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Exam Content:

Q1 Compute amount of lease payment 8 min 8 pts 

Q2 Lease classification for lessee 12 min 12 pts 

Q3 Operating lease accounting for lessee 12 min 12 pts 

Q4 Capital lease accounting for lessee 20 min 28 pts 

Q5 Sales type lease acct for lessor  15 min   14 pts 

Q6 Investments - equity securities    10 min    9 pts 

77 min 83 pts 

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, any notes, cell phone, etc. 

This exam is closed-book, closed-notes, and closed-neighbor.
4. If you use your computer, you may not access the internet for any files on the course web page.  Nor

may you access any downloaded files or notes that you have prepared.  Nor may you access files that
you created to work homework problems.  You have to start with blank spreadsheets and create
everything from scratch.  When completed with the exam, e-mail the file (files) containing your test
answers to Dr. Albrecht at albrecht@profalbrecht.com.

5. An exam is not important enough to compromise your honor.  Please do not cheat.  Anyone caught
cheating will be severely disciplined.  The penalty for cheating on this exam, or facilitating cheating,
is a zero for the test.

6. Dr. Albrecht believes that each question has sufficient information to be worked.  Please let me
know about any typos.

7. If any question calls for words in a solution, use the English language
8. Good luck.



Question 1 Compute the amount of a lease payment, where a five (5)

year lease is signed on April 24, 2014 and is to be repaid in semi-annual

installment payments starting on April 24, 2014, and continuing every
April 24 and October 24.  The asset has a total economic life of seven (7)
years.  

The asset has a $486,000 historical cost (and $530,000 market value) to
the lessor on April 24, 2014.  The lessor expects the asset to have a total
residual value of $84,000 on April 24, 2019 (end of lease), with a
guaranteed residual value of $35,000.  The lessor also expects the asset to
have a total residual value of $5,000 (unguaranteed) on April 24, 2021
(end of asset life). 

The lessee’s weighted average cost of capital is 8.2%, and the lessee pays $1,700 to a lawyer to review the
language of the lease.  The lessor desires a 6.8% rate of return, and pays a lawyer $4,300 to create the
lease.  The lessor’s rate is known by the lessee

[Please show all work.]



Question 2  Lease classification for lessee.  Scott Farm Equipment, the

lessor, and Ethan Company, the lessee, sign a lease agreement on April 24,
2014 that provides for Ethan (lessee) to lease equipment from Scott (lessor).
The lease terms, provisions, and other related events are as follows.

Ethan’s (lessee) incremental borrowing rate is 7.4%.  Scott’s (lessor) interest
rate implicit in the lease is 5.8%, which is known by Ethan (lessee).  Both
companies use the straight-line method to record depreciation on similar
equipment, with one-half year taken in the year of acquisition.

Ethan (lessee) can purchase the equipment at the end of the lease term for its market value at that time.  If
not, the equipment is to be returned to Scott (lessor).

The lease is noncancellable and has a term of 8 years (the total estimated useful life of the equipment is

expected to be 10 years).  The annual rental payments of 129,234  are payable every April 24, starting

on April 24, 2014.  The collectibility of the rentals is reasonably assured.  There are no uncertainties

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

Both Scott and Ethan estimate that the equipment will have a total residual value of $140,000 at the end of
8 years, with $115,000 of it guaranteed by Ethan (lessee).  Scott (lessor) expects the property to have a
$30,000 residual value at the end of the 10th year, but this is not guaranteed. 

The cost of the equipment to Scott Farm Equipment (lessor) is $650,000.  Its market value at retail is
$940,000.  Scott (lessor) incurs initial direct costs of $5,000.  Ethan (lessee) incurs initial direct costs of
$3,000. 

Identify the type of lease involved for Ethan (lessee), and give reasons for your classification.  You should
consider all possible classification criteria.  Each of these criteria should be written out (no abbreviations
or shortcuts).  Justify each yes or no answer.  It should also include your classification conclusion
(operating or capital lease) and justification for that conclusion.  If it isn’t written down, I’ll assume that
you didn’t consider it or you don’t know it.  Please convince me of your complete and masterful
knowledge of lease classification.

Your answer should be written out on the attached sheet of paper (or computer file if you are using Excel). 
We’ll staple it to your test when you are finished.



Question 3  Operating lease accounting for lessee.  On 1/3/2014, the Harry Company (lessor) leases a

piece of equipment to the Michael Company (lessee) for a three (3) year period (on 1/3/2014 the
equipment has a total expected remaining useful life of twenty (20) years).  The equipment has a fair
market value of $700,000 on 1/3/2013, and is carried on Harry's books (lessor) at a cost and book value of
$650,000.  Harry (lessor) expects the equipment to have a residual value of $520,000 when it is returned
on 12/31/2016 ($400,000 of this value is to be guaranteed by Michael, the lessee).  At the return of the
asset on 12/31/2016, Michael can purchase it for its then market value.  Harry incurs initial direct costs of
$900 in drawing up the lease.   Michael has no initial direct costs. Harry expects the equipment to have a
residual value of 10,000 at the end of twenty years, but there is no guarantee of this.

Harry (lessor) structures the annual rental payments of 93,280, due on 1/3/2014 & 1/3/2015 &

1/3/2016, to earn an 6% rate of return (the rate of interest implicit in the lease).  Michael (lessee) is not
aware of Harry’s rate.  Michael's average cost of capital is 8%.

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

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

1. Is an amortization table necessary for Michael (lessee) to account for
this lease, yes or no?  If yes, please prepare it here.



2. Prepare all necessary journal entries for 2014, 2015, and 2016 for Michael (lessee) to account for all
aspects of the lease.  Assume all payments are made as scheduled, and the asset is returned as
scheduled.  No explanations are necessary, but provide dates for all entries.

