
Professor Authored Problem Solutions

Intermediate Accounting 3

EPS

Solution to Problem 28 
Weighted average shares of common stock

Relevant facts:

January 2, 2014  Issued 350,000 shares of common stock for $1,700,000.

July 1, 2014.  Declared and issued a 10% common stock dividend.

September 1, 2014  Purchased 20,000 shares of common stock from outside investors for

$160,000.

September 30, 2014  Sold the 20,000 shares of common stock in the treasury to new investors for

$180,000.

December 31, 2014.  Declared and issued a two for one stock .

Required:  Compute the weighted average amount of shares of common stock available during 2014.

Jan 2 +350,000 shares * 1.1 *2.0 *12/12 = +770,000

Sep 1 !20,000 shares *2.0 *4/12 =   !13,333

Sep 30 +20,000 shares *2.0 *3/12 =   +10,000

     766,667

Solution to Problem 29
Weighted average shares of common stock

Relevant facts:

January 2, 2004 Issued 200,000 shares of common stock.

March 1, 2004 Declared and issued a three for one stock split

April 1, 2004 Issued 150,000 shares of common stock

Aug 1, 2004  Purchased 20,000 shares of common stock from outside investors.

Sep 1, 2004 Declared and issued a 10% common stock dividend.

Oct 1, 2004  Sold the 20,000 shares of common stock in the treasury to new investors

Required:  Compute the weighted average amount of shares of common stock available during 2004.

Jan 2 +200,000 shares * 3.0 *1.1 *12/12 = +660,000

Apr 1 +150,000 shares *1.1 *9/12 = +123,750 

Aug 1 !20,000 shares *1.1 *5/12 =     !9,167

Oct 1 +20,000 shares *3/12 =     +5,000     

     779,583
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Solution to Problem 30 
Comprehensive EPS

The first requirement is to compute basic earnings per share (BEPS), the second is to compute diluted

earnings per share (DEPS).

The formula for computing BEPS is straight forward.  Net income less preferred dividends all

divided by the weighted average shares of common stock outstanding throughout the year.

In this problem, two variables are easy to find and insert.

The amount of preferred dividends to subtract in the denominator depends upon whether the preferred

stock is cumulative (the preferred dividends avoided in any year (in arrears) can be paid in the future.  If

the preferred is cumulative, then the amount subtracted is the normal annual amount to pay regardless

ifit was paid or not.  If the preferred is not cumulative, then the amount subtracted is the amount of

dividends actually paid during the year.

In this problem, there are four preferred stock issues.  Issues A, B and C are cumulative, so the amount

subtracted is the normal annual amount (par value times rate times number of shares), or A = $60,000

(10%*100*6,000), B = $48,000 (8%*100*6,000) and C = $50,00 (10%*100*5,000).  D is not

cumulative, so the amount to subtract is $27,000 (amount actually paid).

 = $11.58  BEPS

Net Income ! preferred dividends

weighted average shares of common stock

2,500,000 ! preferred dividends

200,000

2,500,000  !60,000 ! 48,000 ! 50,000 ! 27,000

200,000
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The computation of DEPS requires a process to use for inserting values into the formula

The process is as follows.  For each security that can be converted or turned into additional shares of

common stock,), determine the impact on the EPS numerator and the EPS denominator if it were to be

included in EPS and then divide the numerator impact by the denominator impact to get what is called

an incremental EPS.  Rank order the incremental EPS amounts from low to high.  Starting with the

lowest, incorporate the numerator and denominator into the current DEPS number as long as the

incremental EPS is lower than the current DEPS.

Options:  options are only considered for inclusion in DEPS if the exercise price is lower than the end

of year market price for the common stock (otherwise, it doesn’t make sense that the options would

hypothetically be exercised).  The numerator impact for an included option is zero, and the denominator

impact is computed by the treasury stock method (see text book).  The incremental EPS amounts are:

1 Consider for DEPS inclusion because exercise price (8) is less than the actual EOY market

price (12).  Numerator impact of zero, denominator impact of 10,714 (25,000 ! (25,000 *

8/14)).

