
Exam Content:

Q1 Payroll accounting 12 min 12 pts

Q2 Loan computations 12 min 15 pts

Q3 Installment loan 18 min 20 pts

Q4 Non-interest bearing loan 10 min 10 pts

Q5 Bond computations 7 min 9 pts

Q6 Accounting for bonds, simple 8 min 8 pts

Q7 Investment banker fee 10 min 9 pts

Take-home question

Q8 Bond period … accounting period    30 min    20 pts

107 min 103 pts
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Instructions:
1. Budget your time wisely.
2. Show all work and computations.  Incorrect answers on the problems that are accompanied by

computations are eligible for partial credit.
3. This exam is closed-book, closed-notes, and closed-neighbor.  You may use a laptop computer and a

spreadsheet program to work loan/bond problems.  You cannot use templates or notes to help you. 
However, on the take-home problem you can use notes and templates.

4. An exam is not important enough to compromise your honor.  Please do not cheat.  Anyone caught
cheating will be severely disciplined according to university policy.  The penalties for cheating on
this exam, or facilitating cheating, are listed in the syllabus.

5. Some students will be taking this test at a later time.  It is cheating to give them inside information.
6. Dr. Albrecht believes that each question has sufficient information to be worked.  If you spot any

typos, please report them.
7. Good luck.



Question 1:  Iverson Corporation has a salaried employee whom it pays on a monthly basis.  The
employee contributes 9% of gross wages to a company sponsored pension plan (deductible for federal and
state income taxes).  Iverson has a state unemployment tax rate of 10.0% and a federal unemployment tax
rate of 0.8% rate (after granting a 5.4 percent credit for state unemployment tax paid).  The state
unemployment tax is based on a ceiling of the first $14,000 of each employee’s wages, and the federal
unemployment tax is based on the first $7,000 of earnings. The social security rate is 6.2% for the 
employer on the first $106,800 of earnings, but only 4.2% for the employee.  The medicare tax rate for
both employee and employer is 1.45% on all gross wages.  The average federal income tax rate is 12%,
the average state income tax rate is 3%.  Payroll information for Iverson’s employee is as follows:

In January, the employee earns $5,000 before taxes and deductions.

In February, the employee earns $5,000 before taxes and deductions.

In March, the employee earns $6,000 before taxes and deductions.

Required:
rFor February work, the journal entry to record the accrual for wage expense and deductions.

rFor March work, the journal entry to record the accrual for wage expense and deductions.



rFor February work, the journal entry to record the accrual for payroll tax expense.

rFor March work, the journal entry to record the accrual for payroll tax expense.



Question 2 Computations   Please compute the amounts asked for in the following situations.  Be sure to
document your work by showing what amounts were input into your calculator.

No amortization tables are required here.

(1) The amount of an semi-annual installment payment for a $40,000 loan
taken out on March 1, 2012 that is to be repaid at six month intervals over 5
years, starting on September 1, 2012.  The implicit interest rate for the loan
is 5.5%.

(2) The amount of an annual installment payment where a $60,000, six year
loan is taken out on March 1, 2012.  The first payment is due on March 1,
2013. The implicit interest rate for the loan is 6.2%.

(3) The interest rate for an installment loan where a $45,000, seven year loan
is taken out on March 1, 2012.  The first payment of $8,200 is due on March
1, 2013.



(4) The amount borrowed on March 1, 2012 for a 9% interest bearing note

with a maturity value of  $160,000 to be paid by the borrower on March 1,
2019 (the maturity date).

(5) The amount of cash interest paid in 2014 for a 5% non-interest bearing
note with a maturity value $60,000 is taken out by the borrower on March 1,
2012 and the loan has a maturity date of March 1, 2017.



Question 3 The Julius Company borrows $36,000 from a bank on January 1, 2012 and agrees to repay it
in five equal annual installments that cover both principal and interest.  The loan incorporates an
interest rate of 5%.  The annual payments start on December 31, 2012, and continue until the loan
is completely paid off.

(1) Prepare a loan amortization table in good form.  Round all amounts to dollars.  Your table

should contain an adjustment to account for rounding errors.



(2) Complete the following schedule for the amounts to appear in the financial statements that appear
for the 2012 and 2013 fiscal years.

Total Current Long-term Operating Non-op Operating Investing Financing
Liability Liability Liability Income Income Activities Activities Activities

2012

2013

(3) Julius has a fiscal year that starts on January 1 and ends on December 31.  Prepare journal entries for
2012 and 2013.



Question 4  The Huttunen Company needs to borrow some funds.  A five year non-interest bearing loan
with a $200,000 maturity value and incorporating an 8% interest rate (annual compounding) is taken out
on January 1, 2012

(1) Compute the proceeds Huttunen receives from the loan on January 1, 2012, and prepare an
amortization table to help in accounting for the loan.  Round all amounts to dollars.  Your table
should contain an adjustment to account for rounding errors.

(2) Huttunen has a fiscal year that starts on January 1 and ends on December 31.  Prepare journal entries
for 2012 and 2013.



Question 5  Computations   Please compute the amounts asked for in the following situations.  Be sure
to document your work by showing what amounts were input into your calculator.

No amortization tables are required here.

(1) The proceeds from issuing $600,000 of bonds, with semi-annual cash

interest payments and due in six years.  The bonds have a yield rate 8% and a
coupon rate of 6%.

(2) The proceeds from issuing $800,000 of bonds, with annual cash interest

payments and due in five years.  The bonds have a yield rate 5% and a
coupon rate of 6%.

(3) The amount of a typical coupon payment for $1,000,000 of 7% bonds
issued on March 1, 2012, priced to yield 8%.  The bonds call for quarterly

interest payments, starting on June 1, 2012 These are five year bonds,
maturing on March 1, 2017.



