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  Learning Objectives

1.
Detail recent changes in accounting standards relating to earnings per share, and know why the changes were made and how these changes will affect computations relating to earnings per share.

· In 1997, the FASB issued Statement No. 128, which provides new requirements associated with earnings per share computations and disclosure.

· Requires two EPS computations—basic and diluted.

· Dilution relates to those convertible securities and stock options that, if exercised, would result in a decrease in EPS.

· The International Accountings Standards Committee issued a similar EPS standard.


2.
Know the difference between a simple and a complex capital structure, and understand how dilutive securities affect earnings per share computations.

· A simple capital structure exists when a company has only common stock, or common and nonconvertible bonds outstanding, and there are no convertible securities, stock options, warrants, or other rights outstanding.

· A company with convertible securities or stock options that would, if exercised, result in a dilution in EPS is considered to have a complex capital structure.


3.
Compute basic earnings per share, taking into account the sale and repurchase of stock during the period as well as the effects of stock splits and stock dividends.

· Basic EPS is computed by dividing income available to common shareholders by the weighted average number of common shares outstanding.

· If a company splits its stock or declares a stock dividend, a retroactive recognition of this change must be made in determining the weighted average number of shares outstanding.

· When comparative financial statements are presented, the common shares outstanding for all periods shown must be adjusted to reflect any stock dividend or stock split in the current period.


4.
Use the treasury stock method to compute diluted earnings per share when a firm has outstanding stock options, warrants, and rights.

· If a firm has stock options, warrants, or rights outstanding, a determination must be made as to their potential effects on earnings per share.

· If the exercise price is less than the average market price for the period, the option, warrant, or right is considered dilutive and would be included in computing diluted EPS.

· The treasury stock method involves determining the number of incremental shares that would be issued assuming the options, warrants, or rights were exercised and the proceeds used to buy treasury shares on the market.


5.
Use the if-converted method to compute diluted earnings per share when a company has convertible preferred stock or convertible bonds outstanding.

· A company with convertible securities may be required to adjust both the numerator and the denominator in computing diluted earnings per share if those convertible securities are determined to be potentially dilutive.

· In the case of convertible bonds, interest expense (net of tax) must be added back to the numerator, and the number of shares that would be issued upon conversion would be included in the denominator.

· For convertible preferred stock, preferred dividends must be added back to income available to common shareholders, and the denominator would be increased by the number of shares that would be issued upon conversion.


6.
Factor into the diluted earnings per share computations the effect of actual conversion of convertible securities or the exercise of options, warrants, or rights during the period, and understand the antidilutive effect of potential common shares when a firm reports a loss from continuing operations.

· If conversion actually takes place during a period, an adjustment must be made to reflect what the EPS would have been if conversion or exercise had taken place at the beginning of the period or issuance date, whichever comes later.

· In the case of a firm reporting a loss from continuing operations, no dual presentation of EPS is required since inclusion of stock options or convertible securities would decrease the loss per share and thus always would be antidilutive.


7.
Determine the order in which multiple potential dilutive securities should be considered in computing diluted earnings per share.

· In those instances where a firm has multiple potentially dilutive securities, the FASB requires a systematic procedure for determining the order in which the various securities are considered.

· The individual effect of each security is computed, and the securities are considered in turn beginning with the security with the least favorable effect on basic EPS.

· The procedure is repeated until the diluted EPS figure is lower than the next security’s incremental impact.


8.
Understand the disclosure requirements associated with basic and diluted earnings per share computations.

· Basic and diluted EPS are required to be disclosed on the face of the income statement for those companies with a complex capital structure.

· Firms reporting below-the-line items on their income statement may report the per-share effects of these items either on the face of the income statement or in the notes.

· In addition, a schedule reconciling both the numerator and the denominator for the basic and diluted per-share computations must be provided in the notes to the financial statements.

Expanded Material

9.
Make complex earnings per share computations involving multiple potentially dilutive securities.

· For firms with stock options, warrants, rights, convertible preferred stock, and/or convertible bonds, the computations associated with diluted EPS can become quite complex.

· For those items that are dilutive or potentially dilutive, considering them in the proper sequence will ensure that diluted EPS is properly calculated.

  Chapter Review Outline
I.
Evolution of Requirements for Earnings Per Share Disclosure (p. 1103).