Incremental EPS of  0 ÷ 10,714 = $0.00

2 Not applicable, as option price (13) is greater than EOY market price (12).

3 Consider for DEPS inclusion because exercise price (8) is less than the actual EOY market

price (12).  Numerator impact of zero, denominator impact of 2,500 (7,000 ! (7,000*9/14))

Incremental EPS of  0 ÷ 2,500 = $0.00

Preferred Stock: Preferred stock is considered for inclusion in DEPS if it is convertible into shares of

common stock.  The numerator impact is the amount of dividends subtracted from the numerator of

BEPS.  The denominator impact is the additional number of shares if the preferred stock is

hypothetically converted into common stock.

A Consider for DEPS inclusion because it is convertible.  Numerator impact of 60,000,

denominator impact of 12,000 (6,000*2).

Incremental EPS of 60,000 ÷ 12,000 = $5.00

B Consider for DEPS inclusion because it is convertible.  Numerator impact of 48,000,

denominator impact of 18,000 (6,000*3).

Incremental EPS of 48,000 ÷ 18,000 = $2.67

C Consider for DEPS inclusion because it is convertible.  Numerator impact of 50,000,

denominator impact of 25,000 (5,000*5).

Incremental EPS of 50,000 ÷ 25,000 = $2.00

D Not applicable, as the preferred stock is not convertible.

Net Income ! preferred dividends + adjustments

weighted average shares of common stock + net additional hypothetical shares
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Bonds:   A bond issue is considered for inclusion of DEPS if it is convertible into shares of common

stock.  The numerator impact is the amount of interest expense for the issue times (one less the tax

rate).  The denominator impact is the additional number of shares if the bond issue is hypothetically

converted into common stock.  Please take notice that if the bond issue is originally issued at a

premium or discount, then an amortization table needs to be created to get the amount of interest

expense.  If the bonds are issued at par, then the cash interest is equal to the interest expense.

1 Consider for DEPS inclusion because it is convertible.  Numerator impact of 124,872 

(178,389*(1-.3)), denominator impact of 50,000 (2,000*25).

Incremental EPS of 124872 ÷ 50,000 = $2.50 (2.497446)
Cash Int Exp Amort Balance

1/1/202 2,268,403

12/31/02 200,000 181,472 18,528 2,249,875

12/31/03 200,000 179,990 20,010 2,229,865

12/31/04 200,000 178,389 21,611 2,208,254

2 Consider for DEPS inclusion because it is convertible.  Numerator impact of 105,000

(150,000*.7), denominator impact of 27,000 (1,500 * 18).

Incremental EPS of 105,000 ÷ 27,000 = $3.89

 Rank order from low to high:

Option 1 0 ÷ 10,714 = $0.00 1/2

Option 3 0 ÷ 2,500 = $0.00 1/2

Preferred C 50,000 ÷ 25,000 = $2.00 3

Bonds 1 124872 ÷ 50,000 = $2.50 (2.497446) 4

Preferred B 48,000 ÷ 18,000 = $2.67 5

Bonds 2 105,000 ÷ 27,000 = $3.89 6

Preferred A 60,000 ÷ 12,000 = $5.00 7

Iterative process for computing DEPS.
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Steps 1/2 Starting DEPS of $11.58, option incremental EPS of $0.00.  Because incremental EPS is

lower, adding it will take DEPS lower.

 = $10.86 DEPS

Step 3 Starting DEPS of $10.86, Preferred C incremental EPS of $2.00.  Because incremental EPS is

lower, adding it will take DEPS lower.

 = $9.93 DEPS

Step 4 Starting DEPS of $9.93,  Bonds 1 incremental EPS of $2.50.  Because incremental EPS is lower,

adding it will take DEPS lower.

 = $8.64 DEPS

Step 5 Starting DEPS of $8.64, Preferred B incremental EPS of $2.67.  Because incremental EPS is

lower, adding it will take DEPS lower.

 = $8.39 DEPS

Step 6 Starting DEPS of $8.39, Bonds 2 incremental EPS of $3.89.  Because incremental EPS is lower,

adding it will take DEPS lower.