Question 6   Simple bonds.  On January 1, 2012, Nakai Inc., issued 7 percent bonds with a total maturity
value of $400,000.  Interest is payable annually on December 31, and the bonds are issued to yield
10%.   These are five year bonds.

Round all amounts to dollars.

Required:
1. Calculate the proceeds of the bond issue.

2. Prepare a bond amortization table.



Question 7  The Schmitz Company issues bonds on January 1, 2012, priced to yield 7%.  The bonds have
a maturity value of $2,000,000, and call for annual interest payments of 8% on December 31 of
each year, starting on December 31, 2012. These are four year bonds, maturing on December 31,
2015.  After selling the bonds to the investing public, the investment banker withholds 12% of the
gross proceeds as its fee (forwarding 88% of the proceeds to Schmitz).

Compute the net proceeds to Schmitz (after deducting investment banker fee) from the bond issue
and create an amortization table that will assist in the accounting for the bond issue.  Be sure to
designate which interest rate is used for which purpose.  Round all amounts to dollars. Your table
should contain an adjustment to account for rounding errors.



Take home question
Question 8  Bond period ………… accounting period.  On April 1, 2012, Cochran issued five-year bonds with a

maturity value of $700,000. The bonds pay 8% coupon interest annually on April 1.  The bonds
were sold to yield 7%.  Cochran.’s fiscal year ends on December 31.  Round all amounts to dollars
(use no cents).

Required:
a. Compute the proceeds from the bond issue.
b. Prepare an amortization table.
c. Prepare journal entries for 2012 and 2013
d. Prepare a schedule showing 2012 and 2013 financial statement amounts for:

Balance sheet:   total liability, current liability, long-term liability
Income statement: operating income, non-operating income
Cash flows: operating activities, investing activities, financing activities
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Question 1:  
The employee contributes 9% of gross wages to a company sponsored pension plan (deductible for federal and state income taxes). 

The average federal income tax rate is 12%, the average state income tax rate is 3%.

Iverson has a state unemployment tax rate of 10.0% and a federal unemployment tax rate of 0.8% rate (after granting a 5.4 percent
credit for state unemployment tax paid).  The state unemployment tax is based on a ceiling of the first $14,000 of each
employee’s wages, and the federal unemployment tax is based on the first $7,000 of earnings. 

The social security rate is 6.2% for the  employer on the first $106,800 of earnings, but only 4.2% for the employee.  The medicare
tax rate for both employee and employer is 1.45% on all gross wages.  Payroll information for Iverson’s employee is as
follows:

In January, the employee earns $5,000 before taxes and deductions.
In February, the employee earns $5,000 before taxes and deductions.
In March, the employee earns $6,000 before taxes and deductions.

Required:
rFor February work, the journal entry to record the accrual for wage expense and deductions.
rFor March work, the journal entry to record the accrual for wage expense and deductions.

Feb 28 Wages expense 5,000
Federal income tax payable 546 .12*4,550
State income tax payable 137 .03*4,550
Social security payable 210 .042*5,000
Medicare payable 73 .0145*5,000
Pension payable 450 .09*5,000
Wages payable 3,584

Mar 31 Wages expense 6,000
Federal income tax payable 655 .12*5,460
State income tax payable 164 .03*5,460
Social security payable 252 .042*6,000
Medicare payable 87 .0145*6,000
Pension payable 540 .09*6,000
Wages payable 4,302

rFor February work, the journal entry to record the accrual for payroll tax expense.
rFor March work, the journal entry to record the accrual for payroll tax expense.

Feb 28 Payroll tax expense 899
Social security payable 310 .062*5,000
Medicare payable 73 .0145*5,000
SUT payable 500 .10*5,000
FUT payable 16 .008*2,000

Mar 31 Payroll tax expense 859
Social security payable 372 .062*6,000
Medicare payable 87 .0145*6,000
SUT payable 400 .10*4,000
FUT payable 0 .008*0



Question 2 Computations  

(1) The amount of an semi-annual installment payment for a $40,000 loan taken out on March 1,
2012 that is to be repaid at six month intervals over 5 years, starting on September 1, 2012.  The
implicit interest rate for the loan is 5.5%.

    PV (enter as negative) (40,000)

    FV 0.00

    N Years 10

    I (percentage) 2.75

    PMT 4,630

    Annuity (beg/end) beg

(2) The amount of an annual installment payment where a $60,000, six year loan is taken out on
March 1, 2012.  The first payment is due on March 1, 2013. The implicit interest rate for the loan is
6.2%.

    PV (enter as negative) (60,000)

    FV 0.00

    N Years 6

    I (percentage) 6.2

    PMT 12,279

    Annuity (beg/end) end

(3) The interest rate for an installment loan where a $45,000, seven year loan is taken out on March
1, 2012.  The first payment of $8,200 is due on March 1, 2013.

    PV (enter as negative) (45,000)

    FV 0.00

    N Years 7

    I (percentage) 6.4830

    PMT 8,200

    Annuity (beg/end) end

(4) The amount borrowed on March 1, 2012 for a 9% interest bearing note with a maturity value of 

$160,000 to be paid by the borrower on March 1, 2019 (the maturity date).

160,000

(5) The amount of cash interest paid in 2014 for a 5% non-interest bearing note with a maturity value
$60,000 is taken out by the borrower on March 1, 2012 and the loan has a maturity date of March 1,
2017.

Zero



Question 3 The Julius Company borrows $36,000 from a bank on January 1, 2012 and agrees to repay it
in five equal annual installments that cover both principal and interest.  The loan incorporates an interest
rate of 5%.  The annual payments start on December 31, 2012, and continue until the loan is completely
paid off.

(1) Prepare a loan amortization table in good form.  Round all amounts to dollars.  Your table

should contain an adjustment to account for rounding errors.

