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The Institute staff has been authorized to issue unofficial interpre­
tations of accounting questions having general interest to the profession 
(see Exhibit 1, page 106). The purpose of the Interpretations is to 
provide guidance on a timely basis without the formal procedures 
required for an Accounting Principles Board Opinion. These Inter­
pretations, which are reviewed with informed members of the pro­
fession, are unofficial and tentative unless confirmed by the Board in 
an Opinion. Responsibility for their preparation rests with Richard 
C. Lytle, administrative director of the Accounting Principles Board, 
and J. T. Ball, research associate for accounting interpretations.
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Computing Earnings per Share:
UNOFFICIAL ACCOUNTING INTERPRETATIONS OF 
APB OPINION NO. 15

By J. T. Ball

INTRODUCTION

Comparison of APB Opinions No. 9 and 15
APB Opinion No. 15, Earnings per Share, is an extension of the 

issues discussed in Part II, “Computation and Reporting of Earnings 
Per Share,” of APB Opinion No. 9.

APB Opinion No. 9 included certain “residual” securities as the 
equivalent of common stock in earnings per share computations, 
established “supplementary pro forma” earnings per share for report­
ing what the effect on earnings per share would have been if all 
residual and contingently issuable securities had been issued, and 
strongly recommended that both earnings per share and supplementary 
pro forma earnings per share be disclosed in the income statement.

APB Opinion No. 15 supersedes Part II of APB Opinion No. 9, 
modifies the concept of residual securities and replaces the term 
residual securities with the new designation common stock equivalents. 
Under the Opinion, dilutive common stock equivalents are included 
with outstanding common stock in computing “primary” earnings per 
share. Common stock, dilutive common stock equivalents and other 
potentially dilutive securities are included in computing “fully diluted” 
earnings per share.

The Opinion requires that earnings per share be presented on the 
face of corporate income statements or summaries of such statements 
with both the primary and fully diluted amounts presented when 
potential dilution of earnings per share exists. Also, APB Opinion 
No. 15 specifically prohibits including anti-dilutive1 securities in 

See Interpretation 5 for the definition of an anti-dilutive security.
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INTRODUCTION

earnings per share computations (except in special situations to be 
discussed later) while APB Opinion No. 9 discussed dilution but did 
not specifically prohibit anti-dilution.

Interpretation of APB Opinion No. 15
These Unofficial Accounting Interpretations are intended to 

explain the provisions of APB Opinion No. 15. They do not in any 
way amend or modify the Opinion. They do not presume to answer 
all questions which might be raised in applying the Opinion but rather 
are addressed to questions raised since the Opinion was issued.

Some Interpretations are concerned with simple situations; others 
are concerned with rather complex situations. And just as APB 
Opinions are not necessarily applicable to immaterial items, these 
Interpretations do not necessarily apply to immaterial items. In many 
cases the refinements described will be material, but in many other 
cases they will not. When the difference is not significant, the refine­
ments need not be applied. For example, the quarterly share averaging 
procedure for options and warrants described in Interpretations 58-62 
need not be used when the market price of common stock is stable 
throughout the year and always above the exercise price. In such a 
case the treasury stock method could be applied on an annual basis.

Although the Interpretations are not binding on Institute members, 
they reflect informed consideration of the situations posed and express 
what the Institute staff believes to be the preferred practices for 
earnings per share computations under the Opinion.

Arrangement
This booklet of Interpretations of APB Opinion No. 15 is divided 

into two parts. Part I is an overview of the Opinion. Although Part 
I summarizes the basic provisions of the Opinion, familiarity with the 
Opinion is assumed and terms used in the Opinion are not defined 
in this part. Part I also serves as a brief description of the underlying 
concepts of the Opinion. Part II contains definitional Interpretations 
followed by individual Interpretations in question and answer form. 
The Interpretations are numbered sequentially and are arranged 
generally in the order in which the topics appear in Part I. Exhibits 
follow Part II, and the complete Opinion is reproduced in the back 
part of this booklet. Following the Opinion, a cross-reference table 
appears which lists each Opinion paragraph cited (as explained below) 
and the location of the citation.

2



INTRODUCTION

The content of each page is identified in the heading at the top 
of the page. The first material on the left-hand page is identified at 
the top of that page; the last material on the right-hand page is 
identified at the top of that page. Page numbers appear on the bottom 
of pages. Numbers and notations appearing in the outside 
margins beside the text are cross-references to Opinion para­
graphs, Opinion footnotes, and exhibits in Opinion appendices 
relevant to the material being discussed.

3



PART I: AN OVERVIEW OF
APB OPINION NO. 15

Presentation of Earnings per Share
The Opinion requires nearly all corporations2 to report earnings 

per share data on the face of income statements or earnings summaries 
issued for periods beginning after December 31, 1968. Each presenta­
tation must include per share data for income or loss before extra­
ordinary items (if extraordinary items are reported on the income 
statement) and per share data for net income or loss. Corporations 
with capital structures containing securities that do not, in the 
aggregate, dilute earnings per share 3% or more need present only 
earnings per common share. This exception for corporations whose 
securities do not dilute earnings per share by at least 3% is based 
upon the immateriality of dilution of less than 3%. In this Opinion 
the Board specified the point at which dilution becomes material rather 
than allowing different judgments to determine different levels of 
materiality. All other corporations are required to have the “dual” 
presentation of primary earnings per share and fully diluted earnings 
per share. All computations of earnings per share data are to be 
based on a weighted average of shares assumed to be outstanding 
during the period.

Assumptions
Earnings per share computations for corporations with complex 

capital structures are based on various assumptions which are required 
by the Opinion. These assumptions are made to reflect (1) what a 
corporation’s earnings per share would have been if common stock 
had been issued to replace all dilutive securities considered to be the 
equivalent of common stock and (2) the additional dilution which

2See Interpretation 9 for the exceptions.
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PART I: AN OVERVIEW

would have resulted if common stock had been issued to replace all 
of the corporation’s other potentially dilutive securities.3

3See Interpretation 3 for the special context in which the term other potentially 
dilutive securities is used in these Unofficial Accounting Interpretations of APB 
Opinion No. 15. The term is not used in the Opinion.

4Except as explained in Interpretations 29 and 30.

Assumptions to be made are specified for exercise, conversion, 
and issuance of securities, prices to be used, and methods to be applied 
to reflect the dilution which would have resulted if the transactions 
and events underlying those assumptions had actually occurred. 
Although specific methods for applying the assumptions are desig­
nated, the Board realized that the events and transactions assumed 
for the computations might not actually occur. Rather, the Board 
specified the assumptions and the methods as a practical approach 
to obtaining comparable determinations of earnings per share.

Classification of Securities
The advent of securities which are not common stock in form 

but which enable their holders to obtain common stock modifies some 
of the traditional relationships among securities. While common stock 
is regarded as the basic equity security and nonconvertible preferred 
stock and nonconvertible debt are regarded as senior securities, those 
securities which enable their holders to obtain common stock are 
classified as either common stock equivalents or as other potentially 
dilutive securities for earnings per share computations. This classi­
fication is made at time of issuance and does not change thereafter.4 5

A security is classified solely for purposes of determining earnings 
per share. The accounting for securities, their presentation in the 
financial statements, and the determination of book value per share 
are not affected by the classification of securities for earnings per 
share computations.

Common stock equivalents are included in both primary and fully 
diluted earnings per share computations. Other potentially dilutive 
securities are included only in fully diluted earnings per share com­
putations. However, common stock equivalents and other potentially 
dilutive securities are included in the computations only when their 
effect is dilutive. Both are excluded from the computations whenever 
their effect is anti-dilutive except in the situations described in the 
following paragraph. Thus, a security retains its status as a common 
stock equivalent or as an other potentially dilutive security after its 

5
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PART I: AN OVERVIEW

classification has been determined, but it may enter earnings per share 
computations in one period and not in another period.

Anti-Dilutive Securities
Anti-dilutive securities are excluded from earnings per share 

computations unless (1) common stock was issued during the period 
on an anti-dilutive exercise or conversion or (2) a security is anti­
dilutive in earnings per share for income before extraordinary items 
but is dilutive in earnings per share for net income or vice versa5 
or (3) an aggregate computation is required which has a net dilutive 
effect but which may include anti-dilutive securities or anti-dilutive 
computations.6 All other anti-dilutive securities are excluded from 
earnings per share computations even when some anti-dilutive securi­
ties are included in the computation because of one or more of the 
above exceptions. In an aggregate computation, only when the net 
result is dilutive may anti-dilutive securities be included in the earnings 
per share computation.

Primary Earnings per Share
Primary earnings per share data are based upon outstanding com­

mon stock and common stock assumed to be outstanding to reflect the 
dilutive effect of common stock equivalents. Convertible securities 
which yield less than two-thirds of the bank prime interest rate at 
the time of issuance are classified as common stock equivalents. 
Convertible securities issued with the same terms as those of an 
outstanding common stock equivalent are classified as common stock 
5Note that either primary earnings per share for net income or primary 
earnings per share for income before extraordinary items may be anti­
dilutive when common stock equivalents are present together with extraordi­
nary items. The common stock equivalents may have an anti-dilutive effect 
upon either of these amounts so long as the effect is dilutive upon the other 
amount. The same type of anti-dilution may be reflected within fully diluted 
earnings per share when common stock equivalents and other potentially 
dilutive securities are present together with extraordinary items. However, 
fully diluted earnings per share for net income would not be anti-dilutive 
with respect to primary earnings per share for net income unless the anti­
dilution is caused by actual exercises or conversions.

6For example, an aggregate computation is required by Opinion paragraph 
38 when the number of common shares issuable upon the exercise of all 
options, warrants, and their equivalents exceeds 20% of the number of 
common shares outstanding at the end of the period for which the computa­
tion is being made. An aggregate computation would also be made for an 
anti-dilutive option which must be exercised before a dilutive option may be 
exercised. (See Interpretation 49.) 

6
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PART I: AN OVERVIEW

equivalents regardless of their yield. Outstanding convertible securi­
ties which are not common stock equivalents become common stock 
equivalents if another convertible security with the same terms is 
issued and is classified as a common stock equivalent.

Convertible securities which allow or require the payment of cash 
at conversion are considered the equivalents of warrants. Options, 
warrants and their equivalents, stock purchase contracts, and certain 
agreements to issue common stock in the future are classified as 
common stock equivalents. Some participating securities and two- 
class common stocks are also classified as common stock equivalents.

Fully Diluted Earnings per Share
Fully diluted earnings per share data are based on outstanding 

common stock and common stock assumed to be outstanding to reflect 
the maximum dilutive effect of common stock equivalents and other 
potentially dilutive securities. Thus, convertible securities, options, 
warrants, stock purchase contracts, participating securities, two-class 
common stocks and agreements to issue stock in the future are 
included in the computation of fully diluted earnings per share. The 
difference between the primary and the fully diluted earnings per 
share amounts is the additional dilution resulting from other poten­
tially dilutive securities outstanding.

Earnings Applicable to Common Stock
To compute earnings per share, net income must often first be 

adjusted to determine earnings applicable to common stock. The 
adjustments to net income do not in any way change reported net 
income but rather are made to compute the earnings for the period 
to which common stock has a claim. Corporations with nonconvertible 
preferred stock, for example, must deduct any preferred dividends 
paid, declared, or accumulated for the period in adjusting net income 
to determine earnings applicable to common stock.

Only dividends which are applicable to the period covered by the 
income statement would be deducted. Dividends declared or accumu­
lated during a prior period and paid during the period covered by the 
income statement are not deducted since they were considered in 
computing earnings applicable to common stock during the prior 
period and their payment merely retires the liability.

Corporations with common stock equivalents or other potentially 
dilutive securities may have to make more complex adjustments or

7 
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PART I: AN OVERVIEW

may not make some adjustments which would otherwise be made. 
For example, interest, less tax effect, on convertible bonds deducted 
in arriving at net income would be added back to net income to 
determine earnings applicable to common stock when the convertible 
bonds are assumed to be converted. Since dividends on convertible 
preferred stock are not deducted in arriving at net income, they would 
not be added back to net income to determine earnings applicable 
to common stock when convertible preferred stock is assumed to be 
converted.

Convertible Securities

Convertible securities are included in earnings per share compu­
tations under the “if converted” method. Under this method, the 
security is assumed to have been converted into common stock at 
the beginning of the period being reported upon (or time of issuance 
of the security, if later). The common stock which would have been 
issued upon conversion is considered outstanding from the date of 
the assumed conversion. Interest deductions applicable to convertible 
debt reduced by the income taxes attributable to such interest are 
added back to net income because the interest would not have been 
incurred if the debt had been converted into common stock. Non- 
discretionary adjustments based on net income or income before 
taxes (for items such as profit sharing or royalty agreements, etc.) 
are recomputed after the interest adjustment is made. Any difference 
(less income tax) from the amount originally computed is also 
included in the adjusted net income.

Convertible securities which require the payment of cash at 
conversion are considered the equivalent of warrants for computa­
tional purposes. Both the treasury stock method and the if converted 
method must be applied. Convertible securities which permit the 
payment of cash as an alternative at conversion are also considered 
the equivalent of warrants. But when conversion without the payment 
of cash would be more advantageous to the holder with this alter­
native, only the if converted method is applied. No proceeds would 
be received to which the treasury stock method could be applied.

When conversion is not assumed because the result would be 
anti-dilutive, dividends declared for the period (or accumulated for 
the period even though not declared) are deducted from net income 
to determine earnings applicable to common stock.

8
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PART I: AN OVERVIEW

Options and Warrants
The basic method for including options and warrants and their 

equivalents in earnings per share computations is the treasury stock 
method. Under this method, exercise of options and warrants and 
their equivalents is assumed at the beginning of the period (or time 
of issuance, if later). Shares of common stock are assumed to be 
issued and the proceeds from exercise are assumed to be used to 
purchase common stock at the exercise date. Common stock out­
standing is assumed to increase by the difference between the number 
of shares issued and the number of shares purchased. The provision 
against reflecting anti-dilution in earnings per share computations 
generally prohibits the assumption of exercise of any option or warrant 
or their equivalents when the assumed purchased price of the common 
stock is below the exercise price of the option or warrant.

The Opinion recommends as a practical matter that exercise not 
be assumed for earnings per share computations until the market 
price of the common stock has been higher than the exercise price 
for substantially all of three consecutive months ending with the last 
month of the period for which the share computation is being made. 
Thus, exercise need not be assumed until this three-month test has 
once been met.

After the test has been met, however, an ending market price 
which is above the average market price is used for fully diluted 
computations if the result is dilutive. Therefore, options and warrants 
may be reflected in fully diluted earnings per share even though they 
are not reflected in primary earnings per share. Options and warrants 
may also be included in the computations in some periods but not 
be included in other periods.

Some warrants require or permit the tendering of debt or other 
securities in payment of all or part of the exercise price. Upon the 
assumed exercise of such warrants, the debt or other securities are 
assumed to be tendered (unless tendering cash would be more advan­
tageous to the warrant holder when permitted and the treasury stock 
method is applied). Interest, net of income tax, on any debt tendered 
is added back to net income. The treasury stock method is applied for 
proceeds assumed to be received in cash.

The proceeds from the exercise of some warrants must be applied 
to retire debt under the terms of the debt. Upon the assumed exercise 
of such warrants, the proceeds are applied to purchase the debt at

9 
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PART I: AN OVERVIEW

its market price rather than to purchase common stock under the 
treasury stock method. The treasury stock method is applied, how­
ever, for excess proceeds from the assumed exercise. Interest, net 
of income tax, on any debt assumed to be purchased is added back 
to net income.

Some convertible securities require or permit the payment of cash 
upon conversion and are considered the equivalent of warrants. The 
treasury stock method must be applied to purchase common stock 
from proceeds assumed to be received. The if converted method must 
also be applied for the convertible security.

The application of the treasury stock method is modified when 
the number of common shares which would be issued if all outstanding 
options and warrants and their equivalents were exercised exceeds 
20% of the number of common shares outstanding at the end of the 
period. This 20% test is based only on common shares actually 
outstanding, not considering any assumed conversion or contingently 
issuable shares.

When the 20% test is met, all options and warrants and their 
equivalents are assumed to be exercised (or converted) regardless 
of whether each would be dilutive or anti-dilutive. The treasury stock 
method is first applied to purchase no more than 20% of the number 
of common shares outstanding at the end of the period with the 
proceeds from exercise. The balance of any proceeds remaining after 
applying the treasury stock method is then applied to reduce any 
short-term or long-term debt of the issuer to the extent that the debt 
may be retired. Finally, any remaining balance of proceeds is assumed 
to be invested in U.S. government securities or commercial paper. 
Appropriate recognition is given to any necessary interest adjustments 
(and related income tax effect) for both debt retirement and invest­
ment in determining earnings applicable to common stock.

The results of the foregoing computations are then aggregated. 
If the net aggregate effect is dilutive, all of these computations enter 
into earnings per share computations. However, all are omitted if 
the net aggregate effect is anti-dilutive. (See Interpretation 74 for a 
description of the distinction between the 20% test and the 20% 
limitation.)

Delayed Effectiveness and Changing Rates or Prices
Some convertible securities are not convertible until a future date 

or their conversion rates may increase or decrease in the future.
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PART I: AN OVERVIEW

Similarly, some options or warrants are not exercisable until a future 
date or their exercise prices may increase or decrease in the future.

For primary earnings per share computations, the conversion rate 
or exercise price in effect for the period presented is used. If the 
holder does not have the right to convert or exercise the security until 
after that period, the earliest effective conversion rate or exercise 
price during the five years following the close of the period is used.

For fully diluted earnings per share computations, the most 
advantageous conversion rate or exercise price (to the security holder) 
becoming effective within ten years following the close of the period 
being reported upon is used.

Other Securities
Although the Opinion does not describe in depth the treatment 

to be accorded to other types of securities, they were contemplated 
by the Opinion and some guidelines given. The earnings per share 
treatments of two-class common stock, participating securities, com­
mon stock issuable in the future upon the satisfaction of specified 
conditions, securities of subsidiaries, and options or warrants to pur­
chase convertible securities are discussed in the Interpretations which 
follow in Part II. Situations or securities not expressly covered in the 
Opinion should be dealt with in accordance with their substance 
following the guidelines and criteria of the Opinion and these Unofficial 
Accounting Interpretations.

Restatement of Previously Reported Data
The earnings per share amounts reported in a prior period gen­

erally will be reported at the same amounts when that prior period is 
included in a later comparative income statement. The Opinion 
specifically prohibits retroactive restatement (1) for changes in market 
prices of common stock when the treasury stock method has been 
applied for options and warrants, (2) when conversion rates of con­
vertible securities or exercise prices of options or warrants change, 
(3) when convertible securities are actually converted, and (4) for 
primary earnings per share, when the number of shares issued upon 
the attainment of increased earnings levels differs from the number 
of shares previously considered outstanding.

The Opinion requires retroactive restatement (1) to give effect 
to prior period adjustments,7 (2) to give effect to stock dividends, 
stock splits, and reverse splits, including those occurring after the 

7As defined in paragraphs 23 and 24 of APB Opinion No. 9.
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PART I: AN OVERVIEW

close of the period being reported upon, (3) to give effect to a pooling 
of interests, (4) to give effect to changes in the number of shares con­
tingently issuable or issued when such changes are caused by changes 
in market prices of the stock, and (5) to give effect to a reduction in 
the number of shares contingently issuable when the term of an agree­
ment to issue additional shares expires and the conditions have not 
been met.8

The Opinion recommends retroactive restatement of earnings per 
share data for periods beginning before January 1, 1969 when such 
data are presented in comparative income statements including a 
period beginning after December 31, 1968 and election “b” of 
Opinion paragraph 46 has been made. Retroactive restatement of 
such data is required, however, when election “a” of Opinion para­
graph 46 has been made. Otherwise, part of the data would conform 
to the provisions of Part II of APB Opinion No. 9 which is superseded 
by APB Opinion No. 15.

Business Combinations and Reorganizations
A business combination accounted for as a purchase of another 

business should, in the weighted average of shares, give effect to 
additional securities issued only from the date of acquisition. Results 
of operations of the acquired business, are also included in the state­
ment of income only from the date of acquisition.

In a pooling of two or more corporations, the weighted average 
outstanding securities of the constituent corporations adjusted to the 
equivalent securities of the surviving corporation should be used for 
the earnings per share computation for all periods presented. The 
results of operations of the constituent businesses are also combined 
for all periods presented.

After a reorganization or quasi-reorganization, the earnings per 
share computations should be based on an analysis of the particular 
transaction applying the guidelines of the Opinion.

Disclosure
Disclosure is required to explain the rights and privileges of the 

holders of the various securities outstanding; the bases upon which 
8But note that restatement is prohibited for primary earnings per share when 
increased earnings levels are attained and shares are issued which were 
not previously considered outstanding for prior primary computations. (See 
point 4 in the preceding paragraph and Opinion paragraph 62.)
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PART I: AN OVERVIEW

primary and fully diluted earnings per share were computed; the 
number of shares issued upon conversion, exercise or satisfaction of 
required conditions; and other information necessary for a clear 
understanding of the data presented. (For example, if the fully 
diluted amount is the same as the primary amount because certain 
anti-dilutive securities which are not common stock equivalents are 
omitted from the fully diluted computation, that fact would be dis­
closed. )

Supplementary Data
Supplementary earnings per share data9 are to be furnished for 

the latest period when conversion occurs and primary earnings per 
share would have increased or decreased at least 3 % if the conversion 
had occurred at the beginning of the period. Supplementary data are 
also to be furnished when common stock or common stock equivalents 
are sold and the proceeds are used to retire preferred stock or debt. 
It may also be desirable to furnish supplementary earnings per share 
data for each period presented giving the cumulative retroactive effect 
of all such issuances.

Supplementary data show what primary earnings per share would 
have been if the situations described above had occurred at the begin­
ning of the period being reported upon rather than during the period. 
Thus, supplementary data are helpful for reflecting the trend of 
earnings per share data when primary amounts are affected by an 
increase in the number of shares included in the computation without 
an increase in the capital employed in the business.

Effective Date
APB Opinion No. 15 is effective for fiscal periods beginning after 

December 31, 1968. Earnings per share must therefore be reported 
on the faces of all income statements for periods beginning Janu­
ary 1, 1969 and thereafter. Securities are to be classified under the 
provisions of the Opinion regardless of the time of issuance except 
that an election is granted for securities with a time of issuance prior 
to June 1, 1969 for computing primary earnings per share to either:
9Supplementary earnings per share data should not be confused with fully 
diluted earnings per share. As used in APB Opinion No. 15, “supplementary 
earnings per share data” are additional data which are disclosed in a note. 
(APB Opinion No. 9 used the term “supplementary pro forma earnings per 
share” to describe data which are described as “fully diluted earnings per 
share” in APB Opinion No. 15.)
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PART I: AN OVERVIEW

(a) classify all such securities under the provisions of the Opinion, 
i.e., apply the Opinion retroactively regardless of when the 
securities were issued, or

(b) classify all securities outstanding  at May 31, 1969 as 
common stock equivalents if they were residual securities 
under APB Opinion No. 9.

10

All securities subject to the election must be classified under election 
“a” or all securities must be classified under election “b.” The 
election may not be changed after it is made. Thus, the classifications 
of all securities issued prior to June 1, 1969 once determined under 
election “a” or election “b” never change.11 All securities with a 
time of issuance after May 31, 1969 must be classified under the 
provisions of APB Opinion No. 15.

Election “b” allows a corporation to ignore options and warrants 
issued before June 1, 1969 in primary earnings per share computations 
unless they were considered residual securities under APB Opinion 
No. 9. The election was provided because the Board has traditionally 
not made its Opinions retroactive. This Opinion therefore does not 
apply new rules to securities which were issued under a prior Opinion 
and which were already outstanding when APB Opinion No. 15 was 
issued.

The election applies only to primary earnings per share computa­
tions. Fully diluted earnings per share computations include all 
common stock equivalents and other potentially dilutive securities 
without regard to the election. However, supplementary pro forma 
earnings per share determined under APB Opinion No. 9 are not 
necessarily the same12 as fully diluted earnings per share determined 
under APB Opinion No. 15. Therefore, the Board recommends that 
previously reported earnings per share data be restated when reported 
in comparative income statements including an earnings per share 
amount computed under the provisions of APB Opinion No. 15 if 
election “b” of Opinion paragraph 46 has been made. Restatement for 
10Securities no longer outstanding at May 31, 1969 are classified as common 

stock equivalents if they were residual securities under APB Opinion No. 9 
at the statement date. This applies only for income statements for periods 
prior to May 31, 1969 when such income statements are subsequently included 
in comparative income statements after that date.

11See Interpretations 29 and 30 for exceptions.
12Although pro forma earnings per share and fully diluted earnings per share 

could be the same, they might be different. Any differences would result 
principally from the anti-dilution provisions of APB Opinion No. 15 and from 
different computational methods for options and warrants.
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PART I: AN OVERVIEW

all prior periods presented is accomplished by retroactively applying 
(1) the security classifications determined under election “b” and (2) 
the computational methods prescribed by APB Opinion No. 15.

Both primary and fully diluted earnings per share amounts for 
prior periods must be retroactively restated if election “a” of Opinion 
paragraph 46 has been made when the prior period data are reported 
in comparative income statements including earnings per share data 
computed under the provisions of APB Opinion No. 15.
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PART II: UNOFFICIAL ACCOUNTING
INTERPRETATIONS OF APB OPINION NO. 15

DEFINITIONAL INTERPRETATIONS

1. Security
The term security is used in APB Opinion No. 9, APB Opinion 

No. 15 and in these Interpretations in a broad context to include 
instruments not usually considered to be securities. Securities are 
usually thought of as being common stocks, preferred stocks (both 
nonconvertible and convertible), bonds (both ordinary and con­
vertible), and warrants. In a broad context, the term security also 
includes all debt instruments, options to purchase stock (or other 
securities), stock purchase contracts, stock subscriptions, and agree­
ments to issue stock (or other securities) at a future date. Several 
securities may be included in a single instrument, which may or may 
not be separable.

2. Common Stock Equivalents
A common stock equivalent is defined by the Opinion as: “A 

security which, because of its terms or the circumstances under which 
it was issued, is in substance equivalent to common stock.” (See page 
173 in the Opinion.) A common stock equivalent is not common 
stock in form but rather derives a large portion of its value from its 
common stock characteristics or conversion privileges. Such a security 
typically contains provisions enabling its holder to become a common 
stockholder. Its value tends to change with changes in the value of 
the common stock to which it is related. Examples of common stock 
equivalents are: options and warrants, preferred stock or debt con­
vertible into common stock if the stock or debt yields less than 66%%
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DEFINITIONAL INTERPRETATIONS

of the bank prime interest rate at time of issuance, and agreements to 
issue common stock with the passage of time as the only condition to 
issuance.

3. Other Potentially Dilutive Securities
Other potentially dilutive securities is a term used in this Inter­

pretation to designate a classification of securities which are similar 
to common stock equivalents but which for one reason or another do 
not meet the tests for common stock equivalents under the Opinion.13 
Other potentially dilutive securities are included only in fully diluted 
earnings per share computations while common stock equivalents are, 
in effect, included in both primary and fully diluted earnings per share 
computations.

13The term is not used in the Opinion in this strict context. Potentially dilutive 
securities, as that term is used in the Opinion, includes common stock equiva­
lents. (For example, see Opinion paragraph 14.) The Opinion discusses con­
vertible senior securities which are not common stock equivalents and other 
contingent issuances which are not common stock equivalents. Securities 
which are not common stock equivalents but which enable their holders to 
obtain common stock are described in these Interpretations as “other poten­
tially dilutive securities.” Therefore, convertible senior securities described 
in the Opinion are classified as “other potentially dilutive securities” in these 
Interpretations.

14See Interpretation 46 for an explanation of why these options and warrants 
are not classified as common stock equivalents.

Examples of other potentially dilutive securities are convertible 
senior securities (convertible preferred stock and convertible debt) 
and options or warrants issued prior to June 1, 1969 if election “b” 
of Opinion paragraph 46 is made14 and the options or warrants were 
not classified as residual securities under APB Opinion No. 9.

4. Dilution — Dilutive Security
Dilution, as used in the Opinion, is a reduction of the amount 

which would otherwise be reported as earnings per share. A dilutive 
security is a security which results in a decrease in the amount reported 
as earnings per share. As explained in Interpretations 5 and 15, there 
is no dilution of net loss per share when a corporation reports a net 
loss on its income statement.

A dilutive security increases the number of common shares which 
are considered to be outstanding during the period for which the 
earnings per share computation is being made. Thus, a dilutive 
security increases the denominator used in the earnings per share 
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DEFINITIONAL INTERPRETATIONS

computation. Earnings applicable to common stock, the numerator 
in the computation, may also increase. But so long as the numerator 
increase per additional denominator share is less than earnings per 
outstanding share, the security will be dilutive.

5. Anti-Dilution — Anti-Dilutive Security
Anti-dilution is an increase in the amount which would otherwise 

be reported as earnings per share or a decrease in the amount of the 
net loss per share. Anti-dilution therefore has an incremental effect 
on earnings per share data. An anti-dilutive security is a security 
which would result in an increase in the amount reported as earnings 
per share or a decrease in the amount reported as net loss per share.

When a net income is reported, an anti-dilutive option or warrant 
under the treasury stock method reduces the number of common 
shares considered outstanding during a period. Such options or 
warrants, if permitted to enter the computation, would increase earn­
ings per share by reducing the denominator used. Anti-dilutive 
convertible debt would increase the denominator. However, its 
interest adjustment would increase earnings applicable to common 
stock, the numerator used in the computation, by a greater amount 
per additional share than earnings per share computed without assum­
ing conversion. Any numerator increase per additional denominator 
share which is greater than earnings per share computed without 
assuming conversion would have an incremental effect on earnings 
per share and would be anti-dilutive. Convertible preferred stock is 
anti-dilutive when its dividend per common share obtainable upon 
conversion exceeds earnings per share computed without assuming 
conversion.

When a net loss is reported, exercise or conversion is not as­
sumed.15 Any computation is anti-dilutive which increases the number 
of shares considered outstanding during a period for which a net loss 
is reported. Exercise of options and warrants is not assumed since 
this would increase the number of shares considered outstanding. 
Likewise, conversion would increase the number of shares considered 
outstanding. In addition, the if converted adjustments for convertible 
debt would decrease the amount of the loss. Not deducting dividends 
on convertible preferred stock would also decrease the amount of the 
loss applicable to common stock.

15See footnote 5 in Part I.
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6. Dual Presentation
The dual presentation has two groups of earnings per share data; 

one is primary earnings per share data and the other is fully diluted 
earnings per share data. Both must be presented with equal promi­
nence on the face of the income statement.

The dual presentation of primary and fully diluted earnings per 
share data should not be confused with the two earnings per share 
amounts which must be presented when a corporation reports ex­
traordinary items on its income statement. Even when the dual 
presentation is not required, a corporation reporting extraordinary 
items must report (1) earnings per share for income before extraordi­
nary items and (2) earnings per share for net income. When the dual 
presentation is required, a corporation reporting extraordinary items 
must report both amounts for primary earnings per share and both 
amounts for fully diluted earnings per share.

A corporation with no extraordinary items on its income statement 
would report only earnings per share for net income. But this must 
be reported for both primary and fully diluted earnings per share by 
a corporation when the dual presentation is required.

7. Primary Earnings per Share
Primary earnings per share is the amount of earnings attributable 

to each share of common stock outstanding and common stock 
assumed to be outstanding to reflect the dilutive effect of common 
stock equivalents. Primary earnings per share data include an earnings 
per share amount for income before extraordinary items and an 
earnings per share amount for net income. These data may also 
include an earnings per share amount for extraordinary items.

Primary earnings per share is used in the Opinion and in these 
Interpretations as a convenient means of designating the presentation 
of these data which must appear on the face of an income statement 
of a corporation when the dual presentation is required. Thus, 
“primary” is a communication tool used merely to identify this group 
of earnings per share data to be presented and is not suggested as a 
caption to be used on the income statement. The term “primary” is 
not intended in any way to attribute greater significance to this group 
of data than is attributed to the fully diluted data.
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8. Fully Diluted Earnings per Share
Fully diluted earnings per share is the amount of earnings attribut­

able to each share of common stock outstanding and common stock 
assumed outstanding to reflect the dilutive effect of common stock 
equivalents and other potentially dilutive securities. Fully diluted 
earnings per share data include an earnings per share amount for 
income before extraordinary items and an earnings per share amount 
for net income. These data may include an earnings per share amount 
for extraordinary items.

Fully diluted earnings per share is used in the Opinion and in these 
Interpretations as a convenient means of designating the presentation 
of these data which must appear on the face of an income statement 
of a corporation when the dual presentation is required. Thus, “fully 
diluted” is a communication tool used merely to identify this group 
of earnings per share data to be presented and is not suggested as a 
caption to be used on the income statement.

APPLICABILITY OF THE OPINION

9. Corporations and Financial Presentations Excepted
Q—Does the Opinion require all corporations to present earnings 

per share on all income statements?
A—All corporations which are not specifically excepted by the 

Opinion must present earnings per share on the face of any income 
statement or summary of such a statement for periods beginning after 
December 31, 1968.

The only corporations excepted from the provisions of the Opinion 
are:

1. Mutual companies without common stock or common stock 
equivalents outstanding (for example, mutual savings banks, 
cooperatives, credit unions, etc.).

2. Companies registered under the Investment Company Act 
of 1940.

3. Corporations owned by political subdivisions or municipal, 
county, state, federal or foreign governments.

4. Not-for-profit corporations (for example, colleges, universities, 
medical or scientific research entities, trade and professional 
associations, religious organizations, etc. which are incor­
porated).
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The Opinion applies to all financial presentations which purport 
to present results of operations in conformity with generally accepted 
accounting principles and to summaries of those presentations for all 
corporations except those listed above. However, the following 
financial presentations are also excepted from the provisions of the 
Opinion:

1. Parent company statements accompanying consolidated finan­
cial statements.

2. Statements of wholly owned subsidiaries.
3. Special purpose statements.

Special purpose statements (as described in Chapter 13 of State­
ments on Auditing Procedure No. 33) by definition are not prepared 
in accordance with generally accepted accounting principles. Special 
purpose statements are not, however, merely those prepared for 
specific purposes if they purport to present results of operations in 
conformity with generally accepted accounting principles. For ex­
ample, SEC Form S-9 for registration of certain high-grade, noncon­
vertible, fixed-interest debt securities requires disclosure of ratios of 
earnings to fixed charges for each year in the summary (or statement) 
of earnings. Although the SEC does not require that earnings per 
share data be reported in Form S-9, this form is not a “special pur­
pose statement.” Earnings per share must therefore be reported under 
APB Opinion No. 15.

10. Closely Held Corporations
Q—Does the Opinion apply to closely held corporations?
A—Yes, closely held corporations which are not wholly owned 

subsidiaries of other corporations must report earnings per share on 
their income statements in accordance with the Opinion. A corpora­
tion whose stock is all owned by a single individual is not a wholly 
owned subsidiary.

11. Dilution Less Than 3%
Q—Must a corporation with few dilutive securities outstanding 

make the dual presentation? May such a corporation ignore the 
dilutive securities and report earnings per share based on common 
shares outstanding?

A—The required reporting of earnings per share data depends 
on the materiality of the amount of dilution produced by securities
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APPLICABILITY

which enable their holders to obtain common stock in the future. 
Aggregate dilution from all such securities which is less than 3% of 
earnings per common share outstanding need not be reported for 
either primary or fully diluted earnings per share, since such dilution 
is not considered to be material. Thus, if both the primary and fully 
diluted amounts are more than 97% of earnings per common share 
outstanding, earnings per share may be based on only common shares 
outstanding.

The 3% provision applies to fully diluted earnings per share 
compared to earnings per common share outstanding, not compared 
to primary earnings per share. Anti-dilutive securities are not dilutive 
by definition and should be excluded in computing aggregate dilution. 
The 3 % provision also applies to the reporting of any other earnings 
per share information, such as supplementary data. Aggregate dilution 
of less than 3% generally should be reported when it is anticipated 
that earnings per share data for a period when the provision applies 
might subsequently be included in a comparative income statement 
in which the following period reflects dilution of 3 % or more. Other­
wise, dilution in the following period would appear greater than it 
in fact was.