 = $7.93 DEPS

Step 7 Starting DEPS of $7.93, Preferred A incremental EPS of $5.00.  Because incremental EPS is

lower, adding it will take DEPS lower.

 = $7.83 DEPS

The final answer is BEPS = $11.58, DEPS = $7.83.

2,315,000 + 0 + 0 = 2,315,000

200,000 + 10,714 + 2,500 = 213,214

2,315,000 + 50,000 = 2,365,000

213,214 + 25,000 = 238,214

2,365,000 + 124,872 = 2,489,872

238,214 + 50,000 = 288,214

2,489,872 + 48,000 = 2,537,872

288,214 + 18,000 = 306,214

2,537,872 + 105,000 = 2,642,872

306,214 + 27,000 = 333,214

2,642,872 + 60,000 = 2,702,872

333,214 + 12,000 = 345,214
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In class, we went over the problem again, changing net income to $500,000 from $2,500,000.  Basic

earnings per share (BEPS) becomes 

 = $1.58  BEPS

Computing DEPS proceeds as follows.  

Steps 1/2 Starting DEPS of $1.58, option incremental EPS of $0.00.  Because incremental EPS is

lower, adding it will take DEPS lower.

 = $1.48 DEPS

Step 3 Starting DEPS of $1.48, Preferred C incremental EPS of $2.00.  Because incremental EPS is

higher, adding it will not take DEPS lower.  So, the final DEPS is $1.48.

In class, we then went over the problem again, changing net income to ($500,000) from $500,000. 

Basic earnings per share (BEPS) becomes 

 = ($4.08)  BEPS

Computing DEPS proceeds as follows.  

Steps 1/2 Starting DEPS of ($4.08), option incremental EPS of $0.00.  Because incremental EPS of

zero is higher than a negative number, adding it will not take DEPS lower.  So, the final DEPS is

($4.08).

Since BEPS and DEPS are the same number, only the BEPS is reported.

500,000  !60,000 ! 48,000 ! 50,000 ! 27,000 = 315,000

200,000

315,000 + 0 + 0 = 315,000

200,000 + 10,714 + 2,500 = 213,214

!500,000  !60,000 ! 48,000 ! 50,000 ! 27,000 = !815,000

200,000
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Solution to Problem 31 
Comprehensive EPS

Part 1 Computation of BEPS and DEPS with a net income of $860,000

Computation of BEPS.

In this problem, there are four preferred stock issues.  Issues A, B and Dare cumulative, so the amount

subtracted is the normal annual amount (par value times rate times number of shares).  C is not

cumulative, so the amount to subtract is amount actually paid.

 = $1.07  BEPS

Net Income ! preferred dividends

weighted average shares of common stock

860,000  !40,000 ! 72,000 ! 36,000 ! 70,000 = 642,000

600,000
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Computation of DEPS

Options:  options are only considered for inclusion in DEPS if the exercise price is lower than the end

of year market price for the common stock (otherwise, it doesn’t make sense that the options would

hypothetically be exercised).  The numerator impact for an included option is zero, and the denominator

impact is computed by the treasury stock method (see text book).  The incremental EPS amounts are:

1 Not applicable, as option price (10) is greater than EOY market price (9).

2 Consider for DEPS inclusion because exercise price (8) is less than the actual EOY market

price (9).  Numerator impact of zero, denominator impact of 1,636 (6,000 ! (6,000 *

8/11)).

Incremental EPS of  0 ÷ 1,636 = $0.00

3 Not applicable, as option price (20) is greater than EOY market price (9).

Preferred Stock: Preferred stock is considered for inclusion in DEPS if it is convertible into shares of

common stock.  The numerator impact is the amount of dividends subtracted from the numerator of

BEPS.  The denominator impact is the additional number of shares if the preferred stock is

hypothetically converted into common stock.

A Consider for DEPS inclusion because it is convertible.  Numerator impact of 40,000,

denominator impact of 12,000 (4,000*3).

Incremental EPS of 40,000 ÷ 12,000 = $3.33

B Consider for DEPS inclusion because it is convertible.  Numerator impact of 72,000,

denominator impact of 36,000 (9,000*4).