Loan Amount 36,000

Interest Rate 5.00%

Periods 5

Type of Annuity end

Payments per year 0

Payment amount 8,315

Cash Interest Loan

Date Payment Expense Amort Balance

Jan 1, 2012 36,000

Dec 31, 2012 8,315 1,800 6,515 29,485

Dec 31, 2013 8,315 1,474 6,841 22,644
Dec 31, 2014 8,315 1,132 7,183 15,461

Dec 31, 2015 8,315 773 7,542 7,919

Dec 31, 2016 8,315 396 7,919 0

(2) Complete the following schedule for the amounts to appear in the financial statements that appear
for the 2012 and 2013 fiscal years.

Loan Current Non-current Operating Non op Operating Investing Financing

Balance Liability Liability Income Income Activities Activities Activities

36,000

2012 29,485 7,919 21,566 0 (1,800) (1,800) 0 29,485

2013 22,644 7,919 14,725 0 (1,474) (1,474) 0 (6,841)

2014 15,461 7,919 7,542 0 (1,132) (1,132) 0 (7,183)

2015 7,919 7,919 0 0 (773) (773) 0 (7,542)

2016 0 0 0 0 (396) (396) 0 (7,919)

(3) Julius has a fiscal year that starts on January 1 and ends on December 31.  Prepare journal entries for
2012 and 2013.

1/1/12 Cash 36,000
Note payable 36,000

12/31/12 Interest expense 1,800
Note payable 6,515

Cash 8,315

12/31/13 Interest expense 1,474
Note payable 6,841

Cash 8,315



Question 4  The Huttunen Company needs to borrow some funds.  A five year non-interest bearing loan
with a $200,000 maturity value and incorporating an 8% interest rate (annual compounding) is taken out
on January 1, 2012

(1) Compute the proceeds Huttunen receives from the loan on January 1, 2012, and prepare an
amortization table to help in accounting for the loan.  Round all amounts to dollars.  Your table
should contain an adjustment to account for rounding errors.

(2) Huttunen has a fiscal year that starts on January 1 and ends on December 31.  Prepare journal entries
for 2012 and 2013.

    PV (136,117)

    FV 200,000

    N Years 5

    I (percentage) 8

    PMT 0

    Annuity (beg/end) end

Date Cash Interest Amort Balance

Jan 1, 2012 136,117

Dec 31, 2012 0 10,889 10,889 147,006

Dec 31, 2013 0 11,760 11,760 158,766

Dec 31, 2014 0 12,701 12,701 171,467

Dec 31, 2015 0 13,717 13,717 185,184

Dec 31, 2016 0 14,816 14,816 200,000

1/1/12 Cash 136,117
Note payable 136,117

12/31/12 Interest expense 10,889
Note payable 10,889

12/31/13 Interest expense 11,760
Note payable 11,760



Question 5  Computations   Please compute the amounts asked for in the following situations.  Be sure
to document your work by showing what amounts were input into your calculator.

No amortization tables are required here.

(1) The proceeds from issuing $600,000 of bonds, with semi-annual cash interest payments and due
in six years.  The bonds have a yield rate 8% and a coupon rate of 6%.

    PV 543,690

    FV 600,000

    N Years 12

    I (percentage) 4

    PMT 18,000

    Annuity (beg/end) end

(2) The proceeds from issuing $800,000 of bonds, with annual cash interest payments and due in
five years.  The bonds have a yield rate 5% and a coupon rate of 6%.

    PV 834,636

    FV 800,000

    N Years 5

    I (percentage) 5

    PMT 48,000

    Annuity (beg/end) end

(3) The amount of a typical coupon payment for $1,000,000 of 7% bonds issued on March 1, 2012,
priced to yield 8%.  The bonds call for quarterly interest payments, starting on June 1, 2012 These
are five year bonds, maturing on March 1, 2017.

17,500 = 1,000,000*.07*3/12



Question 6   Simple bonds.  On January 1, 2012, Nakai Inc., issued 7 percent bonds with a total maturity
value of $400,000.  Interest is payable annually on December 31, and the bonds are issued to yield
10%.   These are five year bonds.

Required:
1. Calculate the proceeds of the bond issue.

    PV 354,511

    FV 400,000

    N Years 5

    I (percentage) 10

    PMT 28,000

    Annuity (beg/end) end

2. Prepare a bond amortization table.

Date Cash Interest Amort Balance

Jan 1, 2012 354,511

Dec 31, 2012 28,000 35,451 7,451 361,962

Dec 31, 2013 28,000 36,196 8,196 370,158

Dec 31, 2014 28,000 37,016 9,016 379,174

Dec 31, 2015 28,000 37,917 9,917 389,091

Dec 31, 2016 28,000 38,909 10,909 400,000



Question 7  The Schmitz Company issues bonds on January 1, 2012, priced to yield 7%.  The bonds have
a maturity value of $2,000,000, and call for annual interest payments of 8% on December 31 of
each year, starting on December 31, 2012. These are four year bonds, maturing on December 31,
2015.  After selling the bonds to the investing public, the investment banker withholds 12% of the
gross proceeds as its fee (forwarding 88% of the proceeds to Schmitz).

Compute the net proceeds to Schmitz (after deducting investment banker fee) from the bond issue
and create an amortization table that will assist in the accounting for the bond issue.  Be sure to
designate which interest rate is used for which purpose.  Round all amounts to dollars. Your table
should contain an adjustment to account for rounding errors.

    PV 2,067,744

    FV 2,000,000

    N Years 4

    I (percentage) 7

    PMT 160,000

    Annuity (beg/end) end

    Compounding pds 1

    Round to x places 0

1,819,615 = 2,067,744*.88 = proceeds to company

    PV (enter as neg) -1,819,615

    FV 2,000,000

    N Years 4

    I (%) 10.9010

    PMT 160,000

    Annuity (beg/end) end

Amortization table using the 10.901%

Date Cash Interest Amort Balance
Jan 1, 2012 1,819,615

Dec 31, 2012 160,000 198,356 38,356 1,857,971
Dec 31, 2013 160,000 202,537 42,537 1,900,508
Dec 31, 2014 160,000 207,174 47,174 1,947,682
Dec 31, 2015 160,000 212,318 52,318 2,000,000



Take home question
Question 8  Bond period ………… accounting period.  On April 1, 2012, Cochran issued five-year bonds with a

maturity value of $700,000. The bonds pay 8% coupon interest annually on April 1.  The bonds
were sold to yield 7%.  Cochran.’s fiscal year ends on December 31.  Round all amounts to dollars
(use no cents).

