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FOREWORD

JouN NEFF 1S the investment profession’s investment profes-
sional. 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 ever again.

The record of his management of the Windsor Fund for more than 30
years is truly astounding. During an era when professional investment
managers’ returns have increasingly lagged the market averages, John Neff
delivered an annual gverage that exceeded the “market” rate of return by
more than 3 percent. (His results were actually 3.5 percent ahead of the
market. After expenses, the net rate of return, over one-third of a century,
averaged 3.15 percent higher than the market—year after year after year.)

Consider what his record really means, given the great effect of com-
pounding (which Albert Einstein regarded as one of humanity’s most
enlightened ideas). Compounded over 24 years, 3 percent per year will
double the original investment. John Neff achieved more than 3 percent
for more than 24 years!

A sweet extra advantage for the tens of thousands of investors who have
benefited from John Neff’s splendid performance is almost unknown.
Contrary to the reasonable expectation that to achieve higher returns,
investors must accept more risk, the investment risks taken by John Neff
were Jower than the riskiness of the overall stock market. John would re-
mind us: “That’s just one of the several good reasons for being a con-
trarian investor!”

A true statement, but not the whole truth. John Neff is too modest to
cite the main reason he was so effective as a “contrarian,” or independent-
minded investor: Discipline. John Neff was able to go against the tides of
conventional market opinion because he knew more about the companies
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in which he invested. In addition to being original, independent, and
very rational in his evaluations, John knew more because he worked
longer and harder.

When John Neff received the worldwide investment profession’s high-
est award, one of his “secrets” was revealed. At home (or wherever he
might be visiting), every Saturday at 1:00 .M., John retires to the privacy
of his room to read—again—every word in every issue of The Wall Street
Journal for the preceding week of business. This is only one evidence of
the remarkable self-discipline with which this unique professional pre-
pares himself for the very competitive work of professional investment
management.

John engages most vigorously in meetings with securities analysts—
both those at his own firm and those at the leading stockbrokerages. After
cheerfully challenging their assumptions, analyses, and projections, he al-
ways makes his own independent price judgment. For the unprepared,
meeting John Neff can be a “disaster.” Those who meet Neff’s standards
appreciate that John answers his own phone (“Neff!”), and he always gives
as good as he gets, or better, in both information and insight. Neff’s rig-
orous discipline in “doing his homework” has one important consequence:
His portfolio’s turnover and the cost of transactions are kept to unusually
low levels. Correcting errors—and, of course, making errors—is costly to
investors. So are the taxes levied on short-term profits. John skillfully
works to minimize both.*

John is not only the profession’s professional investor, he is an exem-
plar as a “servant fiduciary”—always centered on his chosen responsi-
bilities as investment manager for the families and individuals who have
entrusted their savings to the mutual funds he manages.

The best investment decision I ever made' was to buy—25 years ago,
on maximum margin—the so-called “Capital” shares of the Gemini duo-
fund. A duo-fund (no longer allowed) was a special class of mutual funds

* John is a Trustee of the University of Pennsylvania. (He was never a student there, but
he has taught in the university’s Wharton Business School.) When asked to manage the
equities of the university’s endowment, he took it on pro bono for 16 years and delivered
a strong performance. The university’s endowment fund increased from $170 million to
$1.8 billion. John has also served for many years as one of three Managing Partners of
Wellington Management Company. His investment acumen complements his business
acumen,

" My most profitable investment decision was different. More than 20 years ago, my part-
ners and [ invested in Berkshire Hathaway. That was a rational decision, but it was based
more on faith in Warren Buffett than on knowledge.
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in which half the money invested at the initial public offering got all the
dividends, and half the money invested got all the appreciation or capital
gains. In the then-prevailing bear market, stocks were far below their
past valuations, and investor sentiment was and had long been consistently
negative. ['his scenario created great opportunities for a contrarian in-
vestor, particularly one specializing in “value” stocks, which had been
particularly hard hit. Gemini’s Capital shares had, of course, borne the
brunt of the bear market and were selling at a serious discount. If the
market recovered, the Capital shares would rise with disproportionate ra-
pidity—roughly, twice as fast—because of the duo-fund structure. If
value stocks returned to normal relative valuations (a reasonable expec-
tation among those who recognize the powerful tendency of stock mar-
ket valuations to “regress to the mean”), a portfolio managed by John
Neftf would enjoy at least a quite favorable environment. And that superior
performance could soon eliminate the then-current market discount.