Incremental EPS of 72,000 ÷ 36,000 = $2.00

C Not applicable, as the preferred stock is not convertible.

D Consider for DEPS inclusion because it is convertible.  Numerator impact of 70,000,

denominator impact of 28,000 (7,000*4).

Incremental EPS of 70,000 ÷ 28,000 = $2.50

Net Income ! preferred dividends + adjustments

weighted average shares of common stock + net additional hypothetical shares
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Bonds:   A bond issue is considered for inclusion of DEPS if it is convertible into shares of common

stock.  The numerator impact is the amount of interest expense for the issue times (one less the tax

rate).  The denominator impact is the additional number of shares if the bond issue is hypothetically

converted into common stock.  Please take notice that if the bond issue is originally issued at a

premium or discount, then an amortization table needs to be created to get the amount of interest

expense.  If the bonds are issued at par, then the cash interest is equal to the interest expense.

1 Consider for DEPS inclusion because it is convertible.  Numerator impact of 187,309 

(267,584*(1-.3)), denominator impact of 90,000 (3,000*30).

Incremental EPS of 187,309 ÷ 90,000 = $2.08

Date Cash Int Exp Amort Balance

1/1/02 3,402,605

12/31/02 300,000 272,208 27,792 3,374,813

12/31/03 300,000 269,985 30,015 3,344,798

12/31/04 300,000 267,584 32,416 3,312,382

2 Consider for DEPS inclusion because it is convertible.  Numerator impact of 166,600

(238,000*.7), denominator impact of 153,000 (3,400 * 45).

Incremental EPS of 166,600 ÷ 153,000 = $1.09

 Rank order from low to high:

Option 2 0 ÷ 1,636 = $0.00 1

Bonds 2 166,600 ÷ 153,000 = $1.09 2

Preferred B 72,000 ÷ 36,000 = $2.00 3

Bonds 1 187,309 ÷ 90,000 = $2.08 4

Preferred D 70,000 ÷ 28,000 = $2.50 5

Preferred A 40,000 ÷ 12,000 = $3.33 6
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Iterative process for computing DEPS.

Steps 1 Starting DEPS of $1.07, option incremental EPS of $0.00.  Because incremental EPS is lower,

adding it will take DEPS lower.

 = $1.07 DEPS

Step 2 Starting DEPS of $1.07, Bonds 2 incremental EPS of $1.09.  Because incremental EPS is higher,

adding it WILL NOT take DEPS lower.  So don’t include it.  Final DEPS = 1.07 (but it is a lower 1.07,

so it is reported).

Final answer:

BEPS = $1.07

DEPS = $1.07

642,000 + 0 = 642,000

600,000 + 1,636 = 601,636
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Part 2  Computation of BEPS and DEPS with a net income of $1,600,000

Computation of BEPS

 = $2.30  BEPS

Iterative process for computing DEPS.  Using same rank ordering from part 1.

Steps 1 Starting DEPS of $2.30, option incremental EPS of $0.00.  Because incremental EPS is lower,

adding it will take DEPS lower.

 = $2.30 DEPS

Step 2 Starting DEPS of $2.30, Bonds 2 incremental EPS of $1.09.  Because incremental EPS is lower,

adding it will take DEPS lower.

 = $2.05 DEPS

Step 3 Starting DEPS of $2.05, Bonds 2 incremental EPS of $2.00.  Because incremental EPS is lower,

adding it will take DEPS lower.

 = $2.05 DEPS

Step 4 Starting DEPS of $2.05, Bonds 2 incremental EPS of $2.08.  Because incremental EPS is higher,

adding it WILL NOT take DEPS lower.  So don’t include it.  Final DEPS = 2.05.

Final answer:

BEPS = $2.30

DEPS = $2.05

1,600,000  !40,000 ! 72,000 ! 36,000 ! 70,000 = 1,382,000

600,000

1,382,000 + 0 = 1,382,000

600,000 + 1,636 = 601,636

1,382,000 + 166,600 = 1,548,600

601,636 + 153,000 = 754,636

1,548,600 + 72,000 = 1,620,600

754,636 + 36,000 = 790,636
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Part 3  Computation of BEPS and DEPS with a net income of $300,000

Computation of BEPS

 = $0.14  BEPS

Iterative process for computing DEPS.  Using same rank ordering from part 1.

