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Stock Superstar

Definition: 
An investor with a systematic 
approach to investing who has 

outperformed the market over the 
long term.
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AAII Stock Screens
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Featured Stock Superstar:
John Neff
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John Neff is the investment 
profession’s investment professional. 

Nobody has ever managed a large 
mutual fund so very well for so very 
long a time. And no one is likely to 

do so again. 
—Charles Ellis
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John Neff

• Manager of the Windsor Vanguard Fund from 
1964 through 1995
– Total assets grew from $75 million to $13.7 billion 

at his retirement 
– Over his 31-year tenure, Neff outperformed the 

S&P 500 for 23 of the years
– The average annual rate of return was 13.7% 

versus the 10.6% average for the index
– $10,000 invested over those 31 years would have 

grown to $537,271 versus $227,200 invested in 
the index (2.4x higher)

• His 1999 book “John Neff on Investing” 
outlines his investment approach

• Lifelong Detroit Tigers fan
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Neff’s Investment Principles

• Low price-earnings (P/E) ratio
• Fundamental growth in excess of 7%
• Yield protection (and enhancement, in 

most cases)
• Superior relationship of total return to P/E 

paid
• No cyclical exposure without 

compensating P/E multiple
• Solid companies in growing fields
• Strong fundamental case
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Using P/E Ratios as Yardsticks

• Price alone discloses nothing about the 
relative value of two or more stocks

• The P/E ratio supplies a yardstick
– P/E ratios express stock prices per dollar of 

earnings
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Low P/E

• Neff didn’t engage in the market’s clamor 
for fashionable (high-P/E) stocks

• He instead tried to coax overlooked, out-
of-favor stocks to move up from 
undervalued to fairly valued

14

Not All Earnings Are Equal

• P/E ratios express more than just 
historical earnings 

• Expected earnings are also implied
– P/E ratios reflect growth expectations

• P/E ratios ultimately express the expected 
growth rate in earnings
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Forward Earnings 
Glean the Future

• Forward earnings estimates boil down to 
educated guesstimates

• Forward growth rates are exposed to surprises
– The market does not like to be negatively surprised

• High P/E stocks have expectations based, in part, 
on past performance (high historical growth 
rates)

• With such high expectations, any hint of falling 
short can have punishing results

• Exceptional growth rates eventually descend 
toward the normal range
– Reversion to the mean
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Carloads of research statistics demonstrate 
that low P/E investing works, but no evidence 

I have seen speaks more convincingly than 
Windsor’s track record. During my 31-year 

tenure, we beat the market 22 times. By the 
time I retired, each dollar invested in 1964 

had returned $56 versus $22 for the S&P 500. 
—John Neff

Low P/E Works
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You Don’t Need 
Stunning Growth Rates

• Absent stunning growth rates, low P/E 
stocks can capture the wonders of P/E 
expansion with less risk than skittish 
growth stocks
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Fundamental Growth

• Low P/E companies growing faster than 
7% a year indicate underappreciated signs 
of life
– Particularly if accompanied by an attention-

getting dividend

• Neff also wanted companies that were 
growing at a sustainable level
– Usually capped growth at 20% a year
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Yield: 
Return Shareholders Can Pocket
• A low P/E strategy often results in a 

superior dividend yield
• Per Graham & Dodd, yield is the more 

assured part of growth
• Companies usually only lower their 

dividend under extraordinary duress
• Since stock prices usually sell on the basis 

of expected earnings growth, shareholders 
collect the dividend income for free
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Relationship of 
Total Return to P/E Paid

• Neff’s definition of “total return” described 
growth expectations
– Annual earnings growth + Yield

• Total return supplied half of the ratio that 
summarizes Neff’s competitive edge
– The other half is P/E, which measures what is paid 

to secure the total return

• Total return ratio: Total return ÷ P/E
• Neff hunted for stocks with a “cheapo profile”

– Total return ratio was notably out of line with 
industry or market benchmarks
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Windsor hunted for stocks with a 
cheapo profile; their total return divided by 
the P/E ratio was notably out of line with 
industry or market benchmarks. To put it 

differently, we preferred stocks whose total 
return, divided by the P/E, exceeded the 

market average by 2 to 1. 

– John Neff 
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Components of Stock Prices

1. Earnings per share (EPS)
– The perceived growth in future earnings

2. The multiple of earnings per share that 
the market assigns to it

• By capturing growth in EPS and the 
expansion of the P/E, investors usually 
benefit from rising share prices
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Benefits of P/E Expansion

24

No Cyclical Exposure Without 
Compensating P/E

• Neff didn’t shy away from cyclical stocks, 
but he wanted to catch them at the right 
moment
– At the end of one cycle, when prices were 

beaten down, but before the market 
recognized improving earnings

• Earnings fluctuate under the best 
circumstances

• Used an estimate of normal earnings
– A best estimate of earnings at higher points 

along the business cycle
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Never Capitalize on 
Peak Earnings

• For cyclical stocks, there is a ceiling on 
their P/E ratio

• As the peak in the cycle approaches, the 
market resists pushing the P/E higher 
when it knows a trough is on the horizon

• Neff only purchased cyclicals with 
prospective P/Es that scraped the bottom

• He felt that a low P/E strategy makes 
maximum money 6 to 9 months before 
cyclical firms reported better earnings
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Solid Companies in 
Growing Fields

