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Purpose:

The purpose of this tutorial is to help you understand the importance and use of the different types of common shares outstanding.  In addition, it will help you understand the differences, uses, and where to find of each share type.  

The correct usage of common shares outstanding is critical to accurate financial analysis.  Most analysts use per share data, i.e. earnings per share, book value per share, etc. as standards of measurement to understand how a specific company is performing versus the market, industry and peers.  If these standards are not calculated correctly, there can be major negative results from the incorrect use of shares outstanding, particularly as you think a company is earning more per share than it really is.

Understanding Common Shares Outstanding

There are a number of different types of commons shares that need to be addressed.

1. Year-end Common Shares Outstanding (or Outstanding Shares).  

In most annual reports, you will notice a number of different headings for common shares throughout the reports.  The first is outstanding shares.  Outstanding shares are those held by the public (but possibly restricted from trading).  You can find this data on the balance sheet under the heading of common stock outstanding at year-end.  There you will generally find the number of authorized and issued common shares. When a company incorporates, the articles of incorporation state how many shares are authorized. These shares are held by the company treasury until issued.   

When these shares are issued or sold to the public, the number of shares outstanding is the number of shares sold (or held by company employees or insiders).  In addition, some shares may be sold (or given) to company employees, who are not allowed (for whatever reason) to sell them for a specific period of time (commonly called a lockup).   Shares locked up are still considered as part of common shares outstanding, although they cannot be sold.

In calculating year-end common shares outstanding, make sure to subtract any Treasury Shares (see item #8) which are shares held by the company.

     2. Weighted Average Shares Outstanding (CSO=basic in millions)

Many times companies will issue (or repurchase) shares to finance investments, give incentives to employees or management, or to take advantage of current market conditions.  As such, the shares outstanding on the balance sheet change from year to year.  How do we account for this in our calculations?

XYZ corporation has 10 million authorized shares and 5 million issued shares outstanding during 2002.  In June of 2002, they decide the market conditions are good, and they sell the additional 5 million shares on June 30th.  Note that on XYZ’s December year-end financial statements, they now have 10 million shares outstanding, but 5 million were added during the last half of the year.  Would you use 10 million, 5 million, or some other number in calculating earnings per share for the year of 2002?

While we will not calculate weighted average number of shares outstanding in this class, the formula for its calculation is the total of shares outstanding times the number of months outstanding divided by twelve.  In the above example, although XYZ has 10 million shares outstanding at year end, their weighted average shares outstanding, which you would use for most calculations, would be 7.5 million shares, since the company sold the new shares six months into the new year.   The calculation would be:

 ((5mn shares*6 months)/12)+((10 mn *6 months)/12) = 7.5mn shares.  

All major earnings and other key calculations would use the weighted average number of shares outstanding.  The weighted average shares outstanding does not include treasury stock in its calculation.

     3. Weighted Average Shares Outstanding Diluted (ASO=diluted in millions)
What happens when the company has certain financial instruments outstanding which are tied, either directly or indirectly, to shares outstanding, such as convertible bonds (bonds that can be converted to common stock), warrants (which can be detachable or not and which may or may not be worthless), stock options (which may be either granted or purchased and may be out-of-the-money (no value) or in-the-money (have some value)).  How are these accounted for in the computation of earnings per share and other metrics?

The conversion of convertible securities, the exercise of warrants, and the exercise of options will all affect the number of shares outstanding at the end of the year if exercised or if they are in-the money or have value.  While many of these instruments may not be valuable now, they may be valuable some time in the future.  For this reason, companies are required, by law, to calculate the weighted number of shares outstanding assuming full dilution of financial instruments, which tells what the earnings and other standards are per share assuming all outstanding convertible securities, options, and warrants were converted.

These numbers will come from the company’s annual reports for historical data, found most easily on  Bloomberg or the SEC website.  This is the average number of shares outstanding (diluted) for computation of your ratios on a per share basis.  You will generally find the diluted common shares outstanding on the bottom of the income statement.

4. Impact of Dilution in Million Shares (ACSOD – ACSO)

As an analyst, you want to know the impact of the various financial instruments discussed above on the number of shares outstanding.  To get this, subtract the difference between the average common shares outstanding diluted and the average common shares outstanding, which is without any dilution.  This gives the impact of dilution in millions of shares. 

