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COMPARISON OF EARNINGS PER SHARE DILUTION BEFORE AND AFTER SFAS NO. 128
ABSTRACT

This paper compares dispersion of earnings per share (EPS) dilution and mean EPS dilution computed from  financial statement data included in Compustat from 1998−2004 to similar disclosures from 1979-1988 reported in earlier research (DeBerg & Murdoch 1994). APB No. 15 was in effect for the earlier years. SFAS No. 128 became effective for fiscal years ending after December 15, 1997. Comparison of these data allows for testing hypotheses regarding EPS dilution dispersion and mean EPS dilution.
This research examines an annual average of more than 2,600 firms over a 7-year period. The dual presentation firms investigated constitute an average of 36.5% of Compustat firms during this period. Results are highly significant and indicate that (1) the variance of EPS dilution is significantly smaller under SFAS No. 128 than it was under APB No. 15, (2) mean EPS dilution is significantly greater under SFAS No. 128 than it was under APB No. 15, (3) the variance of “extreme” EPS dilution is significantly smaller under SFAS No. 128 than it was under APB No. 15, and (4) “extreme” mean EPS dilution is significantly greater under SFAS No. 128 than it was under APB No. 15.
Prior research using APB No. 15 EPS disclosures has concluded that dilutive securities affect investors' expectations concerning their share of firms' future cash flows (Huson et al., 2001). Our findings suggest that reexamining the association between EPS dilution and security returns with EPS from SFAS No. 128 disclosures is an area of promising future research.  
A COMPARISON OF EARNINGS PER SHARE DILUTION BEFORE AND AFTER SFAS NO. 128
INTRODUCTION

SFAS No. 128: Earnings per Share became effective for all firms that had fiscal years ending after December 15, 1997. This paper compares SFAS No. 128 earnings per share (EPS) disclosures included in financial statements from 1998-2004 to similar APB No. 15 financial statement disclosures from 1979-1988. Specifically, the differences in EPS dilution and variability of EPS dilution are examined.
COMPARISON OF APB NO. 15 AND SFAS NO. 128
APB Opinion No. 15: Earnings per Share (APB No. 15) was effective for computing earnings per share in financial statements from 1969 through 1997. Statement of Financial Accounting Standards No. 128: Earnings per Share (SFAS No. 128) became effective for all firms that had fiscal years beginning after December 15, 1997. During 1997, firms were in transition. All Firms began complying with SFAS No. 128 beginning with the 1998 fiscal year.
Earning per share (EPS) dilution refers to the percentage reduction in EPS caused by the hypothetical conversion or exercise of dilutive securities. Convertible preferred stock or bonds actually converted or stock options actually exercised during the period are not considered dilutive for the period.
EPS reporting under APB No. 15 required a company to classify its capital structure as simple or complex as an initial step in determining the appropriate disclosure. Firms with less than 3% dilution had simple capital structures and reported only basic EPS. Firms with at least 3% dilution had complex capital structures and reported fully diluted EPS and either basic EPS or primary EPS, depending on whether the firm held any common stock equivalents 
 during the year. Firms were required to treat common stock equivalents as if they were actual common shares outstanding and had to report primary and fully diluted EPS. Consequently, under APB No. 15 there were five different possible classifications of firms resulting in different EPS disclosures.
(1) Firms with no dilutive securities and (2) firms with less than 3% dilution reported only basic EPS. (3) Firms with at least 3% dilution, but having common stock equivalents as their only dilutive securities disclosed equal amounts for primary and fully diluted EPS. (4) Firms with at least 3% dilution and no common stock equivalents reported basic and fully diluted EPS. And finally, (5) firms with least 3% dilution that had common stock equivalents and other dilutive securities reported primary and fully diluted EPS. That is, any firm that had common stock equivalents outstanding during the year (3 and 5) did not disclose basic EPS (EPS based on actual shares outstanding and actual earnings).
In contrast to APB No. 15, SFAS No. 128 requires that firms with any dilution report basic EPS and diluted EPS.
 Under APB No. 15 reporting, it was found that common stock equivalents were no more likely to actually be converted than other convertible securities (Sterner,1983). Disclosures in SFAS No. 128 perhaps result from criticism of APB No. 15 and recommendations that primary EPS disclosures be discontinued. Some researchers called for a dual presentation in which EPS based on actual earnings and shares outstanding (i.e., basic EPS) and EPS reflecting maximum potential dilution be reported for all firms (Mautz & Hogan, 1989).
EXPECTED EFFECT OF CHANGING STANDARDS ON EPS DILUTION

