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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:
David Dreman
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David Dreman

• Founder and chairman of Dreman Value 
Management LLC

• Was at the forefront of research that has 
come to be known as behavioral finance

• Author of five books on contrarian investing 
and behavioral finance, including “Contrarian 
Investment Strategies: The Psychological 
Edge” and “Psychology and the Stock Market”

• Senior columnist for Forbes and author of 
“The Contrarian” column for over 30 years
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Dreman’s Contrarian Value 
Investment Approach
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Dreman’s Contrarian Value 
Investment Approach

• Try to identify investment opportunities that 
are not necessarily recognized by the 
majority of other investors
– Go against the crowd by seeking out-of-favor 

stocks and avoid high-flying “fashionable” stocks

• Look for financially solid companies that may 
be temporarily out of favor with the market

• Seek stocks that are priced low relative to 
their earnings, sales, cash flows or dividends
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“Contrarian” Investing & 
“Value” Investing Aren’t 

Necessarily the Same Thing
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A Broken Definition of Value
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A Broken Definition of “Value”

• A common definition of “value” is stocks 
represented by the Russell 1000 Value index
– Growth stocks represented by the Russell 1000 

Growth index

• However, more than 25% of the stocks in the 
Russell 1000 Value index and Russell 1000 
Growth index overlap
– 1,004 stocks in Russell 1000 index (6/30/2020)
– 435 stocks in Russell 1000 Growth index
– 839 stocks in Russell 1000 Value index
– 1,274 total companies in both indexes [(1,274 –

1,004) ÷ 1,004 = ~27%]
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Dreman’s Contrarian Definition 
of Value

• Contrarian value investors look for “value” 
at the extreme
– Low P/E
– Low P/B
– Low P/CF
– High Dividend Yield

• “Deep value”
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Potential Advantages of a 
Contrarian Value Strategy

• The stock market, historically, has 
overvalued the prospects of 
highly regarded stocks and undervalued 
those with apparently poor outlooks

• Low P/E stocks have historically 
outperformed the market (S&P 500) 
and/or high P/E stocks
– Add in the defensive characteristics of large 

dividend-paying stocks, and the 
outperformance is even greater
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Why Doesn’t Everyone Do It?

• Investors fail to recognize the benefits of the 
contrarian value strategy because of:
– Over-diversification

• Own everything just in case
• Have both growth and value instead of one or the 

other
– The proliferation of growth funds versus value funds
– The composition of traditional growth and value indexes
– Behavioral issues

• Prone to “running with the crowd” psychological 
biases

• Peer pressure, client pressure, career pressure, 
psychological forces, etc.
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Why Behavioral Finance?
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Why Behavioral Finance?

• Fact: Over 90% of money managers 
underperform the market over a 10-year 
period

• Reason: Current investment theory 
doesn’t teach them to account for 
powerful psychological forces that 
influence their decisions, leading to 
consistent and predictable errors
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Behavioral Finance in Practice

• Conventional financial theory assumes 
that all investors are “rational”

• History has shown that emotions can lead 
to irrational investment decisions, creating 
bubbles and panics

• Behavioral finance offers clear 
explanations and suggests ways to take 
advantage of mistakes made by both 
professional and individual investors
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Mental Shortcuts Can Take 
Investors Off Track
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Heuristics Can Lead to Bad 
Investment Decisions

• Investors tend to base decisions on 
information that is insufficient
– Flocking to mutual funds with the best performance 

over the last year

• Investors immerse themselves in the unique 
details of a situation while ignoring the 
probabilities based on past similar situations
– The most “certain” someone is of something, the 

less weight they give to prior probabilities
– Popularity of hot new issues even though history 

shows them to have a high probability of losses
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Heuristics Can Lead to Bad 
Investment Decisions

• Investors tend to be drawn to situations that 
are current performing above the average 
and assume that the high level of 
performance will continue, even though there 
is a tendency for “mean reversion”

• Investors’ inclinations are reinforced when 
the crowd interprets information in the same 
way

• Investors tend to demand immediate 
feedback
– Expect promising stocks to provide a quick price 

increase
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Heuristics Can Lead to Bad 
Investment Decisions

• Investors tend to misread probabilities
– Greater emphasis is placed on recent or 

emotional events, whether positive or negative
• Investors tend to have hindsight blindness

– They look at past errors and feel the mistake 
made would have been “obvious” if they hadn’t 
been blinded by an overly pessimistic or 
optimistic view

– This interferes with a proper assessment of 
past errors and prevents investors from 
learning from past mistakes
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The Erroneous Earnings 
Estimate
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The Erroneous Earnings 
Estimate