The Board intended the 3% provision to provide relief from 
complex computations to corporations which would have insignificant 
dilution if all obligations to issue common stock in the future were 
fulfilled currently. This would be the case, for example, for a cor­
poration which has no obligations to issue common stock except for 
a small amount of stock under options granted to its executives.

12. 3% Test
Q—Is there a simple test which can be applied to determine if 

dilution would be at least 3 % ?

A—Yes. As a “rule of thumb,” make both the primary and fully 
diluted computations whenever the number of additional common 
shares which must be assumed to be issued exceeds 3%16 of the

16Actually, the number of additional shares must be at least 3/97 (or 3.09+%) 
of the number of outstanding common shares. If earnings applicable to com­
mon stock includes an “if converted” adjustment, a greater number of addi­
tional shares would be required to produce dilution of at least 3%. Thus, 
although the number of additional shares is not the only determinant of dilu­
tion, common shares assumed outstanding must increase more than 3% to 
produce dilution of at least 3%.
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APPLICABILITY

number of outstanding common shares. If the dilution produced by 
either computation is at least 3%, the dual presentation is required.

Dilutive options and warrants are included in earnings per share 
computations under the treasury stock method, which produces 
incremental shares (as explained in Interpretation 51). The number 
of incremental shares the treasury stock method will produce can 
be approximated by applying a simple formula. Since stock options 
are the only obligations of many closely held corporations to issue 
common stock, the formula is useful when the test described above 
is to be applied and only options or warrants are considered.

The following formula17 will approximate the number of incre­
mental shares which will result from applying the treasury stock 
method for options or warrants:

17The formula should not be used when Opinion paragraph 38 applies, i.e., 
when the number of common shares obtainable on the exercise of all options 
and warrants and their equivalents exceeds 20% of the number of common 
shares outstanding.

18The formula would not be used unless the market price is greater than the 
exercise price since the result could be anti-dilutive.

15

36

Where:
I

M

E

N

is the number of incremental shares which would be pro­
duced by the treasury stock method.

is the market price (or fair value) per share of common 
stock.

is the exercise price of the option or warrant per common 
share obtainable upon exercise.

is the total number of shares obtainable on exercise.
Subject to the constraint18 that M > E
An example of the application of the formula follows. Assume 

that a corporation has granted options to its officers to purchase 
10,000 shares of common stock at $6 per share and the common 
stock has a market price (or fair value) of $10 per share.

Applying the formula for the information given, the amounts to 
be substituted for the letters are:

I = unknown
M = $10
E = $6
N = 10,000
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APPLICABILITY

If the 4,000 incremental shares exceeds 3% of the number of out­
standing common shares, actual dilution would be computed to 
determine if dilution is at least 3 %.

13. Subchapter S Corporations
Q—Does the Opinion apply to the financial statements of corpora­

tions electing under Subchapter S of Chapter 1 of the Internal Revenue 
Code?

A—Yes, such corporations must report earnings per share on the 
face of their income statements. Net income is computed without 
regard to taxes on that income which will be paid by stockholders 
rather than by the corporation. Undistributed earnings of the cor­
poration taxed to the stockholders increase the stockholders’ tax 
bases in the shares they own, but the number of shares outstanding 
does not increase unless the corporation issues additional shares. The 
amount per share of income tax the corporation would have paid in 
the absence of the Subchapter S election would be useful information 
to disclose.

14. Unaudited Financial Statements
Q—Does the Opinion apply to unaudited financial statements?
A—Yes. If a CPA is associated with an unaudited income state­

ment which does not report earnings per share, the CPA should 
phrase his disclaimer of opinion on the statement in accordance with 
the provisions of either paragraph 5 or 6 of Statements on Auditing 
Procedure No. 38 or paragraph 6 of Statements on Auditing Procedure 
No. 42 as is appropriate under the circumstances of the engagement.

EARNINGS PER SHARE PRESENTATION
15. Reporting Loss per Share

Q—Must net loss per share be reported?
A—Yes, net loss per share must be reported under the same 

requirements that earnings per share must be reported. Net loss per

24

Therefore:

I =

I = .4 (10,000)
I = 4,000

$10 - $6 
$10 (10,000)
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EPS PRESENTATION

share, however, is based on outstanding common shares. Assuming 
exercise of options and warrants or conversion of convertible securities 
would be anti-dilutive since an increase in the number of shares 
assumed to be outstanding would reduce the amount of the loss per 
share.19 The amount of the loss is increased by any dividends declared 
(or cumulative even though not declared) for the period on preferred 
stocks.

16. EPS for Extraordinary Items
Q—Must earnings per share be presented for extraordinary items?
A—No, although this presentation may generally be desirable. 

Paragraph 13 of APB Opinion No. 15 states that earnings per share 
data should be reported consistent with the income statement presen­
tation required by paragraph 20 of APB Opinion No. 9. Thus, it 
would appear that earnings per share should be presented for (1) 
income before extraordinary items, (2) extraordinary items less appli­
cable income tax, and (3) net income as required by APB Opinion 
No. 9 when an extraordinary item is reported on the income statement. 
This presentation is used in the example in Exhibit B of Appendix C 
of APB Opinion No. 15.

However, paragraph 13 of APB Opinion No. 15 requires that 
earnings per share data be presented for only (1) income before 
extraordinary items and (2) net income. Although the two require­
ments appear to conflict, earnings per share need not be presented 
for extraordinary items. A reader of the financial statements can 
determine earnings per share for extraordinary items by subtraction 
if it is not reported.

Naturally, the earnings per share data will be more complete if an 
amount is reported for extraordinary items when such items are 
reported on the income statement. This presentation, although not 
required, may therefore be generally desirable. In some cases, report­
ing all three earnings per share amounts would be particularly helpful 
to the reader, such as in the situation described in Opinion footnote 8 
(where the effect on either income before extraordinary items or on 
net income is anti-dilutive but is dilutive on the other).

17. Simple Capital Structure
Q—What is a simple capital structure for purposes of computing 

earnings per share?
19See footnote 5 in Part I.
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A—A corporation has a simple capital structure for purposes of 
computing earnings per share if during the period it had no securities 
outstanding (or agreements to issue securities) that in the aggregate 
dilute earnings per outstanding common share.

18. Complex Capital Structure
Q—What is a complex capital structure for purposes of computing 

earnings per share?
A—A corporation has a complex capital structure for purposes 

of computing earnings per share if it has issued, in addition to common 
stock, securities which have a dilutive effect on earnings per outstand­
ing common share. Among the securities which may have a dilutive 
effect are convertible preferred stock, convertible debt, options, war­
rants, participating securities, different classes of common stock, and 
agreements to issue such securities or shares of common stock in the 
future.

As explained in Interpretation 11, if the aggregate dilution for the 
period produced by all such securities which are dilutive does not 
reduce earnings per outstanding common share by at least 3%, a 
corporation may be considered as having a simple capital structure 
for purposes of computing earnings per share. It may be desirable, 
however, to report the actual dilution in such a case, particularly if 
the period being reported upon might later be included in a compara­
tive income statement which includes one or more periods with 
dilution of 3% or more.

19. EPS for Simple and Complex Capital Structures
Q—How does the reporting of earnings per share data differ for 

corporations with simple capital structures and corporations with 
complex capital structures?

A—A corporation with a simple capital structure is required to 
have a single presentation of “earnings per common share” on the 
face of its income statement. A corporation with a complex capital 
structure is required to have a dual presentation of both primary and 
fully diluted earnings per share on the face of its income statement.

Exceptions which apply to corporations with simple capital 
structures are explained in Interpretation 20. An exception which 
applies to corporations with complex capital structures is explained 
in Interpretation 18.
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20. Dual Presentation for Corporation with 
Simple Capital Structure

Q—Is a corporation with a simple capital structure ever required 
to have the dual presentation?

A—Yes, the dual presentation is required if common stock was 
issued during the period on exercise, conversion, etc. and primary 
earnings per share would have increased or decreased if the issuance 
had taken place at the beginning of the period.

A corporation has a simple capital structure when it has no 
dilutive securities outstanding. If outstanding anti-dilutive securities 
are exercised or converted, however, such a corporation would be 
required to have the dual presentation if primary earnings per share 
would have been affected as described above. Thus the dual presenta­
tion may be required for a corporation with a simple capital structure 
to report the incremental effect of an anti-dilutive exercise or con­
version.

Also, the dual presentation is required for all periods presented 
in a comparative income statement if it is required for any period. 
The dual presentation may therefore be required for one or more 
periods in a comparative income statement when the corporation had 
a simple capital structure.

21. Primary vs. Fully Diluted EPS
Q—How do fully diluted earnings per share differ from primary 

earnings per share?

A—Primary earnings per share computations include only com­
mon stock and dilutive common stock equivalents. Fully diluted 
earnings per share computations include common stock and dilutive 
common stock equivalents together with other potentially dilutive 
securities. Fully diluted earnings per share also include those exercises 
or conversions for which common stock was issued during the period 
whether their effect is dilutive or anti-dilutive.

Fully diluted earnings per share show the maximum potential 
dilution of all dilutive contractual obligations to issue common stock 
and their effect on current earnings per share on a prospective basis. 
The difference between primary and fully diluted earnings per share 
shows (1) the maximum extent of potential dilution of current earnings 
which would occur from the conversions of securities that are not
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EPS PRESENTATION

common stock equivalents or the contingent issuance of common stock 
not included in the computation of primary earnings per share and 
(2) the effect of all issuances of common stock on exercises or conver­
sions during the year as if the issuance had occurred at the beginning 
of the year.

22. Captions for Earnings per Share Presentations
Q—What captions should be used for reporting earnings per share 

amounts in the dual presentation?
A—Precise designations are not prescribed by the Opinion except 

that the term “earnings per common share” should not be used unless 
a corporation has a simple capital structure or the term is appropriately 
qualified. The qualification is determined by whether the corporation 
has only common stock equivalents or also has other potentially 
dilutive securities.

Listed below are five captions which might be used to designate 
earnings per share amounts. Following the captions is a table indi­
cating the captions a corporation might use when it has various 
combinations of securities outstanding. The first two columns of the 
table indicate the combinations of securities a corporation might have. 
The numbers in the other three columns refer to the numbers listed 
beside the captions which might be used to designate the earn­
ings per share amounts. For example, a corporation having both 
dilutive common stock equivalents and other potentially dilutive 
securities outstanding could designate the primary amounts “Earnings 
per common and common equivalent share” and could designate the 
fully diluted amounts “Earnings per common share—assuming full 
dilution.”

SUGGESTED EARNINGS PER SHARE CAPTIONS
1. Earnings per common share.
2. Earnings per common share—assuming no dilution.
3. Earnings per common share—assuming full dilution.
4. Earnings per common and common equivalent share. (If both 

dilutive and anti-dilutive common stock equivalents are pres­
ent, the caption may be: Earnings per common and dilutive 
common equivalent share.)

5. Earnings per common share—assuming issuance of all dilutive 
contingent shares.
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TABLE INDICATING USE OF EPS CAPTIONS
Dual Presentation

Common Stock
Equivalents 

Present

Other Potentially 
Dilutive Securities 

Present

Caption for 
Single 

Presentation
Primary
Caption

Fully 
Diluted 
Caption

No No 1
No Dilutive 2 3
No’ Anti-dilutive 1b

Dilutive No 4 3
Dilutive Dilutive 4 3
Dilutive Anti-dilutive 4 5b,C

Anti-dilutive No’ 1b
Anti-dilutive Dilutive 2b 5b
Anti-dilutive Anti-dilutive 1b
Notes:

 Or dilution is less than 3% if such securities are present.
b In a note, disclose the existence of the anti-dilutive securities. 
e Primary and fully diluted amounts will be the same.

23. Captions in Comparative Statements
Q—What presentation is required in a comparative income state­

ment when a corporation has a simple capital structure in one period 
and a complex capital structure in another period?

A—The dual presentation is required for all periods presented if 
it is required for any period presented. Since the corporation had a 
complex capital structure in one period presented, the dual presenta­
tion is required for that period and for all other periods presented in 
the comparative income statement.

In a comparative income statement the captions used should be 
appropriate for the most dilutive presentation. For example, if there 
were no common stock equivalents in one period, anti-dilutive com­
mon stock equivalents in one period, and dilutive common stock 
equivalents in another period in a comparative income statement, the 
primary amounts could have a designation such as “earnings per 
common and dilutive common equivalent share.” Explanatory dis­
closure in a note may also be appropriate.

COMPUTING EARNINGS PER SHARE

24. Earnings Applicable to Common Stock
Q—How is “earnings applicable to common stock” determined 

for earnings per share computations?
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A—For a corporation with a simple capital structure, earnings 
applicable to common stock is net income reduced by dividends 
declared or paid for the period to preferred stock. Cumulative pre­
ferred dividends for the current period not paid or declared also are 
deducted from net income in determining earnings applicable to 
common stock. However, preferred dividends which are cumulative 
only if earned are deducted only to the extent they are earned. Interest 
on debt need not be adjusted in determining earnings applicable 
to common stock since it was deducted in arriving at net income.

For example, assume that a corporation has a net income of 
$6,000 and has 1,000 shares of common stock outstanding. Also 
outstanding are 1,000 shares of nonconvertible noncumulative pre­
ferred stock and $10,000 of 6% nonconvertible bonds. The corpora­
tion has a simple capital structure. If no dividends were paid on 
preferred stock, earnings applicable to common stock would be 
$6,000. Earnings per common share would be $6 per share ($6,000 
net income divided by 1,000 common shares). The declaration of a 
dividend of $1 per share on preferred stock would result in earnings 
applicable to common stock of $5,000 ($6,000 net income less $1,000 
for preferred dividends) and earnings per common share of $5 per 
share. The same result would be obtained if the dividend were 
cumulative and had not been declared. The same result would also 
be obtained whether or not the corporation paid (or declared) a 
dividend on common stock.

For a corporation with a complex capital structure, net income is 
reduced by dividends on nonconvertible preferred stock as described 
above. When the if converted method is applied for outstanding 
convertible securities, however, dividends for convertible preferred 
stock are not deducted from net income but other adjustments may 
be necessary. Under the if converted method, convertible dividends 
are not deducted when conversion is assumed, and interest (less 
applicable income tax) is added back to net income when convertible 
debt is assumed to be converted.

For example, assume that a corporation has a net income of 
$6,000 and has 1,000 shares of common stock outstanding. Also 
outstanding are 1,000 shares of common stock equivalent convertible 
preferred stock (convertible one common share for each preferred 
share) and $10,000 of 6% convertible bonds (convertible three 
common shares for each $100 bond) which are not common 
stock equivalents. The corporation has a complex capital structure.
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Assume also that the corporation paid a $1 per share dividend on 
both common and preferred stock and the income tax rate is 22%. 
For primary earnings per share, earnings applicable to common stock 
is $6,000 and earnings per common and common equivalent share 
is $3 per share ($6,000 divided by 2,000 shares, composed of 1,000 
common shares and 1,000 common equivalent shares from the 
assumed conversion of the convertible preferred stock). For fully 
diluted earnings per share, earnings applicable to common stock is 
$6,468 ($6,000 net income plus $600 interest less $132 additional 
tax payable if the interest had not reduced net income). Earnings 
per common share assuming full dilution is $2.81 per share ($6,468 
divided by 2,300 shares; composed of 1,000 common shares, 1,000 
common equivalent shares, and 300 shares from the assumed conver­
sion of the convertible bonds).

25. Weighted Average of Shares Outstanding
Q—What is the effect on earnings per share computations of 

issuing common stock or other securities which may be converted 
or exercised to obtain common stock or of reacquiring common stock 
or such securities during a period?

A—Such issuances or reacquisitions of common stock or other 
securities during a period require that a weighted average of shares 
be computed for the denominator to be used in the earnings per share 
computations. A weighted average gives due consideration to all 
shares outstanding and assumed to have been outstanding during a 
period. Shares issued or retired during a period are weighted by the 
fraction of the period they were outstanding. The weighted number 
of shares is added to the number of shares outstanding for the entire 
period to obtain the weighted average number of shares outstanding 
during the period.

For example, assume that a corporation had 100,000 common 
shares outstanding on January 1 and issued 6,000 additional common 
shares on March 1. The weighted average would be 102,000 shares 
for the quarter ending March 31 or 104,000 shares for the six months 
ending June 30 or 105,000 shares for the year ending December 31. 

COMPUTATIONAL NOTES:
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100,000 + 1/3 (6,000) = 102,000
100,000 + 4/6 (6,000) = 104,000
100,000 + 10/12 (6,000) = 105,000
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The same answers would result if the 6,000 shares issued on March 1 
were merely assumed to have been issued to reflect the dilutive effect 
of common stock equivalents issued on March 1. It should be noted 
that the number of shares in the weighted average for the quarter and 
for the year are different.

Reacquired shares are included in the weighted average only for 
the time they were outstanding. For example, assume that a cor­
poration had 100,000 shares outstanding on January 1 and reacquired 
6,000 shares on March 1. The weighted average would be 98,000 
shares for the quarter ending March 31 or 96,000 shares for the 
six months ending June 30 or 95,000 shares for the year ending 
December 31.

COMPUTATIONAL NOTES:

100,000 — 6,000 = 94,000 
94,000 + 2/3 (6,000) = 98,000 
94,000 + 2/6 (6,000) = 96,000 
94,000 + 2/12 (6,000) = 95,000

The same answers would result if the 100,000 shares had included 
common stock equivalents and the corporation had reacquired 100 
dilutive common stock equivalent convertible bonds (convertible 60 
common shares for one bond) on March 1.

More complex methods for computing a weighted average could 
be used if the number of shares involved changes frequently, such as 
computing an average weighted by days. (See Exhibit 5, page 114.)

The weighted average discussed in the Opinion and in these 
Interpretations is technically an arithmetical mean average of shares 
outstanding and assumed to be outstanding for earnings per share 
computations. The most precise average would be the sum of the 
shares determined on a daily basis divided by the number of days 
in the period. Less precise averaging methods may be used, how­
ever, as illustrated above, if they produce reasonable results. But 
methods which introduce artificial weighting are not acceptable for 
computing a weighted average of shares for earnings per share 
computations. For example, the “Rule of 78” method, which weights 
shares for the first month of the year by 12 and weights shares for 
the last month of the year by 1, is not an acceptable method.

Retroactive recognition is given for all periods presented to 
any stock dividend, stock split or reverse split, including those occur­
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ring after the end of the period for which the computation is being 
made but before the statements are issued.

CONVERTIBLE SECURITIES
26. Classification and Assumed Conversion

Q—Which convertible securities are assumed to be converted for 
primary earnings per share computations and which are assumed to 
be converted for fully diluted earnings per share computations?

A—Convertible securities which are classified as common stock 
equivalents are assumed to be converted for both primary and fully 
diluted earnings per share computations. Convertible securities which 
are not common stock equivalents are classified as other potentially 
dilutive securities and are assumed to be converted only for fully 
diluted earnings per share computations.

Conversion is assumed for either computation only when the 
result is dilutive unless (1) the security is included in an aggregate 
computation which has a net dilutive effect or (2) for fully diluted 
earnings per share, common stock was issued during the period on an 
anti-dilutive conversion, that is, a conversion which would have had 
the effect of increasing earnings per share if it had occurred at 
the beginning of the period. When conversion is assumed, the if 
converted method is applied.20 When conversion is not assumed be­
cause the result would be anti-dilutive, interest or dividends on the 
securities reduce the amount of earnings or increase the amount of 
loss otherwise applicable to common stock.

Most convertible securities are classified on the basis of their yield 
at time of issuance. (The exceptions are discussed in the following 
paragraphs of this Interpretation.) Under the yield test, convertible 
securities which yield less than 66⅔% of the bank prime interest 
rate at time of issuance are common stock equivalents; those yielding 
at least 66⅔% of the prime rate are other potentially dilutive 
securities.

If a convertible security has a change scheduled in its interest or 
dividend rate within five years after issuance, its yield at issuance is 
considered to be the lowest scheduled rate within the five years. (See 
Interpretation 28 for the treatment of convertible securities which are

20See page 8 of Part I of this Interpretation and Opinion paragraph 51 for a 
description of the if converted method.
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CONVERTIBLE SECURITIES

not convertible until a future date.) A convertible security which 
would not otherwise be a common stock equivalent at time of issuance 
is classified as a common stock equivalent if it is issued with the same 
terms as those of an outstanding convertible security which is a 
common stock equivalent.

Convertible securities issued prior to June 1, 1969 are classified 
by the issuer under one of two alternative elections specified in para­
graph 46 of APB Opinion No. 15. (The election made applies to all 
securities issued before that date, not just to convertible securities.) 
Under election “a,” all convertible securities issued prior to June 1, 
1969 are classified as either common stock equivalents or other poten­
tially dilutive securities under the provisions of APB Opinion No. 15. 
Under election “b,” all convertible securities issued prior to June 1, 
1969 which were classified as residual securities under APB Opinion 
No. 9 are classified as common stock equivalents; those which were 
classified as nonresidual securities are classified as other potentially 
dilutive securities.

Convertible securities which require or permit the payment of cash 
upon conversion are considered the equivalents of warrants and are 
classified as common stock equivalents. (See Interpretation 71 for the 
treatment of such securities.) A few convertible participating securi­
ties are common stock equivalents for which the two-class method may 
be applied. (See Interpretation 87 for the treatment of such securities.) 
The if converted method is applied when any convertible security is 
assumed to be converted except for unusual cases when the two-class 
method is applied.

27. Time of Issuance
Q—What is the “time of issuance” of a convertible security?
A—“Time of issuance” is generally the date when agreement as 

to terms has been reached and announced even though subject to 
further actions, such as directors’ or stockholders’ approval. In this 
context, time of issuance is often referred to in financial jargon as the 
“handshake” date. Thus, time of issuance will usually precede the 
actual date of issuance of a security by some period which might be 
as long as several months or as short as a few hours.

“Agreement as to terms” means that all of the terms have been 
set, not merely that the parties have reached an agreement in principle 
but the number of securities to be issued or the issue price is still to be
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determined at a later date. Agreement as to terms is reached when the 
parties are obligated to complete the transaction if it is ratified by the 
directors and/or stockholders, that is, neither party may legally ter­
minate the agreement except for failure to receive approval from the 
directors or stockholders. The fact that the agreement is subject to a 
“favorable” ruling from the Treasury Department or a regulatory 
agency does not affect time of issuance so long as all of the terms of 
the agreement have been set.

The classification of a convertible security is determined at time of 
issuance and does not change when the security is actually issued 
except as discussed in Interpretation 29.

When time of issuance occurs before a year end but the agreement 
has not been approved by either the directors or stockholders before 
the financial statements are issued, the securities are not considered 
outstanding in the financial statements being issued or in earnings per 
share computations. (The securities are similar to a contingent issu­
ance whose conditions are not currently being met.)

28. Classification and Computation Not Always the Same
Q—Are convertible securities included in earnings per share com­

putations at time of issuance?
A—Convertible securities are classified at time of issuance. Gen­

erally they are assumed to be converted for earnings per share compu­
tations from this date also. Although a convertible security is classified 
at time of issuance, in some cases it is not assumed to be converted for 
earnings per share computations until a later date.

If the conversion privilege is not effective during the period being 
reported upon, the length of time before the privilege becomes effec­
tive determines when the security is eligible for assumed conversion in 
earnings per share computations. Conversion is not assumed for either 
primary or fully diluted computations if the conversion privilege is not 
effective within ten years from the end of the period being reported 
upon. Conversion is assumed only for fully diluted computations if 
the conversion privilege is effective after five years but within ten years 
from the end of the period being reported upon. Conversion is 
assumed as if the security were immediately convertible if the conver­
sion privilege is effective within five years from the end of the period 
being reported upon.
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For example, assume that a corporation issued a debt security at 
the end of its 1969 reporting year that may be converted into common 
stock after twelve years (at the end of 1981). The security’s yield at 
time of issuance requires that it be classified as a common stock equiv­
alent. Conversion would not be assumed for 1969 or 1970 earnings 
per share computations (interest would reduce net income in 1970, 
however). Conversion would be assumed whenever the effect is dilu­
tive for fully diluted computations beginning in 1971 and for both 
primary and fully diluted computations beginning in 1976. Thus, the 
security is classified at time of issuance but conversion is not assumed 
for earnings per share computations until later.

Time of issuance and classification of a convertible security may 
precede the obligation to issue and actual issuance by as much as 
several months, but a convertible security is not considered outstand­
ing in the interim until there is a valid obligation to issue the security. 
For example, assume that agreement as to terms for a business com­
bination is reached and announced on December 1, 1969. Final 
approval by stockholders occurs on February 16, 1970 and a con­
vertible security is to be issued March 2, 1970. Classification of the 
security is determined at December 1, 1969. The security would be 
omitted from 1969 earnings per share computations if the financial 
statements are issued before February 16, 1970, but the impending 
issuance would be disclosed.

If the business combination is accounted for as a purchase, the 
security would be considered outstanding from the date of the acqui­
sition in 1970 earnings per share computations if the stockholders in 
fact ratify the agreement. If the business combination is accounted 
for as a pooling of interests, prior periods’ earnings per share data 
would be retroactively restated in comparative income statements 
issued subsequently to reflect the security as outstanding for all periods 
presented. (See Part I, page 12.)

29. Change of Classification of Convertible Security
Q—When does the classification of a convertible security change?
A—A convertible security’s classification is generally determined 

only at time of issuance and does not change thereafter. However, a 
change of classification (usually from other potentially dilutive security 
status to common stock equivalent status) may be required in two 
situations. These are when (1) an incorrect estimate of the security’s 
value at time of issuance was made in the absence of a market price
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or (2) a common stock equivalent convertible security is issued with 
the same terms as an already outstanding convertible security which 
is not a common stock equivalent. (See Interpretation 30.)

If a convertible security does not have a market price at time of 
issuance, an estimate must be made of the security’s fair value to apply 
the yield test. If the estimate of the security’s value is too low, a con­
vertible security which should be classified as a common stock equiva­
lent might not be so classified. In such a case, the security would have 
to be reclassified as a common stock equivalent at actual issuance. 
Typically, an obviously incorrect estimate would be evidenced by 
materially higher market transactions for the security at actual issuance 
shortly after the time of issuance.

A change of the classification of the security would not be appro­
priate in such a case, however, if the higher market prices resulted 
from an external change over which the issuer had no control. (A gen­
eral increase in the market prices of other securities might indicate an 
external change.) A change of the classification would also not be 
appropriate if convertible securities were sold for cash and the gross 
proceeds to the issuer were substantially equal to the total amount of 
the original fair value estimate for the securities. In this case, the total 
of the net amount received by the issuer plus brokerage commissions 
paid is approximately equal to the original estimate of fair value of the 
securities.

30. Change of Classification Is Mandatory
Q—Would convertible securities issued prior to June 1, 1969 and 

classified as other potentially dilutive securities under Opinion para­
graph 46 become common stock equivalents if another convertible 
security is issued with the same terms after May 31, 1969 and is classi­
fied as a common stock equivalent?

A—Yes, a change in classification is required by the second sen­
tence of Opinion paragraph 28 for any outstanding convertible secur­
ity which is not a common stock equivalent but which has the same 
terms as those of another convertible security being issued which is 
classified as a common stock equivalent at time of issuance. Thus, an 
outstanding convertible security which is not a common stock equiva­
lent would be reclassified as a common stock equivalent if another 
convertible security is issued with the same terms and is classified as a 
common stock equivalent at time of issuance.
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Although this reclassification is an exception to the general rule 
that securities do not change status subsequent to time of issuance, 
reclassification is mandatory. All of a corporation’s convertible secur­
ities issued with the same terms therefore are classified the same for 
earnings per share computations.

For example, assume that convertible securities were issued with 
the same terms on May 2, June 2, and July 2, 1969. Only the July 2 
issue is a common stock equivalent if classification is based on yield 
at time of issuance because of an increase in the bank prime interest 
rate. Under Opinion paragraph 28, however, both the May 2 and 
June 2 issues become common stock equivalents also.

31. Definition of “Same Terms”
Q—What are the “same terms” (as used in the second sentence of 

Opinion paragraph 28) for the subsequent issuance of a convertible 
security?

A—The “same terms” are identical terms, not merely similar 
terms. Thus, any change in dividend or interest rates, conversion rates, 
call prices or dates, preferences in liquidation, etc. is a change in 
terms. Market price or issue price is not considered a “term.” (See 
Interpretation 32.)

32. Issue Price Is Not a “Term”
Q—Do different issue prices for different issuances of convertible 

securities constitute a change in “terms” if all other terms for the 
securities are the same?

A—No, different issue prices for convertible securities with the 
same terms otherwise is not a change in terms. Thus, two convertible 
securities issued at different prices but with the same stated dividend 
or interest rates, conversion rates, call prices and dates, preferences in 
liquidation, etc. have the same terms.

33. Sale of Treasury Securities Is a New Issue
Q—Are convertible securities sold by an issuer from securities 

held as treasury securities to be classified as a new issue or as part of 
the original issue under the provisions of the second sentence of Opin­
ion paragraph 28?

A—When convertible securities are acquired by the issuing cor­
poration and subsequently reissued, they constitute a new issue with
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the same terms as the existing outstanding convertible security. The 
“new” issue’s status (as a common stock equivalent or not) should be 
determined under both the common stock equivalent test and the pro­
visions of the second sentence of Opinion paragraph 28. If deemed 
a common stock equivalent, the “new” issue could also affect the 
status of outstanding securities with the same terms as described in the 
second sentence of Opinion paragraph 28. For example, if the out­
standing securities are not common stock equivalents and the reissued 
securities are common stock equivalents under the yield test (because 
of a change in market prices or the prime rate), the outstanding securi­
ties also become common stock equivalents.

34. Determining a Convertible Security’s Cash Yield
Q—Upon what return is a convertible security’s cash yield based?
A—Cash yield for most convertible securities is based upon the 

stated amount of interest or dividends the security is scheduled to pay 
each year.21 However, if the dividends on convertible preferred stock 
are not cumulative, yield might have to be based on some lesser 
amount, particularly if the stated amount appears impossible to pay. 
Low earnings or contractual provisions on outstanding debt, for ex­
ample, might prohibit payment of the stated amount. The same would 
apply for preferred dividends which are cumulative only if earned.

35. Computing a Convertible’s Cash Yield
Q—How is a convertible security’s cash yield at time of issuance 

computed?
A—Yield is a security’s return expressed as a percentage of its 

value. For example, a $1,000 bond which is paying $45 annual inter­
est to the holder and selling at 90 (i.e., $900) yields 5% (computed 

if the time factor to maturity is ignored. Although
yield is generally computed to maturity, the yield test described in the 
Opinion for convertible securities uses only the stated annual return 
expressed as a percentage of the security’s market price (ignoring com­
missions and transfer taxes) at time of issuance. If the security does 
not have a market price at time of issuance, the test is based on the 
security’s fair value.

21See Interpretation 26 for the amount to be used when a convertible security 
has a change of interest or dividends scheduled.
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36. Cash Yield of Convertible Security in a “Package”
Q—How is the cash yield determined for a convertible security 

issued in a “package,” i.e., a convertible security is one of two or more 
securities issued as a unit?

A—When two or more securities are issued as a unit, the unit 
price at time of issuance should be allocated to each security based on 
the relative fair values of the securities at time of issuance. For exam­
ple, assume that a “package” consisting of one share of common stock, 
one share of convertible preferred stock, and one nonconvertible $100 
bond with a detachable warrant is sold as a unit for a total price of 
$200. At time of issuance, fair values were $42 per share of common 
stock, $63 per share of convertible preferred stock, $99.75 per bond 
and $5.25 per warrant. The $200 unit amount would be allocated to 
each security as follows:

Fair Value 
at Issuance

Percentage 
of Total

Allocated 
Amount of $200

Common stock...... ...... $ 42.00 20.0% $ 40.00
Preferred stock...... 63.00 30.0 60.00
Bond ...................... 99.75 47.5 95.00
Warrant .................. 5.25 2.5 5.00

Totals ............ ...... $210.00 100.0% $200.00

37. Property Included in Cash Yield
Q—May the fair value of property to be paid as dividends or inter­

est be included in computing cash yield since the Opinion specifically 
states only “cash”?

A—Yes, the fair value of property to be paid in lieu of cash may 
be included in computing the cash yield of a convertible security. The 
property so treated may include nonconvertible senior securities of 
the same company. But it may not include the same issue for which 
common stock equivalency is being determined. And it may not 
include securities of the issuer or its parent or subsidiary which are 
currently or potentially dilutive and enter into the computation of 
either primary or fully diluted earnings per share.

40

If the convertible preferred stock is scheduled to pay a dividend of 
$3.15 per share each year, it would yield 5.25%

computed $3.15
$60.00 x 100

fn. 9*

* Also see APB Opinion No. 14.
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For example, any common stock or common stock equivalent of 
the issuer and securities such as those described in Opinion paragraphs 
59, 60, and 65-69 would not be considered property for this purpose. 
Also, “extra” dividends to be paid on convertible stock on a non­
recurring basis would not be considered in computing cash yield in 
conformity with the “lowest scheduled rate” provision of Opinion 
paragraph 33.

38. Prime Rate Used in Yield Test
Q—What bank prime interest rate should be used to determine 

the status of a convertible security as a common stock equivalent or 
not in applying the yield test when more than one rate is in effect in 
a country?

A—The prime interest rate in effect at the bank where the issuer 
borrows is used when more than one bank prime interest rate (or its 
equivalent in foreign22 countries) is in effect in the U.S. If the issuer 
borrows from more than one bank and the different banks have differ­
ent prime rates in effect, an average of the rates is used. If the issuer 
does not borrow from a bank where the prime interest rate is offered 
and more than one bank prime interest rate is in effect, an average of 
the rates would be used unless the issuer can show that the predomi­
nant rate is more appropriate than an average rate.

22See The Banker, February 1969, p. 117 ff., for a discussion of rates in foreign 
countries which are the equivalents of the U.S. bank prime interest rate.

39. Prior Period Prime Rates
Q—What source should be considered authoritative in determin­

ing the bank prime interest rate which was in effect in the U.S. during 
prior periods when applying election “a” of Opinion paragraph 46?

A—The Federal Reserve Bulletin may be considered an authori­
tative source for determining the bank prime interest rate at any time. 
When a “split” prime rate is in effect, the provisions of Interpretation 
38 are applied. For readers’ convenience, the dates of changes in the 
prime rate and the rates in effect from 1954 through 1970 have been 
extracted and appear in Exhibit 2, page 108.

40. Original Issue Premium or Discount on 
Convertible Securities

Q—What happens to original issue premium or discount when 
convertible securities are assumed to be converted and common stock 
is assumed to be issued for earnings per share computations?
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A—Any original issue premium or discount amortized during the 
period (to compute the effective interest deducted from net income for 
a debt security) is eliminated from net income in arriving at earnings 
applicable to common stock. The unamortized original issue premium 
or discount balance at the date of assumed conversion (the ending 
balance plus the amount amortized during the period) is then ignored 
for earnings per share computations. The if converted method only 
assumes conversion of the securities; it does not assume retirement. 
The converted securities are assumed to be held by the issuer as treas­
ury securities during the period being reported upon and balance sheet 
accounts related to those securities are not affected by the assumed 
conversion. Note that these assumptions are made only for earnings 
per share computations; the issuer’s balance sheet and net income for 
the period are not affected in any way by the assumptions made for 
earnings per share computations.

41. No Anti-Dilution From Convertible Preferred Stock
Q—When is convertible preferred stock anti-dilutive and there­

fore not assumed to be converted for earnings per share computations?
A—Convertible preferred stock is anti-dilutive and conversion is 

not assumed23 whenever the amount of the dividend paid or declared 
for the current period (or accumulated if not paid) per common share 
obtainable upon conversion exceeds the earnings per share amount 
computed without assuming conversion.

23See Interpretation 44 for an exception when actual conversion occurs.