3.  Complete this table for Michael’s (lessee) reported amounts on the financial statements.

PPE Total Current Long-term Operating Non-op Operating Investing Financing
(net) Liability Liability Liability Income Income Activities Activities Activities

2014

2015

2016

[Please show all work.]



Question 4 Capital lease accounting for lessee.  On 1/1/2014, the Dexter Company leases a piece of

equipment to the Gracie Company for a five (5) year period.  At this date, the equipment has a total
expected remaining useful life of six (6) years.  The equipment has a fair market value of $730,000 on
1/1/2014, and is carried on Dexter's (lessor) books at a cost and book value of $730,000.  Dexter expects
the equipment to have a residual value of $80,000 when it is returned on 12/31/2018 ($60,000 of this
value is to be guaranteed by Gracie (lessee) ).  Eventually, at the end of the 6th year the asset will have a
residual value of $5,000 but there is no guarantee.  Dexter (lessor) incurs initial direct costs of $4,000 in
drawing up the lease.  Gracie (lessee) incurs no legal fees.

Dexter structures the annual rental payments of 152,653, due on 1/1/2014 & 1/1/2015 & 1/1/2016

& 1/1/2017 & 1/1/2018, to earn a 6.5% 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.  Gracie is not aware of Dexter’s rate. 
Gracie's cost of capital is 7%.

This loan is to be accounted for as a capital lease for Gracie (lessee).  Should it be necessary, both

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

1. Is an amortization table necessary for Gracie (lessee) to account for this lease, yes or no?  If yes,
please present it.



2. Prepare all necessary journal entries for 2014 and 2015 and 2016 for Gracie (lessee) to account for
the lease.  Assume all payments made as scheduled, and that the asset is returned as scheduled.  No
explanations are necessary, but provide dates for all entries.



3.  Complete this table for the Gracie’s (lessee) reported amounts on the financial statements.

Ppd/ Total Current Long-term Operating Non-op Operating Investing Financing

PPE Liability Liability Liability Income Income Activities Activities Activities

2014

2015

2016

2017

2018

[Please show all work.]



Question 5  Sales type lease accounting for lessor. The Jazmyn Company frequently purchases

equipment from manufacturers.  It then leases the equipment to other companies.  If Jazmyn 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.  Jazmyn has a fiscal year that extends from January 1 to December 31
of each year.

Jazmyn purchased a piece of equipment for $600,000 on 1/1/2014, and debited the Inventory to lease

account.  Jazmyn expects the equipment to have a seven (7) year total life with a residual value
(unguaranteed) of $5,000 at the end of the seventh year.  

On 1/1/2014, the equipment has a fair market value of $900,000.   

On 1/1/2014, the Jazmyn Company (lessor) leases the equipment to another company (lessee) for a six (6)
year term.  On 1/1/2014, Jazmyn spent $0 for lawyer fees (initial direct costs) to prepare the lease contract. 
Jazmyn expects the equipment to have a total residual value of $80,000 ($20,000 guaranteed) when it is
returned at the end of the six year lease term, on 1/1/2020. 

Jazmyn structures the annual rental payments of 157,671, due on 1/1/2014 & 1/1/2015 & 1/1/2016 &

1/1/2017 & 1/1/2018 & 1/1/2019, to earn a 5% rate of return.  Jazmyn knows that the lessee has a
weighted average cost of capital of 7%.  The collectibility of the rentals is reasonably assured.  There are

no uncertainties surrounding the amount of unreimbursable costs yet to be incurred by Scott (lessor).

This loan is to be accounted for as a sales type lease for Jazmyn (lesssor).

(1) Is an amortization table necessary for Jazmyn (lessor) to account for this lease, yes or no?  If yes,
please present it.



(2) Prepare all necessary journal entries for 2014, 2015 and 2016 for Jazmyn (lessor) to account for the
lease.  Assume all payments made as scheduled.  No explanations are necessary, but provide dates
for all entries.

1/1/2014 Inventory to lease 600,000
Cash 600,000



Question 6  Equity Investment: Trading Securities and Available for Sale.   Reggie Corporation

purchased some stock in the ABC Company on July 1, 2012.  The cost basis and the market value of the
investment are as follows:

July 1, 2012 Dec. 31, 2012 Dec.31, 2013
Historical Cost Market Value Market Value

ABC Company $113,000 $119,000 $117,000

This security has been and continues to be actively traded on a national exchange.  Reggie accounts for it
using the fair value method, as per GAAP.  The investment in ABC was classified as a trading security.

On January 2, 2014, the investment in ABC Company was sold for $117,000. 

Required:  What values are reported on Reggie’s financial statements for 2012-2014?  Use the following
table to account for the trading security investment, ABC.  Hint: some of the cells of the following table
will remain blank.  Also, not all major classifications of each statement are provided.

1. Write Reggie’s journal entries to account for its multi-year experience with stock in ABC Company,
for 2012, 2013, and 2014.  Journal explanations are not necessary, but dates should be marked.

2. Complete the following table for Trading Securities to show the financial statement disclosures
required by Reggie’s investment in ABC Company, for the 2012, 2013 and 2014 fiscal years.



State-

ment

Classification ABC Trading Security 

2012 2013 2014

BS Current assets

BS Investments (LT )

BS Retained Earnings

BS Accumulated Other
Comprehensive Inc.

IS Operating income
Revenue/(Expense)

IS Non-operating Inc.
Revenue/(Expense)

IS Non-operating Inc.
Gains/(losses)

CI Gains/(losses)

CF Operating activities

CF Investing activities

CF Financing activities