Required:
a. Compute the proceeds from the bond issue.
b. Prepare an amortization table.
c. Prepare journal entries for 2012 and 2013
d. Prepare a schedule showing 2012 and 2013 financial statement amounts for:

Balance sheet:   total liability, current liability, long-term liability
Income statement: operating income, non-operating income
Cash flows: operating activities, investing activities, financing activities

    PV 728,701

    FV 700,000

    N Years 5

    I (percentage) 7

    PMT 56,000

    Annuity (beg/end) end

Date Cash Interest Amort Balance
Apr 1, 2012 728,701
Apr 1, 2013 56,000 51,009 4,991 723,710
Apr 1, 2014 56,000 50,660 5,340 718,370
Apr 1, 2015 56,000 50,286 5,714 712,656
Apr 1, 2016 56,000 49,886 6,114 706,542
Apr 1, 2017 56,000 49,458 6,542 700,000

4/1/12 Cash 728,701
Bonds payable 728,701

12/31/12 Interest expense 38,257
Bonds payable 3,743

Interest payable 42,000

4/1/13 Interest payable 42,000
Interest expense 12,752
Bonds payable 1,248

Cash 56,000

12/31/13 Interest expense 37,995
Bonds payable 4,005

Interest payable 42,000



Total Current LT Oper Non-op
Liab Liab Liab Inc Income OA IA FA

Dec 31, 2012 766,958 55,084 711,874 0 (38,257) 0 0 728,701
Dec 31, 2013 761,705 55,084 706,621 0 (50,747) (56,000) 0 0
Dec 31, 2014 756,084 55,084 701,000 0 (50,380) (56,000) 0 0
Dec 31, 2015 750,070 55,084 694,986 0 (49,986) (56,000) 0 0
Dec 31, 2016 743,635 743,635 0 0 (49,565) (56,000) 0 0
Dec 31, 2017 0 0 0 0 (12,365) (56,000) 0 (700,000)



Exam Content:

Q1 Computing lease payment 5 min 8 pts

Q2 Classifying lease for lessee 15 min  14 pts

Q3 Lease accounting for lessor 15 min 16 pts

Q4 Lease accounting for lessee 20 min 28 pts

Q5 Lease accounting for lessee 15 min 9 pts

Q6 Impact of error–1st yr 12 min 12 pts

Q7 Correction of error    7 min    10 pts

89 min 97 pts
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Instructions:
1. Budget your time wisely.
2. Show all work and computations.  Incorrect answers on the problems that are accompanied by

computations are eligible for partial credit.
3. You may use a calculator and a straight-edge.  You may not use your text or any notes.  This exam

is closed-book, closed-notes, and closed-neighbor.
4. An exam is not important enough to compromise your honor.  Please do not cheat.  Anyone caught

cheating will be severely disciplined according to university policy.  The penalties for cheating on
this exam, or facilitating cheating, are listed in the syllabus.

5. Some students will be taking this test at a later time.  It is cheating to give them inside information.
6. Dr. Albrecht believes that each question has sufficient information to be worked.
7. Good luck.



Question 1  Compute lease payment.  Compute the amount of a lease payment, where a six (6) year
lease is signed on March 26, 2012 and is to be repaid in equal annual installment payments starting

on March 26,  2012.  The asset has a total economic life of twelve (12) years.  The asset has a
$460,000 historical cost (and $540,000 market value) to the lessor on March 26, 2012. The lessor
expects the asset to have a total residual value of $10,000 (unguaranteed) on March 26, 2024 (end of
asset life), and a total residual value of $50,000 on March 26, 2018 (end of lease), with a guaranteed
residual value of $30,000.  The lessee’s weighted average cost of capital is 7%, and the lessee pays
$2,000 to a lawyer to review the language of the lease.  The lessor desires a 8% rate of return, and
pays a lawyer $4,000 to create the lease.  The lessor’s rate is not known by the lessee.  

[Please show all work.]



Question 2  Lease classification for lessee.  Cochran Finance, the lessor, and Mickelson Company, the
lessee, sign a lease agreement on March 26, 2012 that provides for Mickelson to lease equipment
worth $500,000 from Cochran Finance. The lease terms, provisions, and other related events are as
follows.

The lease is noncancellable and has a term of 7 years (the total estimated useful life of the

equipment is expected to be 9 years).  The annual rental payments of 82,174  are payable

every March 26, starting on March 26, 2012.  Both Cochran and Mickelson estimate that the
equipment will have a total residual value of $60,000 at the end of 7 years, with $50,000 of it is
guaranteed.  Cochran expects the property to have a $20,000 residual value at the end of the 9th year,
but this is not guaranteed.  Mickelson Company can purchase the equipment at the end of the lease
for its market value at that time.  If not, the equipment is to be returned to Cochran Finance.

The interest rate implicit in the lease is 7%, which is not known by Mickelson. Mickelson
Company's incremental borrowing rate is 8%.  Both companies use the straight-line method to
record depreciation on similar equipment, with one-half year taken in the year of acquisition.

The cost of the equipment to Cochran Finance is $400,000.  The lessor incurs initial direct costs of
$5,000.  The collectibility of the rentals is reasonably assured.  There are no uncertainties

surrounding the amount of unreimbursable costs yet to be incurred by the lessor.