John was recognized as a superior investment manager who could be
expected to outperform the market (as he had done again and again). So,
[ had five complementary forces ready to work hard together for me:
John Netf, value stocks, mean regression, a current market discount, and
nearly two-for-one leverage on the upside. Still, the key factor in this
investment decision was the sure knowledge that John Neff would have
structured the portfolio and selected its holdings with extra care and at-
tention to risk.

Emboldened by the conviction that America was being “sold short”
by investors, I made a “worst case” estimate of the risk of a further drop
in the market. The most I could imagine was another 20 percent. If this
figure was correct, the rational course of action would be to borrow the
maximum 30 percent of margin through my stockbroker and plunge
deeply into purchasing the Capital shares of Gemini.* The stock mar-
ket went up; the Capital shares went from a discount to a premium; value
stocks became the market’s darlings; the leverage of a duo-fund worked
its wonders; and John Neff continued to outperform his peer group. All
tive forces locked in together, and a sixth, margin leverage, ensured my
sons’ education expenses.

Luckily for me, in many ways, my relationship with John Neff goes
way back. When I first met him in Philadelphia 35 years ago, I knew

" Special and continuing thanks to Jay Sherrerd, who first pointed out, 25 years ago, “ You
can get Neff at a discount.”

Xiii
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two things almost instantly. First, he was very smart, well informed, and
serious about knowing more. Second, I liked him and I liked the cut of
his jib. A few months later, John Corcoran, investment strategist for
Donaldson, Lufkin & Jenrette (DLJ) was giving an erudite discourse on
the investment opportunities available in different sectors of the mar-
ket. While all the other professional fund managers in his rapt audience
were cheerfully focused on how much some particular stocks could go
up, the meeting was brought to an awkward halt by Neff’s blunt question
to Corcoran: “John, what about 7isk?”

That cinched it for me: Here was a truly independent thinker.

I’ve been listening to John Neff on every possible occasion ever
since—as a share owner in the mutual funds he manages, at professional
meetings sponsored by the Association for Investment Management and
Research (AIMR), at portfolio manager seminars sponsored by DL],
and, quite happily in recent years, in his role as a Director of Greenwich
Associates.

A cheerful confession: From the very beginning, I strongly encouraged
John to write this book—partly so I could read Jobn Neff on Investing,
partly so my sons and friends could, and partly so any serious student of
the profession could benefit from the best thinking by this great investor.

CHARLES D. ELLIS

Greenwich, Connecticut
June 1999
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PREFACE

IN THE SPRING of 1998, I taught a graduate seminar on invest-
ing at the Wharton School in Philadelphia. A very lively group of stu-
dents sparked extensive reflection on my part. Aspects of my life fell
together in answer to dozens of questions about the nature of the in-
vestment process and why I chose the path I followed. This book con-
tinues my conversation with these students.

A book is a one-sided conversation, to be sure. But, like a good con-
versation, it can express a point of view in an informal manner, unen-
cumbered by charts and graphs that often clog books on this subject. If
we shared a compartment on a long train ride, what you read in these
pages is what I’d tell you about investing. I have highlighted the ideas
that seem most enduring to me after three decades at Windsor, rather
than supply a laundry list of topics related to investing. You can find
other books for that.