Predicting the effect that the implementation of SFAS No. 128 will have on reported EPS dilution is more complex than one might first anticipate. Clearly, because the 3% rule was eliminated, we would expect that a larger number and proportion of firms will be required to make a dual presentation. Under APB No. 15, only firms for which fully diluted EPS was at least 3% lower than basic EPS were required to make dual presentation. However, the interaction of the 3% rule and common stock equivalency under APB No. 15 worked to reduce dilution for some firms and to increase it for others. Consequently, eliminating these factors, as did SFAS No. 128, should increase dilution for some firms and decrease it for others, relative to APB No. 15.

We would anticipate that requiring firms with relatively minor dilution (less than 3%) to make a dual presentation under SFAS No. 128 will cause the average dilution of all firms reporting a dual presentation to decline. However, the issuance of SFAS No. 128 may not have this effect, relative to average dilution under APB No. 15. When complying with APB No. 15, firms with common stock equivalents did not disclose basic EPS, only primary and fully diluted EPS. Consequently, prior studies could only measure dilution by comparing primary to fully diluted EPS, not by comparing basic to fully diluted EPS. The interaction of the 3% rule and common stock equivalency could, under APB No. 15, require firms with very small percentage dilution based on primary EPS to make a dual presentation, while excluding firms with much larger percentage dilution based on basic EPS.
This possibility is illustrated in Table 1. Assume that Firm No. 1 has basic EPS of $10.00, primary EPS of $9.55, and fully diluted EPS of $9.50. Applying the 3% rule, this firm has 5% dilution (($10.00 – $9.50) ÷ $10.00) when comparing basic to fully diluted EPS, so it would have made a dual presentation of EPS under APB No. 15. However, firms with common stock equivalents did not disclose basic EPS, only primary and fully diluted. Consequently, dilution computed from the two available EPS measures, primary and fully diluted, is 0.52% (($9.55-$9.50) ÷ 9.55). In contrast, Firm No. 2 with basic EPS of $10.00, no common stock equivalents, and fully diluted EPS of $9.75, would not have made a dual presentation. Comparing basic EPS to fully diluted EPS yields dilution of 2.5% (($10 – $9.75) ÷ $10) and, applying the 3% rule, only basic EPS would have been disclosed under APB No. 15.
INSERT TABLE 1 ABOUT HERE
Under SFAS No. 128, Firm No. 1 will report basic and diluted EPS of $10.00 and $9.50, respectively, with dilution of 5%. The second firm will report basic EPS of $10.00, diluted EPS of $9.75, and dilution of 2.5%. Average dilution is 0.52% under APB No. 15 (0.52% ÷ 1 firm) and 3.75% ((5% + 2.5%) ÷ 2 firms)) under SFAS No. 128. This example illustrates that the elimination of common stock equivalency in the transition from APB No. 15 to SFAS No. 128 can result in an increase in reported dilution.

DeBerg and Murdoch (1994) argued “that the goal of dual reporting is to prevent unpleasant surprises” (p. 258). Essentially, they argue that the real reason dual reporting is valuable is not due to observations where minimal dilution is reported, but for firms where dilution is most extreme. To that end, DeBerg & Murdoch also examined firms with dilution exceeding the 90th percentile.

Of course, extreme dilution should be affected the same way as dilution at all levels. That is, eliminating the “3% rule” from SFAS No. 128 is likely to make the average extreme dilution under SFAS No. 128 lower relative to APB No. 15. The inclusion of firms with very small percentage dilution is likely to make mean dilution for each decile lower than what was reported under APB No. 15. Of course, for firms similar to Firm No. 1, average extreme dilution may rise due to eliminating the interaction of the “3% rule” and common stock equivalency.
HYPOTHESES