• Earnings drive stock 
prices, so there is much 
emphasis placed on 
earnings projections
– To be valuable, earnings 

forecasts must be very 
accurate and projected far 
into the future

• Analysts, and the market, 
believe they can forecast 
earnings within pennies of 
actual results
– But they fall prey to 

psychological biases
– As a result, the average 

forecast error was 40% 
quarterly over the last 30+ 
years

• Contrarian investors can 
use this to their advantage
– Forecasting errors lead to 

persistent over- or 
undervaluing of stocks

– Also leads to earnings 
surprises

• Low P/E stocks perform 
better than high P/E stocks 
for both positive and negative 
earnings surprises

– The market isn’t surprised 
by negative surprises and 
positive surprises are 
unexpected

• Positive earnings surprises for 
high P/E stocks are far less 
significant, since they are 
expected, and negative 
surprises can lead to large 
price declines for this group
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Effects of Earnings Surprises
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Overcoming Biases
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Rules to Help Overcome Biases

1. Don’t be influenced by a hot performance 
record

2. Don’t rely solely on the specific situation, but 
also consider prior probabilities of similar 
situations

3. Don’t be seduced by recent rates of return 
that deviate sharply from past norms

4. Don’t expect the strategy you adopt will 
provide immediate success

5. Pursue stocks that are out-of-favor with the 
market, as indicated by low P/E ratios
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Contrarian Investing Isn’t the 
Silver Bullet

• Be prepared for periods when the low P/E 
strategy will underperform

• Keep in mind the cumulative results over 
long periods (decades or more)

• Patience and discipline are key to 
succeeding with a contrarian investment 
strategy
– Otherwise, run the risk of buying high and 

selling low
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Dreman’s Contrarian Value 
Investment Selection Process

1. Screen mid- and large-cap stock universe
– These firms are more in the public eye

• Less chance of “accounting gimmickry”
– These firms have more staying power and are less likely to go 

out of business than smaller companies or start-ups
2. Screen value universe

– Low P/E by industry
– Above-market dividend yield
– Visible earnings

3. Conduct fundamental research
– Bottom-up analysis of individual stocks
– Financial strength & value metrics

• High ratios of current assets relative to current liabilities; low debt 
as a percentage of equity; and low payout ratios

• Favorable operating conditions, such as high returns on equity and 
high pretax profit margins relative to others in the industry.

– Proven record of earnings growth that is also sustainable
4. Portfolio construction & management

– Diversify across numerous industry groups
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Sell Discipline

• P/E rises above that of the market
• Multiples exceed that of its sector or 

industry
• Deterioration in fundamental outlook
• “Extremely poor” price performance
• Mergers or acquisitions
• Market cap moves out of a distinct range
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AAII’s “Dreman With a Twist”
Stock Selection Strategy

• Market cap ranks in the top 30% of the stock universe
– Current universe of 1,855 companies
– Market cap floor is $1.64 billion
– Total stock universe: Median market cap is $350.2 million, 

average is $7.63 billion
• P/E ranks in the bottom 40% of all U.S.-listed stocks

– Current universe of 1,175 companies
– Highest P/E in this group is 13.6

• Dividend yield of at least 1.5% (S&P 500 currently 
yields 1.87%)

• Total liabilities to total assets below industry norm
• EPS growth exceeds stock universe for trailing 12 

months and last year
• Earnings are forecasted to rise in the current fiscal 

year
• A+ Estimate Revisions Grade of B or better
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MDU Resources Group Inc. (MDU) is
engaged in regulated energy delivery
and construction materials and services
business. The company’s business
segments are electric, natural gas
distribution, pipeline and midstream,
construction materials and contracting
and construction services.
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Attractive Valuation
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Strong, Sustainable Growth
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Forecasted Growth
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Financial Strength
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Financial Strength
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Earnings With a Twist: Surprises & 
Upward Estimate Revisions
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Stock Superstars Report (SSR) 
Dreman Portfolio 

• Dreman’s contrarian value approach, with a twist, 
is the cornerstone for the Dreman Portfolio & 
Watchlist for the Stock Superstars Report

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

screening strategy
• Additional criteria for liquidity
• Qualitative vetting
• Quant-driven sell rules

FULL DISCLOSURE: MDU Resources is held in the 
SSR Dreman Portfolio
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Dreman 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
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Thank You!

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

about this presentation
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Upcoming Webinars

• AAII Shadow Stock 
Portfolio: From 
Theory to Practical 
Application
– Wednesday, July 

22, 7:30 p.m. 
(Central)

– Presented by John 
Bajkowski, AAII 
President

• AAII Open House: 
Dividend Investing
– Wednesday, July 

29, 7:30 p.m. 
(Central)

– Presented by Derek 
J. Hageman, AAII 
Financial Analyst

Register at www.aaii.com/webinars