• Neff sought out good companies with solid 
market positions and evidence of room to 
grow

• As long as the business remained sound, 
strategic plans were in place and sufficient 
resources existed to weather the difficult 
conditions, Neff counted on companies to 
work their way back
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Strong Fundamental Support

• Neff did not feel there was a solitary 
fundamental measure that should dictate 
whether to buy a stock

• His research team analyzed a variety of 
data to confirm or contradict growth 
expectations
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Strong Fundamental Support

• Neff’s security analysis included earnings 
and sales
– Earnings growth drives the P/E, and dividends 

come from earnings
– Ultimately, however, growing sales create 

growing earnings
• While margin expansion can boost earnings, 

ultimately, attractive companies must 
demonstrate sales growth
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Strong Fundamental Support

• Neff placed emphasis on cash flow, especially 
as companies became more creative with 
their definition of “earnings”

• Neff’s definition of cash flow
– Retained earnings (net profits not distributed 

through dividends or other means) + depreciation
• Reconcile cash flow with measures that 

indicate how much cash a company requires 
to feed its capital requirements
– Working capital (current assets – current liabilities)
– Capital expenditures

• Excess cash flow can provide capital for 
additional dividends, stock buybacks, 
acquisitions or reinvestment
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Strong Fundamental Support

• Neff felt that return on equity (ROE) was 
the best single yardstick of what 
management accomplished with money 
that belongs to shareholders
– Net income ÷ shareholders’ equity
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Strong Fundamental Support

• Lastly, Neff looked at operating margin as 
an indication of a company’s “earnings 
margin of error”
– (Sales – Operating Expenses) ÷ Sales

• Among low P/E stocks, a robust operating 
margin supplies protection against 
negative surprises
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Looking for Low P/E Stocks

• Neff kept tabs on stock’s hitting new 52-
week lows
– A starting point for additional analysis, not a 

buy signal
– Find out why the stock price has been pushed 

down

• Neff also looked at the daily worst 
performers to see if there were any stocks 
that he knew about for additional analysis

• Bad news also caught his attention
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Develop a Curbstone Opinion

• Informed observations about the general 
condition of a company or an industry or 
aspects of the economy that are likely to 
affect the first two. 

• Ask and get answers to these questions:
– What is the company’s reputation?
– Is its business likely to grow?
– Is it a leader in its industry?
– What is the growth outlook for the industry?
– Has management demonstrated sound 

strategic leadership?
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Reasons to Sell

• Neff sold shares for either of two reasons:
– Fundamentals deteriorated
– The price approached his expectations

• Sell when you make a mistake
• Failure of fundamentals becomes obvious using 

two measures:
– Estimates of earnings
– Five-year growth rates

• Calculated appreciation potential based on 
earnings expectations and projected P/E 
expansion

• “When you feel like bragging about a stock, it’s 
probably time to sell.”
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AAII’s Neff Approach

• Dividend-adjusted PEG ratio no more than 60% of 
stock universe
– Inverse of total return ratio
– Trailing P/E ÷ (Estimated EPS growth + Yield)
– Company must have analyst coverage to be considered
– Company does not need to pay a dividend

• Average annual sales growth over the last 5 years 
between 7% and 20%

• Average annual estimated EPS growth over the next 3 
to 5 years between 7% and 20%

• Operating margin equal to or above industry median 
for trailing 12 months and last fiscal year

• Positive free cash flow over trailing 12 months and 
last fiscal year

• Sell when PEG ratio is twice that of universal median
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Triton is the largest intermodal container leasing
company in the world. Its equipment leasing
operations include the acquisition, leasing, releasing
and ultimate sale of multiple types of intermodal
transportation equipment, primarily intermodal
containers. The types of containers Triton leases
include dry freight containers, refrigerated containers,
special containers, tank containers and chassis.



37

38



39

40

Dividend-Adjusted PEG Ratio
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Attractive Valuation
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Strong, Sustainable Growth
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Forecasted Growth
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Fundamental Support
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Stock Superstars Report (SSR) 
Neff Portfolio 

• Neff contrarian total return approach is 
the cornerstone for the Neff Portfolio & 
Watchlist for the Stock Superstars Report

• 10-stock portfolio & watchlist
• Stocks must meet criteria of AAII’s Neff 

screening strategy
• Additional criteria for liquidity
• Qualitative vetting
• Quant-driven sell rules
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Neff Portfolio Watchlist
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Disclaimer

• AAII’s superstar guru screens are inspired 
by their works and philosophies

• However, the various superstars were not 
involved in the creation of these screens 
and the passing companies do not 
necessarily reflect stocks they would 
invest in
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$1 Trial for Today’s Attendees
https://tinyurl.com/SSR-trial



49

Thank You!

Contact me at wayne@aaii.com
with questions or comments 

about this presentation
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Upcoming Webinars

• Unveiling AAII’s 
Platinum Service
– Wednesday, August 

19, 7:30 p.m. 
(Central)

– Presented by AAII 
Staff

• A Sample 
Investing Plan 
Based on the 
AAII Way
– Wednesday, August 

26, 7:30 p.m. 
(Central)

– Presented by 
Charles Rotblut, 
AAII Journal Editor

Register at www.aaii.com/webinars


