CPA   QUESTIONS   ON   ACCOUNTS  AND FINANCE  

QUESTIONS  ON   EARNING   PER   SHARE  
THESE  ARE   SAMPLE  QUESTIONS   AND  ANSWERS  SET  IN CPA   EXCAMINATIONS  
1. A company reports net income in the current year of $600,000. During the year, the company declares and pays $20,000 in cash dividends on its common stock and $80,000 in dividends on its convertible preferred stock. The company has 20,000 shares of the preferred stock outstanding all year and each is convertible into three shares of common stock. The company starts the year with 170,000 shares of common stock outstanding. On July 1 of that year, 20,000 additional shares of common stock were issued as a stock dividend so that the company had 190,000 shares for the last six months of the year. What should the company report as its basic earnings per share figure (rounded)?
Top of Form
A $2.63 
B $2.74 
C $2.78 
D $2.89 
 ANSWERS  :   The earnings figure to be used in computing basic earnings per share is the company’s net income less any preferred stock dividends that are declared during the year. The residual amount is assigned to the common stock. Net income is $600,000 and the preferred stock dividend is $80,000 so that earnings for this computation amounts to $520,000. The shares figure is weighted average number of common shares outstanding during the period. A stock dividend or stock split is always assumed to have taken place on the first day of the period so 190,000 shares will be used even though the stock dividend took place in July. Basic earnings per share is $2.74 (rounded) or $520,000 divided by 190,000 shares of common stock. The convertible nature of the preferred stock is only taken into consideration in computing diluted earnings per share. 
2. A company reports net income in the current year of $900,000. During the year, the company paid $150,000 in cash dividends on its common stock and $80,000 in dividends on nonconvertible preferred stock. The company has 30,000 shares of this preferred stock outstanding all year. The company also has 20,000 shares of convertible preferred stock outstanding. This second preferred stock paid a cash dividend of $2 per share during the current year and each share can be converted into four shares of common stock. The company starts the year with 150,000 shares of common stock outstanding. On July 1 of that year, 20,000 additional shares of common stock were issued to the public for cash so that the company had 170,000 shares outstanding for the last six months. What should the company report as its basic earnings per share figure (rounded)?
3. Top of Form
A $4.10 
B $4.30 
C $4.47 
D $4.88
 3  . The Simmons Company started the year with 20,000 shares of common stock outstanding. On May 1, a 10 percent stock dividend was issued to the shareholders. Finally, on October 1, another 8,000 shares were issued to the public so that the company finished the year with 30,000 shares outstanding. If the company reported net income for the year of $100,000, what should be reported as basic earnings per share?
A $4.20 
    B $4.17 
    C $4.13 
    D $4.00 
The correct answer was B. 
A stock dividend is not viewed as the issuance of new shares but rather as an increase in the number of previously held shares. For that reason, the 20,000 shares on January 1 become 22,000 shares after the 10 percent stock dividend. Thus, the company is viewed as having 22,000 outstanding shares from January 1 until October 1 (or nine months). During the final three months, the company has 30,000 shares outstanding because of the issuance of 8,000 new shares. The weighted average is 22,000 times 9 months (198,000) plus 30,000 times 3 months (90,000) for a total of 288,000. Dividing by 12 to arrive at a monthly average gives 24,000 shares. Basic earnings per share for the year is the $100,000 net income divided by the 24,000 share weighted average or $4.17 (rounded). 
  4 . A company reports net income of $300,000 and is currently computing its basic earnings per share for the year. The company has 10,000 shares of preferred shares outstanding. This preferred stock pays a cumulative dividend of $2 per year. How does this preferred stock dividend impact the computation of basic earnings per share?
Top of Form
A The dividend must be subtracted from net income in all cases. 
B The dividend must be subtracted from net income but only if actually paid during the year. 
C The dividend must be subtracted from net income but only if actually declared by the Board of Directors during the year. 
D The dividend must be subtracted from net income but only if anti-dilutive. 




The correct answer was A. 
Because the preferred stock dividend is cumulative, eventual payment is assumed. Therefore, whether declared or paid, this portion of income will go to the owners of the preferred stock at some point. Earnings per share is a common stock computation. For that reason, the cumulative preferred stock dividend is subtracted from net income in all cases so that the residual amount accruing to the common stockholders can be determined. 
5. A company reports net income of $300,000 and is currently computing its basic earnings per share for the year. The company has 10,000 shares of preferred shares outstanding. This preferred stock pays a non-cumulative dividend of $2 per year. How does this preferred stock dividend impact the computation of basic earnings per share?
Top of Form
A The dividend must be subtracted from net income in all cases. 
B The dividend must be subtracted from net income but only if actually paid during the year. 
C The dividend must be subtracted from net income but only if actually declared by the Board of Directors during the year. 
D The dividend must be subtracted from net income but only if anti-dilutive. 
 
 6 . At the end of Year One, the Witkowski Company reported net income of $630,000. The company paid cash dividends of $20,000 per quarter on its preferred stock and $10,000 per quarter on its common stock. The company started the year with 80,000 shares (common stock) and 50,000 shares (preferred stock) outstanding. On April 1, the company issued an additional 16,000 shares of common stock and 8,000 shares of preferred stock. What should the company report as its basic earnings per share (rounded)? 
Top of Form
A $5.54 
B $5.73 
C $5.98 
D $6.56 
Bottom of Form

 7  . The Hamilton Corporation started the year with 120,000 shares of common stock but issued another 40,000 on October 1 of this year. There were also 20,000 shares of nonconvertible preferred stock outstanding for the entire year. During the year, net income of $500,000 was reported. Common stock was paid a total dividend of $80,000 and the preferred stock was paid a total dividend of $60,000. What was the company’s basic earnings per share for this year? 
Top of Form
A $2.75 
B $2.92 
C $3.25 
D $3.