While eliminating the "3% rule" suggests that dual EPS disclosures under SFAS No. 128 will exhibit less dilution, the accompanying elimination of common stock equivalency might actually increase dilution. Accordingly, we do not hypothesize whether EPS dilution under SFAS No. 128 will increase or decrease relative to APB No. 15. First, we test to see if the change in standards affected the variation in dilution (i.e., dilution variance) against the null hypothesis that there is no change in variance. Second, we test to see if the change from APB No. 15 to SFAS No. 128 affected mean EPS dilution against the null hypothesis that there is no effect. The null and alternative hypotheses are:


H10: EPS annual mean dilution σ2FASB#128 = EPS annual mean dilution σ2 of .01%

H1a: EPS annual mean dilution σ2FASB#128 ≠ EPS annual mean dilution σ2 of .01%

H20: EPS dilution μFASB#128 = EPS dilution μ of 4.83%
H2a: EPS dilution μFASB#128 ≠ EPS dilution μ of 4.83%


where 
H0 is the null form of each hypothesis.


Ha is the alternative form of each hypothesis.


σ 2 = the variance



μ  = the mean


The variance of the annual mean dilution percentages reported in DeBerg and Murdoch (1994, p. 256) is .01%. The first hypothesis investigates whether the variance of annual mean dilution under SFAS No. 128 has changed from what was under APB No. 15, as reported in this prior study. These same annual mean dilution percentages reported in DeBerg and Murdoch were used to reconstruct the pooled mean dilution of 4.83% over the 10-year period. 
Assuming that users are much more interested in disclosures showing large differences between dual EPS amounts for a firm than they are in instances exhibiting small differences, we test two similar hypotheses with respect to extreme EPS dilution. Extreme dilution is defined as dilution exceeding the 90th percentile.

H30: Extreme EPS annual mean dilution σ2FASB#128 = Extreme EPS annual mean dilution σ2 of .95%
H3a: Extreme EPS annual mean dilution σ2FASB#128 ≠ Extreme EPS annual mean dilution σ2 of .95%
H40: Extreme EPS dilution μFASB#128 = Extreme EPS dilution μ of 21.37%
H4a: Extreme EPS dilution μFASB#128 ≠ Extreme EPS dilution μ of 21.37%


The variance of extreme annual mean dilution reported by DeBerg and Murdoch (1994, p. 259) is .95%. The third hypothesis compares this annual mean dilution variance to the corresponding dilution variance under SFAS No. 128.  These extreme annual mean dilution percentages were then used to reconstruct a pooled mean dilution of 21.37% over the 10-year period. The fourth hypothesis compares the corresponding extreme EPS dilution mean from SFAS No. 128 to the reconstructed 21.37% measure under APB No. 15.
SAMPLE SELECTION

Table 2 displays numbers of firms related to sample selection from the Annual Industrial Compustat files (Standard & Poor's, 2005) for the years 1998-2004. The Compustat Annual Industrial file provides annual data for 9,435 firms over a 20-year period. This research only analyzes EPS disclosures for 1998-2004—the years after SFAS No. 128 became effective. Of course, all Compustat firms were not operating for this entire seven-year period. Some firms operating in 1998 discontinued operations during the seven-year period and new firms not operating in 1998 began operations. In addition, merger and acquisition activity caused other firms to cease operating under one name and begin operating under another. However, all firms that reported usable basic and diluted EPS data for any year were included in the sample.
INSERT TABLE 2 ABOUT HERE
In Table 2, the number of firms in each year with no data is subtracted from the total of 9,435 firms to compute the annual number of Compustat firms reporting data in each year. There are significant numbers of publicly-traded firms that are included in Compustat for part of the seven-year test period that are not included in others. Table 3 provides percentage sample selection data similar to Table 2’s information for numbers of firms.
INSERT TABLE 3 ABOUT HERE
Compustat reports equal amounts for basic and diluted EPS for 61.3% of all firms. That is, when a firm has no dilutive securities, it does not make a dual presentation, but Compustat reports equal amounts for basic and diluted EPS. We speculate that a similar situation exists when a firm reports only basic EPS (.04% or an annual mean of 2.9 firms out of 9,435).
Firms reporting diluted EPS greater than basic EPS (0.7%) likely have reporting or Compustat data errors. SFAS No. 128 prohibits antidilutive conversion assumptions in computing EPS and, accordingly, we speculate these instances result from errors.
Finally, firms that report basic EPS of $0.00 (1.6%) do not allow for computations of dilution percentages because such computations would require dividing the difference between basic and diluted EPS by zero, which is undefined mathematically. Likely, some of these firms had very small negative or positive (rather than exactly $0.00) EPS. For example, if a firm had EPS of $0.004, it would be rounded to $0.00.