Steps 1 Starting DEPS of $0.14, option incremental EPS of $0.00.  Because incremental EPS is lower,

adding it will take DEPS lower.

 = $0.14 DEPS

Step 2 Starting DEPS of $0.14, Bonds 2 incremental EPS of $1.09.  Because incremental EPS is higher,

adding it WILL NOT take DEPS lower.  So don’t include it.  Final DEPS = 0.14.

Final answer:

BEPS = $0.14

DEPS = $0.14

300,000  !40,000 ! 72,000 ! 36,000 ! 70,000 = 82,000

600,000

82,000 + 0 = 82,000

600,000 + 1,636 = 601,636
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Part 4  Computation of BEPS and DEPS with a net loss of $380,000

Computation of BEPS

 = $!!!!1.00  BEPS

Iterative process for computing DEPS.  Using same rank ordering from part 1.

Steps 1 Starting DEPS of $!1.00, option incremental EPS of $0.00.  Because incremental EPS is

higher, adding it WILL NOT take DEPS lower.  So don’t include it.  There is no DEPS because no

potentially dilutive security qualified to be added.

Final answer:

BEPS = $!1.00

DEPS = none

!380,000  !40,000 ! 72,000 ! 36,000 ! 70,000 = !598,000

600,000
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Solution to Problem 32 
Comprehensive EPS

Part 1 Computation of BEPS and DEPS with a net income of $1,500,000

Computation of BEPS.

In this problem, there are four preferred stock issues.  Issues A and B are cumulative, so the amount

subtracted is the normal annual amount (par value times rate times number of shares).  C is not

cumulative, so the amount to subtract is amount actually paid.

 = $1.07  BEPS

Computation of DEPS

Options:  options are only considered for inclusion in DEPS if the exercise price is lower than the end

of year market price for the common stock (otherwise, it doesn’t make sense that the options would

hypothetically be exercised).  The numerator impact for an included option is zero, and the denominator

impact is computed by the treasury stock method (see text book).  The incremental EPS amounts are:

1 Consider for DEPS inclusion because exercise price (5) is less than the actual EOY market

price (11).  Numerator impact of zero, denominator impact of 75,000 (150,000 ! (150,000

* 5/10)).

Incremental EPS of  0 ÷ 75,000 = $0.00

2 Consider for DEPS inclusion because exercise price (9) is less than the actual EOY market

price (11).  Numerator impact of zero, denominator impact of 6,000 (60,000 ! (60,000 *

9/10)).

Incremental EPS of  0 ÷ 6,000 = $0.00

3 Not applicable, as option price (15) is greater than EOY market price (11).

Net Income ! preferred dividends

weighted average shares of common stock

1,500,000  !48,000 ! 63,000 ! 45,000 = 1,344,000

1,256,000

Net Income ! preferred dividends + adjustments

weighted average shares of common stock + net additional hypothetical shares
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Preferred Stock: Preferred stock is considered for inclusion in DEPS if it is convertible into shares of

common stock.  The numerator impact is the amount of dividends subtracted from the numerator of

BEPS.  The denominator impact is the additional number of shares if the preferred stock is

hypothetically converted into common stock.

A Consider for DEPS inclusion because it is convertible.  Numerator impact of 48,000,

denominator impact of 24,000 (6,000*4).

Incremental EPS of 48,000 ÷ 24,000 = $2.00

B Consider for DEPS inclusion because it is convertible.  Numerator impact of 63,000,

denominator impact of 35,000 (7,000*5).

Incremental EPS of 63,000 ÷ 35,000 = $1.80

C Consider for DEPS inclusion because it is convertible.  Numerator impact of 45,000,

denominator impact of 48,000 (8,000*6).

