                                                      EPS PROBLEM

From the following information, compute basic and fully diluted EPS:

Net income was $1,750,000.

400,000 shares were outstanding on January 1. On July 1, the company issued 200,000 shares.

Options were granted last year to purchase 50,000 shares of common stock at $20 per share. Average market price of the stock was $30 per share.

Outstanding were $2,500,000 of 8% convertible bonds issued at face value. Each $1,000 bond is convertible into 40 shares of common stock.

Outstanding were $2,500,000 of 10% convertible bonds issued at face value. Each $1,000 bond is convertible into 40 shares of common stock.

25,000 shares of $10 preferred stock were outstanding. Each share is convertible into 4 shares of common stock. Preferred dividends were declared.

Tax rate is 40%.

The weighted average shares of common stock outstanding are 500,000. The preferred dividends are  $250,000. Basic EPS is:

Basic EPS = ($1,750,000  - $250,000) / 500,000 = $3.00

The effect of the options is 50,000 - (50,000 x $20) / $30  =  16,667.

The effect of the 8% convertible bonds is ( $2,500,000 x .08 x .60 ) / ( 2,500 x 40 ) =   

$120,000 / 100,000 = $1.20.

The effect of the 10% convertible bonds is ( $2,500,000 x .10 x .60 ) / (2,500 x 40) =

$150,000 / 100,000 = $1.50.

The effect of the convertible preferred stock is  $250,000 / ( 25,000 x 4) =

$250,000 / 100,000 = $2.50.

The options should be brought in first.

Diluted EPS = ( $1,750,000 - $250,000 ) / (500,000 + 16,667) 

                     =  $1,500,000 / 516,667 = $2.90.        

The effect of the 8% convertible bonds ( $1.20 ) is less than the just completed calculation for diluted EPS. Therefore, bring in the 8% convertible bonds.

Diluted EPS = ( $1,500,000 + $120,000 ) / ( 516,667 + 100,000 ) 

                     = $1,620,000 / 616,667 = $2.63.

The effect of the 10% convertible bonds ( $1.50) is less than the just completed calculation for diluted EPS. Therefore, bring in the 10% convertible bonds.

Diluted EPS = ( $1,620,000 + $150,000 ) / ( 616,667 + 100,000 ) 

                     = $1,770,000 / 716,667 = $2.47.

The effect of the convertible preferred stock ( $2.50 ) exceeds  the just completed calculation for diluted EPS. Therefore, the preferred stock is antidilutive and should not be brought in.

