Ralph’s News

An investor believes that the present value (PV) of the future cash flows of Ralph’s firm will be 5,000 or 1,000, or -1,000. She also believes the Ralph’s accounting income (AI) will be 200, 100 or 0. The investor assigns the following probabilities to these combinations.


Joint probabilities: Pr(AI, PV)


PV = 5,000
PV = 1,000 
PV = - 1,000

AI =
200
0.05
0.05
0.00


AI =
100
0.15
0.25
0.25


AI =
0
0.10
0.05
0.10

1.
Calculate the probability that the present value takes on the values 5,000, 1,000 or -1,000. Calculate the marginal expected present value of Ralph’s firm.

2.
Calculate the probability that accounting income takes on the values 0, 100 or 200. Calculate the marginal expected accounting income of Ralph’s firm.

3.
Calculate the conditional probability that the present value is 5,000, 1,000 or -1,000. Do this for each possible accounting number that could be observed. The table below is provided for your convenience.


Conditional probabilities: Pr(PV|AI)


PV = 5,000
PV = 1,000 
PV = - 1,000

AI =
200





AI =
100





AI =
0




4.
Calculate the conditional expected values given the possible accounting income numbers.





Conditional expected present values: E(PV|AI)


AI =
200





AI =
100





AI =
0




4.
Rank the accounting “signal” in order from “best news” to “worst news.” Think about how the probability structure drives this ranking. Is such a relationship between accounting income and value plausible?