A.
Earnings per share (EPS).


1.
Income for the period reported on a per share of common stock basis.


2.
The presentation of EPS on the income statement is required by GAAP.

B.
A history.


1.
Originally computed and used by analysts.


2.
Then EPS was sometimes disclosed in unaudited section of annual report.  Figures used to develop EPS were often different from numbers in audited financial statements.


3.
Situation became more complex when some companies and analysts began computing EPS on the basis of what shares would be outstanding if certain securities were converted or certain options were exercised.

a.
Terms.


(1)
Dilution of earnings—a reduction in EPS (or increase in loss per share) resulting from the assumption that convertible securities have been converted or that options and warrants have been exercised or other shares have been issued upon the fulfillment of certain conditions.


(2)
Antidilution of earnings—assumed conversion of convertible securities or exercise of stock options that results in an increase in EPS or a decrease in loss per share.


(3)
Dilutive securities—securities whose assumed exercise or conversion results in a reduction in EPS or an increase in loss per share.


(4)
Antidilutive securities—securities whose assumed conversion or exercise results in an antidilution of EPS.


b.
These forward-looking computations of EPS attempted to provide information as to what future EPS might be, assuming conversions and exercises took place.


4.
Diverse reporting practices led to the development of APB No. 15.


a.
Related pronouncements specify the computation of EPS, including “what if” assumptions about conversions of other securities to common stock.


b.
The APB defined two EPS amounts:


(1)
Primary earnings per share—the amount of earnings attributable to each share of common stock outstanding, including common stock equivalents.


(2)
Diluted earnings per share—the amount of current EPS reflecting the maximum dilution that would have resulted from conversions, exercises, and other contingent issuances of stock that individually would have decreased EPS and in the aggregate would have had a dilutive effect.


5.
However, since the passage of APB No. 15 more than 25 years ago, little evidence to support the usefulness of these forward-type EPS figures has emerged.


6.
In 1993, the IASC concluded that the Canadian approach of a basic and diluted EPS was preferred to the American primary and diluted EPS.


7.
In February 1997, the FASB, working with the IASC, issued FASB Statement No. 128 that:


a.
Eliminated primary EPS and replaced it with an historical-based basic EPS.


b.
A diluted EPS computation is also required for companies with a complex capital structure.

II.
Simple and Complex Capital Structures (p. 1105).

A.
The capital structure of a company may be classified as simple or complex.


1.
Simple capital structure.


a.
A corporate structure that includes only common and nonconvertible preferred stock and has no convertible securities, stock options, warrants, or other rights outstanding.


b.
If net income includes extraordinary gains or losses or other below-the-line items, a separate EPS figure is required for each major component of income, as well as for net income.


c.
If there is no potential dilution to EPS from the conversion or exercise of convertible securities, stock options, warrants, or other rights, the capital structure can still be classified as simple.


2.
Complex capital structure—a corporate structure that includes convertible securities and/or stock options, warrants, or rights that could result in the issuance of additional common stock through exercise or conversion.

B.
Basic EPS.


1.
An EPS computation that considers only common stock issued and outstanding.


2.
It is computed as the net income less preferred dividends divided by the weighted-average common shares outstanding for the period.


3.
Uses the results of actual transactions and events to compute an EPS figure.

C.
Diluted EPS.


1.
Involves making assumptions about transactions relating to a company’s stock that, based on current information, will likely occur.


2.
Provides the financial statement user with the “worst-case” estimate as to EPS, assuming all events relating to the exercising of options or the conversion of securities that will likely happen in the future did in fact happen in the current period.

III.
Basic Earnings Per Share (p. 1106).

A.
Issuance of reacquisition of common stock.


1.
When common shares have been issued or reacquired during a period, the company’s resources have been changed, and this change should affect earnings.


2.
The weighted average number of shares may be computed by determining month-shares of outstanding stock and dividing by 12 to obtain the weighted average for the year.


3.
See text example on page 1107.


4.
If stock transactions occurred during a month, the weighted average computation could be made either on a daily basis or to the nearest month.

B.
Stock dividends and stock splits.


1.
When the number of common shares outstanding has changed during a period as a result of a stock dividend, a stock split, or a reverse split, a retroactive recognition of this change must be made in determining the weighted-average number of shares outstanding.


2.
See text example on page 1107.


3.
When comparative financial statements are presented, the common shares outstanding for all periods shown must be adjusted to reflect any stock dividend or stock split in the current period.