Identify the type of lease involved for Mickelson (LESSEE), and give reasons for your

classification. You should consider all possible classification criteria.  Your answer should include
your analysis, conclusion and justification for that conclusion (i.e., what conditions must be present
for certain classifications).  If it isn’t written down, I’ll assume that you didn’t consider it or you
don’t know it.



Question 3  Lease accounting for lessor. The Hall Company frequently purchases equipment from
manufacturers.  It then leases the equipment to other companies.  If Hall is required to depreciate the
equipment for financial accounting purposes, straight line depreciation is used with a full year taken
in the year of acquisition.  Hall has a fiscal year that extends from January 1 to December 31 of each
year.

Hall purchased a piece of equipment for $550,000 on 1/2/2012, and debited the Leased Assets
account.  Hall expects the equipment to have a five (5) year life with a residual value of $40,000 at
the end of the fifth year (none guaranteed).  

On 1/3/2012, the equipment has a fair market value of $550,000.   On 1/3/2012, the Hall Company
leases the equipment to another company for a four (4) year period.  On 1/3/2012, Hall spent $0 for
lawyer fees (initial direct costs).  Hall expects the equipment to have a residual value of $30,000
($15,000 guaranteed) when it is returned at the end of the four year lease term, on 12/31/2015.  Hall

structures the annual rental payments of 149,732, due on 3/1/2012 & 1/3/2013 & 1/3/2014 &

1/3/2015, to earn an 9% rate of return.  Hall knows that the lessee has a weighted average cost of
capital of 8%.  The lessee incurred $2,000 of lawyer fees to review the lease.

This loan is to be accounted for as a direct financing lease for Hall (LESSOR).

(1) Prepare a lease amortization table to assist Hall (LESSOR) in the accounting for this lease.  Please

round all amounts to dollars. Your table should contain an adjustment to account for rounding
errors.



(2) Prepare all journal entries that Taves (LESSOR) will need for 2012 and 2013.

1/2/2012 Leased Assets 550,000
Cash 550,000



Question 4  Lease accounting for lessee.  On 1/1/2012, the ABC Company leases a piece of equipment
to the XYZ Company for a six (6) year period.  At this date, the equipment has a total expected remaining
useful life of eight (8) years.  The equipment has a fair market value of $600,000 on 1/1/2012, and is
carried on ABC's (lessor) books at a cost and book value of $500,000.  ABC expects the equipment to
have a residual value of $60,000 when it is returned on 12/31/2017.  Only $50,000 of this value is to be
guaranteed by XYZ (lessee).  Eventually, at the end of the 8th year the asset will have a residual value of
$10,000 but there is no guarantee.  ABC (lessor) incurs initial direct costs of $5,000 in drawing up the
lease.  XYZ (lessee) incurs no legal fees.

ABC structures the annual rental payments of 110,131, due on 1/1/2012 & 1/1/2013 &

1/1/2014 & 1/1/2015 & 1/1/2016 & 1/1/2017, to earn an 7% rate of return (the rate of interest implicit in
the lease).  Please notice that a lease payment is due on the date the lease is signed.  XYZ is not aware of
ABC’s rate.  XYZ's cost of capital is 9%.

This loan is to be accounted for as a capital lease for XYZ (LESSEE).  Should it be

necessary, both ABC and XYZ use straight-line depreciation, with a full year taken in the year of
acquisition.  Both ABC and XYZ have a fiscal year that extends from January 1 to December 31 of each
year.

1. Prepare an amortization table for XYZ (LESSEE) to aid in the accounting for the lease.  Please

round all amounts to dollars. Your table should contain an adjustment to account for rounding
errors.



2. Prepare all necessary journal entries for 2012 and 2013 for XYZ (LESSEE) to account for the

lease.  Assume all payments made as scheduled.  No explanations are necessary, but provide dates
for all entries.

3. What values does XYZ (LESSEE) report on its balance sheets for 12/31/2012 and 12/31/2013?  Be
sure to identify where on the balance sheet the values are placed.

PPE CL LtLiab
2012
2013



4. What values does XYZ (LESSEE) report on its income statements for 2012 and 2013?  Be sure to

identify where on the income statements the values are placed (including whether or not it is in
operating income).

Op Inc Non-op Inc
2012
2013

5 What values does XYZ (LESSEE) report on its cash flows statements for 2012 and 2013?  Be

sure to identify where on the statement of cash flows the values are placed.

OA IA FA
2012
2013



Question 5  Operating lease accounting for lessee.  On 1/3/2012, the ABC Company (lessor) leases a
piece of equipment to the XYZ Company (lessee) for a five (5) year period (at this date, the equipment has
a total expected remaining useful life of ten (10) years).  The equipment has a fair market value of
$700,000 on 1/3/2012, and is carried on ABC's books (lessor) at a cost and book value of $700,000

(purchased 1/2/2012 with a debit to Leased Assets).  ABC (lessor) expects the equipment to have a
residual value of $200,000 when it is returned on 12/31/2016.  Only $10,000 of this value is to be
guaranteed by XYZ (lessee).  ABC incurs initial direct costs of $0 in drawing up the lease.   XYZ has no
initial direct costs. ABC expects the equipment to have a residual value of 12,000 at the end of ten years,
but there is no guarantee of this.

ABC (lessor) structures the annual rental payments of 127,052, due on 1/3/2012 &

1/3/2013 & 1/3/2014 & 1/3/2015 & 1/3/2016, to earn an 7% rate of return (the rate of interest implicit in
the lease).  XYZ (lessee) is not aware of ABC’s rate.  XYZ's cost of capital is 8%.

This loan is to be accounted for as an operating lease for XYZ (LESSEE).  Should it be

necessary, both ABC and XYZ use straight-line depreciation, with a full year taken in the year of
acquisition.  Both ABC and XYZ have a fiscal year that extends from January 1 to December 31 of each
year.