For example, assume that a corporation had a net income of 
$1,500 and had 1,000 shares of common stock outstanding. Also out­
standing were 1,000 shares of preferred stock convertible on a one- 
for-one basis and classified as a common stock equivalent. A $1 per 
share dividend was paid to the convertible shareholders. Assumption 
of conversion would be anti-dilutive in this case since earnings per 
outstanding common share is $.50 per share. (Earnings per common 
and common equivalent share would be $.75 per share if conversion 
were assumed.) Conversion would not be assumed, but rather the 
preferred dividend would be deducted to compute earnings applicable 
to common stock. Earnings per share would be computed on the basis 
of actual common stock outstanding. The same result would be 
obtained if the dividend were cumulative and not paid.
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42. No Anti-Dilution from Convertible Debt
Q—When is convertible debt anti-dilutive and therefore not 

assumed to be converted for earnings per share computations?
A—Convertible debt is anti-dilutive and conversion is not as­

sumed24 whenever its interest (net of tax) per common share obtainable 
on conversion exceeds the earnings per share computed without 
assuming conversion.

24See Interpretation 44 for an exception when actual conversion occurs.

For example, assume that a corporation had a net income of $500 
and had 1,000 shares of common stock outstanding. Also outstanding 
were 1,000 convertible bonds with a par value of $100 each paying 
interest at 3% per annum and convertible into one share of common 
stock each. Assume the bonds are classified as common stock equiva­
lents and that the effective income tax rate is 50%. The earnings per 
common share outstanding (ignoring conversion of the bonds) is $.50 
per share. Assuming conversion, $3,000 interest would be added back 
less $1,500 of additional income tax, resulting in a net increase of 
$1,500 and earnings applicable to common stock of $2,000. The 
$1.00 earnings per share for the 2,000 common and common equiva­
lent shares would be anti-dilutive and conversion would therefore not 
be assumed.

43. Conversion Assumed for Primary Only
Q—When a common stock equivalent convertible security is as­

sumed to be converted for primary earnings per share computations, 
must it also be assumed to be converted for fully diluted earnings per 
share computations?

A—Generally, a common stock equivalent convertible security is 
assumed to be converted for both computations. However, if fully 
diluted earnings per share would be increased by the assumed con­
version, conversion would be assumed only for the primary earnings 
per share computation. Such a situation could occur if two convertible 
securities were outstanding and the dividend on one classified as a 
common stock equivalent exceeds fully diluted earnings per share but 
not primary earnings per share.

For example, assume that a corporation had a net income of 
$9,500 and had 2,000 shares of common stock outstanding. Also 
outstanding were 1,000 shares of Class A convertible preferred stock 
which was a common stock equivalent and 1,500 shares of Class B 
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convertible preferred stock which was not a common stock equivalent. 
The Class A paid a dividend of $2.50 per share and the Class B paid 
a dividend of $1 per share. Both are convertible into common on a 
one-for-one basis.

Primary earnings per share is $2.67 per share assuming conversion 
of the Class A convertible preferred ($9,500 — $1,500 = $8,000 earn­
ings applicable to common divided by 3,000 shares). Fully diluted 
earnings per share would be $2.11 per share if conversion were 
assumed for both the Class A and Class B convertible preferred 
($9,500 4- 4,500 shares). However, fully diluted earnings per share 
is $2.00 per share if conversion is assumed for only the Class B 
($9,500 — $2,500 = $7,000 earnings applicable to common divided 
by 3,500 shares). The difference between $2.11 and $2.00 is caused 
by the incremental effect of assuming conversion of the Class A. Since 
the Class A dividend per common share obtainable upon conversion 
exceeds fully diluted earnings per share computed without assuming 
conversion, conversion would be anti-dilutive. (See Interpretation 41). 
Therefore, primary earnings per share is reported at $2.67 per share 
and fully diluted earnings per share is reported at $2.00 per share since 
this is the maximum dilutive amount.

This example illustrates the fact that earnings per share amounts 
may be affected by changes either in the numerator or in the denom­
inator used in the computation. Naturally, in some cases, both change.

44. If Converted Method at Actual Conversion
Q—Is the if converted method applied differently for primary and 

fully diluted earnings per share computations when actual conversion 
occurs?

A—When a common stock equivalent convertible security is con­
verted during a period, the if converted method is applied from the 
beginning of the period25 to the date of conversion for both primary 
and fully diluted earnings per share computations if the result is 
dilutive.

If the result is anti-dilutive, however, conversion is not assumed 
for the primary computation. But when an actual conversion occurs 
during a period, conversion is assumed at the beginning 25 of the period 
25For convertible securities issued and converted during the period, conversion 

is assumed only from time of issuance rather than from the beginning of the 
period.
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for the fully diluted computation and the if converted method is 
applied, regardless of whether the result is dilutive or anti-dilutive.

Upon actual conversion, common stock issued is included in the 
weighted average of shares outstanding in both the primary and fully 
diluted computations from the date of conversion. The securities ten­
dered by the holder for conversion are thereafter considered to be 
retired.

45. Securities Convertible into Other Convertible Securities
Q—How is a convertible security which is convertible into another 

convertible security included in earnings per share computations?
A—Such convertible securities enter earnings per share computa­

tions according to their provisions and their characteristics.

A convertible security issued by a subsidiary which is convertible 
only into a parent company’s convertible security is a senior security 
from the standpoint of the subsidiary, i.e., the yield test does not apply. 
For consolidated earnings per share computations, however, the sub­
sidiary’s security would be assumed to be converted into the parent’s 
security. The parent’s security would then be assumed to be converted 
under the if converted method (if the net result is dilutive). If the 
parent’s convertible security is not a common stock equivalent, con­
version of the parent’s security would be assumed only for fully diluted 
computations. If it is a common stock equivalent, conversion of the 
parent’s security would be assumed for both primary and fully diluted 
computations. (See Interpretation 93.)

Convertible securities which are convertible at the option of the 
holder into either another convertible security or a nonconvertible 
security are assumed to be converted into the security which would 
be more advantageous for the holder (but not if the result is anti­
dilutive). If conversion is assumed into the other convertible security, 
that security is then assumed to be converted into common stock for 
earnings per share computations (but not if the net result is anti­
dilutive). If conversion is assumed into the nonconvertible security, 
dividends which would have been applicable to the nonconvertible 
security, as if it had been outstanding, are deducted in determining 
earnings applicable to common stock. If converted adjustments may 
also be applicable. The classification (determined under the yield 
test) as a common stock equivalent or other potentially dilutive 
security of convertible securities which are convertible at the option 
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of the holder as discussed in this paragraph determines whether 
conversion is assumed for both primary and fully diluted com­
putations or only for fully diluted computations.

In some cases, the security which would be more advantageous for 
assumed conversion cannot be determined. This might be the case, 
for example, if the nonconvertible security pays a high dividend and 
the second convertible security has good prospects for an increase in 
its market price. If the more advantageous security to the holders 
cannot be determined, the computation should give effect to the 
greater earnings per share dilution.

OPTIONS AND WARRANTS AND THEIR EQUIVALENTS
46. Classification of Options and Warrants

Q—How are options, warrants and their equivalents classified for 
earnings per share computations?

A—Options, warrants and their equivalents are always common 
stock equivalents unless all of the following conditions are met: (1) 
they were issued prior to June 1, 1969 and (2) the issuer makes elec­
tion “b” under paragraph 46 of APB Opinion No. 15 and (3) they 
were not classified as residual securities under APB Opinion No. 9. 
Options, warrants and other equivalents classified under this exception 
are not common stock equivalents but are other potentially dilutive 
securities and are included only in fully diluted earnings per share 
computations.26 All other options, warrants and their equivalents are 
included in both primary and fully diluted earnings per share com­
putations.

47. No Anti-Dilution from Options and Warrants
Q—When are options and warrants anti-dilutive under the treas­

ury stock method?
A—Generally, options and warrants are anti-dilutive whenever 

their exercise price exceeds the market price of the common stock 
obtainable on exercise. This is because application of the treasury 
stock method in such a case would reduce the number of common 
shares included in the computation which would increase the earnings 
per share amount.
26These options and warrants would be common stock equivalents except for 

the fact that they were issued before APB Opinion No. 15 was released. The 
Opinion provides that they be classified as common stock equivalents only if 
the issuer elects to so classify them.
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The prohibition against anti-dilution in applying the treasury stock 
method recognizes the economic fact that an option or warrant would 
not be exercised if the exercise price were above the market price 
because the stock could be purchased in the market for less than it 
could be purchased by exercising the option or warrant. However, if 
for some reason options or warrants are exercised when the market 
price is below the exercise price, the market price at the exercise date 
is applied in the fully diluted computation for the exercised options or 
warrants for the period they were outstanding. (See Interpretation 62.) 
However, anti-dilution is not reflected in the primary computation 
prior to exercise.

In special cases for which other methods are applied (see Opinion 
paragraphs 37 and 38), the factors which cause dilution or anti­
dilution are, of course, different. These special cases are discussed in 
Interpretations 50 and 65-71.

48. Equivalents of Options and Warrants
Q—What kinds of securities are considered the equivalents of 

options and warrants and therefore always classified as common stock 
equivalents?

A—Stock purchase contracts, stock subscriptions not fully paid, 
deferred compensation plans providing for the issuance of common 
stock, and convertible debt and convertible preferred stock allowing 
or requiring the payment of cash at conversion (regardless of the yield 
of such convertible securities at time of issuance) are considered the 
equivalents of options or warrants. The treasury stock method should 
be applied for all of these securities unless their terms or the provisions 
of Opinion paragraphs 37 and 38 require that another method be 
applied for the computation of earnings per share.

49. Grouping Options and Warrants
Q—May anti-dilutive options and warrants be grouped with dilu­

tive options and warrants in applying the treasury stock method?
A—No, except in the special situations discussed below.

Footnote 11 of the Opinion allows reasonable grouping of like 
securities, i.e., options and warrants with the same exercise prices per 
common share to be issued. For example, it would be appropriate to 
group an option to purchase one share of common stock for $20 with 
a warrant to purchase two shares of common stock for $40. Assuming 
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a market price of $ 15 per share for common stock, these options and 
warrants would not be grouped with a warrant to purchase one share 
of common stock for $10.

If an aggregate computation is required, however, anti-dilutive and 
dilutive securities must be included in the same computation. Opinion 
paragraph 38 provides for an aggregate computation, for example. 
An anti-dilutive option which must be exercised before a dilutive 
option may be exercised must also be included in an aggregate com­
putation.

For example, assume an option is exercisable at $30 to purchase 
one share of common stock and a second option is exercisable at $10 
to purchase one share of common stock after the first option is exer­
cised. The two options would be grouped and considered as a “two- 
step” option to buy two shares of common stock for $40. Their 
aggregate effect would be dilutive whenever the market price of com­
mon stock exceeds $20 per share. An aggregate computation would 
not be made for a dilutive option which must be exercised before an 
anti-dilutive option may be exercised, because the anti-dilutive option 
would not be exercised in such a situation.

50. Methods Used for Options and Warrants
Q—Since different methods are described for the treatment of 

options and warrants in the Opinion, in what order should the different 
methods be applied?

A—In determining the effect of options and warrants and their 
equivalents in earnings per share computations, apply Opinion para­
graphs in the following order (to the extent that each is pertinent): 

Opinion paragraph 37 
Opinion paragraph 38 
Opinion paragraph 36

Opinion paragraph 37 applies to options and warrants or their 
equivalents (1) which either allow or require the tendering of debt 
at exercise or (2) whose proceeds from exercise must be applied to 
retire debt or other securities under the terms of those securities. 
Opinion paragraph 37 also applies to convertible securities which 
either allow or permit the payment of cash at conversion. Such 
convertibles are considered the equivalents of warrants.

Opinion paragraph 38 applies only when the number of common 
shares obtainable upon exercise of all outstanding options and warrants
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and their equivalents exceed 20% of the number of common shares 
outstanding at the end of the period.

Opinion paragraph 36 (the treasury stock method) applies to all 
other options and warrants and their equivalents.

51. Treasury Stock Method Reflects Dilution of
Options and Warrants

Q—How does the treasury stock method reflect the dilutive effect 
of options and warrants?

A—The treasury stock method increases the number of shares 
assumed to be outstanding when the exercise price of an option or 
warrant is below the market price of common stock obtainable on 
exercise. The dilutive effect of the treasury stock method is demon­
strated in the following example.

Assume that a corporation earned $125,000 during a period when 
it had 60,000 shares of common stock outstanding. The common 
stock sold at an average market price of $20 per share during the 
period. Also outstanding were 10,000 warrants which could be 
exercised to purchase one share of common stock for $15 for each 
warrant exercised. Earnings per common share outstanding would 
be $2.08 per share ($125,000 / 60,000 shares).

Applying the treasury stock method, the 10,000 warrants would 
be assumed to have been exercised by their holders at the beginning 
of the period. Upon exercise, 10,000 shares of common stock would 
be assumed to have been issued by the corporation to the holders. 
The $150,000 proceeds (10,000 warrants at an exercise price of $15 
per share) would be assumed to have been used by the corporation 
to purchase 7,500 shares ($150,000 / $20 per share average market 
price) of common stock in the market on the exercise date. Common 
stock would therefore increase 2,500 shares.27 (10,000 shares issued 
less 7,500 shares purchased results in 2,500 incremental shares.) A 
total of 62,500 shares would be considered as outstanding for the 
entire period. The amount to be reported as primary earnings per 
share would be $2.00 per share ($125,000 / 62,500 shares), or 
dilution of $.08 per share.

27The incremental number of shares may be more simply computed
$20 _  $15
---- --------- X 10,000 = 2,500 using the formula given in Interpretation 12.
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Fully diluted earnings per share would also be $2.00 per share 
if the ending market price of the common stock were $20 per share or 
less. But an ending market price above $20 per share would cause 
more dilution to be reflected in fully diluted earnings per share. For 
example an ending market price of $25 per share would produce 
4,000 incremental common shares28 which would result in fully diluted 
earnings per share of $1.95 per share. Dilution would be $.13 per 
share from earnings per outstanding share and $.05 per share from 
primary earnings per share.

52. Market Prices Used for Treasury Stock Method
Q—What market prices of common stock are used in applying 

the treasury stock method for options and warrants?
A—The average market price of common stock during each 

three-month quarter included in the period being reported upon is 
used to determine the number of incremental shares included in 
primary earnings per share computations. When a period of less than 
three months is being reported upon, the average market price during 
that period is used.

The average market price during each three-month quarter in­
cluded in the period being reported upon is also used to determine 
the number of incremental shares included in fully diluted earnings 
per share computations unless (1) the ending market price for the 
quarter is higher than the average market price or (2) options or 
warrants were exercised during the quarter.

A higher ending market price for the quarter is used in fully 
diluted computations rather than the average market price. For the 
fully diluted year-to-date computation, the number of incremental 
shares produced by applying the ending market price is compared 
to the number of shares determined by computing a year-to-date 
weighted average of incremental shares included in the quarterly 
fully diluted computations. The number of incremental shares used 
in the fully diluted year-to-date computation is the greater of the 
number of incremental shares determined from the ending market 
price or from the weighted average of quarters. (See Interpretation 
60 and Exhibit 4 for examples.)

28For fully diluted incremental shares, the computation would be
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$25 x 10,000 = 4,000.
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When options or warrants are exercised, the market price on 
the exercise date is applied for the exercised options or warrants from 
the beginning of the year to the exercise date for fully diluted compu­
tations. Thus, the incremental share computations for quarters prior 
to the exercise date use the market price at the exercise date rather 
than the ending or average market price. (See Interpretations 61 and 
62 for examples.)

In accordance with the anti-dilution provisions of the Opinion, 
exercise of options or warrants is not assumed for any quarter when 
the exercise price is higher than the market price determined for the 
computation (as described above) except when options or warrants 
have in fact been exercised. However, anti-dilutive options or warrants 
would be included in an aggregate computation resulting in a net 
dilutive effect.

Thus, options and warrants may be included in the computations 
in some quarters but not in other quarters. Also, options and warrants 
may be included in fully diluted earnings per share computations in a 
quarter when the ending market price is above the exercise price 
but not included in primary earnings per share computations for the 
quarter because the average market price is below the exercise price.

53. How Many Market Prices?
Q—How many market prices should be used to determine the 

average market price of common stock when applying the treasury 
stock market?

A—As many market prices as are needed to compute a meaningful 
average would be used.

Theoretically, every market transaction for a company’s common 
stock (both the number of shares and the price per share) could be 
included in determining the average market price. For example, 
consider four transactions of: 100 shares at $10 per share, 60 shares 
at $11 per share, 30 shares at $12 per share, and 10 shares at $13 
per share. The average of the four prices would be $11.50 (a simple 
average) but the average price for the 200 shares would be $10.75 
per share (a weighted average).

As a practical matter, however, a simple average of monthly prices 
is adequate so long as prices do not fluctuate significantly. If prices 
fluctuate greatly, weekly or daily prices probably would be used. Only 
if volume of common shares traded and prices at which trades
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occurred both fluctuated significantly would it be necessary to compute 
a weighted average to obtain a meaningful average market price.

54. What Market Price to Use?
Q—Should the market price used in computing the average 

described in Interpretation 53 be the high, low, close or an average 
of high and low prices?

A—Generally, closing market prices would be adequate for use 
in computing the average market price. When prices fluctuate widely, 
however, an average of the high and low prices for the period the 
price represents (whether a month, week, or day) would usually 
produce a more representative price to be used.

Perhaps more important than the price selected is that the 
particular price selected be used consistently unless it is no longer 
representative because of changed conditions. For example, a com­
pany using the closing price during several years of relatively stable 
market prices could change to an average of high and low prices if 
prices started fluctuating greatly and the closing market price would 
no longer produce a representative average market price. Likewise, 
a company using an average of high and low prices during several 
years of relatively stable volume could use an average weighted by 
the number of shares included in market transactions during the 
period if both prices and volume started fluctuating greatly and the 
simple average of high and low prices would no longer produce a 
representative average market price. Shorter periods would be more 
appropriate than longer periods in this case also, as noted in Inter­
pretation 53.

Changing the price, period or method used in computing the 
average market price would only be done when it becomes obvious 
that a representative average market price would not be obtained if 
the change were not made. In the absence of changed conditions a 
change would not be made.

55. Over-the-Counter and Listed Stocks Not Traded
Q—What price should be used when applying the treasury stock 

method for an over-the-counter stock or a listed stock not traded?
A—If available, market prices at which trades occur would be 

used in applying the treasury stock method. For stocks traded over- 
the-counter, the actual trade prices may not be known. Bid and asked
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quotations generally are available, however, for both over-the-counter 
stocks and listed stocks not traded.

The price which will be representative of the market price may 
have to be computed from the information available. An average of 
the bid and asked quotations might produce a representative price. 
In some cases, an average of quotations from several dealers could 
be used. Generally the method selected would be used consistently 
in the absence of actual market prices.

It should be noted that although bid quotations produce a con­
servative estimate of a stock’s market value, asked quotations are 
more conservative for earnings per share computations. This is 
because a higher market price produces more incremental shares 
under the treasury stock method than does a lower price. Therefore, 
to obtain a conservative answer, the asked quotation would be used 
in applying the treasury stock method for listed common stocks not 
traded and for common stocks traded over the counter.

56. Fair Value Used If No Market Price
Q—How should the average market price be determined, to apply 

the treasury stock method for options and warrants, if a company’s 
common stock is not traded (for example, for a closely held company 
with only options outstanding)?

A—When a company’s common stock is not traded and market 
prices are therefore not available, the fair value per share of its 
common stock is used to apply the treasury stock method for options 
and warrants.

Estimating the fair value of a share of common stock which is 
seldom, if ever, traded is often difficult. Various methods of valuation 
may be appropriate under different circumstances. While book value 
or liquidation value per share may provide some indication of fair 
value, these amounts usually would not be used without adjustment. 
Estimations based on replacement value or capitalized earnings value, 
however, might be used in determining fair value.

In some cases documents may be used as a basis for estimating 
the fair value of a company’s common stock. Personal financial 
statements of stockholders prepared in accordance with Audits of 
Personal Financial Statements (An AICPA Industry Audit Guide 
published by the American Institute of CPAs in 1968) would present 
the estimated value of their stock ownership in the company. Buy 
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and sell agreements contain provisions for determining the value of 
a stockholder’s interest in a company in the event of death or retire­
ment or withdrawal from participation in the company’s activities. 
Estate tax valuations established for recently deceased stockholders 
may provide a basis for estimating the current value of a company’s 
stock. Merger or sales negotiations entered into by the company and 
valuations or appraisals obtained by a stockholder or the company 
for credit purposes may provide established values appropriate for 
use in estimating the fair value of a company’s common stock. A fair 
value estimate of the stock might also be projected currently from the 
relationship at the time of issuance of the warrant or option to earnings 
(on a per share basis) or to the book value of the common stock.

External sources may also be used to obtain a fair value estimate 
for a company’s stock. Traded securities of other companies in the 
same industry, their price-earnings ratios, dividend yields, and the 
relationship of their market prices to book values per share may 
provide guidance for estimating the value of a stock which is not 
traded. In addition to the methods suggested above, articles in 
professional publications may suggest other valuation methods and 
provide more specific guidance for applying selected techniques (for 
example, see The Journal of Accountancy, August 1969, pages 35-47, 
and March 1966, pages 47-55). Revenue Ruling 59-60 also provides 
guidance for valuing stocks with no quoted market prices. In some 
instances, companies have engaged investment bankers to estimate 
the value of the common stock when management believed a fair 
value could not be obtained any other way.

When a fair value estimate is used in the absence of market prices 
for a company’s common stock, this fact and the method used to 
estimate the fair value would be disclosed as required by Opinion 
paragraph 20. The disclosure would usually be contained in a note 
to the earnings per share amounts presented (such as the example in 
Exhibit C of Appendix C to the Opinion).

57. Options and Warrants Outstanding Part of a Period
Q—How should dilutive options or warrants which are outstand­

ing for only part of a period be treated for earnings per share compu­
tations?

A—Dilutive options or warrants which are issued during a period 
or which expire or are cancelled during a period are reflected in both 
primary and fully diluted earnings per share computations for the
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time they were outstanding during the period being reported upon. 
The common equivalent shares to be considered enter earnings per 
share computations as a weighted average as described in Opinion 
paragraph 47.

For example, assume that a corporation whose financial reporting 
year ends on December 31 issued 100,000 warrants for one share 
each on October 8, 1969 with an exercise price of $10. Assume also 
an average market price for common stock during the intervening 
twelve-week period of $12 per share. Applying the treasury stock 
method for primary earnings per share computations for the fourth 
quarter, the 16,667 incremental shares

computed $12 - $10 
$12 X 100,000 = 16,667

would be weighted 12/13, since they were outstanding for only 
twelve of the thirteen weeks during the quarter, and would represent 
15,385 common shares (16,667 X 12/13) in the fourth quarter of 
1969. In the annual earnings per share computation for 1969, these 
warrants would represent 3,846 common shares (15,385 ÷ 4).

If the market price at December 31, 1969 for common stock 
exceeded the $12 average market price, the higher market price 
would be used in computing fully diluted earnings per share to reflect 
maximum potential dilution as specified in Opinion paragraph 42. 
For a market price of common stock on December 31 of $12.50 per 
share, the shares to be added for the fourth quarter fully diluted 
earnings per share would be computed as follows:

$12.50 - $10
$12.50 X 100,000 = 20,000

12/13 X 20,000 = 18,462 shares.
The shares to be added for 1969 annual fully diluted earnings per 
share in this case would be 4,615.

If the warrants described in the above example expired or were 
cancelled on March 25, 1970 and we assume an average market price 
for common stock during the twelve weeks then ended of $12, the 
same results as above would be obtained for primary earnings per 
share computations for the first quarter of 1970. That is, assumed 
exercise of the 100,000 warrants would produce 16,667 incremental 
shares weighted 12/13 and would represent 15,385 common shares
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putations for 1970, these warrants would represent 3,846 common 
shares.

If the market price of common stock on the last day the warrants 
were outstanding (March 25, 1970) exceeded the $12 average market 
price for the twelve week period, the higher market price would be 
used in computing fully diluted earnings per share to reflect maximum 
dilution. For a market price of $12.50 on March 25, 1970 in this 
example, 18,462 shares would be added for the first quarter compu­
tations and 4,615 shares would be added for the 1970 annual com­
putations in computing fully diluted earnings per share.

Generally, options or warrants which expire or are cancelled will 
not affect earnings per share computations. The above examples are 
included only for those rare cases when they do. Most dilutive options 
and warrants will be exercised prior to expiration or cancellation. 
Anti-dilutive options and warrants do not enter earnings per share 
computations,29 since they would not be exercised when common 
stock could be purchased for less in the market than through exercise.

29Except in the unusual situations described in Opinion paragraph 38 and in 
footnote 6 in Part I.

30For example, see Interpretations 67, 70, 77 and 79.

When dilutive options or warrants expire or are cancelled during 
a period, it may also be desirable to furnish supplementary earnings 
per share data as described in Opinion paragraph 22, but previously 
reported earnings per share data would not be retroactively adjusted 
for expirations or cancellations of warrants or options.

58. What Is a Period?
Q—What is a “period” as the term is used in the Opinion?
A—A “period” is the time for which net income is reported and 

earnings per share are computed.

However, when the treasury stock method or any method30 requir­
ing the computation of an average market price is used and the 
reporting period is longer than three months, a separate computation 
is made for each three-month period.

If a period of less than a quarter is being reported upon, the 
average market price of common stock during the period encom­
passed by the income statement is used in applying the treasury stock 
methods. Other methods30 requiring the use of average market prices 
also use the prices in effect during this shorter period.
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59. Share Averaging
Q—When the reporting period is longer than three months and 

the treasury stock method is applied, how is the weighted average of 
shares computed for the reporting period?

A—A weighted average of shares is computed based on the 
average market prices during each three months included in the 
reporting period. Thus, if the period being reported upon is six 
months, nine months, or one year, a weighted average31 of shares 
is computed for each quarter. The weighted averages for all quarters 
are then added together, and the resulting total is divided by the 
number of quarters to determine the weighted average for the period.

Assume, for example, that a corporation had 25,000 shares of 
common stock outstanding during a year and also had granted options 
which resulted in the following incremental shares computed using 
the treasury stock method: 500 in the first quarter, none in the 
second quarter because they would have been anti-dilutive, 1,400 in 
the third quarter, and 1,000 in the fourth quarter. The weighted 
average of shares for the year could be computed either

25,500 + 25,000 + 26,400 + 26,000 = 102,900
102,900÷4 = 25,725

Exh.B

or
500
4

1,400
4

l,00C
4 = 725++

725 + 25,000 = 25,725

60. Applying Ending and Average Market Prices
Q—How do the computations of primary and fully diluted earn­

ings per share differ when the treasury stock method is applied for 
options and warrants and the ending market price of common stock 
is different from the average market price?

A—When the ending market price of common stock is higher 
than the average market price for the period, the ending market price 
is used for the fully diluted computation to reflect maximum potential 
dilution. The use of different market prices for primary and fully 
diluted earnings per share computations naturally results in different 
numbers of shares for the two computations. The use of a higher 
31See Interpretation 25 and Exhibit 3 for examples of computing a weighted 

average.
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ending market price for fully diluted computations may also result 
in the assumption of exercise for fully diluted earnings per share but 
not for primary earnings per share. Year-to-date computations for 
fully diluted earnings per share may also be more complex when 
market prices of common stock increase and then decrease during 
the year, since the share computation is then made two ways and 
the greater number of shares is used in computing year-to-date 
fully diluted earnings per share. The above situations are illustrated 
in the following example.

Assume stock options are outstanding to obtain 5,000 shares of 
common stock at an exercise price of $10 per share. Assume also 
the following average and ending market prices of common stock 
during the calendar year:

First quarter.............................
Second quarter .......................
Third quarter.............................
Fourth quarter .........................

Average Ending
Market Market
Price Price

$11.11 $12.00
9.75 11.00

13.89 14.00
12.50 13.00

For primary earnings per share, the treasury stock method would 
produce the following number of incremental shares to reflect the 
dilutive effect of the options:

First quarter ...........................
Second quarter .....................
Third quarter .........................
Fourth quarter .......................

Primary Incremental Shares
Quarterly Year-to-Date

EPS EPS
500(1) 500
—0— 250(2)

1,400(3) 633(4)
1,000(5) 725(6)

COMPUTATIONAL NOTES:
(1) $11.11—$10

--------------------- X 5,000 = 500 
$11.11

(2) 500 + 0 = 500. 500 / 2 = 250
(3) $13.89 —$10

--------------------- X 5,000 = 1,400 
$13.89

(4) 500 + 0 + 1,400 = 1,900. 1,900/3 = 633
(5) $12.50 —$10

--------------------- X 5,000 = 1,000 
$12.50

(6) 500 + 0 + 1,400 + 1,000 = 2,900. 2,900 / 4 = 125
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For fully diluted earnings per share, the treasury stock method 
would produce the following number of incremental shares to reflect 
the maximum dilutive effect of the options:

Fully Diluted Incremental Shares
Quarterly Year-to-Date
EPS(1) EPS

First quarter ......................... 833 833
Second quarter .................. . 455(2) 644(3)
Third quarter ....................... 1,429 1,429(4)
Fourth quarter ..................... 1,154 1,154(5)

COMPUTATIONAL NOTES:
(1) Based on ending market price for each quarter.
(2) Note that the average market price for this quarter was anti-dilutive, so 

the computation is made only for fully diluted earnings per share.
(3) 833 + 455 = 1,288. 1,288 / 2 = 644

Use 644 weighted average since 644 is greater than 455 incremental 
shares based on ending market price.

(4) 833 + 455 + 1,429 = 2,717. 2,717 / 3 = 906.
Use 1,429 incremental shares based on the ending market price since 
1,429 is greater than 906.

(5) 833 + 455 + 1,429 + 1,154 = 3,871. 3,871 / 4 = 968.
Use 1,154 incremental shares based on the ending market price since 
1,154 is greater than 968.

Note that the two computations made for year-to-date fully 
diluted incremental shares may in some cases cause different market 
prices to be applied for the quarterly and year-to-date fully diluted 
computations. For example, assume that in the above illustration 
the average market price in the fourth quarter was $13 and the 
ending market price was $12.50. The $13 average market price 
would produce 1,154 incremental shares in the fourth quarter for 
both primary and fully diluted computations. In the annual fully 
diluted computation, however, the $12.50 ending market price 
would produce 1,000 incremental shares while the average number 
of shares for the four quarters would be only 968 (see computa­
tional note 5 above under fully diluted). Therefore the average 
market price would be used for the fourth quarter fully diluted 
computation and the ending market price would be used for the 
annual fully diluted computation.

A more comprehensive example of these points appears in 
Exhibit 4.
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61. Treasury Stock Method at Exercise
Q—How is the treasury stock method applied for options and 

warrants which are exercised?

47 A—Common stock issued upon the exercise of options or war­
rants is included in the weighted average of outstanding shares from 

42 the exercise date. The treasury stock method is applied for exercised 
options or warrants from the beginning of the period to the exercise 
date. For primary earnings per share, the computation for the period 
prior to exercise is based on the average market price of common 
stock during the period the exercised options or warrants were out- 

47 standing (if the result is dilutive). Incremental shares are weighted 
for the period the options or warrants were outstanding and shares 
issued are weighted for the period the shares were outstanding. For 
fully diluted earnings per share, however, the computation for the 
period prior to exercise is based on the market price of common stock 
when the options or warrants were exercised regardless of whether 
the result is dilutive or anti-dilutive. Incremental shares are weighted 
for the period the options or warrants were outstanding and shares 
issued are weighted for the period the shares are outstanding. These 
situations are illustrated in the following example.

Assume stock options are outstanding to obtain 5,000 shares of 
common stock at an exercise price of $10 per share. Assume also 
the following average and ending market prices of common stock 
during the calendar year:

Average Ending
Market Market

Price Price
First quarter........................... $11.11 $12.00
Second quarter ..................... 9.75 11.00
Third quarter ......................... 13.89 14.00
Fourth quarter ....................... 12.50 13.00

Also assume that 1,000 options were exercised May 1 when the 
market price of common stock was $10.50 per share and another 
1,000 options were exercised September 1 when the market price 
of common stock was $15 per share. The average market price 
from April 1 to May 1 was $11.25 and from July 1 to September 1 
was $13.
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For primary earnings per share, the treasury stock method would 
produce the following number of incremental shares to reflect the 
dilutive effect of the options: 

Primary Incremental Shares
Quarterly Year-to-Date

EPS EPS
First quarter........................... 500 500
Second quarter..................... 37(1) 269(2)
Third quarter......................... 994(3) 510(4)
Fourth quarter....................... 600 533(5)

COMPUTATIONAL NOTES:
(1) 1/3 of 111 incremental shares for 1,000 options exercised May 1 (using 

$11.25 average market price for the period the options were outstand­
ing). Remaining options are anti-dilutive.

(2) 500 + 37 = 537. 537 + 2 = 269
(3) 840 incremental shares for 3,000 options outstanding all of the quarter 

(exercise assumed at $13.89 average market price for the quarter) plus 
2/3 of the 231 incremental shares for 1,000 options outstanding for 
two months of the quarter (exercise assumed at $13 average market 
price for the period the options were outstanding). 840 + 154 = 994

(4) 500 + 37 + 994 = 1,531. 1,531 + 3 = 510
(5) 500 + 37 + 994 + 600 = 2,131. 2,131 + 4 = 533

In addition, outstanding shares would increase as follows to reflect 
options exercised May 1 and September 1:

Increase in Outstanding Shares

First quarter .........................
Second quarter.....................
Third quarter .......................
Fourth quarter .....................

Quarterly
EPS

—0—
667(1) 

1,333(3) 
2,000(5)

Year-to-Date
EPS

—0—
333(2)
667(4)

1,000(6)

COMPUTATIONAL NOTES:
(1) 2/3 of 1,000 shares issued May 1 and outstanding for two months.
(2) 0 + 667 = 667. 667 + 2 = 333
(3) 1,000 shares issued May 1 plus 1/3 of 1,000 shares issued September 1.
(4) 667 + 1,333 = 2,000. 2,000 + 3 = 667
(5) 1,000 shares issued May 1 plus 1,000 shares issued September 1.
(6) 0 + 667 + 1,333 + 2,000 = 4,000. 4,000 + 4 = 1,000
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For fully diluted earnings per share, the treasury stock method 
would produce the following number of incremental shares to reflect 
the maximum dilutive effect of the options:

Fully Diluted Incremental Shares 
Quarterly Year-to-Date

EPS EPS

First quarter ......................... 833 833
Second quarter ................... 380(1) 548(2)
Third quarter......................... 1,079(3) 1,174(4)
Fourth quarter....................... 692(5) 930(6)

COMPUTATIONAL NOTES:
(1) 364 incremental shares for 4,000 options outstanding all of the quarter 

(using $11 ending market price) plus 1/3 of 48 incremental shares for 
1,000 options exercised May 1 (using $10.50 market price at exercise 
date).

(2) (667 + 48) + 380 = 1,095. 1,095 2 = 548. For the first quarter,
667 incremental shares for 4,000 options (using $12 ending market price) 
plus 48 incremental shares for 1,000 options exercised May 1 (using 
$10.50 market price at exercise date). See note 1 for second quarter. 
The incremental shares for the two quarters are then weighted.

(3) 857 incremental shares for 3,000 options outstanding all of the quarter 
plus 2/3 (333) = 222 incremental shares for 1,000 options exercised 
September 1 and outstanding two months.

(4) 857 incremental shares for 3,000 options outstanding for all of the three 
quarters based on $14 higher ending market price applied for all of the 
three quarters plus 4/9 (48) = 21 for the May 1 exercise plus 8/9 
(333) = 296 for the September 1 exercise.

(5) Based on $13 market price and 3,000 options.
(6) 500 + 273 + 857 + 692 = 2,322. 2,322 / 4 = 581 incremental

shares for 3,000 options outstanding for four quarters using market 
prices of $12, $11, $14 and $13 for the respective quarters for com­
puting the weighted average of incremental shares. Since 692 incre­
mental shares determined by applying the ending market price is 
greater than 581 weighted incremental shares, 692 is used. The 692 is 
increased by 4/12 (48) = 16 shares for the May 1 exercise plus 8/12 
(333) = 222 for the September 1 exercise. 692 + 16 + 222 = 930.