4.
Only with the retroactive recognition of changes in the number of shares can EPS presentations for prior periods be stated on a basis comparable with the EPS presentation for the current period.


5.
Similar retroactive adjustments must be made even if a stock dividend or a stock split occurs after the end of the period but before the financial statements are prepared (disclosure can be made in a note).

C.
Preferred stock included in capital structure.


1.
Basic EPS does not include preferred stock.


2.
When a capital structure includes preferred stock, dividends on preferred stock should be deducted from income before extraordinary or other special items and from net income to determine earnings related to common shares.


3.
If preferred dividends are not cumulative, only the dividends declared on preferred stock during the period are deducted.


4.
If preferred dividends are cumulative, the full amount of dividends on preferred stock (whether declared or not) are deducted from income in arriving at the earnings or loss balance related to the common stock.


5.
If there is a loss for the period, preferred dividends for the period, including any undeclared dividends on cumulative preferred stock, are added to the loss in arriving at the full loss related to the common stock.


6.
See text example on pages 1108 and 1109.

IV.
Diluted Earnings Per Share—Options, Warrants, and Rights (p. 1110).

A.
Complex capital structure.


1.
Additional information may be provided to financial statement users to reflect all potential dilution arising from the assumption that additional common stock is issued from exercise of options or conversion of convertible securities.


2.
FASB No. 128 identifies this EPS figure as diluted, implying a maximum dilution that could occur.


3.
Dilution occurs if inclusion of a potentially dilutive security reduces the basic EPS or increases the basic loss per share.


4.
If the opposite occurs, the security is an antidilutive security.


5.
If a company reports a below-the-line item, the “control number” used in determining whether a security is dilutive or not is “income from continuing operations.”


6.
Antidilutive securities are not included in computing diluted EPS.


7.
The adjustment of the numerator and/or denominator of basic EPS to compute diluted EPS depends on security’s nature and its terms.


a.
What would happen to the numerator and denominator if options had been exercised and convertible securities had been converted at the beginning of the year being evaluated?


b.
The two major types of potentially diluted securities:


(1)
Common stock options, warrants, and rights, and


(2)
Convertible bonds and convertible preferred stock.


c.
All computations of diluted EPS are made as if the exercise or conversion took place at the beginning of the company’s fiscal year or at the issue date of the stock option or convertible security, whichever comes later.

B.
Stock options, warrants, and rights.


1.
Provide no cash yield to investors, but have value because they permit acquisition of common stock at specified prices for a certain time period.


2.
Included in the computation of diluted EPS for a particular period only if they are dilutive.


3.
Exercised and their effect dilutive if the price for which stock can be acquired is lower than the average market price during the period.


4.
If the exercise price is higher than the average market price, no exercise would take place; thus, these securities have no potential dilution.


5.
Their exercise takes place as of the beginning of the year or at the date they are issued, whichever comes later.


6.
To compute diluted EPS when these securities exist, either net income must be increased to consider the increase in revenue such resources would produce or the cash must be assumed to be used for some non-revenue-producing purpose.


a.
FASB selected the latter approach and recommended it be assumed that cash proceeds from the exercise of these securities be used to purchase treasury stock at the average market price.


b.
Treasury stock method.


(1)
A method of recognizing the use of proceeds obtained upon exercise of options and warrants in computing EPS.


(2)
It assumes that any proceeds would be used to purchase common stock at current market prices.


c.
See text example on page 1111.

C.
Illustration of diluted EPS with stock options.


1.
If the market price of a company’s stock is less than the option exercise price, the treasury stock computation would cause the EPS to increase when compared to basic EPS because the incremental shares would be negative rather than positive.


2.
Thus, the test for antidilution of stock options, warrants, and rights is simply to compare the average market price with the exercise price.


a.
If the market price exceeds the exercise price, the options are dilutive and included “as if” exercised in computing diluted EPS.


b.
If the average market price is less than the exercise price, the options are antidilutive and are not used in computing diluted EPS.

V.
Diluted Earnings Per Share—Convertible Securities (p. 1112).

A.
Computing diluted EPS when convertible securities exist.


1.
Adjustments must be made both to net income and to the number of shares of common stock outstanding.


2.
If-converted method.


a.
A method used to adjust the EPS computation to consider the impact of the possible conversion of convertible securities.


b.
Under this method, the EPS computation is made as if the convertible securities were converted at the beginning of the year or the date the convertible security was issued, whichever is later.