1. Prepare all necessary journal entries for 2012 and 2013 for XYZ (LESSEE) to account for the

lease.  Assume all payments made as scheduled.  No explanations are necessary, but provide dates
for all entries.

2. What values does XYZ (LESSEE) report on its balance sheets for 12/31/2012 and 12/31/2013? 

Be sure to identify where on the balance sheet the values are placed.

PPE CL LtLiab
2012
2013



3. What values does XYZ (LESSEE) report on its income statements for 2012 and 2013?  Be sure to

identify where on the income statements (operating income or non-operating income) the values are
placed.

Op Inc Non-op Inc
2012
2013

4 What values does XYZ (LESSEE) report on its cash flows statements for 2012 and 2013?  Be

sure to identify where on the statement of cash flows the values are placed.

OA IA FA
2012
2013



Question 6  Analyze the impact of the following errors.  Each situation is independent and separate. 

For each part of the financial statements, determine if the error results in amounts that are
O=overstated, U=understated.  If there is no effect, use N or SSSS.  For all errors, assume that the
company’s fiscal year extends from January 1 until December 31.

1. Paid $6,000 payment to supplier in current year.  Recorded as Supplies Expense.  Supplies to be
consumed in next year.  If no adjustment was made to defer expense (therefore leaving it in the
expense account), this error would have the following effects for the current year.

A     =     L     +     SHE

R     !     E     =     NI

BRE     +     NI     !     DIV     =     ERE

Outflows:  ± OA      ± IA      ± FA

2. If the company inadvertently omitted the current period's year-end adjusting entry for accrued wages
(debit Wages Expense and credit Wages Payable), the omission would have the following effects for
the current  year:

A     =     L     +     SHE

R     !     E     =     NI

BRE     +     NI     !     DIV     =     ERE

Receipts:  ± OA      ± IA      ± FA



3. In December of the current year, the Holt Company ordered merchandise on account.  The shipment
was received on before the end of December.  Although the purchase was correctly recorded (debit
Inventory and credit Accounts Payable), the goods were not included in the December ending
inventory. This omission would have what effects in the current period financial statements?

A     =     L     +     SHE

R     !     E     =     NI

B I     +     P !     E I     =     CGS

BRE     +     NI     !     DIV     =     ERE

± OA      ± IA      ± FA



Question 7   In 2010, the Henry Company made a prepayment to a supplier.  It debited Prepaid Expense 
and credited Cash.  Henry inadvertently omitted the 2010 year-end adjusting entry (debit Expense and
credit Prepaid Expense).  Prepaid expense was reduced in 2011 instead.  The expense should have been
included in the 2010 financial statements because the service was consumed in that year.

If the error is discovered at the end of 2011 before closing, what all needs to be done for correction.  Be
precise. [Hint:  One of the things that needs to be done is a journal entry.]

1.

2.

3.

4..
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Exam 2 Solutions

The test results are most definitely disappointing to me.  When I’ve done my test before, I don’t recall a
class doing as poorly.  Really, <80%  isn’t acceptable.  I think students are not doing HW.  This is
probably due to my not pushing then.  I am a short-timer, so this exam performance is reflective of that,
I’m sorry to say.



Question 1  Compute lease payment.  Compute the amount of a lease payment, where a six (6) year
lease is signed on March 26, 2012 and is to be repaid in equal annual installment payments starting on

March 26,  2012.  The asset has a total economic life of twelve (12) years.  The asset has a $460,000
historical cost (and $540,000 market value) to the lessor on March 26, 2012. The lessor expects the asset
to have a total residual value of $10,000 (unguaranteed) on March 26, 2024 (end of asset life), and a total
residual value of $50,000 on March 26, 2018 (end of lease), with a guaranteed residual value of $30,000. 
The lessee’s weighted average cost of capital is 7%, and the lessee pays $2,000 to a lawyer to review the
language of the lease.  The lessor desires a 8% rate of return, and pays a lawyer $4,000 to create the lease. 
The lessor’s rate is not known by the lessee.  

Question 2  Lease classification for lessee.  Cochran Finance, the lessor, and Mickelson Company, the
lessee, sign a lease agreement on March 26, 2012 that provides for Mickelson to lease equipment worth
$500,000 from Cochran Finance. The lease terms, provisions, and other related events are as follows.

The lease is noncancellable and has a term of 7 years (the total estimated useful life of the equipment is

expected to be 9 years).  The annual rental payments of 82,174  are payable every March 26,

starting on March 26, 2012.  Both Cochran and Mickelson estimate that the equipment will have a total
residual value of $60,000 at the end of 7 years, with $50,000 of it is guaranteed.  Cochran expects the
property to have a $20,000 residual value at the end of the 9th year, but this is not guaranteed.  Mickelson
Company can purchase the equipment at the end of the lease for its market value at that time.  If not, the
equipment is to be returned to Cochran Finance.

The interest rate implicit in the lease is 7%, which is not known by Mickelson. Mickelson Company's
incremental borrowing rate is 8%.  Both companies use the straight-line method to record depreciation on
similar equipment, with one-half year taken in the year of acquisition.

The cost of the equipment to Cochran Finance is $400,000.  The lessor incurs initial direct costs of
$5,000.  The collectibility of the rentals is reasonably assured.  There are no uncertainties surrounding
the amount of unreimbursable costs yet to be incurred by the lessor.

Identify the type of lease involved for Mickelson (LESSEE), and give reasons for your classification.

You should consider all possible classification criteria.  Your answer should include your analysis,
conclusion and justification for that conclusion (i.e., what conditions must be present for certain
classifications).  If it isn’t written down, I’ll assume that you didn’t consider it or you don’t know it.



Question 3  Lease accounting for lessor. The Hall Company frequently purchases equipment from
manufacturers.  It then leases the equipment to other companies.  If Hall is required to depreciate the
equipment for financial accounting purposes, straight line depreciation is used with a full year taken in the
year of acquisition.  Hall has a fiscal year that extends from January 1 to December 31 of each year.

