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— + (20%) Central Inc. leased a new machine to Bear Inc. under a 10-year noncancelable contract starting January 1, 2008.
Terms of the lease require payments of $798,933 each January 1, starting January 1, 2008. Bear’s incremental borrowing
rate 1s 12%. The implicit interest rate used by Central Inc. and known to Bear is 10%. The cost of the machine is $4,800,000
The economic life of the machine is estimated to 10 years, with residual value set at zero. The straight-line depreciation is

used for the machine. At the end of the lease, Bear assumes title to the machine. Collectibility 6f the lease payments is

reasonably certain; no uncertainties exist relative to unreimbursable lessor costs. (Present value of an annuity due at 12%
for 10 years is 6.32825; Present value of an annuity due at 10% for 10 years is 6.75902)
Required. (Round all numbers to the nearest dollar.)

(1) Discuss the nature of this lease transaction from the viewpoints of both lessee and lessor. (6%)
(2) Prepare the journal entry or entries to record the transaction on January 1, 2008, on the books of Bear Inc. (2%)
(3) Prepare the journal entry or entries to record the transaction on January 1, 2008, on the books of Central Inc. (3%)

(4) Show the items and amounts that would be reported on the balance sheet (not notes) at December 31, 2008, for both the
lessee and the lessor. (9%)

= * (15%) The following information has been obtained for the Central Company for 2008.
(a) . Life insurance expense on officers was $18,000.

(b) Prior to 2008, taxable income and pretax financial income were identical. | + - .

(c) On January 1, 2008, machine costing $840,000 is purchased. It is to be depreciated on a straight-line basis over 7T
years for financial reporting purposes. For tax purposes, Central used a 30% rate to calculate depreciation.

(d) Interest of $72,000 was earned on tax-exempt municipal obligations in 2008.

(¢) Sales on an accrual basis were $240,000. For tax purposes, $200,000 was recorded on the installment sales method.

(f) Product warranties were estimated to be $150,000 in 2008. Actual repair and labor costs related to the warranties in
2008 were $30,000. The remainder is estimated to be incurred evenly in 2009 and 2010.

(g) Pretax financial income is $1,800,000 in 2008. |

(h) Included in 2008 pretax financial income is an extraordinary gain of $240,000, which is fully taxable.
(1) The tax rate is 30% for all periods.

(j) Taxable income is expected in all future years.
Required:

" (1) Compute taxable income for 2008. (5%)
(2) Prepare the journal entry to record 2008 income tax expense, income tax payable, and deferred taxes. (4%) . -

(3) Prepare the bottom portion of Central’s 2008 income statement, beginning with “Income before income taxes and
extraordinary item.” (6%) |

=~ (15%) Comparative balance sheet accounts of Central Company are présented below.

Central Company
Comparative Statement of Balance Sheet
As of December 31
12/31/08 12031107 - |
Cash | $310,700 $ 84,000 -
Accounts receivable 180,000 108,000
Merchandise inventory | 192,000 240,000
Investment (Available-for-sale) 50,000 100,000
Property, plant and equipment $304,000 - $480,000
Less accumulated depreciation {160,000) 144.000 (152,000) 28.0
Accounts payable | ~ $ 108,000 $ 68,000
Interest payable 156,000 176,000
Bonds payable 280,000 - 400,000
Common stock 108,000 108,000
Retained earnings _224.700 - 108,000

860,000
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Central Company
Income Statement
For the Year Ended December 31, 2008

Sales | $5,300,000
Cost of sales | | __4.496,000
Gross profit 804,000
‘Selling expenses | - $300,000
Administrative expenses 128.000 428.000
Income from operations | 376,000
Interest expense 36,000
Loss on sale of investment - 25,000 |
Loss on sale of equipment | 24.000 SS,QQ
Income before taxes - | 291,000
Income taxes - o 87,300
Net income - _ | $ 203700

The following additional data were provided:
(a) Dividends of 87,000 were declared and paid at the end of 2'00_8.

(b) During the year, equipment was sold for $120,000. This equipment cost $176,000 originally and had a book value of
$144,000 at the time of sale. o |

(c) Investments that cost $50,000 were sold durmg the year.
(d) All depreciation expense is in the selling expense category.

Required:

(1) Compute net cash prcmded by opcratmg activities under indirect method. (9%)
(2) Compute net cash provided by investing activities. (3%)

(3) Compute net cash provided by financing activities. (3%)
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