In addition, outstanding shares would increase by the same number 
of shares as illustrated for the primary earnings per share computation 
for the options exercised on May 1 and September 1, i.e., 667 shares 
in the second quarter, 1,333 in the third quarter, 2,000 in the fourth 
quarter, 333 for the first six months, 667 for the first nine months, 
and 1,000 for the year.
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62. Anti-Dilutive Exercise
Q—Is the treasury stock method applied for options and warrants 

which are exercised when the market price is below the exercise price?

A—Options or warrants usually would not be exercised in such 
a situation. The common stock obtainable upon exercise could be 
purchased in the market for less than the exercise price. However, 
in those rare cases where such an exercise does occur, the treasury 
stock method is applied from the beginning of the year to the exercise 
date for fully diluted computations using the market price at the 
exercise date. The result will be anti-dilutive.

For primary computations, the average market price from the 
beginning of the quarter to the exercise date is used, but only if the 
result is dilutive. Thus, when the average market price is less than 
the exercise price while the exercised options or warrants were out­
standing, the exercised options or warrants are omitted from primary 
computations.

Common stock issued upon exercise is included in the weighted 
average of outstanding shares from the exercise date for both primary 
and fully diluted computations. Shares produced by the treasury stock 
method are included in the weighted average of outstanding shares 
for the time the exercised options or warrants were outstanding.

For example, assume stock options are outstanding to obtain 
5,000 shares of common stock at an exercise price of $10 per share. 
Assume also the following average and ending market prices of 
common stock during the calendar year.

Average Ending
Market Market

Price Price
First quarter........................... $11.11 $12.00
Second quarter..................... 9.75 11.00
Third quarter ......................... 13.89 14.00
Fourth quarter ....................... 12.50 13.00

On June 1, 1,000 options were exercised when the market price of 
common stock was $9.50 per share. The average market price from 
April 1 to June 1 was $9.65 per share.
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For primary earnings per share, the treasury stock method would 
produce the following number of incremental shares to reflect the 
dilutive effect of the options:

Primary Incremental Shares
Quarterly Year-to-Date

EPS EPS
First quarter.........................
Second quarter...................
Third quarter.......................
Fourth quarter .....................

500 500
-o-(1) 250
1,120(2) 540(3)

800 605(4)
COMPUTATIONAL NOTES:

(1) Average market prices for both outstanding options and exercised op­
tions are anti-dilutive.

(2) 1,120 incremental shares for 4,000 options outstanding all of the quarter.
(3) 500 + 0 + 1,120 = 1,620. 1,620/3 = 540
(4) 500 + 0 + 1,120 + 800 = 2,420. 2,420 + 4 = 605

In addition, outstanding shares would increase as follows to reflect 
options exercised June 1:

Increase in Outstanding Shares 
Quarterly Year-to-Date

EPS EPS
First quarter......................... —0— —0—
Second quarter................... 333(1) 167(2)
Third quarter....................... 1,000(3) 444(4)
Fourth quarter..................... 1,000(5) 583(6)

COMPUTATIONAL NOTES:
(1) 1/3 of 1,000 shares issued June 1 and outstanding for one month.
(2) 0 + 333 = 333. 333 + 2 = 167
(3) 1,000 shares issued June 1.
(4) 0 + 333 + 1,000 = 1,333. 1,333 / 3= 444
(5) 1,000 shares issued June 1.
(6) 0 + 333 + 1,000 + 1,000 = 2,333. 2,333 + 4 = 583
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For fully diluted earnings per share, the treasury stock method 
would produce the following number of incremental shares to reflect 
the maximum dilutive effect of the options:

Fully Diluted Incremental Shares 
Quarterly Year-to-Date

EPS EPS
First quarter ......................... 833 833
Second quarter ................... 329(1) 472(2)
Third quarter ....................... 1,143(3) 1,114(4)
Fourth quarter ..................... 923(5) 901(6)

COMPUTATIONAL NOTES:
(1) 364 incremental shares for 4,000 options outstanding all of the quarter 

less 2/3 (1,000 — 1,053) = —35 to reflect the anti-dilutive effect of the 
exercise of 1,000 options outstanding 2 months during the quarter. 
364 — 35 = 329

(2) (667 — 53) + (364 — 35) = 943. 943 / 2 = 472. See note 1. For
the first quarter, 667 incremental shares for 4,000 options are reduced 
by 53 anti-dilutive shares for 1,000 options exercised June 1. The net 
incremental shares for the two quarters are then weighted.

(3) 1,143 incremental shares for 4,000 options outstanding all of the quarter.
(4) 1,143 incremental shares for 4,000 options outstanding for all of the 

three quarters based on $14 higher ending market price applied for all 
of the three quarters less 5/9 (53) = — 29 for the June 1 anti-dilutive 
exercise.

(5) Based on $13 market price and 4,000 options.
(6) 667+ 364 + 1,143 + 923 = 3,097. 3,097 / 4 = 774 incremental

shares for 4,000 options outstanding for four quarters using market 
prices of $12, $11, $14 and $13 for the respective quarters for com­
puting the weighted average of incremental shares. Since 923 incre­
mental shares determined by applying the ending market price is greater 
than 774 weighted incremental shares, 923 is used. The 923 is de­
creased by 5/12 (—53) = —22 for the June 1 anti-dilutive exercise. 
923 — 22 = 901.

In addition, outstanding shares would increase by the same number 
of shares as illustrated for the primary earnings per share computation 
for the options exercised on June 1, i.e., 333 shares in the second 
quarter, 1,000 shares in the third and fourth quarters, 167 shares for 
the first six months, 444 shares for the first nine months, and 583 
shares for the year.
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63. “Substantially All” of Three Months

Q—How long is “substantially all” of a three-month period and 
why should exercise of options and warrants not be assumed in 
applying the treasury stock method “until” the market price has 
exceeded the exercise price for such a period?

A—“Substantially all” is not defined in the Opinion. Following 
the recommendation32 to not assume exercise before the three-month 
test is met (1) eliminates the need to make the computation until the 
market price has exceeded the exercise price for a significant period 
and (2) reduces “flip-flop” of options and warrants in and out of the 
computation because of the common stock’s market price fluctuations 
above and below the exercise price.

32The Board recommended that exercise of options and warrants not be assumed 
for earnings per share data until the market price has been above the exercise 
price for substantially all of the three months ending with the month for which 
the computation is being made.

Presumably, eleven weeks would be substantially all of a thirteen- 
week quarter. Therefore, the computation would be made for any 
quarter after the market price has once been above the exercise price 
for any eleven weeks during a quarter.

Note that this is a one-time test. Exercise need not be assumed for 
the computations until the test has been met, not unless the test is met 
in a particular quarter. Thus, once the test is met, the average market 
price would be computed thereafter unless the market prices are 
clearly anti-dilutive.

The test applies for both primary and fully diluted computations. 
But after the test has once been met, an ending market price which 
is above the exercise price is used for the fully diluted computation 
even though the average market price is below the exercise price.

This recommendation also applies to earnings per share compu­
tations for income statements prepared for periods which are less 
than a quarter. When applied to shorter periods, however, virtually 
all market prices in the shorter period should be above the exercise 
price or exercise need not be assumed. For a one-month statement, for
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example, the market prices during that month and for most of the 
two preceding months should be above the exercise price.

64. Total of Quarters May Not Equal Annual EPS
Q—Are previously reported earnings per share data ever retro­

actively adjusted or restated for changes in the incremental number 
of shares computed using the treasury stock method?

A—No, retroactive adjustment or restatement of previously re­
ported earnings per share data are not made when the incremental 
number of shares determined by applying the treasury stock method 
changes. The Board realized that the total of four quarter’s earnings 
per share might not equal the earnings per share for the year when 
market prices change and the treasury stock method is applied.

Computations for each quarter or other period are independent. 
Earnings per share data would not either be restated retroactively 
nor adjusted currently to obtain quarterly (or other period) amounts 
to equal the amount computed for the year or year to date.

65. Unusual Warrants and Their Equivalents
Q—To what kinds of securities does Opinion paragraph 37 apply?

A—Opinion paragraph 37 must be applied for earnings per share 
computations for the following kinds of securities, all of which are 
classified as common stock equivalents:

1. Warrants which require the tendering of debt or other securi­
ties of the issuer or its parent or its subsidiary in full or partial payment 
of the exercise price.

2. Warrants which permit as an alternative the tendering of debt 
or other securities of the issuer or its parent or its subsidiary in full 
or partial payment of the exercise price.

3. Warrants whose proceeds from exercise must be applied 
toward the retirement of debt or other securities of the issuer. Such 
debt or other securities would have been issued with the warrants 
and the requirement to apply any proceeds toward retirement would 
usually be written into an indenture, making the requirement a con­
tractual obligation.

4. Convertible securities which require the payment of cash upon 
conversion (regardless of their yield at time of issuance).
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5. Convertible securities which permit the payment of cash as 
an alternative upon conversion, for example to obtain a greater 
number of common shares than could be obtained from straight con­
version (regardless of their yield at time of issuance).

37

66. Securities Subject to Paragraph 37 Tests
Q—Are all of the securities listed in the preceding Interpretation 

subject to the two tests described in Opinion paragraph 37?
A—The two tests described in Opinion paragraph 37 are tests 

to determine whether certain warrants are dilutive or anti-dilutive. 
The “a” test is the usual test to determine if a warrant is dilutive. The 
“b” test is applied when securities can be tendered in lieu of cash to 
exercise a warrant. The computations to be made when either or 
both tests are met are described in Interpretations 67-70.

The “a” test (the market price of the related common stock must 
exceed the exercise price of the warrant or the convertible security 
considered the equivalent of a warrant) applies to warrants (1) which 
require the tendering of debt, (2) which permit the tendering of debt, 
and (3) whose proceeds must be used to retire debt.

The “b” test (the security to be tendered is selling at enough 
discount to establish an effective exercise price below the market 
price of the common stock obtainable) applies only to the debt or 
other securities which must or may be tendered toward the exercise 
price of the warrant (the debt listed in 1 and 2 in Interpretation 65). 
The “b” test gives recognition to the possibility that a warrant holder 
could purchase debt in the market at a discount and exercise a warrant 
by tendering the debt at its face amount, thereby effecting the purchase 
of the common stock for less than its market price.

These tests are demonstrated in the following example. Assume 
that a warrant may be exercised to purchase two shares of common 
stock by tendering either $100 cash or a $100 face value debenture 
when market prices are $48 per common share, $94 per debenture, 
and $6 per warrant. The “a” test is not met (2 x $48 = $96 market 
price of common does not exceed the exercise price of $100 cash). 
The “b” test is met. (The $94 market price of the debenture is below 
the $96 market price for two shares of common. This may also be

computed $94 market price of debenture 
$100 tender value of debenture x $50 exercise price per

share = $47 effective exercise price per share.) Note that the market 
price of the warrant is not considered in either test.
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The “a” and ‘b” tests apply to securities on an individual basis. 
However, when Opinion paragraph 38 applies (see Interpretations 
72-74), the securities subject to these tests are included in the aggre­
gate computation required by that paragraph whether their individual 
effect is dilutive or anti-dilutive.

67. Market Prices Used in Paragraph 37 Tests
Q—What market prices are used for the two tests described in 

Opinion paragraph 37?
A—The market prices used for these two tests and for the 

computations when the tests are met correspond to the market prices 
used for the treasury stock method (see Interpretations 52-56). There­
fore, the computations are made for each quarter and the shares for 
the quarters are averaged for annual primary computations.

The market price of common stock for both tests is the average 
market price during each three-month quarter included in the period 
being reported upon. The ending market price of common stock is 
used, however, for fully diluted earnings per share if the ending price 
is higher than the average price.

For the “b” test, the average market price of the debt or other 
security during each three-month quarter included in the period being 
reported upon is used. The ending market price of the debt or other 
security is used, however, for fully diluted earnings per share if the 
ending price is lower than the average price.

Usually, only one test will be met. In some cases, however, both 
tests will be met. Also, different tests may be met for primary and 
fully diluted computations. The computations to be made in these 
situations are explained in Interpretations 68 and 69. When neither 
test is met, these securities are not included in earnings per share 
computations unless Opinion paragraph 38 applies.

68. Computations for Warrants Requiring the Tendering 
of Debt

Q—What computations are made under the “a” and “b” tests 
specified in Opinion paragraph 37 for warrants which require that 
debt or other securities be tendered upon exercise?

A—If either the “a” or “b” test described in Interpretations 66 
and 67 is met when debt or other securities must be tendered toward 
the exercise price, exercise of the warrants is assumed. The debt or
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other security is tendered at the amount it must be tendered (usually 
face amount). Interest, net of tax, on the debt is added back to net 
income in determining earnings applicable to common stock. Common 
stock is assumed to be issued on the exercise date. The treasury stock 
method is applied for any cash proceeds when cash is also to be 
tendered with the debt. The fact that both tests may sometimes be 
met does not affect the computations.

69. Computations for Warrants Allowing the Tendering 
of Debt

Q—What computations are made under the “a” and “b” tests 
specified in Opinion paragraph 37 for warrants which permit the 
tendering of debt or other securities upon exercise?

A—The computations depend upon the test met. If both tests 
are met, the computations depend upon the alternatives available 
since some warrants and their equivalents provide two or more exer­
cise or conversion alternatives to the holder. For example, a warrant 
may be exercisable by paying $60 cash to obtain one share of common 
stock or by tendering $100 face value debt to obtain two shares of 
common stock. In such a case, debt may be tendered but is not 
required to be tendered.

When only the “a” test is met (because the debt or other security 
is selling for more than the amount for which it may be tendered), 
the treasury stock method is applied since the debt or other security 
would not be tendered toward exercise of the warrant or its equivalent.

When only the “b” test is met (the debt or other security which 
may be tendered is selling at enough discount to create an effective 
exercise price below the market price of the common stock), the 
procedures described in Interpretation 68 (for when debt or other 
securities must be tendered) are applied.

If both the “a” and “b” tests described above are met when debt 
or other securities may be tendered toward the exercise price or if 
two or more exercise or conversion alternatives meet one test (whether 
or not both tests are met), the computation should be based upon the 
alternative which meets the test and is more (or most) advantageous 
to the holder of the warrant or its equivalent.

The “a” and “b” tests are applied for each quarter using the 
market prices specified in Interpretation 67. When either test is met,
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the computations are made for that quarter. Different tests may apply 
for different quarters in the period. The shares determined for each 
quarter are averaged for year-to-date primary computations. In 
fully diluted year-to-date computations, the greater of the average 
number of shares included in the fully diluted quarterly computations 
or the number of shares determined by applying ending market prices 
is used.

70. Computations for Warrants Whose Proceeds Are 
Applied To Retire Debt

Q—How are warrants whose proceeds must be used to retire debt 
or other securities included in earnings per share computations?

A—When debt or other securities of the issuer require that the 
proceeds from the exercise of warrants or their equivalents be applied 
toward retirement of those securities, exercise of the warrants is 
assumed at the beginning of the period (or time of issuance, if later). 
The proceeds from exercise are assumed to have been used to purchase 
the securities to be retired at the date of assumed exercise.

These computations are made on a quarterly basis. The shares 
determined for each quarter are averaged for annual earnings per 
share computations. The purchase price to be used is the average 
market price during each three-month quarter for the securities 
assumed to have been purchased. To reflect maximum potential 
dilution, the purchase price for the computation of fully diluted 
earnings per share is the market price of the securities to be retired 
at the end of the period if this price is higher than the average market 
price.

Exercise of the warrants is not assumed for either primary or fully 
diluted earnings per share unless the market price of the related 
common stock exceeds the exercise price of the warrants.33 When 
exercise is assumed and the proceeds from exercise are used to pur­
chase securities to be retired, interest (net of tax) on any debt retired 
must be added back to net income in determining earnings applicable 
to common stock. Any excess amount from the assumed exercise of 
the warrants above the amount needed for the purchase of securities 
is used to purchase common stock under the treasury stock method. 

33Exercise may be assumed, however, if Opinion paragraph 38 applies. See 
Interpretations 72-74.
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71. Treasury Stock Method for Convertibles

Q—How are convertible securities which require or permit the 
payment of cash at conversion included in earnings per share com­
putations?

A—Convertible securities which require or permit the payment 
of cash at conversion are considered the equivalents of warrants and 
are therefore always34 common stock equivalents.

35Conversion may be assumed even if the result is anti-dilutive when Opinion 
paragraph 38 applies. See Interpretations 72-74 and Opinion paragraphs 35 
and 38.

Convertible securities requiring the payment of cash are assumed 
to be converted at the beginning of the period (or time of issuance, 
if later) and the if converted method is applied. Proceeds from con­
version are used to purchase common stock under the treasury stock 
method. Thus, the incremental number of shares assumed to be 
outstanding is the difference between the number of shares issued 
upon assumed conversion and the number of shares assumed pur­
chased under the treasury stock method. If the net result of the 
aggregate computation of applying both the if converted method and 
the treasury stock method is dilutive, these computations are included 
in both primary and fully diluted earnings per share. The computa­
tions are not included, however, if the net result is anti-dilutive.35

Some convertible securities permit the payment of cash at conver­
sion to obtain a more favorable conversion rate. The procedures 
described in the preceding paragraph are applied for such securities 
except that no proceeds are assumed to be received upon conversion 
whenever the amount of cash to be paid exceeds the market value 
of the additional shares obtainable. The treasury stock method 
therefore cannot be applied when this condition exists and only the 
if converted method is applied (if the result is dilutive).33

When several conversion alternatives exist (for example, permit­
ting the payment of different amounts of cash for different conversion 
rates), the computation should give effect to the alternative which is 
most advantageous to the holder of the convertible security.

34Unless issued before June 1, 1969 and classified under election “b” of Opinion 
paragraph 46.
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72. Anti-Dilutive Options and Warrants Included
Q—When paragraph 38 of the Opinion applies (the number of 

common shares obtainable upon exercise of all options and warrants 
exceeds 20% of the number of common shares outstanding at the 
end of the period), are anti-dilutive options and warrants assumed 
to be exercised as well as dilutive options and warrants?

A—Yes, when Opinion paragraph 38 applies, all options and 
warrants and their equivalents are assumed to be exercised (or 
converted) whether they are dilutive or anti-dilutive. Under this 
exception to the general rule that computations should not give effect 
to anti-dilution, all of the computations specified in paragraphs 36, 
37, and 38 are made and aggregated. If the net result is dilutive, all 
are included. If the net result is anti-dilutive, all are excluded.

73. No Order for Exercise
Q—When Opinion paragraph 38 applies and several issues of 

options and warrants with different exercise prices are outstanding, 
which options and warrants should be assumed to be exercised to 
obtain common stock under the treasury stock method, i.e., may 
anti-dilutive options and warrants be used in applying the treasury 
stock method or is the treasury stock method applicable only for 
dilutive options and warrants?

A—All options and warrants are assumed to be exercised when 
Opinion paragraph 38 applies without regard to whether the proceeds 
will be applied to purchase common stock under the treasury stock 
method or will be applied to the retirement of debt. Specific options 
or warrants are not to be allocated for the treasury stock method, but 
rather all options and warrants are assumed to be exercised and the 
number of common shares assumed to be repurchased under the 
treasury stock method may not exceed 20% of the number of common 
shares outstanding at the end of the period.

74. Explanation of 20% Provision
Q—How is the 20% provision described in Opinion paragraph 

38 applied?
A—20% is used in two ways in Opinion paragraph 38. First, a 

20% test is applied36 to outstanding common shares. If the 20% 
36A corporation which has made election “b” of Opinion paragraph 46 would 

apply this test for both primary and fully diluted earnings per share compu­
tations, since the number of shares obtainable from options and warrants 
may differ for the two computations as described in Interpretation 81.
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test is met, an aggregate computation is required and all options and 
warrants and their equivalents are assumed to be exercised. Then a 
20% limitation is applied to the number of common shares purchased 
under the treasury stock method.

Even though the 20% test is met, the number of shares purchased 
under the treasury stock method may be below the 20% limitation 
if the market price is high relative to the exercise price. For example, 
if 1,000,000 common shares and warrants to obtain 500,000 shares 
were outstanding, the 20% test would be met and the 20% limitation 
for the treasury stock method would be 200,000 shares. At an exercise 
price of $10 and a market price of $50, however, only 100,000 shares 
could be purchased under the treasury stock method.

Note that the 20% limitation applies only to shares assumed 
purchased under the treasury stock method. It does not apply to the 
number of incremental shares which results from the computation. 
In the above example, 400,000 incremental shares resulted from the 
assumed issuance of 500,000 shares upon exercise and the assumed 
purchase of 100,000 shares under the treasury stock method.

In addition, some warrants and their equivalents for which the 
treasury stock method may not be applicable result in the assumed 
issuance of common stock. They are therefore included in applying 
the 20% test and are included in the aggregate computation if the 
test is met. For example, warrants whose proceeds must be used to 
retire debt are included in applying the 20% test and in the aggregate 
computation if the test is met. Only the proceeds in excess of the 
amount required for debt retirement would be eligible for the treasury 
stock method, however. Warrants assumed to be exercised by tender­
ing debt or other securities would also be included in applying the 
20% test and in the aggregate computation if the test is met. But 
only if both cash and debt or other securities were assumed tendered 
would there be any proceeds eligible for the treasury stock method. 
Convertible securities which require or permit the payment of cash 
at conversion are considered the equivalent of warrants. Such con­
vertible securities would be included in applying the 20% test and 
in the aggregate computation if the test is met.

Most convertible securities, however, (those which do not require 
or permit the payment of cash at conversion) are not included in 
applying the 20% test. Nor are other securities which are not options 
or warrants or their equivalents included in the 20% test. For
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example, the usual participating securities, two-class common stocks 
and common stock issuable when specified conditions are met are 
not included in the 20% test.

Securities which are not included in the 20% test are not included 
in the aggregate computation37 described in Opinion paragraph 38. 
Thus, even if the net result of the aggregate computation is anti­
dilutive and therefore not included in the earnings per share compu­
tation, other securities not included in the aggregate computation 
would be included in the earnings per share computations if they 
are dilutive.

37However, convertible debt assumed to be retired with proceeds from exercise 
in excess of the amount required for applying the treasury stock method 
would be included in the aggregate computation and its interest would be 
eliminated as described in Opinion paragraph 51.

75. Original Issue Premium or Discount
Q—What treatment is accorded to any original issue premium 

or discount when debt is assumed acquired under the provisions of 
Opinion paragraphs 37 and 38?

A—Original issue premium or discount is treated as specified in 
Interpretation 40, i.e., applicable premium or discount amortized 
during the period is eliminated from net income. Unamortized pre­
mium or discount is not included in earnings applicable to common 
stock and does not affect earnings per share.

76. Redemption Premium or Discount
Q—What treatment is accorded to any redemption premium or 

discount when debt is assumed acquired under the provisions of 
Opinion paragraphs 37 and 38?

A—Redemption premium or discount, i.e., the difference between 
the purchase price and the “book” carrying amount of debt, is ignored 
for earnings per share computations.

Redemption premium or discount could occur only when the 
proceeds from the assumed exercise of options and warrants are 
applied to purchase debt at the market price under the provisions of 
either Opinion paragraph 37 or paragraph 38. Redemption premium 
or discount is not included in earnings applicable to common stock 
and does not affect earnings per share.
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Common shares are, of course, assumed to be issued for all 
options and warrants assumed to be exercised.

77. Debt Purchased Under Paragraph 38
Q—What debt may the issuer assume is purchased when the 

provisions of Opinion paragraph 38 apply?
A—The issuer may select any debt which is eligible to be retired 

for assumed purchase when the provisions of Opinion paragraph 
38 apply. This includes convertible debt (both common stock equiva­
lents and other potentially dilutive securities) except that convertible 
debt may not be assumed purchased if the purchase would be anti­
dilutive (that is, result in less dilution). Debt is eligible to be retired 
when it either may be “called” or is trading and could be purchased 
in the market.

The same debt is assumed purchased for both primary and fully 
diluted earnings per share computations. Different amounts of debt 
may be assumed purchased, however, since different market prices 
may have to be used for the primary and fully diluted computations 
for the treasury stock method. The average market price of the 
debt during each quarter for which the computations are made 
is used for both the primary and fully diluted computations under 
Opinion paragraph 38.

78. Compensating Balances Excluded
Q—When Opinion paragraph 38 applies and a loan is assumed 

to be paid, what treatment is accorded to any compensating balance 
maintained for the loan?

A—A compensating balance maintained for a loan assumed to 
be paid is excluded from consideration in applying Opinion paragraph 
38. Although a compensating balance increases the effective interest 
rate on a loan to the borrower, only the actual interest paid or accrued 
(less applicable income tax) is adjusted against net income for earnings 
per share computations.

79. Investments Under Paragraph 38
Q—What securities are eligible for assumed purchase as invest­

ments when the provisions of Opinion paragraph 38 apply?

A—Only U.S. government securities and commercial paper are 
eligible for assumed purchase as investments when the provisions of 
Opinion paragraph 38 apply. Tax-exempt securities of state and
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local governments are not eligible. The same securities are assumed 
purchased as investments for both primary and fully diluted earnings 
per share computations. Different amounts may have to be assumed 
invested for primary and fully diluted computations, however.

U.S. government securities, in the context of Opinion paragraph 
38, are securities issued by the federal government, not merely 
securities guaranteed by the federal government. Typically the 
securities to be considered would be short-term securities, such as 
Treasury bills.

80. Debt Eligible Only While Outstanding
Q—When Opinion paragraph 38 applies and debt assumed pur­

chased was actually outstanding only part of the period, may the 
assumed purchase apply for the entire period?

A—No, debt issued or retired during the period may be assumed 
purchased at its average market price under Opinion paragraph 38 
only for the time the debt was actually outstanding. Since all com­
putations under this paragraph are made on a quarterly basis, the 
issue or retirement typically affects only one quarter. An investment 
in U.S. government securities or commercial paper must be assumed 
for the time when debt was not outstanding and therefore could not 
be purchased. Any difference in interest (net of tax) between the debt 
and the investment naturally is reflected in earnings applicable to 
common stock.

81. Computations May Differ for Primary and Fully 
Diluted when Paragraph 38 Applies

Q—Will Opinion paragraph 38 always apply for both primary 
and fully diluted computations if it applies to either?

A—No, in some cases Opinion paragraph 38 may apply for fully 
diluted computations but not for primary computations. This could 
occur when an issuer has made election “b” under Opinion paragraph 
46 and the common shares obtainable upon exercise of options and 
warrants issued before June 1, 1969 exceed 20% of the common 
shares outstanding. Opinion paragraph 38 applies in such a case for 
fully diluted but not for primary computations because the options 
and warrants issued before June 1, 1969 are included only in fully 
diluted computations.

Even if the common shares obtainable upon exercise of options 
and warrants issued before June 1, 1969 do not exceed 20% of the
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outstanding common shares when election “b” is in effect, the subse­
quent issuance of additional options or warrants could cause Opinion 
paragraph 38 to apply for fully diluted but not for primary computa­
tions. In such a case, Opinion paragraph 38 would be applied only 
for fully diluted computations because options and warrants issued 
before June 1, 1969 would not be included in primary computations.

The computation of primary and fully diluted earnings per share 
would also differ if Opinion paragraph 38 applied for both computa­
tions, but the net result in primary is anti-dilutive and is dilutive in 
fully diluted. This could occur when the ending market price is above 
the exercise price but the average market price is below the exercise 
price. In such a case, the computations would be included only for 
determining fully diluted earnings per share.

82. Deferred Compensation Stock Option
Q—What treatment for earnings per share computations should 

be accorded to an employee deferred compensation plan with the 
compensation to be paid in stock?

A—Stock to be issued to an employee under a deferred compen­
sation plan is considered a stock option. The time of issuance is the 
agreement date (or “date of grant”). The fact that the employee may 
not receive (or be able to sell) the stock until more than five or ten 
years from the statement date does not affect the computation. Ac­
cordingly, all shares to be issued are considered outstanding and the 
treasury stock method is applied to determine the incremental number 
of shares to be included in the earnings per share computations. The 
exercise amount of the option is the sum of the amount the employee 
must pay, the unamortized deferred compensation, and any tax 
benefit38 credited to capital surplus. The exercise amount is divided 

38The tax benefit is the “windfall” tax credit resulting from an increase in the 
market price of the stock between the date the plan is entered into and the 
date the compensation charge is deductible for tax purposes (based on market 
value of the stock when measurable). Since the compensation is charged on 
the financial statements against the period benefited, the tax related to the 
charge results in a timing difference for interperiod tax allocation. If the mar­
ket price of the stock increases, the additional reduction in taxes is a perma­
nent difference (i.e., a “windfall” gain). Some persons believe this difference 
should be credited to income while others believe it should be credited to 
capital surplus. (See pages 11-12 of Accounting for Income Taxes: An Inter­
pretation of APB Opinion No. 11 by Donald J. Bevis and Raymond E. Perry, 
AICPA, 1969). If credited to capital surplus, the “windfall” gain is consid­
ered part of the proceeds from the stock compensation plan which would be 
used to purchase stock under the treasury stock method.
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by the market price39 per share of the common stock to determine 
the number of shares assumed to be purchased.

39Fair value per share rather than market price is used if a restriction on the 
sale of the stock makes it worth less than the market price of freely trading 
stock. Fair value might be stated as a fraction or a percentage of market 
price. For example, if the restriction reduced the value approximately 1/6, 
a stock with a $12 market price would have a fair value of $10 per share 
(5/6 of $12).

40Plans entered into after April 21, 1969 are subject to the 1969 Tax Reform 
Act. Because the income tax treatment for such plans under this Act is dif­
ferent from that described in this Interpretation, many persons believe the 
use of such plans in the future will decrease substantially.

41This example assumes the corporation makes election “a” under Opinion 
paragraph 46. If election “b” were made, only the fully diluted computations 
would apply, since “time of issuance” of the options is the date of grant.

For primary earnings per share computations, the average unamor­
tized deferred compensation for the period and the average market 
price of the issuer’s common stock are used. For fully diluted earnings 
per share computations, the unamortized deferred compensation at 
the end of the period and, if higher than the average market price, 
the ending market price of the issuer’s common stock are used.

For example, assume that on December 31, 196840 a corporation 
grants options to its president for the purchase of 6,000 shares of its 
common stock at $2 per share, with options for 1,000 shares exercis­
able each July 1 and January 1 for three years as partial compensation 
for services during the preceding six months. The shares issued cannot 
be sold within three years of the issue date. At time of the grant of the 
options (December 31, 196841), the 6,000 shares have a fair value 
of $10 per share (the market price of common is $12 per share). Also 
assume that the fair value per share increases steadily during the 
three years at the rate of $ 1 per quarter (the market price of common 
increases $1.20) and the tax rate is 50%. (The corporation follows 
the practice of crediting the “windfall” tax benefit to capital surplus.) 
The total compensation to be charged to expense over the three-year 

($10
period is $48,000( x $12 = $10 fair value reduced by the $2 

option price results in $8 per share compensation multiplied by 6,000 
shares)

At March 31, 1969, the unamortized deferred compensation is 
$44,000 ($48,000 — $4,000) and the windfall tax benefit is $3,600 
($1.20 X 6,000 = $7,200 increase in market multiplied by .50 tax 
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rate). The total exercise price is $12,000 (6,000 X $2). For primary 
computations, averages of $46,000 unamortized deferred compensa­
tion and $1,800 windfall tax benefit plus the $12,000 total exercise 
price produce $59,800 “proceeds” for the total exercise amount. 
Dividing by the average fair value of $10.50 ($10 + $11 = $21 
divided by 2) results in 5,695 shares assumed repurchased under the 
treasury stock method. Therefore, 305 incremental shares (6,000 — 
5,695) are assumed to be outstanding for the first quarter in the 
primary computation. For fully diluted computations, 582 incre­
mental shares are computed:

$44,000 + $3,600 + $12,000 = $59,600
$59,600 / $11 = 5,418
6,000 - 5,418 = 582

At June 30, 1969, the second quarter primary computation would 
include 835 incremental shares and fully diluted would include 1,067 
incremental shares computed:

$42,000 + $5,400 + $12,000 = $59,400
$59,400 / $11.50 = 5,165

6,000 - 5,165 = 835

$40,000 + $7,200 + $12,000 = $59,200
$59,200 / $12 = 4,933
6,000 - 4,933 = 1,067

On July 1, 1969, 1,000 shares would be issued to the president 
and are outstanding shares thereafter.42 At September 30, 1969, the 
treasury stock method would produce 560 incremental shares for the 
third quarter primary and 769 incremental shares for fully diluted 
computed:

42The amount of the tax benefit for each share issued will be the lesser of the 
difference between the $2 exercise price and (1) the market price of the un­
restricted stock when the restricted stock is issued or (2) the market price 
when restrictions lift. Changes in the windfall tax gain after the stock is 
issued are ignored in this computation since the compensation paid in stock 
is considered finalized upon issuance in this example.

$38,000 + $7,500 + $10,000 = $55,500
$55,500 / $12.50 = 4,440

5,000 - 4,440 = 560

$36,000 + $9,000 + $10,000 = $55,000
$55,000 / $13 = 4,231 
5,000-4,231 = 769
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At December 31, 1969, the treasury stock method would produce 
963 incremental shares for the fourth quarter primary and 1,143 
incremental shares for fully diluted computed:

$34,000 + $10,500 + $10,000 = $54,500 
$54,500 / $13.50 = 4,037 

5,000 - 4,037 = 963
$32,000 + $12,000 + $10,000 = $54,000

$54,000 / $14 = 3,857
5,000 - 3,857 = 1,143

The deferred compensation payable in stock would produce the 
following shares of common stock to be included in the corporation’s 
1969 annual earnings per share computations:

COMPUTATIONAL NOTES:
(1) 582 incremental shares computed for first quarter fully diluted not used 

in annua! computation. 1,067 incremental shares based on $12 fair 
value at July 1 "exercise date” when the stock was issued.

(2) 769 incremental shares computed for third quarter fully diluted not used 
in annual computation. 1,143 incremental shares based on $14 ending 
fair value for the fourth quarter.

Primary
Computations

Fully Diluted
Computations

Incremental shares from
application of the treasury 
stock method:

First quarter ..................... .......  305 1,067(1)
Second quarter................. .......  835 1,067
Third quarter..................... .......  560 1,143(2)
Fourth quarter................... .......  963 1,143

Totals ....................... ...... 2,663 4,420

Shares for weighted average
(divide totals by 4) ............... .......  666 1,105

Shares issued (1,000 2) ....... .......  500 500
Total shares ............................... ....... 1,166 1,605

If the market or fair value of the stock should subsequently fall 
below the market value at the date of grant, the application of the 
treasury stock method would be anti-dilutive. In such a case, the 
treasury stock method would not be applied and any unissued shares 
would not be considered outstanding for earnings per share computa­
tions.

The procedures described above are also used for deferred com­
pensation plans to be paid in stock which do not require the employee
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to make a payment to obtain the stock. In such plans, the option 
price is zero. The period for measuring compensation under such 
plans is generally the period over which the restrictions lift. Although 
the plans are different, the procedures described in this Interpretation 
are applied with the zero option price offset by an increase in the 
unamortized deferred compensation. Also, these procedures would 
be applied for earnings per share computations whether or not the 
plan has been recorded by the company prior to the issuance of the 
stock.

Whether or not these procedures apply to “phantom” or “shadow” 
stock deferred compensation plans depends upon the nature of the 
plan. These plans may require the employer corporation to (1) 
either issue stock or pay cash for the stock’s value to the employee 
at a future date or (2) pay the employee in cash at a future date for 
any increase in the stock’s value. Most “phantom” stock plans are 
based on the employer corporation’s stock but some of these plans 
are based on the stock of an unrelated corporation selected by the 
employee. Additionally, these plans may either be “funded” or 
“unfunded.” Funding may be accomplished by periodically setting 
aside any cash to be paid out under the plan or by purchasing stock 
(which may subsequently be issued or sold to fulfill the plan) or, in 
the case of plans based on the employer corporation’s stock, by 
reserving unissued or treasury shares.

Phantom stock deferred compensation plans based on the employer 
corporation’s stock (or the stock of a parent or subsidiary corporation) 
are included in earnings per share computations under the procedures 
described above in this Interpretation. However, plans requiring the 
employer to pay cash rather than stock to the employee are an 
exception if stock will not be sold to provide the cash. Such plans 
affect earnings per share only through any compensation charged 
against net income, since the stock value determines the compensation 
amount and stock is not issued.