Incremental EPS of 45,000 ÷ 48,000 = $0.94

Bonds:   A bond issue is considered for inclusion of DEPS if it is convertible into shares of common

stock.  The numerator impact is the amount of interest expense for the issue times (one less the tax

rate).  The denominator impact is the additional number of shares if the bond issue is hypothetically

converted into common stock.  Please take notice that if the bond issue is originally issued at a

premium or discount, then an amortization table needs to be created to get the amount of interest

expense.  If the bonds are issued at par, then the cash interest is equal to the interest expense.

Date Cash Int Exp Amort Balance

1/1/2002 6,158,260

12/31/2002 400,000 307,913 92,087 6,066,173

12/31/2003 400,000 303,309 96,691 5,969,482

12/31/2004 400,000 298,474 101,526 5,867,956

Date Cash Int Exp Amort Balance

1/1/2003 5,229,881

12/31/2003 420,000 470,689 50,689 5,280,570

12/31/2004 420,000 475,251 55,251 5,335,821

1 Consider for DEPS inclusion because it is convertible.  Numerator impact of 223,856 

(298,474*(1!.25)), denominator impact of 100,000 (5,000*20).

Incremental EPS of 223,856 ÷ 100,000 = $2.24

2 Consider for DEPS inclusion because it is convertible.  Numerator impact of 356,438

(475,251*.75), denominator impact of 150,000 (6,000 * 25).

Incremental EPS of 356,438 ÷ 150,000 = $2.38
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 Rank order from low to high:

Option 1 0 ÷ 75,000 = $0.00 1/2

Option 2 0 ÷ 6,000 = $0.00 1/2

Preferred C 45,000 ÷ 48,000 = $0.94 3

Preferred B 63,000 ÷ 35,000 = $1.80 4

Preferred A 48,000 ÷ 24,000 = $2.00 5

Bonds 1 223,856 ÷ 100,000 = $2.24 6

Bonds 2 356,438 ÷ 150,000 = $2.38 7

Iterative process for computing DEPS.

Steps 1/2 Starting DEPS of $1.07, option incremental EPS of $0.00.  Because incremental EPS is

lower, adding it will take DEPS lower.

 = $1.01 DEPS

Step 3 Starting DEPS of $1.01, Preferred C incremental EPS of $0.94.  Because incremental EPS is

lower, adding it will take DEPS lower.

 = $1.01 DEPS

Step 4 Starting DEPS of $1.01, Preferred B incremental EPS of $1.80.  Because incremental EPS is

higher, adding it WILL NOT take DEPS lower.  So don’t include it.  Final DEPS = 1.01.

Final answer:

BEPS = $1.07

DEPS = $1.01

1,344,000 + 0 + 0 = 1,344,000

1,256,000 + 75,000 + 6,000 = 1,337,000

1,344,000 + 45,000 = 1,389,000

1,337,000 + 48,000 = 1,381,000
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Part 2 Computation of BEPS and DEPS with a net income of $3,800,000

Computation of BEPS.

 = $2.90  BEPS

Iterative process for computing DEPS.

Steps 1/2 Starting DEPS of $2.90, option incremental EPS of $0.00.  Because incremental EPS is

lower, adding it will take DEPS lower.

 = $2.73 DEPS

Step 3 Starting DEPS of $2.73, Preferred C incremental EPS of $0.94.  Because incremental EPS is

lower, adding it will take DEPS lower.

 = $2.67 DEPS

Step 4 Starting DEPS of $2.67, Preferred B incremental EPS of $1.80.  Because incremental EPS is

lower, adding it will take DEPS lower.

 = $2.65 DEPS

Step 5 Starting DEPS of $2.65, Preferred A incremental EPS of $2.00.  Because incremental EPS is

lower, adding it will take DEPS lower.

 = $2.64 DEPS

Step 6 Starting DEPS of $2.64, Bonds 1 incremental EPS of $2.24.  Because incremental EPS is lower,

adding it will take DEPS lower.

 = $2.61 DEPS

Step 7 Starting DEPS of $2.64, Bond 1 incremental EPS of 356,438 ÷ 150,000 = $2.38 Because

incremental EPS is lower, adding it will take DEPS lower.