Eliminating 63.5% of Compustat firms that did not report dual EPS leaves an annual mean of 36.5% (2,607.5) of these firms for analysis. The number of firms used in these annual analyses range from a low of 2,311 (30.9%) in 2001 to a high of 3,234 (47.4%) in 2004.
DESCRIPTIVE STATISTICS UNDER SFAS NO. 128

Table 4 displays annual descriptive statistics for EPS dilution for the years 1998 through 2004 under SFAS No. 128. Mean annual dilution ranges from a low of 4.60% (2001) to a high of 5.50% (2003) and a weighted-average mean dilution for 18,252 pooled observations over 7 years of 5.19%. In contrast, dilution under APB No. 15 (DeBerg and Murdoch, 1994, p. 259) reported a range of annual mean dilution of 3.8% (1983) and 7.1% (1981) over the ten years analyzed. The weighted-average mean dilution for pooled observations over 10 years was 4.83%.

INSERT TABLE 4 ABOUT HERE

The left side of Figure 1 displays visually DeBerg and Murdoch's annual means and annual mean dispersion over the ten-year period (1979-1988). These data are from disclosures conforming to APB No. 15. The right hand side of Figure 1 shows the annual means and annual mean dispersion for the 7-year period reported in this research. The greater variability of EPS dilution under APB No. 15 (the left side) is clearly evident.
INSERT FIGURE 1 ABOUT HERE

Table 5 presents annual descriptive statistics similar to Table 4 for those firms with dilution greater than 90% of the sample. Mean annual dilution ranges from a low of 20.4% in 2001 to a high of 26.6% in 2003. Weighted-average mean dilution for all 18,252 pooled observations is 23.3%. Under APB No. 15 (DeBerg & Murdoch, 1994, p. 259), dilution ranged from 14.6% (1983) to 48.3% (1981). The mean dilution for pooled observations was 21.4%.

INSERT TABLE 5 ABOUT HERE

Figure 2 provides a similar visual presentation as Figure 1, but for firms with extreme EPS dilution. Once again, the greater variability for the earlier years under APB No. 15 (DeBerg & Murdoch) on the left is evident.
INSERT FIGURE 2 ABOUT HERE
HYPOTHESES TEST RESULTS


In this section, we provide the details of our hypothesis tests. Because of the different anticipated effects from SFAS No. 128's elimination of the "3% rule" (expected to decrease dilution relative to APB No. 15) and elimination of common stock equivalency (expected to increase dilution relative to APB No. 15), we do not hypothesize whether the dilution variance and mean dilution will increase or decrease. Inasmuch as the profession issued the new standard to enhance EPS disclosures, we hypothesize that both dilution variance and mean dilution under the new standard will be significantly different than under the old standard for both the entire sample and for those firms with the most extreme dilution. Our findings support all four alternative hypotheses and we reject all four null hypotheses. Summary statistics related to the four hypotheses are presented in Table 6.

The first hypothesis addresses the issue of EPS dilution dispersion. Is EPS dilution dispersed similarly under SFAS No. 128 as it was under APB No. 15? To answer this question, we compare the variance of the annual means for the years 1979−1988 (from DeBerg & Murdoch) to the variance of annual means for the years 1998−2004.
We are unable to use pooled observations because we do not have access to individual dilution amounts for the earlier years analyzed. As shown in Table 6, the variance (σ 2) of the 10 annual dilution means from APB No. 15 disclosures is .01%. The variance for the seven annual means under SFAS No. 128 is .001%. An F-test indicates a p-value of less than 0.01. Accordingly, we reject H10 and conclude that there was significantly greater dispersion of EPS dilution under APB No. 15 than there is under SFAS No. 128.

