balance sheets and income statements using conventional accrual accounting, where PPE is recorded at cost.  Assume depreciation is taken on a straight line basis.





4.	Assume that on Dec. 31, 1995 $600 of the investment was expensed, so only $2,400 was capitalized as of Jan. 1, 1996.  Depreciation on the capitalized portion is taken on a straight line basis.  Calculate balance sheets and income statements.





5.	For each of the three accounting approaches, make a table showing at Jan. 1, 1996 the book value of net assets and the sequence of future normal and abnormal earnings, and the total disco