Phantom stock plans based on the stock of an unrelated corpora­
tion likewise affect earnings per share only through any compensation 
charged against net income, since the employer corporation’s stock 
is in no way involved in the plan.

83. Stock Subscriptions Are Warrants
Q—How are stock subscriptions included in earnings per share 

computations?
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A—Fully paid stock subscriptions are considered outstanding 
stock whether or not the shares have actually been issued. Partially 
paid stock subscriptions are considered the equivalents of warrants 
and are therefore always43 common stock equivalents. The unpaid 
balance is assumed to be proceeds used to purchase stock under the 
treasury stock method.

43Unless subscribed before June 1, 1969 and election “b” under Opinion para­
graph 46 is made.

The number of shares included in earnings per share computations 
for partially paid stock subscriptions is the difference between the 
number of shares subscribed and the number of shares assumed to be 
purchased under the treasury stock method.

The procedures described above are used for subscriptions to 
purchase convertible securities as well as for subscriptions to purchase 
common stock. Any incremental convertible securities resulting are 
then assumed to be converted into common stock if the result is 
dilutive (see Interpretation 84).

84. Options or Warrants to Purchase Convertible Securities
Q—What treatment is accorded options or warrants to purchase 

convertible securities?
A—Options or warrants to purchase convertible securities are 

assumed to be exercised to purchase the convertible security whenever 
the market price of both the convertible security and the common 
stock obtainable upon conversion are above the exercise price of the 
warrant. However, exercise is not assumed unless conversion of the 
outstanding convertible securities is also assumed. The treasury stock 
method is applied to determine the incremental number of convertible 
securities which are assumed to be issued and immediately converted 
into common stock. The if converted adjustments which would be 
applicable to the incremental convertible securities are ignored since 
the adjustments would be self-cancelling, i.e., any interest or dividends 
imputed to the incremental convertible securities would be cancelled 
in applying the if converted method.

For example, assume that a corporation issued 10,000 warrants 
exercisable to obtain its $100 par value 5% convertible debt. Each 
warrant may be exercised at $90 to obtain one convertible bond. Each 
bond is convertible into two shares of common stock. The market 
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prices of the securities are $46 per common share and $95 per con­
vertible bond. The warrants are dilutive (2 x $46 = $92 which is 
greater than the $90 exercise price).

Assumption of exercise would produce $900,000 proceeds, 
which would be used to purchase 9,474 convertible bonds, resulting 
in 526 incremental bonds. Conversion would be assumed and 1,052 
shares of common (2 X 526 = 1,052) would be assumed issued to 
replace the 526 convertible bonds.

If the market price of common were $45 per share or less, exercise 
would not be assumed (for example, at $42 per share, 2 X $42 = $84 
which is less than $90).

The classification of the convertible security as a common stock 
equivalent or other potentially dilutive security determines whether 
the incremental number of common shares enters primary and fully 
diluted or enters only fully diluted earnings per share computations.

TWO-CLASS COMMON STOCK AND PARTICIPATING 
SECURITIES
85. EPS Treatment of Two-Class and Participating Securities

Q—How are two-class common stocks and participating securi­
ties treated for earnings per share computations?

A—Two-class common is a term applied when a corporation has 
issued more than one class of common stock (for example, Class A 
and Class B). A participating security is a security eligible to partici­
pate in dividends with common stock; often a fixed amount is 
guaranteed to the participating security, then common is paid a 
dividend at the same rate, and the security participates with common 
on a reduced ratio thereafter. Classes of common stock other than 
“ordinary” common stock and the participating securities may be 
convertible into “ordinary” common stock or may be nonconvertible 
and may or may not be senior to common stock.

For example, some stocks may be designated as common stock 
(e.g., Class B Common), but their terms and conditions are equivalent 
to preferred stock (by limiting their voting rights or the amount of 
dividends they may receive and by giving them preferences in 
liquidation). If dividends are guaranteed in some way but limited in 
participation to a maximum amount for a particular class of common 
stock, that common stock is considered the equivalent of a senior 
security to the extent it is to share in earnings.
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If dividend participation for a particular class of common stock 
is not limited but the participation is at a rate different from the 
“ordinary” common stock (for example, participating equally to some 
amount per share and partially participating thereafter), the two-class 
method is used. The two-class method is also used for participating 
preferred stock which is not limited as to participation in dividends 
with common stock. The two-class method is modified, however, 
when it is applied for a convertible security. (See Interpretation 87.) 
To be applied for a convertible security, the two-class method must 
result in greater dilution than would result from application of the if 
converted method.

A determination of the status of a two-class common stock or 
other participating security as a common stock equivalent or as an 
other potentially dilutive security is based on an analysis of all the 
characteristics of the security, including the ability to share in the 
earnings potential of the issuing corporation on substantially the 
same basis as the common stock. Dividend participation per se does 
not make such a security a common stock equivalent.

The two-class method of computation for nonconvertible secur­
ities is discussed in Interpretation 86. The two-class method of 
computation for convertible securities is discussed in Interpretation 87.

86. Two-Class Method for Nonconvertible Securities
Q—How is the two-class method applied for nonconvertible 

securities?
A—The two-class method for nonconvertible securities is an 

earnings allocation formula which determines earnings per share for 
each class of common stock and participating security according to 
dividends paid and participation rights in undistributed earnings.

Under the two-class method, net income is first reduced by the 
amount of dividends actually paid for the period to each class of stock 
and by the contractual amount of any dividends (or interest on 
participating income bonds) which must be paid (for example, unpaid 
cumulative dividends or dividends declared during the period and 
paid during the following period). The remaining unencumbered 
undistributed earnings is secondly allocated to common stock and 
participating securities to the extent each security may share in 
earnings. The total earnings allocated to each security is determined 
by adding together the amount allocated for dividends and the amount 
allocated for a participation feature.
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This amount is divided by the number of outstanding shares of 
the security to which the earnings are allocated to determine the 
earnings per share for the security. For this computation, outstanding 
common stock (the “ordinary” class of common stock) includes the 
usual common stock equivalent securities assumed to be converted 
or exercised for primary computations and includes these securities 
and all other potentially dilutive securities assumed to be converted 
or exercised for fully diluted computations. Although reporting earn­
ings per share for each class of security may be desirable, earnings per 
share must be reported for the “ordinary” class of common stock.

The application of the two-class method for a nonconvertible 
security is illustrated in the following example. Assume that a cor­
poration had 5,000 shares of $100 par value nonconvertible preferred 
stock and 10,000 shares of $50 par value common stock outstanding 
during 1969 and had a net income of $65,000. The preferred stock 
is entitled to a noncumulative annual dividend of $5 per share before 
any dividend is paid on common. After common has been paid a 
dividend of $2 per share, the preferred stock then participates in any 
additional dividends on a 40:60 per share ratio with common. That 
is, after preferred and common have been paid dividends of $5 and 
$2 per share respectively, preferred participates in any additional 
dividends at a rate of two-thirds of the additional amount paid to 
common on a per share basis. Also assume that for 1969 preferred 
shareholders have been paid $27,000 (or $5.40 per share) and 
common shareholders have been paid $26,000 (or $2.60 per share). 
Earnings per share for 1969 would be computed as follows under 
the two-class method for nonconvertible securities:

Net income $65,000
Less dividends paid:

Preferred $27,000
Common 26,000 53,000
Undistributed 1969 earnings $12,000

Allocation of undistributed earnings:

To preferred:
.4(5,000)

---------------------------------X $12,000 = $3,000
.4(5,000) + .6(10,000) 

$3,000 / 5,000 shares = $.60 per share.
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To common:
.6(10,000) 

---------------------------------X $12,000 = $9,000
.4(5,000) + .6(10,000)

$9,000 10,000 shares = $.90 per share.

Earnings per share amounts:

Distributed earnings
Undistributed earnings

Totals

Preferred Stock Common Stock

$5.40 $2.60
.60 .90

$6.00 $3.50

87. Two-Class Method for Convertible Securities
Q—How is the two-class method applied for convertible securi­

ties?

A—Most convertible two-class common stocks and other con­
vertible participating securities are assumed to be converted and the 
if converted method is applied for earnings per share computations. 
The two-class method is rarely appropriate for such convertible secur­
ities and may be applied only when it results in greater dilution than 
would result from the if converted method.

When the two-class method is used for a convertible two-class 
common or other convertible participating security, net income is 
first allocated under the procedure described in Interpretation 86 for 
dividends for the current period which were paid or declared or are 
cumulative if not paid or declared. Conversion of the convertible 
two-class common and participating securities is then assumed, but 
adjustments to net income usually made for the if converted method 
are not made. Unencumbered undistributed earnings is divided by 
the total of all common shares outstanding and assumed outstanding 
from conversions and exercise. The resulting amount per share is 
added to the amount of the dividends per share allocated to each 
class of security to determine the earnings per share for each class of 
security. Although reporting earnings per share for each class of 
security may be desirable, earnings per share must be reported for 
the “ordinary” class of common stock.

The application of the two-class method for a convertible security 
is illustrated in the following example. Assume that a corporation
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had 10,000 shares of Class A common stock (the “ordinary” com­
mon) and 5,000 shares of Class B common stock outstanding during 
1969 and had a net income of $65,000. Each share of Class B is 
convertible into two shares of Class A. The Class B is entitled to 
a noncumulative annual dividend of $5 per share. After Class A has 
been paid a dividend of $2 per share, Class B then participates in 
any additional dividends on a 40:60 per share ratio with Class A. 
For 1969 the Class A shareholders have been paid $26,000 (or $2.60 
per share) and the Class B shareholders have been paid $27,000 
(or $5.40 per share). Earnings per share for 1969 would be com­
puted as follows:

Under the if converted method:

$65,000
------------------- = $3.25 per share 
20,000 shares*

*Conversion of Class B is assumed.

Under the two-class method for convertible securities:

Net income $65,000
Less dividends paid:

Class A common $26,000
Class B common 27,000 53,000
Undistributed 1969 earnings $12,000

Allocation of undistributed earnings:
$12,000 

------------------- = $.60 per Class A share. 
20,000 shares

2(.60) = $1.20 per Class B share.

Earnings per share amounts:
Class A Class B

Distributed earnings
Undistributed earnings

Totals

$2.60 $5.40
.60 1.20

$3.20 $6.60

The two-class method may be used in this case since it results in 
greater dilution than the if converted method.
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SECURITIES ISSUABLE UPON SATISFACTION OF 
SPECIFIED CONDITIONS
88. Contingent Shares

Q—How is common stock contingently issuable or subject to 
recall classified and treated in earnings per share computations?

A—Common stock contingently issuable or subject to contingent 
recall is always44 classified as a common stock equivalent unless it 
will be issued upon the mere passage of time and is therefore con­
sidered to be outstanding for both primary and fully diluted computa­
tions. Whether (1) the stock will be issued in the future upon the 
satisfaction of specified conditions, (2) the stock has been placed in 
escrow and part must be returned if specified conditions are not met, 
or (3) the stock has been issued but the holder must return part if 
specified conditions are not met does not affect the classification of 
contingent shares.

When certain conditions are not met, however, contingent shares 
are omitted from primary or from primary and fully diluted earnings 
per share computations. Typical examples of the conditions to be 
met for contingent shares are (1) the passage of time along with other 
conditions, (2) the maintenance of some level of earnings, (3) the 
attainment of some level of earnings, and (4) changes in market 
prices which modify the number of shares to be issued.

Contingent shares are included in both primary and fully diluted 
computations when the conditions for their issuance are currently 
being met. If additional shares would be contingently issuable if a 
higher earnings level were being attained currently, the additional 
shares are included only in fully diluted computations (giving effect 
to the higher earnings level) but only if dilution results. Contingent 
shares based on (1) the attainment of increased earnings levels above 
the present earnings level or (2) the maintenance of increased earnings 
above the present level of earnings over a period of years are included 
only in fully diluted computations (giving effect to the higher earnings 
level) but only if dilution results.

When contingent shares have been included in an earnings per 
share computation, they continue to be included in the computations 

44Unless their time of issuance (see Interpretation 89) is prior to June 1, 1969 
and the issuer makes election “b” of Opinion paragraph 46 and they were not 
considered residual securities under APB Opinion No. 9. Contingent shares 
meeting these three conditions are other potentially dilutive securities.
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in following periods until the expiration of the term of the agreement 
providing for the contingent issuance of additional shares. However, 
contingent shares are excluded from the computations whenever their 
effect would be anti-dilutive.

Prior period primary and fully diluted earnings per share should 
be retroactively restated whenever the number of shares issued or con­
tingently issuable changes from the number of shares originally in­
cluded in the computation. However, prior period earnings per share 
data are not retroactively restated for shares actually issued when the 
condition was the attainment of specified increased earnings levels and 
the shares were not previously considered outstanding.

89. Time of Issuance for Contingent Issuances
Q—What is the time of issuance of a contingently issuable 

security?
A—The time of issuance of a contingently issuable security is the 

date when agreement to terms has been reached and announced even 
though subject to further actions, such as directors’ or stockholders’ 
approval. But, contingently issuable common stock is considered out­
standing for earnings per share computations only when the terms 
become binding. (See Interpretations 27 and 28.)

90. Market Price Conditions
Q—How do market price conditions affect the number of con­

tingent shares included in earnings per share computations?
A—The number of contingently issuable shares may depend on 

market prices for an issuer’s common stock. Generally, these market 
price conditions for contingent shares may be classified as (1) maxi­
mum future market price guarantees, (2) market prices for base num­
ber of shares to be determined, and (3) minimum future market price 
guarantees. Additionally, some agreements based on market prices for 
an issuer’s common stock specify that no less than some minimum 
number of shares and/or no more than some maximum number of 
shares will be issued regardless of market prices.

Conditions which guarantee a maximum future price provide 
“upside” assurance. That is, the issuer guarantees that the market 
price per share will increase to some stated amount within some time 
period. To the extent that the market price does not increase as guar­
anteed, the issuer agrees to issue additional shares or pay cash to make
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up the difference. Such a guarantee may extend to shares already 
issued as well as shares to be issued.

Conditions for market prices to determine the base number of 
shares to be issued may relate to periodic prices (such as the end of 
each year), an average of prices over some period, or some final price 
(such as at the end of five years). The conditions may also specify 
maximum or minimum market price guarantees.

Conditions which guarantee a minimum future price provide 
“downside” protection. That is, the issuer guarantees that the market 
price per share will not decrease below some stated amount within 
some time period. To the extent that the market price goes below that 
amount, the issuer agrees to issue additional shares or pay cash to 
make up the difference. Such a guarantee may extend to shares already 
issued as well as to shares to be issued.

When the number of contingently issuable shares depends on the 
future market price of an issuer’s common stock, earnings per share 
computations reflect the number of shares which would be issuable 
based on the market price at the close of the period being reported 
upon. If a minimum and/or maximum number of shares is also speci­
fied, the number of shares determined from the market price at the 
close of the period would, if necessary, be adjusted to not less than 
the minimum nor more than the maximum number of shares so 
specified.

When additional shares are to be issued for an “upside” or a 
“downside” guarantee and the market price at the close of the period 
is less than the guaranteed price, earnings per share computations 
should give effect to the additional shares which would be issued.

The number of contingently issuable shares may differ for primary 
and fully diluted computations based upon earnings levels. But market 
price conditions do not cause different numbers of contingently issuable 
shares to be included in primary and fully diluted computations. Spe­
cifically, more shares are not included in fully diluted than in primary 
computations because of market price guarantees. A market price 
guarantee has the same effect on both computations.

Prior period earnings per share would be retroactively restated if 
the number of shares issued or contingently issuable subsequently 
changes because of market price changes.
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91. Earnings Conditions
Q—How does an earnings condition affect the number of con­

tingent shares included in earnings per share computations?

A—Earnings conditions for the contingent issuance of common 
stock vary. Some earnings conditions determine the total number of 
shares to be issued, for example, one share for each $100 earned (1) 
each year for five years or (2) based on a formula, such as ten times 
the average annual earnings for five years.

Other earnings conditions determine the additional number of 
shares to be issued. Typically, additional shares are to be issued based 
on either (1) the maintenance of (a) the present level of earnings or 
(b) a higher level of earnings or (2) the attainment of (a) a higher level 
of earnings or (b) successively higher levels of earnings.

Earnings conditions may specify a minimum and/or a maximum 
number of shares to be issued regardless of earnings. Shares may be 
issued each year or only at the end of several years. Earnings condi­
tions may apply to each year individually or may apply to all years on 
some cumulative or average basis. Various combinations of the earn­
ings conditions described above may be contained in an agreement.

Some maximum number of shares may be issued initially (or 
placed in escrow) with the stipulation that unearned shares are to be 
returned to the issuer. Such plans specifying that shares are returnable 
are treated the same as contingently issuable shares for earnings per 
share computations.

Because of the diversity of earnings conditions, stating general 
guidelines which will apply to all agreements is difficult. The number 
of shares included in earnings per share computations for an earnings 
agreement should conform to the provisions of Opinion paragraphs 
62 and 64 and to the guidelines given below.

If shares would at some time be issuable based on the present level 
of earnings, the shares issuable based on that level of earnings pro­
jected to the end of the agreement are considered outstanding for both 
primary and fully diluted computations. If shares previously consid­
ered outstanding become unissuable (for example, because of a decline
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in earnings), previously reported earnings per share data would be 
retroactively restated when the term of the condition expires and 
it is determined that the shares will not be issued.

If additional shares would at some time be issuable if a level of 
earnings higher than the present level were attained, the additional 
shares issuable based on the higher level (or levels) projected to the 
end of the agreement are considered outstanding only for the fully 
diluted computation, giving effect to the higher earnings level. If 
different levels of earnings are specified, the level which results in the 
greatest dilution is used. If additional shares previously considered 
outstanding become unissuable (for example, because the higher earn­
ings level is not maintained), previously reported earnings per share 
data would be retroactively restated when it is determined that the 
shares will not be issued. If in giving effect to the higher earnings level 
dilution does not result, the additional shares are not included in the 
computation. When such additional shares were not included in prior 
earnings per share computations but are subsequently issued (for 
example, because the higher earnings level was actually attained), 
previously reported earnings per share data are not retroactively 
restated.

When an earnings condition specifies a minimum and/or a maxi­
mum number of shares to be issued, no less than the minimum nor no 
more than the maximum number specified would be included in 
the earnings per share computations. If shares are issued each year 
and a total minimum and/or maximum number is specified, the mini­
mum and/or maximum would be reduced by the number of shares 
issued.

92. Convertible Securities Contingently Issuable
Q—How are contingently issuable convertible securities treated 

for earnings per share computations?

A—Contingently issuable convertible securities are included in 
earnings per share computations under the guidelines described for 
convertible securities and the guidelines described for contingently 
issuable common stock. That is, additional convertible securities are 
assumed to be issued in conformity with the conditions specified for 
their issuance. (See Interpretations 88-91 for an explanation of how 
conditions affect the number of securities considered outstanding.)
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Time of issuance of the contingently issuable convertible securities 
is the date when agreement as to terms has been reached and an­
nounced. The classification of the contingently issuable convertible 
security as a common stock equivalent or other potentially dilutive 
security is determined at time of issuance based on its yield at that 
time45 and does not change when the security is actually issued. A 
change in the bank prime interest rate or the market price of the 
security between the time of issuance and actual issuance of a con­
tingently issuable convertible security has no effect on its classifi­
cation.46

Those contingently issuable convertible securities classified as 
common stock equivalents are included in both primary and fully 
diluted computations. However, such common stock equivalents 
based on the attainment or maintenance of earnings above the present 
level are included only in fully diluted computations. Contingently 
issuable convertible securities classified as other potentially dilutive 
securities are included only in fully diluted computations.

When contingently issuable convertible securities are to be included 
in earnings per share computations, conversion of the additional secur­
ities is assumed. However, conversion is not assumed for the addi­
tional securities unless conversion is also assumed for their counterpart 
outstanding convertible securities. Interest or dividends are not im­
puted for the additional contingently issuable convertible securities 
since any imputed amount would be reversed by the if converted 
adjustments for assumed conversion.

PARENT AND CONSOLIDATED FINANCIAL STATEMENTS
93. Securities Issued by Subsidiaries

Q—How do convertible securities and options and warrants issued 
by a subsidiary affect parent and/or consolidated earnings per share?

A—The effect of options and warrants and convertible securities 
issued by a subsidiary upon consolidated earnings per share (or parent 
company earnings per share when parent company statements are

45Unless it has the same terms as the terms of an outstanding convertible 
security which is a common stock equivalent. A convertible security con­
tingently issuable at May 31, 1969 would be classified under either election 
“a” or election “b” of Opinion paragraph 46.

46Except in the situations described in Interpretations 29 and 30.
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prepared as the primary financial statements using the equity method) 
depends upon whether the securities issued by the subsidiary to the 
public enable their holders to obtain common stock of the subsidiary 
company or common stock of the parent company.

Securities issued by a subsidiary which enable their holders to 
obtain the subsidiary’s common stock are included in computing the 
subsidiary’s earnings per share data. These earnings per share data 
are then included in the parent or consolidated earnings per share 
computations based on the consolidated group’s holdings of the sub­
sidiary’s securities.

Options and warrants issued by a subsidiary which enable their 
holders to purchase parent company common stock are common stock 
equivalents47 for parent or consolidated earnings per share computa­
tions. Securities of a subsidiary convertible into parent company 
common stock are classified as common stock equivalents or other 
potentially dilutive securities for parent or consolidated earnings per 
share computations under the yield test.48

47Unless issued prior to June 1, 1969 and the parent company makes election 
“b” specified by Opinion paragraph 46.

48See Interpretation 45 for a description of the treatment of a subsidiary 
security convertible into a parent company’s convertible security.

The following example illustrates the earnings per share computa­
tions for a subsidiary’s securities which enable their holders to obtain 
the subsidiary’s common stock. Assume that a parent corporation had 
a net income of $10,000 from operations (excluding any dividends 
paid by the subsidiary), had 10,000 shares of common stock out­
standing and had not issued any other securities. The parent corpora­
tion owned 900 of the common shares of a domestic subsidiary 
corporation and also owned 40 warrants and 100 shares of convertible 
preferred stock issued by the subsidiary. The subsidiary corporation 
had a net income of $3,600 and had outstanding 1,000 shares of 
common stock, 200 warrants exercisable to purchase 200 shares of 
its common at $10 per share (assume $20 average and ending market 
price for common), and 200 shares of preferred stock convertible into 
two of its common shares for each preferred share. The convertible 
preferred paid a dividend of $1.50 per share and is not a common 
stock equivalent. Assume that no intercompany eliminations or ad­
justments are necessary except for dividends. (Income taxes have been 
ignored in the following computations for simplicity.)
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Earnings per share for the subsidiary

Primary earnings per share............................................. $3.00

Computed:
$3,600a - $300
l,000c+ 100d

“Subsidiary’s net income.
bDividends paid by subsidiary on convertible preferred stock. 
cShares of subsidiary’s common stock outstanding.
Incremental shares of subsidiary’s common stock assumed outstanding 

$20—$10 
applying the treasury stock method for warrants (computed------------ X 200).

$20

Fully diluted earnings per share .................................... $2.40

Computed: 
$3,600e

1,000 + 100 + 400f
Subsidiary’s earnings applicable to common stock applying the if converted 

method for convertible preferred stock.
fShares of subsidiary’s common stock assumed outstanding from conversion 

of convertible preferred stock.

Parent or consolidated earnings per share

Primary earnings per share ............................................. $1.29

Computed:
$10,000a + $150b 4- $2,700c + $60d

10,000e
“Parent’s net income.
bDividends received by parent on subsidiary’s convertible preferred stock. 
“Parent’s proportionate interest in subsidiary’s earnings attributable to com- 

900
mon stock, computed: --------- (1,000 shares X $3 per share).

1,000
dParent’s proportionate interest in subsidiary’s earnings attributable to war- 

40
rants, computed: ------ (100 incremental shares X $3 per share).

200
Shares of parent’s common stock outstanding.
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Fully diluted earnings per share.................................... $1.27 67

Computed:
$10,000 + $2,160 + $48g + $480h

10,000
Tarent’s proportionate interest in subsidiary’s earnings attributable to com-

900
mon stock, computed: --------- (1,000 shares X $2.40 per share).

1,000 
Parent’s proportionate interest in subsidiary’s earnings attributable to war- 

40
rants, computed: ------ (100 incremental shares X $2.40 per share).

200
hParent’s proportionate interest in subsidiary's earnings attributable to con­

vertible preferred stock, computed:
100

------(400 shares from conversion X $2.40 per share).
200

The above computations apply only to earnings per share data.
Parent or consolidated net income is determined in the usual manner 39 
as follows:

Parent net income from operations $10,000

Subsidiary net income.................................... $3,600

Less minority interest:

Preferred $ 150

Common 330j 480 3,120

Parent or consolidated net income $13,120

Computed:
*50% (200 preferred shares X $1.50 dividend per share). 
j10% ($3,600 net income — $300 preferred dividends).

Note that parent or consolidated net income is not the basis for parent 
or consolidated earnings per share computations.
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68-69
These computations would be different if the subsidiary’s securi­

ties could be exercised or converted only to obtain the parent com­
pany’s common stock. For example, assume the same facts as were 
given in the preceding illustration except (1) the warrants and con­
vertible securities are all owned by outsiders, (2) the subsidiary’s war­
rants are exercisable only to obtain parent company common stock, 
and (3) the subsidiary’s preferred stock is convertible only into parent 
company common stock.

Earnings per share for the subsidiary

Primary earnings per share............................................. $3.30

Computed:

$3,600 - $300
1,000

Fully diluted earnings per share .................................... $3.30

Computed:

$3,600 - $300
1,000
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Parent or consolidated earnings per share
Primary earnings per share............................................. $1.28 68

Computed:

$10,000a + $2,970b
10,000c+ 100d

aParent’s net income.
bParent’s proportionate interest in subsidiary’s earnings attributable to com-

900 
mon stock; computed: --------- (1,000 shares X $3.30 per share).

1,000
Shares of parent’s common stock outstanding.

dIncremental shares of parent’s common stock assumed outstanding apply­
ing the treasury stock method for warrants issued by subsidiary exercisable to 

$20—$10 
obtain parent’s common stock (computed ------------ X 200).

$20

Fully diluted earnings per share.................................... $1.26 69

Computed:

$10,000 + $2,970 + $300e
10,000 + 100 + 400f

Dividends paid by subsidiary on convertible preferred stock which would 
not have been received by outsiders if the subsidiary’s preferred stock had been 
converted into parent’s common stock at the beginning of the period.

fShares of parent’s common stock assumed outstanding from conversion of 
subsidiary’s preferred stock convertible into parent’s common stock.

Parent or consolidated net income would be determined as follows: 39

Parent net income from operations.............. $10,000

Subsidiary net income.................................. $3,600

Less: Dividends on preferred stock .......... $300

Minority common interest (10%) .. 330 630 2,970

Parent or consolidated net income.... $12,970

Note that parent or consolidated net income is not the basis for parent 
or consolidated earnings per share computations.
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EFFECTS OF SCHEDULED CHANGES

94. Changing Exercise Prices and Conversion Rates

Q—How do changes which may occur in exercise prices or con­
version rates affect earnings per share computations?

A—Except as discussed in the next paragraph, if an exercise price 
or conversion rate is in effect during a period, that exercise price or 
conversion rate is used for primary computations. When no exercise 
price or conversion rate is in effect during a period, the earliest effec­
tive exercise price or conversion rate during the following five years 
is used for primary computations. The most advantageous exercise 
price or conversion rate available to the holder within ten years is 
always used for fully diluted computations. Previously reported earn­
ings per share data are not restated for subsequent changes in the 
conversion rate or exercise price.

If a convertible security having an increasing conversion rate is 
issued in exchange for another class of security of the issuing company 
and is at some time convertible back into as many of the same or a 
similar security as was exchanged, the conversion rate used in the 
computation does not result in a reduction of the number of common 
shares (or common stock equivalents) existing before the exchange.

For example, assume that a corporation issued 100,000 shares of 
convertible preferred to officers and principal stockholders in exchange 
for 300,000 shares of common stock and each preferred share is con­
vertible back into one common share the first year, two common shares 
the second year, three common shares the third year, and four common 
shares the fourth year and thereafter. The convertible preferred would 
be included as 300,000 common equivalent shares for primary earn­
ings per share computations and 400,000 common equivalent shares 
for fully diluted earnings per share computations for the first three 
years and 400,000 common equivalent shares thereafter for both 
computations.

100

57

58

57



ELECTION TO CLASSIFY SECURITIES

ELECTION TO CLASSIFY OUTSTANDING SECURITIES

95. Factors in Paragraph 46 Election

Q—What factors would be considered in classifying securities 
issued prior to June 1, 1969 under the elections provided in Opinion 
paragraph 46?

A—The following factors might be considered for elections “a” 
and “b” provided in Opinion paragraph 46:

1. The Opinion recommends restatement of prior periods’ earn­
ings per share data if election “b” is made and such data are included 
in financial statements issued after May 31, 1969, e.g., included in a 
comparative income statement. Restatement is not required under 
election “b.” Although retroactive restatement is recommended, 
restatement may not greatly change previously reported earnings per 
share data. Such data therefore could be included in a comparative 
income statement without restatement and without a significant loss 
of comparability.

If election “a” is made, however, all prior periods’ earnings per 
share data must be retroactively recomputed and restated under the 
provisions of APB Opinion No. 15 when prior periods’ data are 
subsequently presented.

2. APB Opinion No. 15 includes all options and warrants as 
common stock equivalents and establishes a test at issuance for 
convertible securities to determine their classification as common 
stock equivalents or not. APB Opinion No. 9 excluded the effect of 
options and warrants from the first EPS amount (unless they were 
classified as residual securities) and allowed a convertible security to 
move from senior security to residual status and vice versa based on 
the value of its conversion rights and common stock characteristics.

Therefore, election “b” would generally exclude options and 
warrants issued before May 31, 1969 from primary earnings per share 
computations. Election “a,” on the other hand, would cause con-
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vertible securities classified as residual under APB Opinion No. 9 at 
May 31, 1969 which would not be common stock equivalents at 
issuance under APB Opinion No. 15 to be reclassified as other poten­
tially dilutive securities. If a corporation had options and warrants 
and convertible securities as described above, the effects of both 
types of securities would probably be considered in determining the 
election to be made.

96. Effect of New Issue of Common Stock Equivalents
Q—When securities are classified under election “b” of Opinion 

paragraph 46, can the classifications of those securities change in the 
future?

A—Generally, the classification of a security does not change after 
either election is made. However, convertible securities issued before 
June 1, 1969 would change from other potentially dilutive security 
status to common stock equivalent status if another convertible 
security is issued with the same terms which is a common stock 
equivalent as specified by the second sentence of Opinion paragraph 
28. (See Interpretation 30.)

97. No Change for Options and Warrants
Q—Would outstanding options or warrants issued prior to June 1, 

1969 classified as non-residual securities under election “b” of Opinion 
paragraph 46 become common stock equivalents under the second 
sentence of Opinion paragraph 28 if another option or warrant were 
issued with the same terms after May 31, 1969?

A—No, such a change of classification applies only to convertible 
securities. Although this creates a difference of treatment between 
convertible securities and options and warrants, the Board was explicit 
in naming only convertible securities.

Because warrants are often traded, identification of a warrant 
being exercised as having been issued “before” or “after” may be 
impossible. When an exercised warrant cannot definitely be identified 
as having been issued after May 31, 1969, exercise is assumed on a 
FIFO basis. That is, the first warrants issued are assumed to be the 
first exercised when specific identification is impossible. The same 
treatment applies for options, except options usually are not transfer­
able and the specific option being exercised can usually be identified.
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98. Prior Period Restatement Recommended
Q—Must earnings per share reported under the provisions of 

APB Opinion No. 9 be restated under the provisions of APB Opinion 
No. 15?

A—When election ‘b” of Opinion paragraph 46 is made, the 
Opinion recommends that earnings per share amounts previously 
reported under APB Opinion No. 9 be restated so the previously 
outstanding securities conform to the classifications determined under 
election “b” when such amounts are reported in comparative income 
statements and election “b” applies to at least one period in the 
statement. To the extent that the Opinions differ, following this 
recommendation will have the effect of retroactively restating previ­
ously reported earnings per share amounts.

If election “a” of paragraph 46 is made, APB Opinion No. 15 
must be applied for all periods presented.

If election “b” of paragraph 46 is made, some companies might 
prefer not to restate previously reported earnings per share amounts 
and such restatement is not required by APB Opinion No. 15. There 
may be cases, however, where the corporation or its auditor may 
believe that disclosure of the restated earnings per share data is 
particularly appropriate.

99. Is Prior Period Restatement Permitted?
Q—May prior period earnings per share amounts be retroactively 

restated other than when restatement is required, for example, for 
changes in the number of shares computed under the treasury stock 
method or when a convertible security being issued is determined to 
be a common stock equivalent and causes outstanding convertible 
securities with the same terms which were not common stock equiva­
lents at issuance to also become common stock equivalents?

A—No, previously reported earnings per share amounts generally 
are retroactively restated only when restatement is required (see 
Part I, page 11). Earnings per share data are not restated because of 
changes in the number of shares computed under the treasury stock 
method. Nor should primary earnings per share data be restated when 
a convertible security’s classification changes because of the subsequent 
issuance of another convertible security with the same terms.
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DISCLOSURE
100. Required Disclosure

Q—What information related to earnings per share is required 
to be disclosed in addition to earnings per share data?

A—APB Opinion No. 15 requires disclosure of the following 
information:

1. Restatement for a prior period adjustment.
2. Dividend preferences.
3. Liquidation preferences.
4. Participation rights.
5. Call prices and dates.
6. Conversion rates and dates.
7. Exercise prices and dates.
8. Sinking fund requirements.
9. Unusual voting rights.

10. Bases upon which primary and fully diluted earnings per 
share were calculated. (The computations would not, how­
ever, appear upon the face of the income statement.)

11. Issues which are common stock equivalents.
12. Issues which are other potentially dilutive securities.
13. Assumptions and adjustments made for earnings per share 

data.
14. Shares issued upon conversion, exercise, and conditions met 

for contingent issuances.
15. Recapitalization occurring during the period or before the 

statements are issued.
16. Stock dividends, stock splits or reverse splits occurring after 

the close of the period before the statements are issued.
17. Claims of senior securities entering earnings per share com­

putations.
18. Dividends declared by the constituents in a pooling.
19. Basis of presentation of dividends in a pooling on other than 

a historical basis.
20. Per share and aggregate amount of cumulative preferred 

dividends in arrears.
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101. Supplementary Data
Q—When must supplementary earnings per share data be fur­

nished?
A—Supplementary earnings per share data must be furnished for 

the latest period when common stock is issued on conversion during 
the period or after the close of the period before the report is issued 
if primary earnings per share would have increased or decreased at 
least 3 % if the issuance had occurred at the beginning of the period. 
It may also be desirable to furnish supplementary earnings per share 
data for each period presented giving the cumulative retroactive effect 
of all such issuances, but primary earnings per share as reported in 
those periods should not be retroactively adjusted.

Supplementary earnings per share data generally would also be 
furnished whenever common stock or common stock equivalents have 
been sold for cash and the proceeds have been or are to be used 
to retire preferred stock or debt. The supplementary data would be 
furnished even though the sale occurred shortly after the close of 
the period but before completion of the financial report.

When the issuance of a convertible security classified as a 
common stock equivalent causes outstanding convertible securities 
with the same terms classified as other potentially dilutive securities 
to be reclassified as common stock equivalents, supplementary earnings 
per share data may be useful to explain the change in classification. 
The supplementary data would show what previously reported primary 
earnings per share would have been if the convertible securities had 
been classified as common stock equivalents since issuance and thus 
reconstruct the primary earnings trend. Previously reported primary 
earnings per share would not be retroactively restated for prior periods 
in a comparative income statement because of such a change in 
classification.
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EXHIBIT 1

DESCRIPTION OF UNOFFICIAL ACCOUNTING 
INTERPRETATION SERVICE
Reprinted from The CPA, September 1969, Page 6

from the Executive Vice President

LEONARD M. SAVOIE

Unofficial Accounting Interpretations: 
an Institute service to the profession

The need for timely and consistent explanations of what constitutes 
good accounting practice has long been recognized by the Institute. 
The many Institute activities dedicated to this objective give evidence 
of this recognition. Since its inception the Accounting Principles 
Board has assumed the major responsibility for issuing authoritative 
statements on accounting principles through its official Opinions. It 
has increased its production of Opinions and is effectively fulfilling its 
responsibility.