For the second hypothesis, we compare mean EPS dilution under APB No. 15 to mean EPS dilution from SFAS No. 128 disclosures. We use a one-sample t-test to compare the pooled mean dilution from 18,252 observations in our 7-year sample from SFAS No. 128 disclosures to DeBerg & Murdoch’s pooled 10-year mean from APB No. 15 disclosures. The computed t-value is 5.36. The corresponding p-value is highly significant (less than .001). H20 is rejected and we conclude that EPS dilution under APB No. 15 was significantly less than it is under SFAS No. 128.

The third and fourth hypotheses address the same issues of EPS dilution dispersion and mean EPS dilution for those firms with the greatest dilution. This test follows from the argument that financial statement users are most interested in firms for which dual presentation exhibits the greatest differences. Accordingly, the analysis focuses on those firms with EPS dilution that exceeds the 90th percentile.
In Table 6, we see the variance (σ 2) of the 10 annual “extreme” means based on APB No. 15 is 0.95%. The variance for the seven annual means related to SFAS No. 128 is 0.04%. The F-test indicates the probability that there is not a significant difference in these values is less than 0.001 (p-value). H30 is rejected and we conclude that there was significantly greater variability of “extreme” EPS dilution under APB No. 15 than occurs under SFAS No. 128.
Addressing the issue of “extreme” EPS dilution, Deberg & Murdoch observed pooled mean EPS dilution over the 10 years investigated under APB No. 15 to be 21.37%. The current research observed a 7-year pooled mean EPS dilution of 23.32%, or 1.95% higher EPS dilution under SFAS No. 128.  A one-sample test to compare this difference results in a t-value of 43.65. The corresponding p-value is highly significant (<.001). As indicated in Table 6, we reject H40 and conclude that “extreme” EPS dilution under APB No. 15 was significantly less than it is under SFAS No. 128.
9. SUMMARY

Comparisons of EPS dilution dispersion and mean EPS dilution under APB No. 15 and SFAS No. 128 indicate that while dispersion was greater under APB No. 15 (i.e., σ2 was greater) than it is under SFAS No. 128, mean EPS dilution is greater under SFAS No. 128. The average difference between basic and diluted EPS (SFAS No. 128) is greater than was the average difference between primary EPS and fully diluted EPS (APB No. 15). These conclusions are consistent both for the entire sample of firms and for those firms with extreme dilution (dilution exceeding the 90th percentile).


It is likely that dispersion decreased because common stock equivalency was eliminated in the new standard. Under APB No. 15, for firms without common stock equivalents, dilution was the difference between basic EPS and fully diluted EPS. This difference had to be at least 3%. However, for firms with common stock equivalents, this difference could be quite small, since even if there was minimal dilution from primary EPS to fully diluted EPS, if the difference between basic EPS and fully EPS diluted was at least 3%, disclosure of primary and fully diluted EPS was required.
The conclusion that EPS dilution under SFAS No. 128 is greater than it was under APB No. 15 is counterintuitive given that under APB No. 15 firms with less than 3% dilution did not make a dual presentation of EPS. One might expect that requiring firms with minor dilution to make a dual presentation, as does SFAS No. 128, would reduce average reported dilution. However, the interactive effect of simultaneously eliminating the 3% rule and common stock equivalency from the new standard actually increased dilution for dual presentation firms, relative to APB No. 15.
Our finding that SFAS No. 128 disclosures provide significantly different information about EPS means that the security markets are getting different signals than with APB No. 15 disclosures. Huson et al. (2001) found that dilutive securities reduced "the magnitude of abnormal stock returns associated with a given amount of unexpected earnings, because they reduce investors' expectations of their share of future firm cash flows" (p. 592). Their research was conducted utilizing APB No. 15 EPS disclosures, however. Both the variance and amount of dilution are significantly different for SFAS No. 128 EPS disclosures than they were for APB No. 15 EPS disclosures. We suspect these changes will affect investors' beliefs regarding their share of firm cash flows and suggest that reexamining the association between EPS dilution and security returns is an area of fruitful future research.
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	TABLE 1: COMPARISON ILLUSTRATION OF APB No. 15 AND SFAS No. 128 DISCLOSURES 

	 APB NO. 15 

	
	Basic
	Primary
	Fully Diluted
	Dilution

	 Firm No. 1 
	$             10.00 
	 $             9.55 
	 $             9.50 
	0.52%

