Managerial AccountingPRIVATE 

SOMNATH   DAS

Hoffmann  Yacht  Hull Company 
Mr. Stuckmann, the President of Hoffman Yacht Hull Company,  a small fiberglass company, specializing in yacht hulls, wants to replace an old special purpose machine with a more efficient machine. The new machine has an expected  useful life of only  seven (7) years, but it promises savings in cash-operating costs of $2,257 per year.


The following information is available regarding the current and the proposed equipment:

(all costs in  dollars)

Information



Old machine



New machine
Original cost



18,700




8,800

Age




8 years




0

Remaining useful life
   

7 years 



7 years

Removal costs



200




N/A

Net salvage value


700




750

Straight line depreciation

1,200 per year



1,150 per year

Current book value


9,100




N/A

Current market value


2,300




N/A

Operating costs


32,257




30,000

The controller opposes the replacement because no advantage is apparent. His analysis shows:

Cost of new investment:



Outlay




$8,800



Loss on old  machine




($9,100 - 2,300 - 200)


$7,000



Total cost



$15,800 
Savings: $2,257/year X 7 years


15,800  
Net advantage of replacement



   0    
The controller  also adds, "I  can't ever see disposing of fixed assets at a loss before their useful life expires. Plant and equipment are bought  and depreciated with some useful life in mind. We are in business to maximize income (or minimize losses).


It seems to me that the alternatives are clear:

(i)
disposal of a fixed asset before it diminishes to zero or residual book value often results 
in a loss. 

(ii)
keeping and using the same fixed asset avoids such a loss. Now any sensible person will 
have brains enough to avoid a loss when his alternative is recognizing a loss. It makes 
sense to use a fixed asset till you get your money out of it."

Yearly sales are $90,000 and cash expenses (excluding the data given above) are $50,000. 

Perform your own analysis based on 

(a)  Ignoring  taxes and the time value of money.

(b) Incorporating a  tax rate of 40% and assuming that the cost of borrowing is 10%. 

LESSON:
Here we shall see how accrual accounting's depreciation charges can lead to the wrong decision being taken in the context of Replacement of  a Machinery
.