 = $2.59 DEPS

Final answer:

BEPS = $2.90

DEPS = $2.59

3,800,000  !48,000 ! 63,000 ! 45,000 = 3,644,000

1,256,000

3,644,000 + 0 + 0 = 3,644,000

1,256,000 + 75,000 + 6,000 = 1,337,000

3,644,000 + 45,000 = 3,689,000

1,337,000 + 48,000 = 1,381,000

3,689,000 + 63,000 = 3,752,000

1,381,000 + 35,000 = 1,416,000

3,752,000 + 48,000 = 3,800,000

1,416,000 + 24,000 = 1,440,000

3,800,000 + 223,856 = 4,023,856

1,440,000 + 100,000 = 1,540,000

4,023,856 + 356,438 = 4,380,294

1,540,000 + 150,000 = 1,690,000
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Solution to Problem 33 
EPS–continuing operations & discontinued opeartions

In 1997, the Hayes Company Income Statement shows the following amounts:

Income from Continuing Operations $675,000 

Income from Discontinued Operations (75,000)

  Net Income  $600,000 

Compute and fill in the amounts for BEPS & DEPS:

Item BEPS DEPS

Income from Continuing Operations 6.75 6.61

Income from Discontinued Operations (0.75) (0.70)

Net Income 6.00 5.91

Computation of BEPS.

The issue really is for a multi-part income statement, what numbers go into the numerator.  The two

components (continuing, and discontinue) must all add to an amount equal to net income less preferred

dividends.  The numerator amounts for BEPS are:

Income from continuing operations less preferred dividends (numerator for net income less

numerator for discontinued operations)

Income from discontinued operations              

Net income less preferred dividends

 = $6.75

 = ($0.75)

 = $6.00  BEPS

Net Income ! preferred dividends

weighted average shares of common stock

675,000 ! 0 = 675,000

100,000

(75,000)

100,000

600,000  !0 = 600,000

100,000
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Computation of DEPS

The incremental analysis is applied to net income to determine if any convertible security is dilutive.  If

an income statement has three parts, the numerator is:

Income from continuing operations less preferred dividends plus adjustments

Income from discontinued operations

Net income less preferred dividends less preferred dividends plus adjustments

Options: none in this problem.

Preferred Stock:  none in this problem

Series I:  annual interest expense of $35,000, convertible into 4,500 shares of stock.

Series II: annual interest expense of $12,000, convertible into 3,000 shares of stock.

The tax rate is 25%.

Bonds:   two issues

1 Consider for DEPS inclusion because it is convertible.  Numerator impact of 26,250 

(35,000*(1!.25)), denominator impact of 4,500.

Incremental EPS of 26,250 ÷ 4,500 = $5.83

2 Consider for DEPS inclusion because it is convertible.  Numerator impact of 9,000

(12,000*.75), denominator impact of 3,000.

Incremental EPS of 9,000 ÷ 3,000 = $3.00

 Rank order from low to high:

Bonds 2 9,000 ÷ 3,000 = $3.00 1

Bonds 1 26,250 ÷ 4,500 = $5.83 2

Iterative process for computing DEPS.

Step 1 Starting DEPS of $6.00, bond 2 has incremental EPS of $3.00.  Because incremental EPS is

lower, adding it will take DEPS lower.

 = $5.91 DEPS

Step 2 Starting DEPS of $5.91, bond 1 incremental EPS of $5.83.  Because incremental EPS is lower,

adding it will take DEPS lower.

Net Income ! preferred dividends + adjustments

weighted average shares of common stock + net additional hypothetical shares

600,000 + 9,000 = 609,000

100,000 + 3,000 = 103,000
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 = $5.91 DEPS

Working backwards, DEPS for discontinued operations is (75,000) ÷ 107,500 = ($0.70).

DEPS for continuing operations is $5.91 + $0.70 = 6.61.  It can also be computed as

 = $6.61 DEPS

609,000 + 26,250 = 635,250

103,000 + 4,500 = 107,500

675,000 + 9,000 + 26,250 = 710,250

100,000 + 9,000 + 4,500 = 107,500

257© 2014 by W. David Albrecht. .