	 Firm No. 2 
	$             10.00         
	
	$             9.75  
	2.50%

	 Mean dilution 
	
	
	
	0.52%

	SFAS NO. 128

	
	Basic
	Primary
	Diluted
	Dilution

	 Firm No. 1 
	 $           10.00 
	 N/A 
	 $             9.50 
	5.00%

	 Firm No. 2 
	$           10.00           
	
	 $             9.75 
	2.50%

	 Mean dilution 
	
	
	
	3.75%

	
	
	
	
	

	Earnings per share amounts disclosed and dilution percentages that could be computed under each standard are indicated in bold type and italics. Those amounts that were not disclosed or could not be computed are not in bold and italics.                                                                                                                                                        .                                                                                                                                                                  


.                                                                                                                                                                                         .
	.            TABLE 2: EPS SAMPLE SELECTION DATA FOR COMPUSTAT FIRMS (1998-2004)                .                         

	Fiscal year 
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	Mean

	Firms on Compustat 
	9,435 
	9,435 
	9,435 
	9,435 
	9,435 
	9,435 
	9,435 
	9,435.0 

	Firms with no data for the year
	3,205 
	2,614 
	2,216 
	1,954 
	1,719 
	1,685 
	2,610 
	2,286.0 

	Firms reporting data for the year 
	6,230 
	6,821 
	7,219 
	7,481 
	7,716 
	7,750 
	6,825 
	7,149.0 

	Firms reporting only Basic EPS
	       7 
	       8 
	       1 
	       2 
	       1 
	       1 
	       -   
	       2.9 

	Firms with Diluted EPS > Basic EPS
	     36 
	     32 
	     37 
	     39 
	   127 
	     37 
	     23 
	    47.3 

	Firms reporting Basic EPS = $0.00 
	     73 
	     79 
	   107 
	   124 
	   125 
	   158 
	   118 
	  112.0 

	Firms with Basic EPS = Diluted EPS 
	3,678 
	4,251 
	4,674 
	5,005 
	4,996 
	4,601 
	3,450 
	4,379.3 

	Eliminated firms 
	3,794 
	4,370 
	4,819 
	5,170 
	5,249 
	4,797 
	3,591 
	4,541.5 

	Dual presentation EPS firms
	2,436 
	2,451 
	2,400 
	2,311 
	2,467 
	2,953 
	3,234 
	2,607.5 


                                                                                                                                                                                         .
                                                                                                                                                                                         .
	TABLE 3: EPS SAMPLE SELECTION PERCENTAGES FOR COMPUSTAT FIRMS (1998-2004)*

	Fiscal year 
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	Mean

	Firms on Compustat 
	151.4 
	138.3 
	130.7 
	126.1 
	122.3 
	121.7 
	138.2 
	132.0 

	Firms with no data for the year
	  51.4 
	  38.3 
	  30.7 
	  26.1 
	  22.3 
	  21.7 
	  38.2 
	  32.0 

	Firms reporting data for the year
	100.0 
	100.0 
	100.0 
	100.0 
	100.0 
	100.0 
	100.0 
	100.0 

	Firms reporting only Basic EPS 
	    0.1 
	    0.1 
	
	
	
	
	
	    

	Firms with Diluted EPS > Basic EPS 
	    0.6 
	    0.5 
	    0.5 
	    0.5 
	    1.6 
	    0.5 
	    0.3 
	    0.7 

	Firms reporting Basic EPS =  $0.00 
	    1.2 
	    1.2 
	    1.5 
	    1.7 
	    1.6 
	    2.0 
	    1.7 
	    1.6 

	Firms with Basic EPS = Diluted EPS 
	  59.0 
	  62.3 
	  64.8 
	  66.9 
	  64.8 
	  59.4 
	  50.6 
	  61.3 

	Eliminated firms 
	  60.9 
	  64.1 
	  66.8 
	  69.1 
	  68.0 
	  61.9 
	  52.6 
	  63.5 

	Dual presentation EPS firms
	  39.1 
	  35.9 
	  33.2 
	  30.9 
	  32.0 
	  38.1 
	  47.4 
	  36.5 


                                                                                                                                                                                         .
* Percentages less than 1/10 of 1% are indicated by a dash (─).                                                                                                                                                                                                                                                                                                                                                                               
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	                           TABLE 4: DESCRIPTIVE STATISTICS FOR BASIC & DILUTED EPS                            . 