3.
If the securities are bonds, net income is adjusted by adding back the interest expense, net of tax, to net income; the number of shares of common stock outstanding is increased by the number of shares that would have been issued on conversion.


4.
Any amortization or initial premium or discount is included in the interest expense added back.


5.
If the convertible securities are shares of preferred stock, no reduction is made from net income for preferred dividends.


a.
The number of shares of common stock outstanding is increased by the number of shares that would have been issued upon conversion.


b.
No adjustment for tax effects is required.


c.
Adjustments are made for only the portion of the year since the issuance date if purchased during the year.


6.
To test for dilution, each potentially dilutive convertible security must be evaluated individually.

B.
Illustration of diluted EPS with convertible securities.

C.
Computation of diluted EPS for securities issued during year.

D.
Shortcut test for antidilution.


1.
One can determine if a convertible security is antidilutive without actually computing diluted EPS.

2. If a company has net income rather than loss, the antidilutive test is performed by computing what the conversion contributes to EPS.

VI.
Effect of Actual Exercise or Conversion (p. 1114).

A.
Actual exercise or conversion.


1.
If additional shares are issued as a result of securities being converted, those newly issued shares would be included in the computation of the weighted-average number of shares outstanding for the period.


2.
However, an adjustment must be made to reflect what the EPS would have been if conversion or exercise had taken place at the beginning of the period or issuance date, whichever comes later.


3.
This adjustment is required for all securities actually converted or exercised during the period for computing diluted EPS whether dilutive or not.


4.
The adjustment for the period before exercise for diluted EPS uses the market price at exercise date.

B.
Effect of a loss from continuing operations on EPS.


1.
If a company reports a loss from continuing operations (control number), no dual computation of EPS is necessary, since inclusion of stock options or convertible securities would decrease the loss per share and thus always be antidilutive.


2.
This is true even if, as a result of below-the-line items like discontinued operations, the firm reports net income.


3.
If the diluted loss per share from continuing operations is less than the basic loss per share from continuing operations, only information relating to basic EPS computations is reported on the income statement.


a.
This is true even though net income is positive.


b.
The comparison for determining dilution is made using the control  number, income (or loss) from continuing operations, not net income.

VII.
Multiple Potentially Dilutive Securities (p. 1116).

A.
For a company having several different issues of convertible securities and/or stock options and warrants, the FASB requires selection of the combination of securities producing the lowest possible EPS figure.


1.
To avoid having to test a large number of different combinations to find the lowest one, companies can compute the incremental EPS for each potentially dilutive security.


2.
Because the smaller the incremental computation, the greater the impact on basic EPS, the securities are then ranked in order from the smallest incremental EPS to the largest.


3.
Then each security (beginning with the one having the smallest incremental EPS) is introduced into the computation until the EPS is lower than the next security’s incremental computation.


4.
At that point, all remaining securities are antidilutive.


5.
Any dilutive stock options and warrants are considered first before introducing convertible securities into the computations.

B.
Exhibit 19-4 summarizes the steps in computing basic and diluted EPS.

VIII.
Financial Statement Presentation (p. 1118).

A.
Income statement requirements.


1.
Companies with a simple capital structure present basic EPS.


2.
Companies with a complex capital structure present both basic and diluted EPS for both income from continuing operations and net income.


3.
When earnings including income or loss from discontinued operations, extraordinary items, or a cumulative effect of a change in accounting principle, EPS amounts for these line items may be presented either on the face of the income statement or in the notes.

B.
Required disclosure items in the notes to the financial statements.


1.
A reconciliation of both the numerators and the denominators of the basic and diluted EPS computations for income from continuing operations.


2.
The effect that preferred dividends have on the EPS computations.


3.
Securities that could potentially dilute EPS in the future that were not included in computing diluted EPS this period because those securities were antidilutive for the current period.


4.
Disclosure of transactions that occurred after the period ended but prior to the issuance of financial statements that would have materially affected the number of common shares outstanding or potentially outstanding such as the issuance of stock options.

C.
EPS data should be presented for all periods covered by the income statement.


1.
If potential dilution exists in any of the periods presented, the dual presentation of basic and diluted EPS should be made for all periods.


2.
If basic and diluted EPS are the same, one amount can be presented on the income statement.


3.
Whenever net income of prior periods has been restated as a result of a prior-period adjustment, the EPS for these prior periods should be restated and the effect of the restatement disclosed in the current year.
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