Most subjects considered by the Board are controversial, thus 
requiring time for research and study by Board members. In spite of 
the dedication of Board members and their commitment to an unbe­
lievable workload, there are more issues remaining to be treated in 
Opinions than have been dealt with thus far. Furthermore, an APB 
Opinion does not solve all problems; in fact, a new Opinion often 
opens up new areas calling for interpretation.

Audit guides and the pronouncements of other Institute technical 
committees often deal with questions which relate to matters of 
accounting principles in a specific area and may require interpretation.

In areas not covered by existing pronouncements, situations fre­
quently arise where inconsistent practices seem likely unless the 
profession is guided into a preferable position. In such cases there 
may not be enough time for formal APB consideration.

All of these conditions point up the need for a timely informal 
interpretive service to provide guidance as to preferred accounting 
practices.

In response to this need, the executive committee with the APB’s 
concurrence early this year authorized the staff to issue Unofficial 
Accounting Interpretations. Although the interpretations are to be 
issued without the formal procedures required for an APB Opinion, 
each interpretation must be approved for release by the executive vice
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president of the Institute and by the chairman of the Accounting 
Principles Board. The objective is to provide interpretations which 
will be sound and in conformity with the APB’s intent when they 
relate to an Opinion. The interpretations will not be the personal 
views of the staff as to what an Opinion should have said but rather 
a statement of what the APB intended, based on records of the Board’s 
deliberation and discussion with individual Board members. At times 
the Board itself may consider the issue and advise the staff in arriving 
at the interpretive position.

After the interpretation service was authorized, J. T. Ball, then 
the Institute’s assistant director of examinations, was selected to fill 
the newly created position of research associate for accounting inter­
pretations upon the completion of his duties for the May 1969 CPA 
examination. Mr. Ball will undertake the necessary research and 
consultation with informed members of the profession who have 
extensive experience in the problem areas to define the issues and 
arrive at tentative conclusions. He will prepare interpretations under 
the supervision of Richard C. Lytle, administrative director of the 
APB.

The interpretations are being published initially in the Accounting 
and Auditing Problems section of The Journal of Accountancy. (See 
JofA, July 69, p. 67 and Sept. 69, p. 70.) Plans are underway to 
integrate them into the loose-leaf edition of APB Accounting Principles 
in a section separate from Opinions but with co-ordinated indexing. 
Should the APB issue an Opinion on matters included in an Unofficial 
Accounting Interpretation, the superseded material would be with­
drawn immediately.

The interpretation service will provide guidance on questions 
having general interest to the profession and will not respond to 
individual inquiries about specific accounting questions; all individual 
inquires should continue to be directed to the Institute’s Technical 
Information Service. Naturally, some TIS inquiries will probably 
point to the need for Unofficial Accounting Interpretations.

Although the interpretations are unofficial and tentative, they will 
be considered by the Institute to express preferred practices in the 
areas of financial reporting to which they relate. In view of the 
procedures under which the interpretations are to be developed and 
approved, Unofficial Accounting Interpretations may be relied upon 
by members of the profession in the absence of other authoritative 
pronouncements. We believe that this timely guidance will be greatly 
welcomed by all practicing CPAs.
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EXHIBIT 2
U. S. BANK PRIME INTEREST RATES 

(Source: Federal Reserve Bulletin)
Prime 

Rate (%)
66 2/3% of 

Prime Rate (%)Effective Date

1954 January 1 .................
March 17 .................

....... 3.25

....... 3.00
2.17
2.00

1955 August 4................... ....... 3.25 2.17
October 14............... ....... 3.50 2.33

1956 April 13..................... ....... 3.75 2.50
August 21 ................. ....... 4.00 2.67

1957 August 6................... ....... 4.50 3.00
1958 January 22 ............... ....... 4.00 2.67

April 21 ..................... ....... 3.50 2.33
September 11 ........... ....... 4.00 2.67

1959 May 18 ..................... ....... 4.50 3.00
September 1 ............. ....... 5.00 3.33

1960 August 23 ............... ....... 4.50 3.00
1965 December 6 ............. ....... 5.00 3.33
1966 March 10................... ....... 5.50 3.67

June 29..................... ....... 5.75 3.83
August 16................. ....... 6.00 4.00

1967 January 26-27 ......... ....... 5.75(1) 3.83
March 27................... ....... 5.50 3.67
November 20........... ....... 6.00 4.00

1968 April 19..................... ....... 6.50 4.33
September 25........... ....... 6.25(2) 4.17
November 13 ........... ....... 6.25 4.17
December 2 ............. ....... 6.50 4.33
December 18 ........... ....... 6.75 4.50

1969 January 7 ................. ....... 7.00 4.67
March 17................... ....... 7.50 5.00
June 9....................... ....... 8.50 5.67

1970 February 25 ............. ....... 8.50(3) 5.67
March 25-26 ............. ....... 8.00(4) 5.33

Notes:
(1) 5.75% predominant rate with 5.50% in effect at some banks.
(2) 6.25% predominant rate with 6% in effect at some banks.
(3) 8.50% predominant rate. Starting on February 25, 1970, however, 

and on several days thereafter, several small banks reduced their 
prime rates to 8%. At least one bank announced a 7/2 % prime rate. 
(See Interpretation 38.)

1

(4) Many major banks reduced their prime rates to 8% on March 25 and 
others followed on March 26. The 8% rate was the predominant rate 
in effect the date this table was prepared (May 6, 1970).

108



EXHIBIT 3

EXAMPLES OF COMPUTING AVERAGE MARKET PRICES

An average market price may be computed various ways in apply­
ing the treasury stock method for options and warrants. (See Inter­
pretations 53 and 54.) In first applying the treasury stock method, 
the computation depends upon the stability of the market price of the 
common stock.

In the following example, an average market price has been com­
puted eight different ways for one quarter. First, the computation is 
based upon weekly prices. The weekly prices are then averaged to 
determine a monthly average, which is then averaged to determine a 
quarterly average. (Although not illustrated, a quarterly average 
could also be computed by adding weekly prices and dividing by 13, 
thereby eliminating the computation of a monthly average.) In the 
second example, the computation is based upon monthly prices.

The “High-Low” computation is based upon an average of the 
high and low prices for the week or month. In the weighted averages, 
the market prices are weighted by the number of shares involved in 
the transactions.

Assume the following market transactions for a corporation’s 
common stock during a three-month period:

Week High Low Close Shares Traded

1......... ....... 21 19 20 300
2......... ....... 24 20 23 700

\
O 3......... ....... 24 22 22 500

4......... ....... 23 21 21 500

CM 5......... ....... 26 22 23 1,000
6......... ....... 27 23 26 1,200
7......... ....... 29 27 28 1,500
8......... ....... 31 29 31 2,000

9......... ....... 28 26 26 2,500
c 10......... ....... 26 22 23 1,500
■  11......... ....... 24 22 22 1,000
o 12......... ....... 22 20 21 800

Z>
13......... ....... 20 20 20 500
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Simple Averages Weighted Averages

Computing quarterly average from monthly averages based 
on weekly prices:

Week High-Low Close Shares High-Low Close

1........... 20 20 300 6,000 6,000
2........... 22 23 700 15,400 16,100
3........... 23 22 500 11,500 11,000
4........... 22 21 500 11,000 10,500

Month 1 totals 87 86 2,000 43,900 43,600

Divide by 4 4 2,000 2,000
Month 1 averages 21.75 21.50 21.95 21.80

5........... 24 23 1,000 24,000 23,000
6........... 25 26 1,200 30,000 31,200
7........... 28 28 1,500 42,000 42,000
8........... 30 31;= 2,000 60,000 62,000

Month 2 totals 1107 108 5,700 156,000 158,200

Divide by 4 4 5,700 5,700
Month 2 averages 26.75 27.00 27.37 27.75

9........... 27 26 2,500 67,500 65,000
10........... 24 23 1,500 36,000 34,500
11........... 23 22 1,000 23,000 22,000
12........... 21 21 800 16,800 16,800
13........... 20 20 500 10,000 10,000

Month 3 totals 115115 112 6,300 153,300 148,300

Divide by 5 5
.. .

6,300 6,300
Month 3 averages 23.00 22.40 24.33 23.54

Three month total 71.50 70.90 73.65 73.09
Divide by 3 3 3 3

Three month
average 23.83 23.63 24.55 24.36
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Computing quarterly averages from monthly prices:

Simple Averages Weighted Averages

High-Low Close Shares High-Low Close

Month 1 ............... .. 21.50 21.00 2,000 43,000 42,000
Month 2 ............... .. 26.50 31.00 5,700 151,050 176,700
Month 3 ............... .. 24.00 20.00 6,300 151,200 126,000
Quarterly total ..... .. 72.00 72.00 14,000 345,250 344,700

Divided by ...........

Quarterly average

.. 3

.. 24.00

3

24.00

14,000

24.66

14,000

24.62

Assuming an exercise price of $20 for options or warrants to 
purchase 10,000 shares, the above average market prices would 
produce the following incremental shares:

Simple Averages

High-Low Close

Weighted Averages

High-Low Close

Weekly prices
Monthly prices

1,607 1,536
1,667 1,667

1,853 1,790
1,890 1,877
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EXHIBIT 4
APPLICATION OF THE TREASURY STOCK METHOD FOR 

OPTIONS AND WARRANTS
Assume 100,000 common shares are outstanding and 10,000 

warrants are outstanding which are exercisable at $20 per share to 
obtain 10,000 common shares. Assume also the following market 
prices for common stock during a three-year period:

Market Prices Per Share of Common Stock
Year 1 Year 2 Year 3

Quarter Average Ending Average Ending Average Ending

1........ . $18* $22 $24 $25 $20 $18
2........ . 20* 21 22 21 18 22
3........ . 22 19 20 19 24 21
4........ . 24 23 18 17 22 25

* Assume market prices had been more than $20 for substantially all of a
previous quarter.

Computation of Number of Incremental Shares by Quarters

Primary Earnings Per Share(1)

Quarter Year 1 Year 2 Year 3
1............. .... —0— 1,667 —0—
2............. —0— 909 —0—
3............. 909 —0— 1,667
4............. 1,667 —0— 909

Fully Diluted Earnings Per Share

Quarter Year 1 Year 2 Year 3
1........... ..... 909(2) 2,000(2) —0—
2........... ..... 476(2) 909(1) 909(2)
3........... ..... 909(1) —0— 1,667(1)
4........... ..... 1,667(1) —0— 2,000(2)

(1) Based on average market price

(2) Based on ending market price

Note:
Computed

Market Price—Exercise Price  
Market Price

10,000 = Incremental Shares
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Number of Incremental Shares Included in Year-to-Date
Weighted Average

Primary Earnings Per Share(1)

Year 1 Year 2 Year 3
First quarter ........... —0— 1,667 —0—
Six months ............. —0— 1,288 —0—
Nine months....... 303 859 556
Year .................. 644 644 644

Fully Diluted Earnings Per Share

(1) Computed by adding incremental shares of each quarter included and 
dividing by number of quarters included in the year-to-date.

(2) Incremental shares for all quarters included based on ending market 
price.

Year 1 Year 2 Year 3

First quarter............. 909(1) 2,000(1) —0—(1)
Six months ...... ...... 693(1) 1,455(1) 909(2)
Nine months .... ...... 765(1) 970(1) 859(1)
Year ......................... 1,304(2) 727(1) 2,000(2)
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DAYS BETWEEN TWO DATES

The table on page 116 is useful in computing a weighted average 
of shares outstanding when the number of shares outstanding changes 
frequently during the year. The table includes numbered days for 
two years; one day must be added after February 28 during leap 
year. Corporations reporting on a calendar year basis should use 
the first 366 numbers; all other corporations should use both tables.

Since the number of days between two dates is determined by 
subtraction, the number used for the last day of the year is the first 
day of the following year. That is, a corporation reporting on a 
calendar year having a stock transaction on June 20 should weight 
the shares outstanding before the transaction by 170 (determined 
171 — 1 = 170) and the shares outstanding after the transaction by 
195 (determined 366 — 171 = 195). The 170 days before plus the 
195 days after then equal 365 days. For leap year, corresponding 
computations would be 172 — 1 = 171 and 367 — 172 = 195, so 
171 + 195 = 366.

An example of how to use the table follows. Assume a corporation 
reports on a fiscal year ending June 30. At July 1, 1969 the corpora­
tion had 100,000 shares of common stock outstanding. On August 25, 
1969 the corporation distributed a 5% stock dividend to its share­
holders. On September 18, 1969 the corporation purchased 525 
shares of its stock. On April 8, 1970 the corporation issued 10,000 
shares of its stock for cash. On May 21, 1970 the corporation split 
its stock 2-for-l.

The days to be used for weighting are:

stock split are reflected retroactively in the weighted average of shares 
outstanding as computed below:

Transaction Day
Number for 

Transaction Day
Number for

Beginning Day
Days for
Weighting

September 18, 1969 .. ..... 261 182 79
April 8, 1970 ............. ..... 463 261 202
End of year............... ..... 547 463 84

Total days ....... 365

The August 25, 1969 stock dividend and the May 21, 1970
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TABLE OF DAYS BETWEEN TWO DATES

Day in
Month 
January 
February 
March
April

May

June

July

August

September

October

November

December

Day in
Month

January

February

March

April

May

June

July

August

September

October

November

December

Day in Month

1 
1 32 60 

91 121 152 182 213 244 274 305 335 
1 

366 397 425 456 486 517 547 578 609 639 670 700 
1

2 
2 33 61 

92 122 153 183 214 245 275 306 336 
2 

367 398 426 457 487 518 548 579 610 64o 671 701 
2

3 
3 

34 62 
93 123 154 184 215

  246 276 307 337 
3 

368 399 427 458 488 519 549 
580 611 641 672 702 

3
 4 

4 
35 63 

94 124 155 185 216 247 277 308 338 
4 

369 400 428 459 489 520 550 
581 612 642 673 703 

4
5 

5 
36 64 

95 125 156 186 217 248 278 309 339 
5 

370 401 429 46o 490 521 551 
582 613 643 674 704 

5
6 

6 
37 65 

96 126 157 187 218 249 279 310 340 
6 

371 402 430 461 491 522 552 
583 614 644 675 705 

6
7 

7 
38 66 

97 127 158 188 219 250 280 311 341 
7 

372 403 431 462 492 523 553 
584 615 645 676 706 

7
8 

8 
39 67 

98 1'28 159 189 220 251 281 312 342 
8 

373 4o4 432 463 493 524 554 
585 616 646 677 707 

8
9 

9 
40 68 

  99 129 160 190 221 252 282 313 343 
9 

374 405 433 464 494 525 555 
586 617 647 678 708 

9
10 10 41 69

 100 130 161 191 222 253 283 314 344 
10 

375 406 434 465 495 526 556 587 618 648 679 709 
10

11 11 
42 70 101 131 162 

 192  223  254  284 315 345 
11 

376 407 435 466 496 527 557
 588 619 649 680 710 

11
12 12 

43 71 102 132 163 193 224 255 285 316 346 
12 

377 4o8 436 467 497 528 558 
589 620 650 681 711 

12
13 13 

 44 72 163 133 164 194 225 256 286 317 347 
13 

378 409 437 468 498 529 559 
590 621 651 682 712 

13
14 14 

45 73 104 134 165 195 226 257 287 318  348 
14 

379 410 438 469 499 530 560 
591 622 652 683 713 

14
 15 15 

46 74 105 135 166 196 227 258 288 319 349 
15 

380 411 439 470 500 531 561 
592 623 653 684 714 

15
16 16 

47 75 106 136 167 197 228 259 289 320 350 
16 
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INTRODUCTION

1. Earnings per share data are used in evaluating the past 
operating performance of a business, in forming an opinion as 
to its potential and in making investment decisions. They are 
commonly presented in prospectuses, proxy material and re­
ports to stockholders. They are used in the compilation of 
business earnings data for the press, statistical services and 
other publications. When presented with formal financial state­
ments, they assist the investor in weighing the significance of a 
corporation’s current net income and of changes in its net 
income from period to period in relation to the shares he holds 
or may acquire.

2. In view of the widespread use of earnings per share data, 
it is important that such data be computed on a consistent 
basis and presented in the most meaningful manner. The Board 
and its predecessor committee have previously expressed their 
views on general standards designed to achieve these objec­
tives, most recently in Part II of APB Opinion No. 9, Reporting 
the Results of Operations.

3. In this Opinion the Board expresses its views on some of 
the more specific aspects of the subject, including the guide­
lines that should be applied uniformly in the computation and 
presentation of earnings per share data in financial statements. 
Accordingly, this Opinion supersedes Part II (paragraphs 
30-51) and Exhibit E of APB Opinion No. 9. In some respects, 
practice under APB Opinion No. 9 will be changed by this 
Opinion.

4. Computational guidelines for the implementation of this 
Opinion are contained in Appendix A. Certain views differing 
from those adopted in this Opinion are summarized in Appen­
dix B. Illustrations of the presentations described in this Opin­
ion are included in the Exhibits contained in Appendix C. 
Definitions of certain terms as used in this Opinion are con­
tained in Appendix D.
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APPLICABILITY

5. This Opinion applies to financial presentations which pur­
port to present results of operations of corporations in conform­
ity with generally accepted accounting principles and to 
summaries of those presentations, except as excluded in para­
graph 6. Thus, it applies to corporations whose capital struc­
tures include only common stock or common stock and senior 
securities and to those whose capital structures also include 
securities that should be considered the equivalent of com­
mon stock  in computing earnings per share data.1

6. This Opinion does not apply to mutual companies that 
do not have outstanding common stock or common stock 
equivalents (for example, mutual savings banks, cooperatives, 
credit unions, and similar entities); to registered investment 
companies; to government-owned corporations; or to nonprofit 
corporations. This Opinion also does not apply to parent com­
pany statements accompanied by consolidated financial state­
ments, to statements of wholly owned subsidiaries, or to special 
purpose statements.

1 APB Opinion No. 9 referred to certain securities as residual securities, the 
determination of which was generally based upon the market value of the 
security as it related to investment value. In this Opinion, the Board now uses 
the term common stock equivalents as being more descriptive of those securi­
ties other than common stock that should be dealt with as common stock in 
the determination of earnings per share.

HISTORICAL BACKGROUND

7. Prior to the issuance of APB Opinion No. 9, earnings per 
share were generally computed by dividing net income (after 
deducting preferred stock dividends, if any) by the number of 
common shares outstanding. The divisor used in the computa­
tion usually was a weighted average of the number of common 
shares outstanding during the period, but sometimes was sim­
ply the number of common shares outstanding at the end of 
the period.

8. ARB No. 49, Earnings per Share, referred to “common 
stock or other residual security;” however, the concept that a 
security other than a common stock could be the substantial 
equivalent of common stock and should, therefore, enter into 
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the computation of earnings per share was seldom followed 
prior to the issuance of APB Opinion No. 9. Paragraph 33 of 
APB Opinion No. 9 stated that earnings per share should be 
computed by reference to common stock and other residual 
securities and defined a residual security as follows:

“When more than one class of common stock is outstand­
ing, or when an outstanding security has participating divi­
dend rights with the common stock, or when an outstanding 
security clearly derives a major portion of its value from its 
conversion rights or its common stock characteristics, such 
securities should be considered ‘residual securities’ and not 
‘senior securities’ for purposes of computing earnings per 
share.”

9. APB Opinion No. 9 also stated in part (paragraph 43) 
that:

“Under certain circumstances, earnings per share may be 
subject to dilution in the future if existing contingencies 
permitting issuance of common shares eventuate. Such cir­
cumstances include contingent changes resulting from the 
existence of (a) outstanding senior stock or debt which is 
convertible into common shares, (b) outstanding stock op­
tions, warrants or similar agreements and (c) agreements 
for the issuance of common shares for little or no considera­
tion upon the satisfaction of certain conditions (e.g., the 
attainment of specified levels of earnings following a busi­
ness combination). If such potential dilution is material, 
supplementary pro forma computations of earnings per 
share should be furnished, showing what the earnings would 
be if the conversions or contingent issuances took place.”

Before the issuance of APB Opinion No. 9 corporations had 
rarely presented pro forma earnings per share data of this type 
except in prospectuses and proxy statements.

10. Under the definition of a residual security contained in 
paragraph 33 of APB Opinion No. 9, residual status of con­
vertible securities has been determined using the “major-por- 
tion-of-value” test at the time of the issuance of the security 
and from time to time thereafter whenever earnings per share 
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data were presented. In practice this test has been applied by 
comparing a convertible security’s market value with its invest­
ment value, and the security has been considered to be residual 
whenever more than half its market value was attributable to 
its common stock characteristics at time of issuance. Practice 
has varied in applying this test subsequent to issuance with a 
higher measure used in many cases. Thus, a convertible secur­
ity’s status as a residual security has been affected by equity 
and debt market conditions at and after the security’s issuance.

11. Application of the residual security concept as set forth 
in paragraph 33 of APB Opinion No. 9 has raised questions as 
to the validity of the concept and as to the guidelines devel­
oped for its application in practice. The Board has reviewed 
the concept of residual securities as it relates to earnings per 
share and, as a result of its own study and the constructive 
comments on the matter received from interested parties, has 
concluded that modification of the residual concept is desir­
able. The Board has also considered the disclosure and presen­
tation requirements of earnings per share data contained in 
APB Opinion No. 9 and has concluded that these should be 
revised.

OPINION
Presentation on Face of Income Statement

12. The Board believes that the significance attached by in­
vestors and others to earnings per share data, together with the 
importance of evaluating the data in conjunction with the 
financial statements, requires that such data be presented 
prominently in the financial statements. The Board has there­
fore concluded that earnings per share or net loss per share 
data should be shown on the face of the income statement. The 
extent of the data to be presented and the captions used will 
vary with the complexity of the company’s capital structure, 
as discussed in the following paragraphs.

13. The reporting of earnings per share data should be con­
sistent with the income statement presentation called for by 
paragraph 20 of APB Opinion No. 9. Earnings per share 
amounts should therefore be presented for (a) income before 
extraordinary items and (b) net income. It may also be desir­
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able to present earnings per share amounts for extraordinary 
items, if any.

Simple Capital Structures

14. The capital structures of many corporations are rela­
tively simple—that is, they either consist of only common stock 
or include no potentially dilutive convertible securities, op­
tions, warrants or other rights that upon conversion or exercise 
could in the aggregate dilute  earnings per common share. In 
these cases, a single presentation expressed in terms such as 
Earnings per common share on the face of the income state­
ment (based on common shares outstanding and computed in 
accordance with the provisions of paragraphs 47-50 of Appen­
dix A) is the appropriate presentation of earnings per share 
data.

2

2 Any reduction of less than 3% in the aggregate need not be considered as 
dilution in the computation and presentation of earnings per share data as 
discussed throughout this Opinion. In applying this test only issues which 
reduce earnings per share should be considered. In establishing this guideline 
the Board does not imply that a similar measure should be applied in any cir­
cumstances other than the computation and presentation of earnings per share 
data under this Opinion.

3 APB Opinion No. 9 referred to the latter presentation as “supplementary pro 
forma earnings per share.”

Complex Capital Structures

15. Corporations with capital structures other than those 
described in the preceding paragraph should present two types 
of earnings per share data (dual presentation) with equal 
prominence on the face of the income statement. The first 
presentation is based on the outstanding common shares and 
those securities that are in substance equivalent to common 
shares and have a dilutive  effect. The second is a pro-forma 
presentation which reflects the dilution  of earnings per share 
that would have occurred if all contingent issuances of com­
mon stock that would individually reduce earnings per share 
had taken place at the beginning of the period (or time of 
issuance of the convertible security, etc., if later). For con­
venience in this Opinion, these two presentations are referred 
to as “primary earnings per share” and “fully diluted earnings 
per share,”  respectively, and would in certain circumstances 

2
2

3
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discussed elsewhere in this Opinion be supplemented by other 
disclosures and other earnings per share data. (See para­
graphs 19-23.)

Dual Presentation
16. When dual presentation of earnings per share data is 

required, the primary and fully diluted earnings per share 
amounts should be presented with equal prominence on the 
face of the income statement. The difference between the pri­
mary and fully diluted earnings per share amounts shows the 
maximum extent of potential dilution of current earnings which 
conversions of securities that are not common stock equivalents 
could create. If the capital structure contains no common stock 
equivalents, the first may be designated Earnings per common 
share—assuming no dilution and the second Earnings per com­
mon share—assuming full dilution. When common stock equiv­
alents are present and dilutive, the primary amount may be 
designated Earnings per common and common equivalent 
share. The Board recognizes that precise designations should 
not be prescribed; corporations should be free to designate 
these dual presentations in a manner which best fits the circum­
stances provided they are in accord with the substance of this 
Opinion. The term Earnings per common share should not be 
used without appropriate qualification except under the con­
ditions discussed in paragraph 14.

Periods Presented

17. Earnings per share data should be presented for all 
periods covered by the statement of income or summary of 
earnings. If potential dilution exists in any of the periods pre­
sented, the dual presentation of primary earnings per share 
and fully diluted earnings per share data should be made for 
all periods presented. This information together with other 
disclosures required (see paragraphs 19-23) will give the read­
er an understanding of the extent and trend of the potential 
dilution.

18. When results of operations of a prior period included in 
the statement of income or summary of earnings have been 
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restated as a result of a prior period adjustment, earnings per 
share data given for the prior period should be restated. The 
effect of the restatement, expressed in per share terms, should 
be disclosed in the year of restatement.

Additional Disclosures
Capital Structure

19. The use of complex securities complicates earnings per 
share computations and makes additional disclosures necessary. 
The Board has concluded that financial statements should in­
clude a description, in summary form, sufficient to explain the 
pertinent rights and privileges of the various securities out­
standing. Examples of information which should be disclosed 
are dividend and liquidation preferences, participation rights, 
call prices and dates, conversion or exercise prices or rates and 
pertinent dates, sinking fund requirements, unusual voting 
rights, etc.

Dual Earnings per Share Data
20. A schedule or note relating to the earnings per share 

data should explain the bases upon which both primary and 
fully diluted earnings per share are calculated. This informa­
tion should include identification of any issues regarded as 
common stock equivalents in the computation of primary earn­
ings per share and the securities included in the computation 
of fully diluted earnings per share. It should describe all 
assumptions and any resulting adjustments used in deriving 
the earnings per share data.  There should also be disclosed 
the number of shares issued upon conversion, exercise or satis­
faction of required conditions, etc., during at least the most 
recent annual fiscal period and any subsequent interim period 
presented.

4

5

21. Computations and/or reconciliations may sometimes be 
desirable to provide a clear understanding of the manner in 
4 These computations should give effect to all adjustments which would result 

from conversion: for example, dividends paid on convertible preferred stocks 
should not be deducted from net income; interest and related expenses on 
convertible debt, less applicable income tax, should be added to net income, 
and any other adjustments affecting net income because of these assumptions 
should also be made. (See paragraph 51.)

5 See also paragraphs 9 and 10 of APB Opinion No. 12.
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which the earnings per share amounts were obtained. This 
information may include data on each issue of securities enter­
ing into the computation of the primary and fully diluted 
earnings per share. It should not, however, be shown on the 
face of the income statement or otherwise furnished in a man­
ner implying that an earnings per share amount which ignores 
the effect of common stock equivalents (that is, earnings per 
share based on outstanding common shares only) constitutes 
an acceptable presentation of primary earnings per share.

Supplementary Earnings per Share Data

22. Primary earnings per share should be related to the capi­
tal structures existing during each of the various periods pre­
sented.  Although conversions ordinarily do not alter substan­
tially the amount of capital employed in the business, they can 
significantly affect the trend in earnings per share data. There­
fore, if conversions during the current period would have 
affected (either dilutively or incrementally) primary earnings 
per share if they had taken place at the beginning of the 
period, supplementary information should be furnished (pref­
erably in a note) for the latest period showing what primary 
earnings per share would have been if such conversions had 
taken place at the beginning of that period (or date of issu­
ance of the security, if within the period). Similar supplemen­
tary per share earnings should be furnished if conversions 
occur after the close of the period but before completion of the 
financial report. It may also be desirable to furnish supple­
mentary per share data for each period presented, giving the 
cumulative retroactive effect of all such conversions or changes. 
However, primary earnings per share data should not be ad­
justed retroactively for conversions.

6

23. Occasionally a sale of common stock or common stock 
equivalents for cash occurs during the latest period presented 
or shortly after its close but before completion of the financial 
report. When a portion or all of the proceeds of such a sale has 
been used to retire preferred stock or debt, or is to be used for 
that purpose, supplementary earnings per share data should be 

6 See paragraphs 48-49 and 62-64 for exceptions to this general rule.
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furnished (preferably in a note) to show what the earnings 
would have been for the latest fiscal year and any subsequent 
interim period presented if the retirement had taken place at 
the beginning of the respective period (or date of issuance of 
the retired security, if later). The number of shares of common 
stock whose proceeds are to be used to retire the preferred 
stock or debt should be included in this computation. The 
bases of these supplementary computations should be dis­
closed.7

7 There may be other forms of recapitalization which should be reflected in a 
similar manner.

Primary Earnings Per Share
24. If a corporation’s capital structure is complex and either 

does not include common stock equivalents or includes com­
mon stock equivalents which do not have a dilutive effect, the 
primary earnings per share figures should be based on the 
weighted average number of shares of common stock out­
standing during the period. In such cases, potential dilutive 
effects of contingent issuances would be reflected in the fully 
diluted earnings per share amounts. Certain securities, how­
ever, are considered to be the equivalent of outstanding com­
mon stock and should be recognized in the computation of 
primary earnings per share if they have a dilutive effect.

Nature of Common Stock Equivalents
25. The concept that a security may be the equivalent of 

common stock has evolved to meet the reporting needs of 
investors in corporations that have issued certain types of con­
vertible and other complex securities. A common stock equiva­
lent is a security which is not, in form, a common stock but 
which usually contains provisions to enable its holder to be­
come a common stockholder and which, because of its terms 
and the circumstances under which it was issued, is in sub­
stance equivalent to a common stock. The holders of these 
securities can expect to participate in the appreciation of the 
value of the common stock resulting principally from the earn­
ings and earnings potential of the issuing corporation. This 
participation is essentially the same as that of a common stock­
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holder except that the security may carry a specified dividend 
or interest rate yielding a return different from that received 
by a common stockholder. The attractiveness of this type of 
security to investors is often based principally on this potential 
right to share in increases in the earnings potential of the issu­
ing corporation rather than on its fixed return or other senior 
security characteristics. With respect to a convertible security, 
any difference in yield between it and the underlying common 
stock as well as any other senior characteristics of the con­
vertible security become secondary. The value of a common 
stock equivalent is derived in large part from the value of the 
common stock to which it is related, and changes in its value 
tend to reflect changes in the value of the common stock. 
Neither conversion nor the imminence of conversion is neces­
sary to cause a security to be a common stock equivalent.

26. The Board has concluded that outstanding convertible 
securities which have the foregoing characteristics and which 
meet the criteria set forth in this Opinion for the determination 
of common stock equivalents at the time they are issued should 
be considered the equivalent of common stock in computing 
primary earnings per share if the effect is dilutive. The recogni­
tion of common stock equivalents in the computation of pri­
mary earnings per share avoids the misleading implication 
which would otherwise result from the use of common stock 
only; use of the latter basis would place form over substance.

27. In addition to convertible debt and convertible pre­
ferred stocks, the following types of securities are or may be 
considered as common stock equivalents:

Stock options and warrants (and their equivalents) and 
stock purchase contracts—should always be considered com­
mon stock equivalents (see paragraphs 35-38).

Participating securities and two-class common stocks— 
if their participation features enable their holders to share in 
the earnings potential of the issuing corporation on substan­
tially the same basis as common stock even though the 
securities may not give the holder the right to exchange his 
shares for common stock (see paragraphs 59 and 60).
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Contingent shares—if shares are to be issued in the future 
upon the mere passage of time (or are held in escrow pend­
ing the satisfaction of conditions unrelated to earnings or 
market value) they should be considered as outstanding for 
the computation of earnings per share. If additional shares 
of stock are issuable for little or no consideration upon the 
satisfaction of certain conditions they should be considered 
as outstanding when the conditions are met (see para­
graphs 61-64).

Determination of Common Stock Equivalents at Issuance

28. The Board has concluded that determination of whether 
a convertible security is a common stock equivalent should be 
made only at the time of issuance and should not be changed 
thereafter so long as the security remains outstanding. How­
ever, convertible securities outstanding or subsequently issued 
with the same terms as those of a common stock equivalent 
also should be classified as common stock equivalents. After 
full consideration of whether a convertible security may 
change its status as a common stock equivalent subsequent to 
issuance, including the differing views which are set forth in 
Appendix B hereto, the Board has concluded that the dilutive 
effect of any convertible securities that were not common 
stock equivalents at time of their issuance should be included 
only in the fully diluted earnings per share amount. This con­
clusion is based upon the belief (a) that only the conditions 
which existed at the time of issuance of the convertible secur­
ity should govern the determination of status as a common 
stock equivalent, and (b) that the presentation of fully diluted 
earnings per share data adequately discloses the potential dilu­
tion which may exist because of changes in conditions subse­
quent to time of issuance.

29. Various factors should be considered in determining the 
appropriate “time of issuance” in evaluating whether a security 
is substantially equivalent to a common stock. The time of 
issuance generally is the date when agreement as to terms has 
been reached and announced, even though subject to certain 
further actions, such as directors’ or stockholders’ approval.
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No Anti-Dilution
30. Computations of primary earnings per share should not 

give effect to common stock equivalents or other contingent 
issuance for any period in which their inclusion would have the 
effect of increasing the earnings per share amount or decreasing 
the loss per share amount otherwise computed.  Consequently, 
while a security once determined to be a common stock equiv­
alent retains that status, it may enter into the computation of 
primary earnings per share in one period and not in another.

8

8 The presence of a common stock equivalent together with extraordinary items 
may result in diluting income before extraordinary items on a per share 
basis while increasing net income per share, or vice versa. If an extraordinary 
item is present and a common stock equivalent results in dilution of either 
income before extraordinary items or net income on a per share basis, the 
common stock equivalent should be recognized for all computations even 
though it has an anti-dilutive effect on one of the per share amounts.

Test of Common Stock Equivalent Status
31. Convertible securities. A convertible security which at 

the time of issuance has terms that make it for all practical 
purposes substantially equivalent to a common stock should be 
regarded as a common stock equivalent. The complexity of 
convertible securities makes it impractical to establish defini­
tive guidelines to encompass all the varying terms which might 
bear on this determination. Consideration has been given, how­
ever, to various characteristics of a convertible security which 
might affect its status as a common stock equivalent, such as 
cash yield at issuance, increasing or decreasing conversion 
rates, liquidation and redemption amounts, and the conversion 
price in relation to the market price of the common stock. In 
addition, consideration has been given to the pattern of various 
nonconvertible security yields in recent years, during which 
period most of the existing convertible securities have been 
issued, as well as over a longer period of time. Many of the 
characteristics noted above, which in various degrees may 
indicate status as a common stock equivalent, are also closely 
related to the interest or dividend rate of the security and to its 
market price at the time of issuance.

32. The Board has also studied the use of market price in 
relation to investment value (value of a convertible security 
without the conversion option) and market parity (relationship 
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of conversion value of a convertible security to its market 
price) as means of determining if a convertible security is 
equivalent to a common stock. (See discussion of investment 
value and market parity tests in Appendix B.) It has concluded, 
however, that these tests are too subjective or not sufficiently 
practicable.