	
	
	.                                                               Percentages                                                              .

	 Year 
	No. of Firms
	Mean Dilution
	Dilution Standard Deviation
	Lowest Dilution
	 Highest Dilution

	1998
	2,436
	5.24
	  7.99
	0.06
	  88.97

	1999
	2,451
	5.28
	  8.75
	0.09
	131.58

	2000
	2,400
	5.10
	  8.06
	0.09
	  96.61

	2001
	2,311
	4.60
	  7.69
	0.09
	  94.73

	2002
	2,467
	5.05
	  9.18
	0.11
	130.06

	2003
	2,953
	5.50
	10.66
	0.14
	250.00

	2004
	3,234
	5.38
	  9.18
	0.19
	272.00

	Means 
	2,607
	5.19
	  8.92
	0.11
	151.99


.                                                                                                                                                                                         .
.
[image: image1.emf]Figure 1- Mean EPS Dilution  by Year
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	.           TABLE 5: DESCRIPTIVE STATISTICS FOR BASIC & "EXTREMELY" DILUTED EPS            . 

	
	
	.                                                              Percentages                                                               .

	 Year 
	No. of Firms
	Mean Dilution
	Dilution Standard Deviation
	Lowest Dilution
	Highest Dilution

	1998
	244
	22.8
	15.6
	11.1
	  89.0

	1999
	245
	23.7
	18.3
	11.1
	131.6

	2000
	240
	22.0
	16.6
	10.5
	  96.6

	2001
	231
	20.4
	16.6
	  9.1
	  94.7

	2002
	247
	24.0
	20.1
	10.2
	130.1

	2003
	295
	26.6
	24.3
	11.0
	250.0

	2004
	323
	23.0
	21.1
	10.8
	272.0

	Means 
	260.7
	23.3
	19.5
	10.5
	152.0


.                                                                                                                                                                                         .

[image: image2.emf]Figure 2- Extreme Means EPS Dilution by Year
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.
                                                                                                                                                                                         .
	.                                                 TABLE 6: SUMMARY OF HYPOTHESIS TESTS                                                  . 

	 Hyp. No. 
	 Test Metric 
	SFAS No. 128 Observed Value
	APB No. 15 Observed Value (D&M)
	 Test Statistic 
	 Test Statistic Value 
	p-value
	 Conclusion 

	1
	Annual EPS dilution variance
	0.001%
	0.01%
	F-value
	11.63
	<.01
	Reject null

	2
	Pooled EPS dilution mean
	5.19%
	4.83%
	t-value
	5.36
	<.001
	Reject null

	3
	Annual extreme EPS dilution variance
	0.04%
	0.95%
	F-value
	26.09
	<.001
	Reject null

	4
	Pooled extreme EPS dilution mean
	23.32%
	21.37%
	t-value
	43.65
	<.001
	Reject null


.                                                                                                                                                                                         .
� Brock Murdoch has authored numerous journal articles, including publications in The Accounting Review, Financial Analysts Journal, Journal of Accounting, Auditing and Finance, and Accounting Education.


� Paul Krause has taught for over 40 years including visiting professorships in Australia and New Zealand. His publications have appeared in the Journal of Accounting Education, Accounting and Business Research, and Accountants’ Journal.


� APB No. 15 defines a common stock equivalent as “A security which, because of its terms or the circumstances under which it was issued, is in substance equivalent to common stock” (Appendix D).





� The term fully diluted in APB No. 15 and diluted in SFAS No. 128 both refer to the maximum possible dilution of EPS. Under APB No. 15, dilution associated with common stock equivalents (i.e., partial dilution) was included in primary EPS, requiring the term fully diluted for EPS representing maximum dilution.


� By multiplying the annual mean for each of the 10 years times each year’s number of observations (n) and dividing the product by the sum of the firms over 10 years (3,671), the weighted-average mean dilution (4.83%) was reconstructed.


� DeBerg and Murdoch reported 21.3%, the simple mean. The reconstructed, weighted-average mean dilution for firms exceeding the 90th percentile was 21.4%.
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