Hall purchased a piece of equipment for $550,000 on 1/2/2012, and debited the Leased Assets account. 
Hall expects the equipment to have a five (5) year life with a residual value of $40,000 at the end of the
fifth year (none guaranteed).  

On 1/3/2012, the equipment has a fair market value of $550,000.   On 1/3/2012, the Hall Company leases
the equipment to another company for a four (4) year period.  On 1/3/2012, Hall spent $0 for lawyer fees
(initial direct costs).  Hall expects the equipment to have a residual value of $30,000 ($15,000 guaranteed)
when it is returned at the end of the four year lease term, on 12/31/2015.  Hall structures the annual rental

payments of 149,732, due on 3/1/2012 & 1/3/2013 & 1/3/2014 & 1/3/2015, to earn an 9% rate of

return.  Hall knows that the lessee has a weighted average cost of capital of 8%.  The lessee incurred
$2,000 of lawyer fees to review the lease.

This loan is to be accounted for as a direct financing lease for Hall (LESSOR).

(1) Prepare a lease amortization table to assist Hall (LESSOR) in the accounting for this lease.  Please

round all amounts to dollars. Your table should contain an adjustment to account for rounding
errors.

(2) Prepare all journal entries that Taves (LESSOR) will need for 2012 and 2013.

1/2/2012 Leased Assets 550,000
Cash 550,000



Question 4  Lease accounting for lessee.  On 1/1/2012, the ABC Company leases a piece of equipment
to the XYZ Company for a six (6) year period.  At this date, the equipment has a total expected remaining
useful life of eight (8) years.  The equipment has a fair market value of $600,000 on 1/1/2012, and is
carried on ABC's (lessor) books at a cost and book value of $500,000.  ABC expects the equipment to
have a residual value of $60,000 when it is returned on 12/31/2017.  Only $50,000 of this value is to be
guaranteed by XYZ (lessee).  Eventually, at the end of the 8th year the asset will have a residual value of
$10,000 but there is no guarantee.  ABC (lessor) incurs initial direct costs of $5,000 in drawing up the
lease.  XYZ (lessee) incurs no legal fees.

ABC structures the annual rental payments of 110,131, due on 1/1/2012 & 1/1/2013 &

1/1/2014 & 1/1/2015 & 1/1/2016 & 1/1/2017, to earn an 7% rate of return (the rate of interest implicit in
the lease).  Please notice that a lease payment is due on the date the lease is signed.  XYZ is not aware of
ABC’s rate.  XYZ's cost of capital is 9%.

This loan is to be accounted for as a capital lease for XYZ (LESSEE).  Should it be

necessary, both ABC and XYZ use straight-line depreciation, with a full year taken in the year of
acquisition.  Both ABC and XYZ have a fiscal year that extends from January 1 to December 31 of each
year.

1. Prepare an amortization table for XYZ (LESSEE) to aid in the accounting for the lease.  Please

round all amounts to dollars. Your table should contain an adjustment to account for rounding
errors.



2. Prepare all necessary journal entries for 2012 and 2013 for XYZ (LESSEE) to account for the

lease.  Assume all payments made as scheduled.  No explanations are necessary, but provide dates
for all entries.

3. What values does XYZ (LESSEE) report on its balance sheets for 12/31/2012 and 12/31/2013?  Be
sure to identify where on the balance sheet the values are placed.

4. What values does XYZ (LESSEE) report on its income statements for 2012 and 2013?  Be sure to

identify where on the income statements the values are placed (including whether or not it is in
operating income).

5 What values does XYZ (LESSEE) report on its cash flows statements for 2012 and 2013?  Be

sure to identify where on the statement of cash flows the values are placed.



Question 5  Operating lease accounting for lessee.  On 1/3/2012, the ABC Company (lessor) leases a piece
of equipment to the XYZ Company (lessee) for a five (5) year period (at this date, the equipment has a
total expected remaining useful life of ten (10) years).  The equipment has a fair market value of $700,000
on 1/3/2012, and is carried on ABC's books (lessor) at a cost and book value of $700,000 (purchased

1/2/2012 with a debit to Leased Assets).  ABC (lessor) expects the equipment to have a residual value of
$200,000 when it is returned on 12/31/2016.  Only $10,000 of this value is to be guaranteed by XYZ
(lessee).  ABC incurs initial direct costs of $0 in drawing up the lease.   XYZ has no initial direct costs.
ABC expects the equipment to have a residual value of 12,000 at the end of ten years, but there is no
guarantee of this.

ABC (lessor) structures the annual rental payments of 127,052, due on 1/3/2012 &

1/3/2013 & 1/3/2014 & 1/3/2015 & 1/3/2016, to earn an 7% rate of return (the rate of interest implicit in
the lease).  XYZ (lessee) is not aware of ABC’s rate.  XYZ's cost of capital is 8%.

This loan is to be accounted for as an operating lease for XYZ (LESSEE).  Should it be

necessary, both ABC and XYZ use straight-line depreciation, with a full year taken in the year of
acquisition.  Both ABC and XYZ have a fiscal year that extends from January 1 to December 31 of each
year.

1. Prepare all necessary journal entries for 2012 and 2013 for XYZ (LESSEE) to account for the

lease.  Assume all payments made as scheduled.  No explanations are necessary, but provide dates
for all entries.

2. What values does XYZ (LESSEE) report on its balance sheets for 12/31/2012 and 12/31/2013? 

Be sure to identify where on the balance sheet the values are placed.

3. What values does XYZ (LESSEE) report on its income statements for 2012 and 2013?  Be sure to

identify where on the income statements (operating income or non-operating income) the values are
placed.

4 What values does XYZ (LESSEE) report on its cash flows statements for 2012 and 2013?  Be

sure to identify where on the statement of cash flows the values are placed.



Question 6  Analyze the impact of the following errors.  Each situation is independent and separate. 