33. The Board believes that convertible securities should be 
considered common stock equivalents if the cash yield to the 
holder at time of issuance is significantly below what would be 
a comparable rate for a similar security of the issuer without 
the conversion option. Recognizing that it may frequently be 
difficult or impossible to ascertain such comparable rates, and 
in the interest of simplicity and objectivity, the Board has con­
cluded that a convertible security should be considered as a 
common stock equivalent at the time of issuance if, based on 
its market price , it has a cash yield of less than 66% % of the 
then current bank prime interest rate.  For any convertible 
security which has a change in its cash interest rate or cash 
dividend rate scheduled within the first five years after issu­
ance, the lowest scheduled rate during such five years should 
be used in determining the cash yield of the security at 
issuance.

9
10

34. The Board believes that the current bank prime interest 
rate in general use for short-term loans represents a practical, 
simple and readily available basis on which to establish the 
criteria for determining a common stock equivalent, as set forth 
in the preceding paragraph. The Board recognizes that there 
are other rates and averages of interest rates relating to various 
grades of long-term debt securities and preferred stocks which 
might be appropriate or that a more complex approach could 
be adopted. However, after giving consideration to various 
approaches and interest rates in this regard, the Board has con­
cluded that since there is a high degree of correlation between 
such indices and the bank prime interest rate, the latter is the 
most practical rate available for this particular purpose.

9 If no market price is available, this test should be based on the fair value of 
the security.

10 If convertible securities are sold or issued outside the United States, the most 
comparable interest rate in the foreign country should be used for this test.
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35. Options and warrants (and their equivalents). Options, 
warrants and similar arrangements usually have no cash yield 
and derive their value from their right to obtain common stock 
at specified prices for an extended period. Therefore, these 
securities should be regarded as common stock equivalents at 
all times. Other securities, usually having a low cash yield (see 
definition of “cash yield”, Appendix D), require the payment 
of cash upon conversion and should be considered the equiva­
lents of warrants for the purposes of this Opinion. Accordingly, 
they should also be regarded as common stock equivalents at 
all times. Primary earnings per share should reflect the dilution 
that would result from exercise or conversion of these securi­
ties and use of the funds, if any, obtained. Options and war­
rants (and their equivalents) should, therefore, be treated as if 
they had been exercised and earnings per share data should be 
computed as described in the following paragraphs. The com­
putation of earnings per share should not, however, reflect 
exercise or conversion of any such security  if its effect on 
earnings per share is anti-dilutive (see paragraph 30) except 
as indicated in paragraph 38.

11

36. Except as indicated in this paragraph and in paragraphs 
37 and 38, the amount of dilution to be reflected in earnings 
per share data should be computed by application of the 
“treasury stock” method. Under this method, earnings per share 
data are computed as if the options and warrants were exer­
cised at the beginning of the period (or at time of issuance, if 
later) and as if the funds obtained thereby were used to pur­
chase common stock at the average market price during the 
period.  As a practical matter, the Board recommends that 
assumption of exercise not be reflected in earnings per share 
data until the market price of the common stock obtainable 
has been in excess of the exercise price for substantially all of 
three consecutive months ending with the last month of the 

12

11 Reasonable grouping of like securities may be appropriate.
12 For example, if a corporation has 10,000 warrants outstanding, exercisable 

at $54 and the average market price of the common stock during the reporting 
period is $60, the $540,000 which would be realized from exercise of the 
warrants and issuance of 10,000 shares would be an amount sufficient to 
acquire 9,000 shares; thus 1,000 shares would be added to the outstanding 
common shares in computing primary earnings per share for the period.
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period to which earnings per share data relate. Under the treas­
ury stock method, options and warrants have a dilutive effect 
(and are, therefore, reflected in earnings per share computa­
tions) only when the average market price of the common 
stock obtainable upon exercise during the period exceeds the 
exercise price of the options or warrants. Previously reported 
earnings per share amounts should not be retroactively ad­
justed, in the case of options and warrants, as a result of 
changes in market prices of common stock. The Board recog­
nizes that the funds obtained by issuers from the exercise of 
options and warrants are used in many ways with a wide vari­
ety of results that cannot be anticipated. Application of the 
treasury stock method in earnings per share computations is 
not based on an assumption that the funds will or could actu­
ally be used in that manner. In the usual case, it represents a 
practical approach to reflecting the dilutive effect that would 
result from the issuance of common stock under option and 
warrant agreements at an effective price below the current 
market price. The Board has concluded, however, that the 
treasury stock method is inappropriate, or should be modified, 
in certain cases described in paragraphs 37 and 38.

37. Some warrants contain provisions which permit, or re­
quire, the tendering of debt (usually at face amount) or other 
securities of the issuer in payment for all or a portion of the 
exercise price. The terms of some debt securities issued with 
warrants require that the proceeds of the exercise of the related 
warrants be applied toward retirement of the debt. As indi­
cated in paragraph 35, some convertible securities require cash 
payments upon conversion and are, therefore, considered to be 
the equivalent of warrants. In all of these cases, the “if con­
verted” method (see paragraph 51) should be applied as if 
retirement or conversion of the securities had occurred and as 
if the excess proceeds, if any, had been applied to the purchase 
of common stock under the treasury stock method. However, 
exercise of the options and warrants should not be reflected in 
the computation unless for the period specified in paragraph 
36 either (a) the market price of the related common stock 
exceeds the exercise price or (b) the security which may be (or 

133



APB OPINION NO. 15

must be) tendered is selling at a price below that at which it may 
be tendered under the option or warrant agreement and the 
resulting discount is sufficient to establish an effective exercise 
price below the market price of the common stock that can be 
obtained upon exercise. Similar treatment should be followed 
for preferred stock bearing similar provisions or other securi­
ties having conversion options permitting payment of cash for a 
more favorable conversion rate from the standpoint of the 
investor.

38. The treasury stock method of reflecting use of proceeds 
from options and warrants may not adequately reflect poten­
tial dilution when options or warrants to acquire a substantial 
number of common shares are outstanding. Accordingly, the 
Board has concluded that, if the number of shares of common 
stock obtainable upon exercise of outstanding options and war­
rants in the aggregate exceeds 20% of the number of common 
shares outstanding at the end of the period for which the 
computation is being made, the treasury stock method should 
be modified in determining the dilutive effect of the options 
and warrants upon earnings per share data. In these circum­
stances all the options and warrants should be assumed to have 
been exercised and the aggregate proceeds therefrom to have 
been applied in two steps:

a. As if the funds obtained were first applied to the repur­
chase of outstanding common shares at the average mar­
ket price during the period (treasury stock method) but 
not to exceed 20% of the outstanding shares; and then

b. As if the balance of the funds were applied first to reduce 
any short-term or long-term borrowings and any remain­
ing funds were invested in U.S. government securities or 
commercial paper, with appropriate recognition of any 
income tax effect.

The results of steps (a) and (b) of the computation (whether 
dilutive or anti-dilutive) should be aggregated and, if the net 
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effect is dilutive, should enter into the earnings per share 
computation.13

Non-Recognition of Common Stock Equivalents in Financial Statements
39. The designation of securities as common stock equiva­

lents in this Opinion is solely for the purpose of determining 
primary earnings per share. No changes from present practices 
are recommended in the accounting for such securities, in their 
presentation within the financial statements or in the manner 
of determining net assets per common share. Information is 
available in the financial statements and elsewhere for readers 
to make judgments as to the present and potential status of the 
various securities outstanding.

13 The following are examples of the application of Paragraph 38:
Assumptions: Case 1 Case 2

Net income for year.................................. $ 4,000,000 $ 2,000,000
Common shares outstanding.................... 3,000,000 3,000,000
Options and warrants outstanding

to purchase equivalent shares .......... 1,000,000 1,000,000
20% limitation on assumed repurchase . . 600,000 600,000
Exercise price per share.......................... $15 $15
Average and year-end market value

per common share to be used
(see paragraph 42)............................ $20 $12

Computations:
Application of assumed proceeds 

($15,000,000):
Toward repurchase of outstanding 

common shares at applicable 
market value.......................... . $12,000,000 $ 7,200,000

Reduction of debt.............................. 3,000,000 7,800,000
$15,000,000 $15,000,000

Adjustment of net income:
Actual net income.............................. . $ 4,000,000 $ 2,000,000
Interest reduction (6% ) less

50% tax effect.............................. 90,000 234,000
Adjusted net income (A) .................. $ 4,090,000 $ 2,234,000

Adjustment of shares outstanding: 
Actual outstanding ...................... 3,000,000 3,000,000
Net additional shares issuable

(1,000,000 - 600,000) ................ 400,000 400,000
Adjusted shares outstanding (B) . . . .. 3,400,000 3,400,000

Earnings per share:
Before adjustment.............................. $1.33 $ .67
After adjustment (A÷ B) .............. $1.20 $ .66
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Fully Diluted Earnings Per Share
No Anti-Dilution

40. The purpose of the fully diluted earnings per share 
presentation is to show the maximum potential dilution of cur­
rent earnings per share on a prospective basis. Consequently, 
computations of fully diluted earnings per share for each 
period should exclude those securities whose conversion, exer­
cise or other contingent issuance would have the effect of 
increasing the earnings per share amount or decreasing the 
loss per share amount  for such period.14

14 See footnote 8.

When Required
41. Fully diluted earnings per share data should be pre­

sented on the face of the statement of income for each period 
presented if shares of common stock (a) were issued during 
the period on conversions, exercise, etc., or (b) were con­
tingently issuable at the close of any period presented and if 
primary earnings per share for such period would have been 
affected (either dilutively or incrementally) had such actual 
issuances taken place at the beginning of the period or would 
have been reduced had such contingent issuances taken place at 
the beginning of the period. The above contingencies may re­
sult from the existence of (a) senior stock or debt which is 
convertible into common shares but is not a common stock 
equivalent, (b) options or warrants, or (c) agreements for the 
issuance of common shares upon the satisfaction of certain 
conditions (for example, the attainment of specified higher 
levels of earnings following a business combination). The 
computation should be based on the assumption that all such 
issued and issuable shares were outstanding from the beginning 
of the period (or from the time the contingency arose, if after 
the beginning of the period). Previously reported fully diluted 
earnings per share amounts should not be retroactively ad­
justed for subsequent conversions or subsequent changes in 
the market prices of the common stock.

42. The methods described in paragraphs 36-38 should be 
used to compute fully diluted earnings per share if dilution 
results from outstanding options and warrants; however, in 
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order to reflect maximum potential dilution, the market price at 
the close of the period reported upon should be used to deter­
mine the number of shares which would be assumed to be 
repurchased (under the treasury stock method) if such market 
price is higher than the average price used in computing pri­
mary earnings per share (see paragraph 30). Common shares 
issued on exercise of options or warrants during each period 
should be included in fully diluted earnings per share from the 
beginning of the period or date of issuance of the options or 
warrants if later; the computation for the portion of the period 
prior to the date of exercise should be based on market prices 
of the common stock when exercised.
Situations Not Covered in Opinion

43. The Board recognizes that it is impracticable to cover all 
possible conditions and circumstances that may be encountered 
in computing earnings per share. When situations not expressly 
covered in this Opinion occur, however, they should be dealt 
with in accordance with their substance, giving cognizance to 
the guidelines and criteria outlined herein.
Computational Guidelines

44. The determination of earnings per share data required 
under this Opinion reflects the complexities of the capital struc­
tures of some businesses. The calculations should give effect to 
matters such as stock dividends and splits, business combina­
tions, changes in conversion rates, etc. Guidelines which should 
be used in dealing with some of the more common computa­
tional matters are set forth in Appendix A hereto.

EFFECTIVE DATE
45. This Opinion shall be effective for fiscal periods begin­

ning after December 31, 1968 for all earnings per share data 
(primary, fully diluted and supplementary) regardless of when 
the securities entering into computations of earnings per share 
were issued, except as described in paragraph 46 as it relates 
to primary earnings per share. The Board recommends that (a) 
computations for periods beginning before January 1, 1969 be 
made for all securities in conformity with the provisions of this 
Opinion and (b) in comparative statements in which the data 
for some periods are subject to this Opinion and others are not, 
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the provisions of the Opinion be applied to all periods—in 
either case based on the conditions existing in the prior periods.

46. In the case of securities whose time of issuance is prior 
to June 1, 1969 the following election should be made as of 
May 31, 1969 (and not subsequently changed) with respect to 
all such securities for the purpose of computing primary earn­
ings per share:

a. determine the classifications of all such securities under 
the provisions of this Opinion, or

b. classify as common stock equivalents only those securi­
ties which are classified as residual securities under APB 
Opinion No. 9 regardless of how they would be classified 
under this Opinion.

If the former election is made, the provisions of this Opinion 
should be applied in the computation of both primary and fully 
diluted earnings per share data for all periods presented.

The Opinion entitled “Earnings per Share” was 
adopted by the assenting votes of fifteen members of 
the Board, of whom five, Messrs. Axelson, Davidson, 
Harrington, Hellerson and Watt, assented with qualifi­
cation. Messrs. Halvorson, Seidman and Weston dis­
sented.

Messrs. Axelson and Watt dissent to the requirement in 
paragraphs 35 and 36 that options and warrants whose exercise 
price is at or above the market price of related common stock at 
time of issuance be taken into account in the computation of 
primary earnings per share. They believe that this destroys the 
usefulness of the dual presentation of primary and fully diluted 
earnings per share by failing to disclose the magnitude of the 
contingency arising from the outstanding warrants and options 
and is inconsistent with the determination of the status of con­
vertible securities at time of issuance only. Therefore, they con­
cur with the comments in paragraph 86. They also dissent to the 
20 percent limitation in paragraph 38 on use of the treasury 
stock method of applying proceeds from the assumed exercise 
of options and warrants because such limitation is arbitrary and 
unsupported and because of the inconsistency between this lim­
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itation and the Board’s conclusion expressed in paragraph 36 
that use of the treasury stock method “is not based on an assump­
tion that the funds will or could actually be used in that man­
ner.” Further, they dissent to the requirement in paragraphs 63 
and 64 that the computation of primary earnings per share take 
into account shares of stock issuable in connection with business 
combinations on a purely contingent basis, wholly dependent 
upon the movement of market prices in the future.

Mr. Davidson assents to the issuance of this Opinion because 
he believes that practice under Part II of APB Opinion No. 9 has 
been so varied that clarification of APB Opinion No. 9 is neces­
sary. He agrees with the concept of common stock equivalents, 
but dissents to the conclusion that convertible securities can be 
classified as common stock equivalents only by consideration of 
conditions prevailing at the time of their issuance (paragraph 
28). He believes that in determining common stock equivalency, 
current conditions reflected in the market place are the signifi­
cant criterion (paragraphs 74-77). The use of the investment 
value method (paragraphs 79-81) adequately reflects these cur­
rent conditions.

Mr. Davidson also dissents to the use of the bank prime rate 
for the cash-yield test (paragraphs 33-34). It does not differ­
entiate among types of securities issued nor the standing of the 
issuers.

Mr. Harrington assents to the issuance of the Opinion; how­
ever, he dissents from paragraphs 36, 37 and 38. He believes it 
is inconsistent in computing fully diluted earnings per share to 
measure potential dilution by the treasury stock method in the 
case of most warrants and to assume conversion in the case of 
convertible securities. This inconsistency, in his view, results in 
required recognition of potential dilution attributable to all con­
vertible securities; and, at the same time through the use of the 
treasury stock method, permits understatement or no recogni­
tion of potential dilution attributable to warrants. He further 
believes that the potential dilution inherent in warrants should 
be recognized in fully diluted earning per share, but need not 
be recognized in primary earnings per share, when the exercise 
price exceeds the market price of the stock.

139



APB OPINION NO. 15

Mr. Hellerson assents to the issuance of this Opinion because 
he believes the Board has an obligation to resolve without fur­
ther delay the implementation problems raised by Part II of 
APB Opinion No. 9 which have been greatly extended by the 
characteristics of a number of the securities issued since the re­
lease of that Opinion. However, he dissents from the mandatory 
requirement that earnings per share be shown on the face of the 
income statement as prescribed in paragraphs 12 through 16 and 
paragraph 41. The accounting profession has taken the position, 
and in his view rightly so, that fair presentation of financial posi­
tion and results of operations requires the presentation of certain 
basic financial statements supplemented by disclosure of addi­
tional information in the form of separate statements or notes to 
the basic financial statements. Fair presentation is achieved by 
the whole presentation, not by the specific location of any item. 
This principle was most recently restated by the Board in para­
graph 10 of APB Opinion No. 12 on capital changes as follows: 
“Disclosure of such changes may take the form of separate state­
ments or may be made in the basic financial statements or notes 
thereto.” Accordingly, it is his view that, although the Opinion 
should require dual presentation of earnings per share, it should 
not specify that the presentation must be made on the face of 
the income statement and thereby dignify one figure above all 
others.

Mr. Halvorson dissents to the Opinion because he believes the 
subject matter is one of financial analysis, not accounting prin­
ciples, and that any expression by the Accounting Principles 
Board on the subject should not go beyond requiring such dis­
closure of the respective rights and priorities of the several 
issues of securities which may be represented in the capital 
structure of a reporting corporation as will permit an investor 
to make his own analysis of the effects of such rights and priori­
ties on earnings per common share. Mr. Halvorson agrees that 
certain nominally senior securities are the equivalent of common 
shares under certain circumstances, but believes that the deter­
mination of common-stock equivalence is a subjective one which 
cannot be accommodated within prescribed formulae or arith­
metical rules, although it can be facilitated by disclosure of 
information which does fall within the bounds of fair presenta­
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tion in conformity with generally accepted accounting prin­
ciples. Mr. Halvorson believes that a corporation should not be 
denied the right to report factually determined earnings per 
weighted average outstanding common share on the face of the 
income statement as a basis against which to measure the poten­
tial dilutive effects on earnings per share of senior issues, and 
that from such basis the investor may make such pro forma 
calculations of common-stock equivalence as he believes best 
serve his purpose.

Mr. Seidman dissents for the reasons set forth in paragraphs 
72, 73, 92 and 93, dealing with the invalidity and inconsistent 
application of the concept of common stock equivalents. He 
adds: (1) It is unsound for the determination of earnings per 
share to depend on the fluctuations of security prices. It is even 
more unsound when an increase in security prices can result in 
a decrease in earnings per share, and vice versa. These matters 
arise under this Opinion since it calls for earnings per share 
based on cash yield of convertibles, comparison of stock and 
exercise prices of options and warrants, and no anti-dilution. 
(2) It is erroneous to attribute earnings to securities that do 
not currently and may never share in those earnings, particularly 
when part or all of those earnings may have already been dis­
tributed to others as dividends. (3) It does not serve the inter­
ests of meaningful disclosure when, as in paragraph 21, the 
Opinion bans showing on the face of the income statement any 
reference to the amount of earnings per share in relation to the 
one factual base, namely the number of shares actually out­
standing, and instead fashions from various surmises what it 
calls “primary earnings per share”. (4) It is baffling to say, as 
does this Opinion, that convertible debt is debt in the state­
ment of earnings but is common stock equivalent in the state­
ment of earnings per share; and that dividends per share are 
based on the actual number of shares outstanding, while earn­

ings per share are based on a different and larger number of 
shares.

Mr. Weston dissents to the issuance of this Opinion because 
he believes it represents a significant retrogression in terms of 
the purpose of the Accounting Principles Board. The residual 
security concept, which has been successfully and appropriately 
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applied to convertible securities during the period since issuance 
of APB Opinion No. 9, has, in this Opinion, been so restricted as 
to be meaningless for all practical purposes with respect to such 
securities. Accordingly, computations of primary earnings per 
share data under the provisions of this Opinion (paragraph 28 
in particular) will not properly reflect the characteristics of those 
convertible securities which are currently the substantial equiv­
alent of common stock—and are so recognized in the market­
place—which did not qualify for residual status at their date of 
issuance—possibly years previously. Such disregard of basic prin­
ciples is a disservice to investors, who have a right to view the 
primary earnings per share data computed under this Opinion 
as a realistic attribution of the earnings of the issuer to the 
various complex elements of its capital structure based on the 
economic realities of today—not those existing years ago.

Mr. Weston also disagrees with the conclusions contained in 
paragraphs 33, 36, 39 and 51.

NOTES
Opinions present the considered opinion of at least two-thirds 

of the members of the Accounting Principles Board, reached on 
a formal vote after examination of the subject matter.

Except as indicated in the succeeding paragraph, the authority 
of the Opinions rests upon their general acceptability. While it 
is recognized that general rules may be subject to exception, the 
burden of justifying departures from Board Opinions must be 
assumed by those who adopt other practices.

Action of Council of the Institute (Special Bulletin, Disclosure 
of Departures from Opinions of the Accounting Principles Board, 
October, 1964) provides that:

a. ‘‘Generally accepted accounting principles” are those prin­
ciples which have substantial authoritative support.

b. Opinions of the Accounting Principles Board constitute 
“substantial authoritative support.”

c. “Substantial authoritative support” can exist for accounting 
principles that differ from Opinions of the Accounting Prin­
ciples Board.

The Council action also requires that departures from Board 
Opinions be disclosed in footnotes to the financial statements or 
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in independent auditors’ reports when the effect of the departure 
on the financial statements is material.

Unless otherwise stated, Opinions of the Board are not in­
tended to be retroactive. They are not intended to be applicable 
to immaterial items.
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APPENDIX A
COMPUTATIONAL GUIDELINES

The Board has adopted the following general guidelines which 
should be used in the computation of earnings per share data.

47. Weighted average. Computations of earnings per share 
data should be based on the weighted average number of com­
mon shares and common share equivalents outstanding during 
each period presented. Use of a weighted average is necessary 
so that the effect of increases or decreases in outstanding shares 
on earnings per share data is related to the portion of the 
period during which the related consideration affected opera­
tions. Reacquired shares should be excluded from date of their 
acquisition. (See definition in Appendix D.)

48. Stock dividends or splits. If the number of common 
shares outstanding increases as a result of a stock dividend or 
stock split  or decreases as a result of a reverse split, the com­
putations should give retroactive recognition to an appropriate 
equivalent change in capital structure for all periods presented. 
If changes in common stock resulting from stock dividends or 
stock splits or reverse splits have been consummated after the 
close of the period but before completion of the financial re­
port, the per share computations should be based on the new 
number of shares because the readers’ primary interest is pre­
sumed to be related to the current capitalization. When per 
share computations reflect such changes in the number of 
shares after the close of the period, this fact should be dis­
closed.

15

49. Business combinations and reorganizations. When 
shares are issued to acquire a business in a transaction ac­
counted for as a purchase, the computation of earnings per 
share should give recognition to the existence of the new 
shares only from the date the acquisition took place. When a 
business combination is accounted for as a pooling of interests, 
the computation should be based on the aggregate of the 

15 See ARB No. 43, Chapter 7B, Capital Accounts—Stock Dividends and Stock 
Split Ups.
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weighted average outstanding shares of the constituent busi­
nesses, adjusted to equivalent shares of the surviving business 
for all periods presented. This difference in treatment reflects 
the fact that in a purchase the results of operations of the 
acquired business are included in the statement of income only 
from the date of acquisition, whereas in a pooling of interests 
the results of operations are combined for all periods presented. 
In reorganizations, the computations should be based on 
analysis of the particular transaction according to the criteria 
contained in this Opinion.

50. Claims of senior securities. The claims of senior securi­
ties on earnings of a period should be deducted from net 
income (and also from income before extraordinary items if an 
amount therefor appears in the statement) before computing 
earnings per share. Dividends on cumulative preferred senior 
securities, whether or not earned, should be deducted from net 
income.  If there is a net loss, the amount of the loss should 
be increased by any cumulative dividends for the period on 
these preferred stocks. If interest or preferred dividends are 
cumulative only if earned, no adjustment of this type is re­
quired, except to the extent of income available therefor. If 
interest or preferred dividends are not cumulative, only the 
interest accruable or dividends declared should be deducted. 
In all cases, the effect that has been given to rights of senior 
securities in arriving at the earnings per share should be dis­
closed.

16

51. Use of “if converted” method of computation. If con­
vertible securities are deemed to be common stock equivalents 
for the purpose of computing primary earnings per share, or 
are assumed to have been converted for the purpose of com­
puting fully diluted earnings per share, the securities should be 
assumed to have been converted at the beginning of the earli­
est period reported (or at time of issuance, if later). Interest 
charges applicable to convertible securities and non-discretion­
ary adjustments that would have been made to items based on 
net income or income before taxes—such as profit sharing ex­

16 The per share and aggregate amounts of cumulative preferred dividends in 
arrears should be disclosed.

146



APB OPINION NO. 15

pense, certain royalties, and investment credit—or preferred 
dividends applicable to the convertible securities should be 
taken into account in determining the balance of income appli­
cable to common stock. As to primary earnings per share this 
amount should be divided by the total of the average out­
standing common shares and the number of shares which 
would have been issued on conversion or exercise of common 
stock equivalents.17 As to fully diluted earnings per share this 
amount should be divided by the total of the average out­
standing common shares plus the number of shares applicable 
to conversions during the period from the beginning of the 
period to the date of conversion and the number of shares 
which would have been issued upon conversion or exercise of 
any other security which might dilute earnings.

17 Determined as to options and warrants by application of the method de­
scribed in paragraphs 36-38 of this Opinion.

52. The if converted method recognizes the fact that the 
holders of convertible securities cannot share in distributions 
of earnings applicable to the common stock unless they relin­
quish their right to senior distributions. Conversion is assumed 
and earnings applicable to common stock and common stock 
equivalents are determined before distributions to holders of 
these securities.

53. The if converted method also recognizes the fact that a 
convertible issue can participate in earnings, through dividends 
or interest, either as a senior security or as a common stock, but 
not both. The two-class method (see paragraph 55) does not 
recognize this limitation and may attribute to common stock 
an amount of earnings per share less than if the convertible 
security had actually been converted. The amount of earnings 
per share on common stock as computed under the two-class 
method is affected by the amount of dividends declared on the 
common stock.

54. Use of “two-class” method of computation. Although the 
two-class method is considered inappropriate with respect to 
the securities described in paragraph 51, its use may be neces­
sary in the case of participating securities and two-class com­
mon stock. (See paragraphs 59-60 for discussion of these 
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securities.) This is the case, for example, when these securities 
are not convertible into common stock.

55. Under the two-class method, common stock equivalents 
are treated as common stock with a dividend rate different 
from the dividend rate on the common stock and, therefore, 
conversion of convertible securities is not assumed. No use of 
proceeds is assumed. Distributions to holders of senior securi­
ties, common stock equivalents and common stock are first 
deducted from net income. The remaining amount (the undis­
tributed earnings) is divided by the total of common shares 
and common share equivalents. Per share distributions to the 
common stockholders are added to this per share amount to 
arrive at primary earnings per share.

56. Delayed effectiveness and changing conversion rates or 
exercise prices. In some cases, a conversion option does not 
become effective until a future date; in others conversion be­
comes more (or less) advantageous to the security holder at 
some later date as the conversion rate increases (or decreases), 
generally over an extended period. For example, an issue may 
be convertible into one share of common stock in the first year, 
1.10 shares in the second year, 1.20 shares in the third year, etc. 
Frequently, these securities receive little or no cash dividends. 
Hence, under these circumstances, their value is derived prin­
cipally from their conversion or exercise option and they would 
be deemed to be common stock equivalents under the yield 
test previously described. (See paragraph 33 of this Opinion.)  
Similarly, the right to exercise options or warrants may be de­
ferred or the exercise price may increase or decrease.

18

57. Conversion rate or exercise price to be used — primary 
earnings per share. The conversion rate or exercise price of a 
common stock equivalent in effect during each period pre­
sented should be used in computing primary earnings per 
share, with the exceptions stated hereinafter in this paragraph. 
Prior period primary earnings per share should not be restated 
for changes in the conversion ratio or exercise price. If options, 
warrants or other common stock equivalents are not immedi­

18 An increasing conversion rate should not be accounted for as a stock dividend.
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ately exercisable or convertible, the earliest effective exercise 
price or conversion rate if any during the succeeding five years 
should be used. If a convertible security having an increasing 
conversion rate is issued in exchange for another class of secu­
rity of the issuing company and is convertible back into the 
same or a similar security, and if a conversion rate equal to or 
greater than the original exchange rate becomes effective dur­
ing the period of convertibility, the conversion rate used in 
the computation should riot result m a reduction in the num­
ber of common shares (or common share equivalents) existing 
before the original exchange took place until a greater rate be­
comes effective.

58. Conversion rate or exercise price to be used — fully di­
luted earnings per share. Fully diluted earnings per share com­
putations should be based on the most advantageous (from 
the standpoint of the security holder) conversion or exercise 
rights that become effective within ten years following the 
closing date of the period being reported upon.  Conversion 
or exercise options that are not effective until after ten or 
more years may be expected to be of limited significance be­
cause (a) investors’ decisions are not likely to be influenced 
substantially by events beyond ten years, and (b) it is ques­
tionable whether they are relevant to current operating results.

19

59. Participating securities and two-class common. The capi­
tal structures of some companies include:

19 The conversion rate should also reflect the cumulative effect of any stock divi­
dends on the preferred stock which the company has contracted or otherwise 
committed itself to issue within the next ten years.

a. Securities which may participate in dividends with com­
mon stocks according to a predetermined formula (for 
example, two for one) with, at times, an upper limit on 
the extent of participation (for example, up to but not 
beyond a specified amount per share).

b. A class of common stock with different dividend rates or 
voting rights from those of another class of common 
stock, but without prior or senior rights.

Additionally, some of these securities are convertible into 
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common stock. Earnings per share computations relating to 
certain types of participating securities may require the use of 
the two-class method. (See paragraphs 54-55.)

60. Because of the variety of features which these securities 
possess, frequently representing combinations of the features 
referred to above, it is not practicable to set out specific guide­
lines as to when they should be considered common stock 
equivalents. Dividend participation does not per se make a se­
curity a common stock equivalent. A determination of the 
status of one of these securities should be based on an analysis 
of all the characteristics of the security, including the ability 
to share in the earnings potential of the issuing corporation on 
substantially the same basis as the common stock.

61. Issuance contingent on certain conditions. At times, 
agreements call for the issuance of additional shares contingent 
upon certain conditions being met. Frequently these condi­
tions are either:

a. the maintenance of current earnings levels, or

b. the attainment of specified increased earnings.

Alternatively, agreements sometimes provide for immediate 
issuance of the maximum number of shares issuable in the trans­
action with some to be placed in escrow and later returned to 
the issuer if specified conditions are not met. For purposes of 
computing earnings per share, contingently returnable shares 
placed in escrow should be treated in the same manner as con­
tingently issuable shares.

62. If attainment or maintenance of a level of earnings is 
the condition, and if that level is currently being attained, the 
additional shares should be considered as outstanding for the 
purpose of computing both primary and fully diluted earnings 
per share. If attainment of increased earnings reasonably above 
the present level or maintenance of increased earnings above 
the present level over a period of years is the condition, the 
additional shares should be considered as outstanding only for 
the purpose of computing fully diluted earnings per share (but 
only if dilution is the result); for this computation, earnings 
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should be adjusted to give effect to the increase in earnings 
specified by the particular agreements (if different levels of 
earnings are specified, the level that would result in the largest 
potential dilution should be used). Previously reported earn­
ings per share data should not be restated to give retroactive 
effect to shares subsequently issued as a result of attainment 
of specified increased earnings levels. If upon expiration of the 
term of the agreement providing for contingent issuance of ad­
ditional shares the conditions have not been met, the shares 
should not be considered outstanding in that year. Previously 
reported earnings per share data should then be restated to 
give retroactive effect to the removal of the contingency.

63. The number of shares contingently issuable may depend 
on the market price of the stock at a future date. In such a case, 
computations of earnings per share should reflect the number 
of shares which would be issuable based on the market price 
at the close of the period being reported on. Prior period earn­
ings per share should be restated if the number of shares issued 
or contingently issuable subsequently changes because the 
market price changes.

64. In some cases, the number of shares contingently issu­
able may depend on both future earnings and future prices of 
the shares. In that case, the number of shares which would be 
issuable should be based on both conditions, that is, market 
prices and earnings to date as they exist at the end of each pe­
riod being reported on. (For example, if (a) a certain number 
of shares will be issued at the end of three years following an 
acquisition if earnings of the acquired company increase during 
those three years by a specified amount and (b) a stipulated 
number of additional shares will be issued if the value of the 
shares issued in the acquisition is not at least a designated 
amount at the end of the three-year period, the number of 
shares to be included in the earnings per share for each period 
should be determined by reference to the cumulative earnings 
of the acquired company and the value of the shares at the 
end of the latest period.) Prior-period earnings per share 
should be restated if the number of shares issued or contin­
gently issuable subsequently changes from the number of

151



APB OPINION NO. 15

shares previously included in the earnings per share compu­
tation.

65. Securities of subsidiaries. At times subsidiaries issue se­
curities which should be considered common stock equiva­
lents from the standpoint of consolidated and parent company 
financial statements for the purpose of computing earnings 
per share. This could occur when convertible securities, op­
tions, warrants or common stock issued by the subsidiary are 
in the hands of the public and the subsidiary’s results of opera­
tions are either consolidated or reflected on the equity method. 
Circumstances in which conversion or exercise of a subsidiary’s 
securities should be assumed for the purpose of computing 
the consolidated and parent company earnings per share, or 
which would otherwise require recognition in the computa­
tion of earnings per share data, include those where:

As to the Subsidiary

a. Certain of the subsidiary’s securities are common stock 
equivalents in relation to its own common stock.

b. Other of the subsidiary’s convertible securities, although 
not common stock equivalents in relation to its own 
common stock, would enter into the computation of its 
fully diluted earnings per share.

As to the Parent

a. The subsidiary’s securities are convertible into the parent 
company’s common stock.

b. The subsidiary issues options and warrants to purchase 
the parent company’s common stock.

The treatment of these securities for the purpose of consoli­
dated and parent company reporting of earnings per share is 
discussed in the following four paragraphs.

66. If a subsidiary has dilutive warrants or options out­
standing or dilutive convertible securities which are common 
stock equivalents from the standpoint of the subsidiary, con­
solidated and parent company primary earnings per share 
should include the portion of the subsidiary’s income that 
would be applicable to the consolidated group based on its 
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holdings and the subsidiary’s primary earnings per share. (See 
paragraph 39 of this Opinion.)

67. If a subsidiary’s convertible securities are not common 
stock equivalents from the standpoint of the subsidiary, only 
the portion of the subsidiary’s income that would be applicable 
to the consolidated group based on its holdings and the fully 
diluted earnings per share of the subsidiary should be included 
in consolidated and parent company fully diluted earnings per 
share. (See paragraph 40 of this Opinion.)

68. If a subsidiary’s securities are convertible into its parent 
company’s stock, they should be considered among the com­
mon stock equivalents of the parent company for the purpose 
of computing consolidated and parent company primary and 
fully diluted earnings per share if the conditions set forth in 
paragraph 33 of this Opinion exist. If these conditions do not 
exist, the subsidiary’s convertible securities should be included 
in the computation of the consolidated and parent company 
fully diluted earnings per share only.

69. If a subsidiary issues options or warrants to purchase 
stock of the parent company, they should be considered com­
mon stock equivalents by the parent in computing consolidated 
and parent company primary and fully diluted earnings per 
share.

70. Dividends per share. Dividends constitute historical facts 
and usually are so reported. However, in certain cases, such as 
those affected by stock dividends or splits or reverse splits, the 
presentation of dividends per share should be made in terms 
of the current equivalent of the number of common shares out­
standing at the time of the dividend. A disclosure problem 
exists in presenting data as to dividends per share following a 
pooling of interests. In such cases, it is usually preferable to 
disclose the dividends declared per share by the principal con­
stituent and to disclose, in addition, either the amount per 
equivalent share or the total amount for each period for the 
other constituent, with appropriate explanation of the circum­
stances. When dividends per share are presented on other than 
an historical basis, the basis of presentation should be disclosed.
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APPENDIX B

SUMMARY OF DIFFERING VIEWPOINTS

This Appendix contains a summary of various viewpoints on 
a number of matters relating to the computation of earnings 
per share data, which viewpoints differ from the conclusions 
of the Board as stated in this Opinion. The views in this Ap­
pendix therefore do not represent the views of the Board as a 
whole.