5. Common Stock Repurchases or Buybacks

Companies may repurchase their common stock on the open market.  In theory, this should be a rational use of cash, implying that a company's best investment alternative is to buy back its stock, which it perceives as cheap.  If earnings stay constant, the reduced number of shares will result in higher earnings per share, which all else being equal will result, should result, in a higher stock price. 

Remember though that there is a difference between announcing a buyback and actually buying back stock.  While the announcement usually helps the stock price, it is key that they actually buy back stock. Not all "announced share buybacks" are actually implemented. 

6. Float

Float is another key term relating to shares outstanding that should be understood.  Float refers to the percentage of shares outstanding that are actually in the hands of the public and are not controlled by insiders, major shareholders, or under lockup. The smaller the float, the more the price can be manipulated or moved by existing shareholders.  The larger the float, the less likely the price can be moved.  Generally, it is more risky to own shares of companies with a smaller than larger float.

7. Treasury Shares

Treasury shares are shares of stock which were issued by the company, traded in the market, and which have since been repurchased by the corporation. Treasury stock not considered when calculating dividends or earnings per share.  When your company has Treasury Shares, you must first determine the year-end shares outstanding (from the Shareholders Equity portion of the Balance Sheet), and then subtract out Treasury Shares or other shares held in trust to get the total shares outstanding at year-end.  Be careful, as sometimes the company takes out the Treasury Shares and sometimes they do not.
Forecasting Common Shares Outstanding 

In forecasting common shares outstanding, it is critical that you have the latest reported period end, weighted average basic, weighted average diluted, and treasury shares outstanding as of the last reported period.  If you are in June and your company year-end is December, you must find the above information in the most recent 10-Q report.  Your first forecast year for your company’s shareholder’s equity should be exactly as the most recent quarter (10-Q), except for the change in Retained Earnings.  
1. Year-end Common Shares Outstanding (or Outstanding Shares).  

For your forecasts, it is common practice to not assume any new issues of common shares for your company, as your earnings per share and other forecasts will be different from other analysts (due to your change in shares outstanding).  For this reason, your year-end shares outstanding for your forecast years will equal your year-end shares outstanding at the end of the most recent quarter (10-Q) or year (10-K) for which you have data.  This share amount will be the same for all forecast years.
2. Weighted Average Common Shares Outstanding Basic

We assume that there is no new net issue of new shares during the forecast period (as it has an impact on EPS calculations).  As such, your new forecast for weighted average common shares outstanding for your forecast years should be simply the previous years year-end common shares outstanding.  Remember, if there is no new issue or sale of shares for a company, the weighted average basic shares outstanding will equal your year-end common shares outstanding.

3. Weighted Average Common Shares Outstanding Diluted   

Forecasting your weighted average shares requires an additional assumption.  That is that the impact of share dilution will remain constant for the forecast years.  While that may not be the case, what we have now is still the best forecast of what we will have in the future.  Under this assumption and the above assumption of no new increase in shares, the average shares outstanding diluted for your forecast years will equal your year-end shares outstanding for the previous year plus your impact of dilution for the previous year.

4. Treasury Shares   

Forecasting treasury shares is a challenge.  Luckily, you do not know how much they are going to buy or sell, nor at what price they will buy or sell shares.  As such, you assume that your treasury shares will remain constant over the life of your forecast.  Then, if you get any new information at later quarterly reports, you change your forecast to equity your most recent results.

5. Forecasting Likely Changes in Common Shares Outstanding 

Some students have wanted to adjust the shares outstanding if they anticipate a new issue of stock or if you anticipate a share repurchase.  The question remains at what price will the new shares be issued?  If you feel strongly that they will issue new shares you can change your shares outstanding and your common stock (but I don’t recommend it), but do so only after you have finalized your analysis assuming constant shares outstanding for your forecast years so you can compare your forecasts with other analysts forecasts.
Conclusion
Understanding common shares outstanding is a key part of understanding and valuing a company for investment purposes.  As such, it is important that you calculate your shares outstanding very carefully and very correctly.
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