For each part of the financial statements, determine if the error results in amounts that are
O=overstated, U=understated.  If there is no effect, use N or SSSS.  For all errors, assume that the
company’s fiscal year extends from January 1 until December 31.

1. Paid $6,000 payment to supplier in current year.  Recorded as Supplies Expense.  Supplies to be
consumed in next year.  If no adjustment was made to defer expense (therefore leaving it in the
expense account), this error would have the following effects for the current year.

2. If the company inadvertently omitted the current period's year-end adjusting entry for accrued wages
(debit Wages Expense and credit Wages Payable), the omission would have the following effects for
the current  year:

3. In December of the current year, the Holt Company ordered merchandise on account.  The shipment
was received on before the end of December.  Although the purchase was correctly recorded (debit
Inventory and credit Accounts Payable), the goods were not included in the December ending
inventory. This omission would have what effects in the current period financial statements?



Question 7   In 2010, the Henry Company made a prepayment to a supplier.  It debited Prepaid Expense 
and credited Cash.  Henry inadvertently omitted the 2010 year-end adjusting entry (debit Expense and
credit Prepaid Expense).  Prepaid expense was reduced in 2011 instead.  The expense should have been
included in the 2010 financial statements because the service was consumed in that year.

If the error is discovered at the end of 2011 before closing, what all needs to be done for correction.  Be
precise. [Hint:  One of the things that needs to be done is a journal entry.]



A 356
Take-home final exam question

Spring, 2012

Question 1   You are calculating the basic earnings per share (BEPS) and diluted earnings per share

(DEPS) of the Boie Corp. for 2012.  Boie has 670,000 shares of stock outstanding at year end, and had a

weighted average of 814,000 shares of common stock outstanding during 2012, and the tax rate is 30%. 
The common stock is selling for $37 at year end, and has an average price of $40 during the year.

Bonds:
Coupon rate = 9%, $1,000 bonds, 10-year, 3,000 bonds issued and outstanding. Each bond is

convertible into 15 shares of common stock.  The bonds (total maturity value of $3,000,000)
were issued on January 1, 2010 for $3,421,415 when the market rate was 7%.  Each bond has
a maturity date of December 31, 2019, and interest is paid annually on December 31.  Boie
uses the effective interest method to amortize bond discount or premium, with an effective
rate of 7%.

Preferred Stock:
Class A  ¸11.1%, $100 par per share, cumulative, 4,500 shares issued and outstanding.  This class

of preferred stock is not convertible.  The Class A preferred shares were issued in 2001 at par
($450,000).  There are $15,000 of dividends in arrears as of 1/1/12.  Dividends of $40,000
were declared and paid during 2012 ($15,000 for 2010 and $25,000 for 2012).  There are
$24,950 of dividends in arrears as of 12/31/12.

Class B ¸ 10.0%, $100 par value, non-cumulative, 4,000 shares issued and outstanding.  Each
preferred share is convertible into 2 share of common stock.  The Class B preferred shares
were issued in 1996 at par ($400,000).  There are no dividends in arrears as of 1/1/12. 
Dividends of $34,000 were declared and paid during 2012.  There are no dividends in arrears
as of 12/31/12.

Class C ¸ 10%, $100 par per share, cumulative, 2,000 shares issued and outstanding.  Each
preferred share is convertible into 2.5 shares of common stock.  The Class C preferred shares
were issued in 2002 at par ($200,000).  There are $10,000 of dividends in arrears as of 1/1/12. 
Dividends of $30,000 were declared and paid during 2012 ($10,000 for 2010 and $18,000 for
2012).  There are $2,000 of dividends were in arrears on 12/31/12.

Class D ¸ 12%, $100 par per share, non-cumulative, 4,000 shares issued and outstanding.  Each
preferred share is convertible into 5.0 shares of common stock.  The Class D preferred shares
were issued in 1999 at par ($400,000).there are no dividends in arrears as of 1/1/12. 
Dividends of $30,000 were declared and paid during 2012. There are no dividends in arrears
as of 12/31/12.

Options:
Throughout the year the President & CEO, Boie, held options to purchase 120,000 shares of
common stock at $30 per share.  The Vice-President & Chief Operating Officer, Iverson, held
60,000 options at $ 38 per share.  The CFO, Anderson, held options to purchase 50,000 shares at
$42 per share.



Question 1  Required:  
1. If net income amount is $3,100,000, calculate Boie's BEPS and DEPS for 2012.  For the

DEPS figure, show the correct order of entry for all potentially dilutive securities.  It is

important for you to fully document all work. 

2. Recompute BEPS & DEPS for Boie, using $7,100,000 as the amount of Net Income for 2012.

3. Recopute BEPS and DEPS for Boie, using $100,000 as the amount of Net Income for 2012.

Clearly mark or identify your answer for each part of the question.

Potentially

dilutive

securities

Num Denom Incr EPS
Options-Prez 0 30,000 0.00
Pfd D 30,000 20,000 1.50
Bonds 164,555 45,000 3.66
Pfd C 20,000 5,000 4.00
Pfd B 34,000 8,000 4.25

Date Cash Interest Amort Balance
1/1/2010 3,421,415
12/31/2010 270,000 239,499 30,501 3,390,914
12/31/2011 270,000 237,364 32,636 3,358,278
12/31/2012 270,000 235,079 34,921 3,323,357
12/31/2013 270,000 232,635 37,365 3,285,992
12/31/2014 270,000 230,019 39,981 3,246,011
12/31/2015 270,000 227,221 42,779 3,203,232
12/31/2016 270,000 224,226 45,774 3,157,458
12/31/2017 270,000 221,022 48,978 3,108,480
12/31/2018 270,000 217,594 52,406 3,056,074
12/31/2019 270,000 213,927 56,073 3,000,001

Poss shares 120,000
Buy back (90,000)
Net add'l 30,000