Teaching invited many questions about my own learning curve. I’m
not sure where it began, exactly. I joined the U.S. Navy and studied avi-
ation electronics before I dreamed of trading stocks, much less manag-
ing the largest equity mutual fund in the United States—the status
Windsor held until the doors were closed to new shareholders in 1985,
Perhaps my career started before I learned to count. I was always a stub-
born little fellow, which my mother expressed very succinctly: “John
Brown,” she declared, “You would argue with a signpost.” She was not
only right, she was prescient. My whole career, I have argued with the
stock market. Happily, as the Windsor Fund’s record shows, I won more
arguments with the market than I lost.
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W herever learning curves begin in this mercurial business, they never
seem to end. That’s the marvel, and also the heartbreak, of the stock
market. You can line up more experts than you can shake a stick at, but
none can predict with certainty what investors really want to know: How
will the market do tomorrow, or next week, or next year? An inex-
haustible flow of new information produces outlooks no one has seen be-
fore. An early Greek philosopher, Heraclitus, observed that a person
cannot step twice in the same river, because the river changes constantly.
Nor, in the same sense, can an investor step twice in the same market,
because the market changes constantly.

Hang around long enough, though, and you will begin to recognize
the market’s personality. It is irrational and unsentimental. It is cantan-
kerous and hostile. At times, it is forgiving and congenial. The market
has good days and bad days, good years and bad years. You can’t predict
them, and they can reverse course with stunning speed. But you can
learn to cope with them and improve your odds. In the bargain, you can
make good money.

Contrarian that I am, the format for this book is intentionally un-
orthodox as books on investing go these days. It is not about Hail Mary
passes; it’s about grinding out gains quarter after quarter, year after year.
My kind of investing rests on three elements: character, goals, and ex-
perience. Therein lies the three-part structure. Part One (My Road to
Windsor) is about my character, Part Two (Enduring Principles) por-
trays goals and mechanics, and Part Three (A Market Journal) records
how events played out during the last quarter-century of my Windsor ca-
reer. All were written with an eye to smarter investing, whether you
trade one stock a year or a stock a day (I don’t recommend the latter).

It seems pertinent at this juncture to add a note about the perfor-
mance of value investing in the late nineties. Many so-called value funds
have suffered a rough road. As a contrarian, [ say that’s to be expected.
When better to write a book about out-of-favor investing than when it’s
out of favor? Being out of fashion ultimately enhances opportunities on
the other side. On my watch, Windsor weathered trying times more
than once but still managed to spring back with championship results.

Individual investors enjoy a key advantage over professionals in one
critical respect. You can pick and choose stocks and bide your time un-
flustered by the fierce and often corrosive quarterly performance sweep-
stakes, especially in hostile market climates. Value investing (with a
focus on low price—earnings ratios, as I practice it) demands sober
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reflection. Scarce to begin with, sober reflection gets even scarcer as
bull markets progress.

Eventually, good stocks of good companies with solid earnings and
low price—earnings ratios receive the attention they deserve. With pa-
tience, luck, and sound judgment, meanwhile, you keep moving forward.
That’s the nature of the investment game: now and then a windfall, but
mostly a four-yard gain and a cloud of dust. My investment style can
give investors a lucrative edge over the long haul. But if you can’t roll
with the hits, or you’re in too big a hurry, you might as well keep your
money 1n a mattress.

JounN NEFF

Valley Forge, Pennsylvania
June 1999

xvii



Windsor vs. the S&P 500 (1964-1995)

$600,000
500,000
Winsor Fund Year-End Value (with all income dividends
and capital gains distributions reinvested)
300000 " Standard & Poor’s 500 Index Year-End Value
’ (with all dividends reinvested)
200,000
-~
100,000 /!
fr"
!
/
50,000 !
, s
7/
!
!/
30,000 S~
/
/
20,000 o
, 7\ /
’ Y /
y; \ d
N . A 4
_ ; , 4 "i”!
10,000
'64 66 68 70 72 '74 ’76 78 ’80 ’82 ’84 86 88 90
Calendar Year-End

$564,637

$232,974

92 94

95

TOTAL RETURN PERFORMANCE SUMMARY PERIODS
ENDING OCTOBER 31, 1995

Cumulative Average Annual
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5 Years +154.2% +121.1% | +20.5% +17.2%
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* Reflects tenure of Portfolio Manager, John B. Neff

© The Vanguard Group. All rights reserved. Reprinted with permission of the Vanguard Group.