Common Stock Equivalent or Residual Concept
71. This Opinion concludes (paragraph 26) that, for pur­

poses of computing primary earnings per share, certain securi­
ties should be considered the equivalent of common stock. The 
Opinion further concludes (paragraph 28) that such treat­
ment — as to convertible securities — should be based on a de­
termination of status made at the time of issuance of each 
security, based on conditions existing at that date and not sub­
sequently changed. Viewpoints which differ from those con­
clusions are based on a number of positions, which are sum­
marized below.

Concept Has No Validity
72. Some believe there should be no such category as “com­

mon stock equivalent” or “residual” security, and hence no 
such classification as “primary” earnings per share including 
such securities. They contend that the common stock equiva­
lent or residual security concept involves assumptions and 
arbitrary, intricate determinations which result in figures of 
questionable meaning which are more likely to confuse than 
enlighten readers. They advocate that earnings per share data 
be presented in a tabulation — as part of the financial state­
ments — which first discloses the relationship of net income and 
the number of common shares actually outstanding and then 
moves through adjustments to determine adjusted net income 
and the number of common shares which would be outstand­
ing if all conversions, exercises and contingent issuances took 
place. Under this approach, all the figures involved would be 
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readily determinable, understandable and significant. Such 
information, together with the other disclosures required in this 
Opinion regarding the terms of securities, would place the 
reader in a position to make his own judgment regarding pros­
pects of conversion or exercise and the resulting impact on per 
share earnings. Accounting should not make or pre-empt that 
judgment.

73. Until convertible securities, etc., are in fact converted, 
the actual common stockholders are in control, and the entire 
earnings could often be distributed as dividends. The conver­
sions, exercises and contingent issuances may, in fact, never 
take place. Hence, the reporting as “primary” earnings per 
share of an amount which results from treating as common 
stock securities which are not common stock is, in the view of 
some, improper.

Concept Has Validity Both At Issuance and Subsequently
74. Some who believe in the validity of the common stock 

equivalent or residual concept feel that the status of a security 
should be determined not only at the time of its issuance but 
from time to time thereafter. Securities having the character­
istics associated with residual securities — among other things 
the ability to participate in the economic benefits resulting 
from the underlying earnings and earnings potential of the 
common stock through the right of their holders to become 
common stockholders — do change their nature with increases 
and decreases in the market value of the common stock after 
issuance. These securities are designed for this purpose, and 
therefore, in certain circumstances, they react to changes in 
the earnings or earnings potential of the issuer just as does the 
common stock. Furthermore, although many such securities 
are issued under market and yield conditions which do not 
place major emphasis at the time of issuance on their common 
stock characteristics, both the issuer and the holder recognize 
the possibility that these characteristics may become of increas­
ing significance if, and when, the value of the underlying com­
mon stock increases. The limitation of the residual concept for 
convertible securities to “at issuance only” disregards these 
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significant factors. (For example, a convertible security with 
a cash yield of 4% at time of issuance [assumed to be in excess 
of the yield test for common stock equivalent status in this 
Opinion] may well appreciate in value subsequent to issuance, 
due to its common stock characteristics, to such an extent that 
its cash yield will drop to 2% or less. It seems unsound to con­
sider such a security a “senior security” for earnings per share 
purposes at such later dates merely because its yield at date 
of issuance — possibly years previously — was 4% . This seems 
particularly unwise when the investment community evaluates 
such a security currently as the substantial equivalent of the 
common stock into which it is convertible.) Thus, the “at 
issuance only” application of the residual security concept is, 
in the opinion of some, illogical and arbitrary. In connection 
with the computation of earnings per share data, this approach 
disregards current conditions in reporting a financial statistic 
whose very purpose is a reflection of the current substantive 
relationship between the earnings of the issuer and its complex 
capital structure.

75. Furthermore, the adoption of the treasury stock method 
to determine the number of shares to be considered as com­
mon stock equivalents under outstanding options and warrants 
(see paragraphs 36-38) is apparent recognition of the fact that 
market conditions subsequent to issuance should influence the 
determination of the status of a security. Thus, the conclusions 
of the Opinion in these matters are inconsistent.

76. As for the contention that use of the residual concept 
subsequent to issuance has a “circular” effect — in that reported 
earnings per share influences the market, which, in turn, in­
fluences the classification status of a security, which, in turn, 
influences the computation of earnings per share, which, in 
turn, influences the market — analysts give appropriate recogni­
tion to the increasing importance of the common stock char­
acteristics of convertible securities as the market rises or falls. 
It seems only appropriate that a computation purporting to 
attribute the earnings of a corporation to the various compo­
nents of its capital structure should also give adequate recog­
nition to the changing substance of these securities. Thus, the 
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movement of securities in and out of residual status subsequent 
to their issuance is a logical and integral part of the entire 
concept.

77. As for the contention that the dual presentation of 
earnings per share data required by this Opinion appropriately 
reflects the dilutive effect of any convertible securities which 
were not residual at time of issuance but which might subse­
quently be considered as residual, the disclosure of “fully- 
diluted” earnings per share data is aimed at potential (i.e., pos­
sible future) dilution; for issuers with securities having ex­
tremely low yields of the levels described in the preceding par­
agraph, the dilution has already taken place — these common 
stock equivalents are being so traded in the market, and any 
method which does not reflect these conditions results in an 
amount for “primary earnings per share” which may be mis­
leading. Furthermore, whenever an issuer has more than one 
convertible security outstanding, the effect of even the “po­
tential” dilution of such “residual” securities is not appropri­
ately reflected in any meaningful manner in the fully-diluted 
earnings per share amount, since its impact is combined with 
that of other convertible securities of the issuer which may 
not currently be “residual”.

Criteria and Methods for Determination of Residual Status
78. This Opinion concludes (paragraph 33) that a cash yield 

test — based on a specified percentage of the bank prime inter­
est rate — should be used to determine the residual status of 
convertible securities, and that options and warrants should 
be considered residual securities at all times. Viewpoints differ­
ing from those conclusions and supporting other criteria or 
methods are summarized below.

Convertible Securities
79. Investment value method. As explained in paragraphs 

8-11 of this Opinion, a previous Opinion specified a relative 
value method for the determination of the residual status of a 
security. In practice the method has been applied by compar­
ing the market value of a convertible security with its “invest­
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ment value”, and by classifying a security as residual at time 
of issuance if such market value were 200% or more of invest­
ment value, with certain practical modifications of this test sub­
sequent to time of issuance to assure the substance of an ap­
parent change in status and to prevent frequent changes of 
status for possible temporary fluctuations in the market.

80. The establishment of investment values for convertible 
securities involves considerable estimation, and frequently re­
quires the use of experts. Published financial services report es­
timates of investment value for many, but not all, convertible 
securities. Most convertible securities are issued under condi­
tions which permit a reasonable estimate of their investment 
values. In addition, reference to the movements of long-term 
borrowing rates for groups of issuers with similar credit and 
risk circumstances — or even reference to general long-term 
borrowing rates — can furnish effective evidence for an appro­
priate determination of the investment value of a convertible 
security subsequent to its issuance. As in many determinations 
made for accounting purposes, estimates of this nature are 
often necessary. The necessity of establishing some percentage 
or level as the line of demarcation between residual and non­
residual status is common to all methods under consideration — 
including the market parity test and various yield tests — and 
appears justifiable in the interest of reasonable consistency of 
treatment, both for a single issuer and among issuers.

81. The investment value method is somewhat similar to 
the cash yield method specified in paragraph 33 of this Opin­
ion. However, the latter method has two apparent weaknesses, 
in the view of those who support the investment value method. 
In the first place, it does not differentiate between issuers — 
that is, it is based on the same borrowing rate for all issuers, 
without regard for their credit ratings or other risks inherent in 
their activities. Second, it is based on the current bank prime 
interest rate, which is essentially a short-term borrowing rate. 
The relationship between this rate — assuming that it is con­
stant in all sections of the country at any given time — and the 
long-term corporate borrowing rate may fluctuate to such an 
extent that the claimed ease of determination may be offset by 
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a lack of correlation. The investment value method, based on 
the terms of each issue and the status of each issuer, is thus 
considered by some to be a more satisfactory method.

82. Market parity method. This method compares a convert­
ible security’s market value with its conversion value. In gen­
eral, if the two values are substantially equivalent and in excess 
of redemption price, the convertible security is considered to 
be “residual”.

83. The market parity method has the advantage, as com­
pared to the investment value method, of using amounts that 
usually are readily available or ascertainable, and of avoiding 
estimates of investment value. More importantly, in the view 
of some, the equivalence of values is clearly an indication of 
the equivalence of the securities, while a comparison of rela­
tive values of the characteristics of a security is an indication 
of its status only if arbitrary rules, such as the “major portion 
of value” test, are used. In similar vein, the yield test also re­
quires the establishment of a point at which to determine re- 
siduality. On the other hand, a practical application of the 
market parity test would also require the establishment of a 
percentage relationship at which to determine residual status, 
due to the many variables involved and the need for consistent 
application. Also, the call or redemption price of a convertible 
security has an effect on the point at which market parity is 
achieved.

84. Yield methods. There are various other methods of de­
termining the residual nature of a convertible security based on 
yield relationships. Each of these is based on a comparison of 
the cash yield on the convertible security (based on its market 
value) and some predetermined rate of yield (based on other 
values, conditions or ratings). The discussion of the various 
methods contained in this Opinion comprehends the advan­
tages and disadvantages of these other methods.

Options and Warrants

85. As explained in paragraphs 35-38 of this Opinion, options 
and warrants should be regarded as common stock equivalents 
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at all times; the “treasury stock method” should be used in most 
cases to determine the number of common shares to be consid­
ered the equivalent of the options and warrants; and the num­
ber of common shares so computed should be included in the 
computation of both the “primary” and “fully-diluted” earnings 
per share (assuming a dilutive effect). Viewpoints which differ 
from those conclusions and support other treatments or other 
methods of measurement are summarized below.

86. Exclusion from computation of primary earnings per 
share. In this Opinion the Board has for the first time consid­
ered options and warrants to be common stock equivalents at 
all times and, because of the treasury stock method of compu­
tation established, the primary earnings per share will in some 
cases be affected by the market price of the stock obtainable 
on exercise, rather than solely by the economics of the trans­
action entered into. Some believe that this produces a circular 
effect in that the reporting of earnings per share may then in­
fluence the market which, in turn, influences earnings per 
share. They believe that earnings per share should affect the 
market and not vice versa. They point out that the classification 
of convertible debentures and convertible preferred stocks is 
determined at time of issuance only and consequently subse­
quent fluctuations in the market prices of these securities do 
not affect primary earnings per share. Therefore, they believe 
that the dual, equally prominent presentation of primary and 
fully diluted earnings per share is most informative when the 
effect of options and warrants, other than those whose exercise 
price is substantially lower than market price at time of issu­
ance, is included only in the fully diluted earnings per share 
which would be lower than primary earnings per share and 
thus would emphasize the potential dilution.

87. Determination of equivalent common shares. Some be­
lieve that the “treasury stock method” described in paragraph 
36 of the Opinion is unsatisfactory and that other methods are 
preferable. Under one such method the number of equivalent 
shares is computed by reference to the relationship between 
the market value of the option or warrant and the market value 
of the related common stock. In general, it reflects the impact 
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of options and warrants on earnings per share whenever the 
option or warrant has a market value, and not only when the 
market price of the related common stock exceeds the exercise 
price (as does the treasury stock method).

88. Measurement of effect of options and warrants. Some 
believe that the effect of outstanding options and warrants on 
earnings per share should be computed by assuming exercise 
as of the beginning of the period and assuming some use of the 
funds so attributed to the issuer. The uses which have been 
suggested include application of such assumed proceeds to 
(a) reduce outstanding short or long term borrowings, (b) in­
vest in government obligations or commercial paper, (c) invest 
in operations of the issuer or (d) fulfill other corporate objec­
tives of the issuer. Each of these methods is felt by some to be 
the preferable approach. Many who support one of these 
methods feel that the “treasury stock method” is improper since 
(a) it fails to reflect any dilution unless the market price of the 
common stock exceeds the exercise price, (b) it assumes a hy­
pothetical purchase of treasury stock which in many cases — 
due to the significant number of common shares involved — 
would either not be possible or be possible only at a consid­
erably increased price per share, and (c) it may be considered 
to be the attribution of earnings assumed on the funds received 
— in which case the earnings rate for each issuer is a function 
of the price-earnings ratio of its common stock and is thus 
similar in result to an arbitrary assumption of a possibly inap­
propriate earnings rate.

89. Some believe that no increment in earnings should be 
attributed to the funds assumed to be received upon the exer­
cise of options and warrants, particularly if such instruments 
are to be reflected in the computation of primary earnings per 
share, since the funds were not available to the issuer during 
the period.

Computational Methods—Convertible Securities
90. This Opinion concludes (paragraph 51) that the “if 

converted” method of computation should be used for primary 
earnings per share when convertible securities are considered 
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the equivalent of common stock. Some believe that this method 
does not properly reflect the actual circumstances existing dur­
ing the period, and favor, instead, the so-called “two-class” 
method of computation. (See paragraphs 54-55.) Under the 
latter method, securities considered common stock equivalents 
are treated as common shares with a different dividend rate 
from that of the regular common shares. The residual security 
concept is based on common stock equivalence without the 
necessity of actual conversion; therefore, this method properly 
recognizes the fact that these securities receive a preferential 
distribution before the common stock — and also share in the 
potential benefits of the undistributed earnings through their 
substantial common stock characteristics in the same way as 
do the common shares. These securities are designed to achieve 
these two goals. Those who favor this method believe that the 
“if converted” method disregards the realities of what occurred 
during the period. Thus, in their view, the “if converted” 
method is a “pro-forma” method which assumes conversion and 
the elimination of preferential distributions to these securities; 
as such, it is not suitable for use in the computation of primary 
earnings per share data, since the assumed conversions did 
not take place and the preferential distributions did take place.

91. Those who favor the “two-class” method point out that 
it is considered appropriate in the case of certain participating 
and two-class common situations. In their view, the circum­
stances existing when common stock equivalents are outstand­
ing are similar; therefore, use of this method is appropriate.

Recognition of Common Stock Equivalents 
in the Finanical Statements

92. This Opinion concludes (paragraph 39) that the desig­
nation of securities as common stock equivalents is solely for 
the purpose of determining primary earnings per share; no 
changes from present practice are recommended in the presen­
tation of such securities in the financial statements. Some be­
lieve, however, that the financial statements should reflect a 
treatment of such securities which is consistent with the 
method used to determine earnings per share in the financial 
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statements. Accordingly, convertible debt considered to be a 
common stock equivalent would be classified in the balance 
sheet in association with stockholders’ equity — either under a 
separate caption immediately preceding stockholders’ equity, 
or in a combined section with a caption such as “Equity of 
common stockholders and holders of common stock equiva­
lents”. In the statement of income and retained earnings, inter­
est paid on convertible debt considered a common stock 
equivalent would be shown as a “distribution to holders of 
common stock equivalents”, either following the caption of 
“net income” in the statement of income or grouped with other 
distributions in the statement of retained earnings.

93. Some believe that the inconsistency of the positions 
taken on this matter in this Opinion is clearly evident in the 
requirement (paragraph 66) that, when a subsidiary has con­
vertible securities which are common stock equivalents, the 
portion of the income of the subsidiary to be included in the 
consolidated statement of income of the parent and its sub­
sidiaries should be computed disregarding the effect of the 
common stock equivalents, but that the computation of the 
primary earnings per share of the parent should reflect the 
effect of these common stock equivalents in attributing the 
income of the subsidiary to its various outstanding securities. 
This inconsistent treatment is, in the opinion of some, not only 
illogical but misleading.
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APPENDIX C

ILLUSTRATIVE STATEMENTS

The following exhibits illustrate the disclosure of earnings 
per share data on the assumption that this Opinion was effective 
for all periods covered. The format of the disclosure is illustra­
tive only, and does not necessarily reflect a preference by the 
Accounting Principles Board.

Exhibit A. This exhibit illustrates the disclosure of earnings 
per share data for a company with a simple capital structure 
(see paragraph 14 of this Opinion). The facts assumed for Ex­
hibit A are as follows:

Number of Shares
1968 1967

Common stock outstanding:
Beginning of year.................................. 3,300,000
End of year............................................ 3,300,000

Issued or acquired during year................ None
Common stock reserved under

employee stock options granted..........  7,200
Weighted average number of shares .... 3,300,000

3,300,000
3,300,000 
None

7,200
3,300,000

NOTE: Shares issuable under employee stock options are excluded from 
the weighted average number of shares on the assumption that 
their effect is not dilutive (see paragraph 14 of this Opinion).

EXHIBIT A

EXAMPLE OF DISCLOSURE OF EARNINGS PER SHARE
Simple Capital Structure

Thousands
(Bottom of Income Statement) Except per share data

1968 1967
Income before extraordinary item............ $ 9,150 $7,650
Extraordinary item — gain on sale of

property less applicable income taxes .. . 900 —
Net Income.................................. $10,050 $7,650

Earnings per common share:
Income before extraordinary item .. $ 2.77 $ 2.32
Extraordinary item.......................... .28 —

Net Income.................................. $ 3.05 $ 2.32
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Exhibit B. This exhibit illustrates the disclosure of earnings 
per share data for a company with a complex capital structure 
(see paragraph 15 of this Opinion). The facts assumed for Ex­
hibit B are as follows:

Market price of common stock. The market price of the com­
mon stock was as follows:

Average Price: 1968 1967 1966

First quarter ...................... . 50 45 40
Second quarter.................. . 60 52 41
Third quarter .................... 70 50 40
Fourth quarter .................. . 70 50 45

December 31 closing price .. . 72 51 44

Cash dividends. Cash dividends of $0,125 per common share 
were declared and paid for each quarter of 1966 and 1967. Cash 
dividends of $0.25 per common share were declared and paid 
for each quarter of 1968.

Convertible debentures. 4% convertible debentures with a 
principal amount of $10,000,000 due 1986 were sold for cash at 
a price of 100 in the last quarter of 1966. Each $100 debenture 
was convertible into two shares of common stock. No debentures 
were converted during 1966 or 1967. The entire issue was con­
verted at the beginning of the third quarter of 1968 because the 
issue was called by the company.

These convertible debentures were not common stock equiv­
alents under the terms of this Opinion. The bank prime rate at 
the time the debentures were sold in the last quarter of 1966 
was 6%. The debentures carried a coupon interest rate of 4% 
and had a market value of $100 at issuance. The cash yield of 
4% was not less than 66% % of the bank prime rate (see para­
graph 33 of this Opinion). Cash yield is the same as the coupon 
interest rate in this case only because the market value at issu­
ance was $100.

Convertible preferred stock. 600,000 shares of convertible 
preferred stock were issued for assets in a purchase transaction 
at the beginning of the second quarter of 1967. The annual divi­
dend on each share of this convertible preferred stock is $0.20.
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Each share is convertible into one share of common stock. This 
convertible stock had a market value of $53 at the time of issu­
ance and was therefore a common stock equivalent under the 
terms of this Opinion at the time of its issuance because the cash 
yield on market value was only 0.4% and the bank prime rate 
was 5.5% (see paragraph 33 of this Opinion).

Holders of 500,000 shares of this convertible preferred stock 
converted their preferred stock into common stock during 1968 
because the cash dividend on the common stock exceeded the 
cash dividend on the preferred stock.

Warrants. Warrants to buy 500,000 shares of common stock 
at $60 per share for a period of five years were issued along with 
the convertible preferred stock mentioned above. No warrants 
have been exercised. (Note that the number of shares issuable 
upon exercise of the warrants is less than 20% of outstanding 
common shares; hence paragraph 38 is not applicable.)

The number of common shares represented by the warrants 
(see paragraph 36 of this Opinion) was 71,428 for each of the 
third and fourth quarters of 1968 ($60 exercise price X 500,000 
warrants = $30,000,000; $30,000,000 ÷ $70 share market price 
= 428,572 shares; 500,000 shares — 428,572 shares = 71,428 
shares). No shares were deemed to be represented by the war­
rants for the second quarter of 1968 or for any preceding quarter 
(see paragraph 36 of this Opinion) because the market price of 
the stock did not exceed the exercise price for substantially all 
of three consecutive months until the third quarter of 1968.

Common stock. The number of shares of common stock out­
standing were as follows:

1968 1967

Beginning of year........................ . 3,300,000 3,300,000
Conversion of preferred stock . .. 500,000 —
Conversion of debentures.......... 200,000 —
End of year.................................. . 4,000,000 3,300,000
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Weighted average number of shares. The weighted average 
number of shares of common stock and common stock equiva­
lents was determined as follows:

1968 1967

Common stock:
Shares outstanding from 

beginning of period...................... 3,300,000 3,300,000

500,000 shares issued on conversion 
of preferred stock; assume issuance 
evenly during year........................ 250,000 —

200,000 shares issued on conversion 
of convertible debentures at 
beginning of third quarter of 1968 . . 100,000 _

3,650,000 3,300,000

Common stock equivalents:
600,000 shares convertible preferred 

stock issued at the beginning 
of the second quarter of 1967, 
excluding 250,000 shares included 
under common stock in 1968 ........ 350,000 450,000

Warrants: 71,428 common share 
equivalents outstanding for third 
and fourth quarters of 1968, i.e., 
one-half year.................................. 35,714

385,714 450,000

Weighted average number
of shares.............................................. 4,035,714 3,750,000
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The weighted average number of shares would be adjusted to 
calculate fully diluted earnings per share as follows:

1968 1967

Weighted average number of shares ....

Shares applicable to convertible 
debentures converted at the beginning 
of the third quarter of 1968, . 
excluding 100,000 shares included 
under common stock for 1968 ..........

4.035,714

100,000

3,750,000

200,000

Shares applicable to warrants included 
above .............................................. (35,714)

Shares applicable to warrants based 
on year-end price of $72 (see 
paragraph 42 of this Opinion) .. 83,333

4,183,333 3,950,000

Income before extraordinary item and net income would be 
adjusted for interest expense on the debentures in calculating 
fully diluted earnings per share as follows:

Thousands

Before
Adjustment

Interest, 
net of tax 

effect
After

Adjustment

1967: Net income............ .... $10,300 $208 $10,508

1968:
Income before 

extraordinary item .. .......... 12,900 94 12,994

Net income .................. .... 13,800 94 13,894

NOTES: (a) Taxes in 1967 were 48%; in 1968 they were 52.8%.
(b) Net income is before dividends on preferred stock.
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EXHIBIT B

EXAMPLE OF DISCLOSURE OF EARNINGS PER SHARE 
Complex Capital Structure

(Bottom of Income Statement) Thousands
Except per share data

1968 1967

Income before extraordinary item............ $12,900 $10,300

Extraordinary item — gain on sale of
property less applicable income taxes .. 900 —

Net Income .................................. $13,800 $10,300

Earnings per common share and
common equivalent share (note x):

Income before extraordinary item.. $ 3.20 $ 2.75

Extraordinary item ........................ .22 —

Net Income.................................. $ 3.42 $ 2.75

Earnings per common share — 
assuming full dilution (note x) :

Income before extraordinary item.. $ 3.11 $ 2.66

Extraordinary item.......................... .21 —

Net Income .................................. $ 3.32 $ 2.66
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EXHIBIT C

EXAMPLE OF NOTE X* TO EXHIBIT B

The $0.20 convertible preferred stock is callable by the com­
pany after March 31, 1972 at $53 per share. Each share is con­
vertible into one share of common stock.

During 1968, 700,000 shares of common stock were issued on 
conversions: 500,000 shares on conversion of preferred stock and 
200,000 on conversion of all the 4% convertible debentures.

Warrants to acquire 500,000 shares of the company’s stock at 
$60 per share were outstanding at the end of 1968 and 1967. 
These warrants expire March 31, 1972.

Earnings per common share and common equivalent share 
were computed by dividing net income by the weighted average 
number of shares of common stock and common stock equiva-
lents outstanding during the year. The convertible preferred 
stock has been considered to be the equivalent of common stock 
from the time of its issuance in 1967. The number of shares issu-
able on conversion of preferred stock was added to 1the number

* The following disclosure in the December 31, 1968 balance sheet is assumed
for this note:

1968 1967
Long-term debt:

4% convertible debentures, due 1986 .... — $10,000,000
Stockholders’ equity (note x):

Convertible voting preferred stock of 
$1 par value, $0.20 cumulative 
dividend. Authorized 600,000 
shares; issued and outstanding 
100,000 shares (600,000 in 1967) . . . $ 100,000 $ 600,000

(Liquidation value $22 per share, 
aggregating $2,200,000 in 1968 
and $13,200,000 in 1967) 

Common stock of $1 par value per 
share. Authorized 5,000,000 shares; 
issued and outstanding 4,000,000 
shares (3,300,000 in 1967)............ 4,000,000 3,300,000

Additional paid-in capital.......................... XXX XXX
Retained earnings ...................................... XXX XXX

$ XXX $ XXX

171



APB OPINION NO. 15

of common shares. The number of common shares was also in­
creased by the number of shares issuable on the exercise of war­
rants when the market price of the common stock exceeds the 
exercise price of the warrants. This increase in the number of 
common shares was reduced by the number of common shares 
which are assumed to have been purchased with the proceeds 
from the exercise of the warrants; these purchases were assumed 
to have been made at the average price of the common stock 
during that part of the year when the market price of the com­
mon stock exceeded the exercise price of the warrants.

Earnings per common share and common equivalent share 
for 1968 would have been $3.36 for net income and $3.14 for 
income before extraordinary item had the 4% convertible de­
bentures due 1986 been converted on January 1, 1968. (These 
debentures were called for redemption as of July 1, 1968 and all 
were converted into common shares.)

Earnings per common share—assuming full dilution for 1968 
were determined on the assumptions that the convertible de­
bentures were converted and the warrants were exercised on 
January 1, 1968. As to the debentures, net earnings were 
adjusted for the interest net of its tax effect. As to the warrants, 
outstanding shares were increased as described above except 
that purchases of common stock are assumed to have been made 
at the year-end price of $72.

Earnings per common share—assuming full dilution for 1967 
were determined on the assumption that the convertible deben­
tures were converted on January 1, 1967. The outstanding war­
rants had no effect on the earnings per share data for 1967, as 
the exercise price was in excess of the market price of the com­
mon stock.

172



APB OPINION NO. 15

APPENDIX D 
DEFINITIONS OF TERMS

There are a number of terms used in discussion of earnings 
per share which have special meanings in that context. When 
used in this Opinion they are intended to have the meaning 
given in the following definitions. Some of the terms are not 
used in the Opinion but are provided as information pertinent 
to the subject of earnings per share.

Call price. The amount at which a security may be redeemed 
by the issuer at the issuer’s option.

Cash yield. The cash received by the holder of a security as a 
distribution of accumulated or current earnings or as a con­
tractual payment for return on the amount invested, without 
regard to the par or face amount of the security. As used in 
this Opinion the term “cash yield” refers to the relationship 
or ratio of such cash to be received annually to the market 
value of the related security at the specified date. For example, 
a security with a coupon rate of 4% (on par of $100) and a 
market value of $80 would have a cash yield of 5%.

Common stock. A stock which is subordinate to all other stocks 
of the issuer.

Common stock equivalent. A security which, because of its 
terms or the circumstances under which it was issued, is in 
substance equivalent to common stock.

Contingent issuance. A possible issuance of shares of common 
stock that is dependent upon the exercise of conversion rights, 
options or warrants, the satisfaction of certain conditions, or 
similar arrangements.

Conversion price. The price that determines the number of 
shares of common stock into which a security is convertible. 
For example, $100 face value of debt convertible into 5 shares 
of common stock would be stated to have a conversion price 
of $20.

Conversion rate. The ratio of (a) the number of common 
shares issuable upon conversion to (b) a unit of a convertible 
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security. For example, a preferred stock may be convertible at 
the rate of 3 shares of common stock for each share of pre­
ferred stock.

Conversion value. The current market value of the common 
shares obtainable upon conversion of a convertible security, 
after deducting any cash payment required upon conversion. 

Dilution (Dilutive). A reduction in earnings per share resulting 
from the assumption that convertible securities have been con­
verted or that options and warrants have been exercised or 
other shares have been issued upon the fulfillment of certain 
conditions. (See footnote 2.)

Dual presentation. The presentation with equal prominence of 
two types of earnings per share amounts on the face of the 
income statement — one is primary earnings per share; the 
other is fully diluted earnings per share.

Earnings per share. The amount of earnings attributable to 
each share of common stock. For convenience, the term is used 
in this Opinion to refer to either net income (earnings) per 
share or to net loss per share. It should be used without quali­
fying language only when no potentially dilutive convertible 
securities, options, warrants or other agreements providing for 
contingent issuances of common stock are outstanding.

Exercise price. The amount that must be paid for a share of 
common stock upon exercise of a stock option or warrant.

Fully diluted earnings per share. The amount of current earn­
ings per share reflecting the maximum dilution that would have 
resulted from conversions, exercises and other contingent issu­
ances that individually would have decreased earnings per 
share and in the aggregate would have had a dilutive effect. 
All such issuances are assumed to have taken place at the be­
ginning of the period (or at the time the contingency arose, 
if later).

"If converted" method. A method of computing earnings per 
share data that assumes conversion of convertible securities as 
of the beginning of the earliest period reported (or at time of 
issuance, if later).
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Investment value. The price at which it is estimated a converti­
ble security would sell if it were not convertible, based upon 
its stipulated preferred dividend or interest rate and its other 
senior security characteristics.

Market parity. A market price relationship in which the market 
price of a convertible security and its conversion value are ap­
proximately equal.

Option. The right to purchase shares of common stock in 
accordance with an agreement, upon payment of a specified 
amount. As used in this Opinion, options include but are not 
limited to options granted to and stock purchase agreements 
entered into with employees. Options are considered "securi­
ties” in this Opinion.

Primary earnings per share. The amount of earnings attributa­
ble to each share of common stock outstanding, including com­
mon stock equivalents.

Redemption price. The amount at which a security is required 
to be redeemed at maturity or under a sinking fund arrange­
ment.

Security. The evidence of a debt or ownership or related right. 
For purposes of this Opinion it includes stock options and war­
rants, as well as debt and stock.

Senior security. A security having preferential rights and 
which is not a common stock or common stock equivalent, for 
example, nonconvertible preferred stock.

Supplementary earnings per share. A computation of earnings 
per share, other than primary or fully diluted earnings per 
share, which gives effect to conversions, etc., which took place 
during the period or shortly thereafter as though they had oc­
curred at the beginning of the period (or date of issuance, if 
later).

Time of issuance. The time of issuance generally is the date 
when agreement as to terms has been reached and announced, 
even though such agreement is subject to certain further ac­
tions, such as directors’ or stockholders’ approval.
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Treasury stock method. A method of recognizing the use of 
proceeds that would be obtained upon exercise of options and 
warrants in computing earnings per share. It assumes that any 
proceeds would be used to purchase common stock at current 
market prices. (See paragraphs 36-38).

"Two-class" method. A method of computing primary earnings 
per share that treats common stock equivalents as though they 
were common stocks with different dividend rates from that of 
the common stock.

Warrant. A security giving the holder the right to purchase 
shares of common stock in accordance with the terms of the 
instrument, usually upon payment of a specified amount.

Weighted average number of shares. The number of shares 
determined by relating (a) the portion of time within a re­
porting period that a particular number of shares of a certain 
security has been outstanding to (b) the total time in that 
period. Thus, for example, if 100 shares of a certain security 
were outstanding during the first quarter of a fiscal year and 
300 shares were outstanding during the balance of the year, 
the weighted average number of outstanding shares would be 
250.
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47 57 Options and Warrants Outstanding Part of a 

Period
47 61 Treasury Stock Method at Exercise
47 62 Anti-Dilutive Exercise
48 11 Restatement of Previously Reported Data
48 100 Required Disclosure
49 12 Restatement of Previously Reported Data
49 12 Business Combinations and Reorganization
49 28 Classification and Computation Not Always 

the Same
50 7 Earnings Applicable to Common Stock
50 8 Convertible Securities
50 15 Reporting Loss per Share
50 24 Earnings Applicable to Common Stock
50 26 Classification and Assumed Conversion
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50 41 No Anti-Dilution From Convertible Preferred 
Stock

50 42 No Anti-Dilution From Convertible Debt
50 100 Required Disclosure
51 8 Earnings Applicable to Common Stock
51 8 Convertible Securities
51 4 Dilution—Dilutive Security
51 24 Earnings Applicable to Common Stock
51 26 Classification and Assumed Conversion
51 28 Classification and Computation Not Always the 

Same
51 40 Original Issue Premium or Discount on 

Convertible Securities
51 74 Explanation of 20% Provision
51 75 Original Issue Premium or Discount
51 76 Redemption Premium or Discount
51 84 Options or Warrants to Purchase Convertible 

Securities
51 87 Two-Class Method for Convertible Securities
51 92 Convertible Securities Contingently Issuable
52 8 Earnings Applicable to Common Stock
54 85 EPS Treatment of Two-Class and Participating 

Securities
54 87 Two-Class Method for Convertible Securities

55 85 EPS Treatment of Two-Class and Participating 
Securities

55 86 Two-Class Method for Nonconvertible 
Securities

55 87 Two-Class Method for Convertible Securities

56 10 Delayed Effectiveness and Changing Rates or 
Prices

56 45 Securities Convertible into Other Convertible 
Securities

57 11 Delayed Effectiveness and Changing Rates or 
Prices

57 11 Restatement of Previously Reported Data
57 28 Classification and Computation Not Always 

the Same
57 82 Deferred Compensation Stock Option
57 94 Changing Exercise Prices and Conversion 

Rates

58 11 Delayed Effectiveness and Changing Rates or
Prices
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58 28 Classification and Computation Not Always 
the Same

58 45 Securities Convertible into Other Convertible 
Securities

58 69 Computations for Warrants Allowing the 
Tendering of Debt

58 71 Treasury Stock Method for Convertibles
58 82 Deferred Compensation Stock Option
58 94 Changing Exercise Prices and Conversion 

Rates

59 26 Classification and Assumed Conversion
59 37 Property Included in Cash Yield

60 37 Property Included in Cash Yield
60 85 EPS Treatment of Two-Class and Participating 

Securities

61 88 Contingent Shares
61 91 Earnings Conditions
61 92 Convertible Securities Contingently Issuable

62 11, 12 Restatement of Previously Reported Data
62 27 Time of Issuance
62 88 Contingent Shares
62 90 Market Price Conditions
62 91 Earnings Conditions
62 92 Convertible Securities Contingently Issuable

63 12 Restatement of Previously Reported Data
63 88 Contingent Shares
63 90 Market Price Conditions
63 92 Convertible Securities Contingently Issuable

64 88 Contingent Shares
64 90 Market Price Conditions
64 91 Earnings Conditions
64 92 Convertible Securities Contingently Issuable

65 37 Property Included in Cash Yield
65 93 Securities Issued by Subsidiaries

66 37 Property Included in Cash Yield
66 93 Securities Issued by Subsidiaries

67 37 Property Included in Cash Yield
67 93 Securities Issued by Subsidiaries

68 37 Property Included in Cash Yield
68 93 Securities Issued by Subsidiaries
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37
93

70 100
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Property Included in Cash Yield 
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2 13 Supplementary Data
2 4 Dilution—Dilutive Security
2 11 Dilution Less Than 3%
2 18 Complex Capital Structure
2 101 Supplementary Data

8 6 Anti-Dilutive Securities
8 16 EPS for Extraordinary Items

9 29 Change of Classification of Conversion 
Security

9 36 Cash Yield of Convertible Security in a 
“Package”

9 56 Fair Value Used If No Market Price

11 49 Grouping Options and Warrants

12 47 No Anti-Dilution from Options and Warrants
12 51 Treasury Stock Method Reflects Dilution of 

Options and Warrants

14 6 Anti-Dilutive Securities

16 100 Required Disclosure
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Exhibit

Part I 
Page 

Number

Part II 
Interpretation 
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B 16 EPS for Extraordinary Items
B 52 Market Prices Used for Treasury Stock Method
B 58 What is a Period?
B 59 Share Averaging
B 67 Market Prices Used in Paragraph 37 Tests
B 69 Computations for Warrants Allowing the 

Tendering of Debt
B 70 Computations for Warrants Whose Proceeds 

Are Applied To Retire Debt

C 56 Fair Value Used If No Market Price
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