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STOCK SELECTION STRATEGIES

By Tom Burnett

All publicly traded
companies must file a
proxy statement once
a year in advance of
their annual meeting,
and these statements
can contain a wealth
of critical data about
a company’s financial
health if you know
where to look.

THE KEY POINTS TO LOOK FOR IN
A CORPORATE PROXY STATEMENT

Tom Burnett is a chartered financial analyst and senior trading adviser with Wall Street
Access, a NYSE member firm in New York (www.wsaccess.com).

This article originally appeared in Netfolio Insights, the on-line magazine published by
Netfolio (www.netfolio.com), an Internet-based personal fund service that helps investors
select stock portfolios that match their financial objectives.

Say the word “proxy” and most investors start to nod off. A proxy state-
ment is perceived to be a complicated document that’s written for number
crunchers, not average investors.

Yet a proxy statement can contain a wealth of critical data about a
company’s financial health–if you know where in the document to look.

Where can you find the most telling facts about a company’s proxy state-
ment and how can you interpret that data before investing?

HOW TO FIND A PROXY, FAST

All publicly traded companies–with the exception of the tiny ones that are
listed on the Nasdaq Bulletin Board–must file a proxy statement once a year
in advance of their annual meeting.

All U.S. companies are required to file the statement electronically. As a
result, the public document is immediately available on-line to the public.
Foreign companies listed on U.S. exchanges as American depositary receipts
(ADRs) do not have to file electronically, although some do.

A company’s proxy is easy to access by calling the company for a copy,
visiting its Web site, or going to the Securities and Exchange’s EDGAR site
(www.sec.gov/edgarhp.htm); the form code for looking up proxy statements
on the SEC database is DEF.

WHAT TO LOOK FOR

Here’s what to look for in a company’s proxy statement before investing in
its stock:

� How many options do directors hold?
Flip to the “Election of Directors” section in the front of the proxy. This

section lists the names of all directors and their holdings in the company,
including how many shares of common stock they hold. The table lists
holdings of all classes of company stock, with options listed separately. Figure
1 provides an example from the Microsoft proxy statement for its November
9, 2000, annual meeting. [This example is provided for illustration purposes
only].

What to look for: See if the directors as a group own a significant portion
of the company—5% or more. Include options in this calculation. To find the
total number of company shares outstanding, go to almost any on-line site
offering stock research, consult Value Line, or call the company.

It’s a bad sign if several directors own just a few hundred shares and have
few, if any, options. You want their financial interests to be aligned with
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yours, and you want them to have
an incentive to dissuade the CEO
from doing anything really dumb.

� Who are the other large investors?
The “Election of Directors” section

also details the stock and options
holdings of senior management and
any holders who own more than 5%
of the company.

What to look for: Investors should

want top executives to have signifi-
cant stakes in the company. It’s a
bad sign if an executive vice presi-
dent owns only 1,000 shares.
Investors should want each top
manager to have more than $1
million in stock. The only exception
is if the person is a very recent hire.

You also should check to see
which companies have strong
positions in the company you’re
considering.

A case in point appeared in last
year’s PaineWebber proxy. If you
had examined the proxy, you would
have seen that General Electric at
the time owned 21.7% of the
company and Yasuda Mutual owned
7.7%. This kind of information can
give you insight into the kinds of
supporters and controlling interests a
company has and the corporate
relationships it has developed. The
support of both General Electric and

FIGURE 1. MICROSOFT PROXY EXAMPLE: DIRECTORS’ HOLDINGS

FIGURE 2. MICROSOFT PROXY EXAMPLE: EXECUTIVE COMPENSATION
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Yasuda Mutual was key when
PaineWebber merged with Swiss
banking giant UBS Warburg last
summer.

EXECUTIVE COMPENSATION

� Are top executives overpaid?
Turn to the “Executive Compensa-

tion” section. There you will see
exactly what the company’s top
officers have earned annually over
the past three years. Figure 2 shows
an example, again from the

Microsoft November proxy.

What to look for: Investors
should check to see whether their
compensation seems appropriate or
whether the executives are overpaid.

Is their compensation increasing
steadily, or has it taken an enor-
mous jump recently? Does this
increase relate to the company’s
earnings or stock price perfor-
mance, or does it seem excessive?

Check three companies in the
same industry and compare com-

FIGURE 3. MICROSOFT PROXY EXAMPLE: OPTION GRANTS

FIGURE 4. MICROSOFT PROXY EXAMPLE: THE PERFORMANCE GRAPH

pensation packages. Consider
investing in companies whose senior
executives have large stakes in the
company but relatively modest pay
packages.

� What’s the exercise price of
recent options?
The next table in the compensa-

tion section is called “Option
Grants.” It reports all option grants
for senior executives and the prices
at which those options can be
exercised. Figure 3 illustrates this
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section from the Microsoft Novem-
ber proxy.

What to look for: Investors should
want to see an exercise price for the
most recently granted options that is
close to the current market price or,
preferably, above it.

That’s because investors want the
executives to have a strong financial
incentive to get the stock price to a
higher level.

It’s a bad sign if options have
recently been repriced—that is,
lowered—so that the stock no longer
has to rise as high for the options to
be profitable if exercised. Any
repricing of options must be explic-
itly discussed in this section.

TRANSACTIONS

� Are executives borrowing at a fair
rate?

In the “Related Party Transac-
tions” section, you’ll find a discus-
sion of every kind of transaction

(loans, sales, rentals, leasebacks, etc.)
between company officers and the
company—or between the company
and certain related businesses.

What to look for: Are executives
being charged a fair interest rate for
any money they have borrowed from
the company? Interest-free loans are
a bad sign because they mean that
the executives are getting sweet deals
at the expense of the company.

Has a company executive recently
sold real estate or a business to the
company? While such a transaction
could be perfectly acceptable, it is
extremely troubling if there is any
doubt about the true value of what
was sold.

Make sure there was an external
independent appraisal and, if
possible, check recent prices of
comparable transactions. If the
transaction looks fishy, it’s probably
a good idea to avoid investing in the
company.

THE BOTTOM LINE

� What’s the shareholder return
performance?
Look for the “Performance

Graph” section. You’ll find a chart
that compares the stock price
performance of the company to the
S&P 500 and to its peer group.
Figure 4 shows the performance
graph from the Microsoft November
proxy.

What to look for: This chart
provides a terrific visual sense of
how the company has been doing
compared to its market benchmark
and the stocks of its competitors.

The chart is a reminder that
beating the S&P 500, as impressive
as it is, may not matter that much if
the company has badly trailed its
peers.

Ideally, investors should want a
stock that has beaten its market
index and is one of the leaders in its
industry. ✦

Check the following areas of our Web site for more information:

� Use the search tool to locate related AAII Journal articles, such as:

“Exercising Your Rights: How to Use Proxy Material”

“What to Look for in Corporate Reports and SEC Filings”

“Investing in Gray Matter: Evaluating a Firm’s Human Assets”

� Link directly to SEC filings in the Tools area under Quotes & Research