CONTENTS

Foreword
Preface

Prologue: Citi Saga

PART ONE
MY ROAD TO WINDSOR

1. Journey Kast

. Grubbing It Out

. Basic Training

Banker’s Hours

. Baptism by Fire

. Taking Command at Windsor

Q\UI:F:WN

PART TWO
ENDURING PRINCIPLES

7. Elements of Style
8. The Bargain Basement
9. Care and Maintenance of a Low P/E Portfolio

X

X1

13
21
31
41
49

61
83
97



CONTENTS

PART THREE
A MARKET JOURNAL

10. The Silly Season
11. Four Yards and a Cloud of Dust

12. The Right Stuff
13. Good Guys Persevere
14. Déja Vu

Epilogue: Rivers and Markets

Appendixes

Index

123
149
175
203
229

237

243

257



PROLOGUE

CiTtIi SAGA

MoOST INVESTORS FEARED for Citibank in May 1991. Amid
real estate problems galore, and on the heels of cleaning up disastrous
loans to developing countries, Citi’s prospects were bleak. Billions of
dollars had been set aside to cope with bad real estate loans and to cor-
rect enormous problems, but monumental hurdles remained. Other
banks were recovering from similar problems; still, the headlines blasted
Citi, and regulators swarmed over its books. Continental Bank’s specter
lurked in the background, reminding investors that venerable banks here
today might vanish tomorrow. The stock price plunged almost daily.
Critics besieged Citi’s energetic chairman, John Reed, who was in the
fight of his life with his job on the line.

At Windsor, after weighing Citi’s situation carefully, we decided this
was a good time to buy.

It wasn’t as if Windsor owned too few Citi shares. The bank had
drawn our attention in 1987, when we were seeking to replace our stake
in J. P. Morgan following a very successful run-up in the stock price.
Citi shares at the time were changing hands for between 7 and 8 times
earnings, down from a heyday when the former chairman, Walter
Wriston, briefly transformed Citi into a growth company. His efforts
actually squeezed out growth of 15 percent a year. For a time in the
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early Seventies, Citi belonged to the very stylish Nifty Fifty, a list of
household-name growth stocks that had captivated the stock market.
When Citi’s growth rate settled down and lost its grip on investors,
Windsor swooped in. We experienced a much rougher ride than we had
bargained for.

Citicorp exercised Windsor’s contrarian streak from the start. Citi’s
important sizzle in 1987 was a steep discount to prevailing price~earn-
ings ratios. This discount reflected genuine apprehension about loans to
Latin American countries—aggravated, at least in Mexico’s case, by the
downward spiral in oil prices. Preoccupied with these concerns, the stock
market overlooked an important perspective. Forced by banking regula-
tions to set aside reserves in case these loans failed, Citi’s earnings in
1985 and 1986 bore severe burdens. Other investors paled at the losses.
We reached a different conclusion: Citi’s earnings were very conserva-
tively stated and probably would be higher.

By 1988, it looked as if Citi would reward our faith. A year after post-
ing record losses, the bank was on the road toward record profits. And
then recession hit, and its impact on widespread overdevelopment of
commercial real estate was especially severe. Developers went bust, leav-
ing banks on the hook with nonperforming real estate loans. Pressed to
replenish their capital, banks routinely unburdened themselves of these
loans at 50 cents on the dollar, or even less. In a smart move that raised
eyebrows at the time, Citi held on to its loans rather than fold.

Despite this litany of crippling problems, Windsor steadily increased
its stake in the downtrodden financial services sector. But things got
worse, particularly for Citi. Through interactions with Reed, mainly be-
cause [ offered a piece of my mind from time to time as Windsor’s stake
mounted, I grew to appreciate his determined, round-the-clock hard
work. I also developed some concern for him personally. Tough as things
were, | advised him not to give up golf. Introducing him, on one occa-
sion, to an investment audience, I confessed to early confusion about
Reed’s first name. With so many reports in the media referring to “be-
leaguered John Reed,” for a long time I thought that “beleaguered” was
his first name.

Ignoring the pundits, we bought more shares of Citi in early 1990.
Real estate woes notwithstanding, we believed that Citicorp had an ex-
traordinary consumer position that would eventually win recognition in
the marketplace. We noted that the problems primarily afflicted the
bank’s commercial real estate business. Earnings on the consumer side