Bottom of Form


8 .  The Spain Company has 100,000 shares of common stock on January 1, Year One but issued a 20 percent stock dividend on July 1 of that year. Cash dividends of $80,000 were paid on the common stock shares during the year. The company also had 30,000 shares of $100 preferred stock paying a 4 percent per year cumulative dividend. This year the company reported net income of $500,000. What should be reported as earnings per share? (round to the nearest penny) 
Top of Form
A $2.50 
B $2.50 
C $3.17 
D $3.45 

					ANSWERS :
1.  ANSWERS  :  
 The earnings figure to be used in computing basic earnings per share is the company’s net income less any preferred stock dividends that are declared during the year. The residual amount is assigned to the common stock. Net income is $600,000 and the preferred stock dividend is $80,000 so that earnings for this computation amounts to $520,000. The shares figure is weighted average number of common shares outstanding during the period. A stock dividend or stock split is always assumed to have taken place on the first day of the period so 190,000 shares will be used even though the stock dividend took place in July. Basic earnings per share is $2.74 (rounded) or $520,000 divided by 190,000 shares of common stock. The convertible nature of the preferred stock is only taken into consideration in computing diluted earnings per share .
2. A stock dividend is not viewed as the issuance of new shares but rather as an increase in the number of previously held shares. For that reason, the 20,000 shares on January 1 become 22,000 shares after the 10 percent stock dividend. Thus, the company is viewed as having 22,000 outstanding shares from January 1 until October 1 (or nine months). During the final three months, the company has 30,000 shares outstanding because of the issuance of 8,000 new shares. The weighted average is 22,000 times 9 months (198,000) plus 30,000 times 3 months (90,000) for a total of 288,000. Dividing by 12 to arrive at a monthly average gives 24,000 shares. Basic earnings per share for the year is the $100,000 net income divided by the 24,000 share weighted average or $4.17 (rounded). 

 3   .  The correct answer was B. 
A stock dividend is not viewed as the issuance of new shares but rather as an increase in the number of previously held shares. For that reason, the 20,000 shares on January 1 become 22,000 shares after the 10 percent stock dividend. Thus, the company is viewed as having 22,000 outstanding shares from January 1 until October 1 (or nine months). During the final three months, the company has 30,000 shares outstanding because of the issuance of 8,000 new shares. The weighted average is 22,000 times 9 months (198,000) plus 30,000 times 3 months (90,000) for a total of 288,000. Dividing by 12 to arrive at a monthly average gives 24,000 shares. Basic earnings per share for the year is the $100,000 net income divided by the 24,000 share weighted average or $4.17 (rounded). 

 4  . The correct answer was A. 
Because the preferred stock dividend is cumulative, eventual payment is assumed. Therefore, whether declared or paid, this portion of income will go to the owners of the preferred stock at some point. Earnings per share is a common stock computation. For that reason, the cumulative preferred stock dividend is subtracted from net income in all cases so that the residual amount accruing to the common stockholders can be determined. 
5  .   The correct answer was C. 
This preferred stock dividend is non-cumulative. If it is not paid in any year, future payment is not required. Thus, the dividend is only included in determining earnings per share if the Board of Directors has declared its intention of paying the dividend.
  6   .  The correct   answer    was   C. 
The company reported net income of $630,000 but $80,000 ($20,000 per quarter for four quarters) is paid to the preferred shareholders. That leaves $550,000 ($630,000 minus $80,000) for the common stock shareholders. For the first three months of the year, there were 80,000 shares of common stock outstanding and for the remaining nine months, there were 96,000 shares outstanding. The weighted average number of common shares is 80,000 times 3 (240,000) plus 96,000 times 9 (864,000) for a total of 1,104,000. That total is divided by 12 to get a monthly average number of shares of 92,000. Earnings per share is a common stock computation so the $550,000 in income for the common shareholders is divided by the 92,000 average number of shares of common stock outstanding to arrive at $5.98 (rounded). 
ANSWER    7   . The correct answer was D. 
Earnings per share is a common stock computation. The weighted average number of common shares is computed by starting with 120,000 times 9 or 1,080,000 plus 160,000 times 3 or 480,000 for a total of 1,560,000. Because 12 months have been factored in, they must be factored back out to get to the average or 130,000 shares (1,560,000/12 months). The income for this computation is the net income of $500,000 less the $60,000 dividend to preferred stock or $440,000. Basic earnings per share is $440,000/130,000 shares or $3.38 (rounded). 
ANSWERS :  8 .  The correct answer was C. 
Earnings per share is a common stock computation. The earnings figure is the net income of the company after preferred stock dividends have been removed to arrive at the residual number left over for the common stockholders. The preferred stock cash dividend is $100 times 4 percent or $4 per share times 30,000 shares or $120,000. The income for common stock is the $500,000 reported total less $120,000 distributed to preferred stock or $380,000. This amount is then divided by the weighted-average number of shares. A stock dividend or stock split is not the same as the issuance of new shares but rather is a division of old shares. Thus, for this computation, the previous shares (100,000 shares on 1/1) are assumed to now include the results of the division. Because of the 20 percent stock dividend, the 100,000 shares have literally become 120,000 shares. Those 120,000 are said to exist from the original January 1 date so the common shares for that year are 120,000 and earnings per share is $380,000 divided by 120,000 shares or $3.17. 
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