CHAPTER

Why Investors Fail

If you don’t know where youre going, you might wind up
somewhere else.
—Yogi Berra

Investing isn’t terribly difficult, but it's a specialized area
that requires careful navigatfion. A huge industry has
evolved to use a multitude of clever ways to separate
people from part of their retirement savings without nec-
essarily providing much benefit in return. In simple terms,
this means that neither your broker nor any of the array
of experts on Wall Street is necessarily your friend or even
on your side.

Think of investing as a journey. You start at one place
and head for another. If you want to drive from California
tfo Michigan quickly and painlessly, there are relatively
few choices that make sense. Most will probably draw
heavily on the inferstate highways. But imagine how hard
it would be to plan such a ftrip if sales forces for several
hundred competing highways were giving you tantaliz-
ing promises, saying they could get you there better and
faster if you would just choose their routes.

Investing is a little bit like that: The best route may be
efficient though boring. Yet along the way there are
hundreds of distractions and opportunities to get you off
the track. Most people have a tough time making good
investment decisions. They don’t have the necessary
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fraining or the knowledge. The difficulty of understanding
all the opftions sometimes appears greater than the ben-
efits of doing so. As a result, somewhere along the way
almost every investor makes at least one serious mistake.
Some never seem to stop making mistakes.

In this chapter we look at some of the more serious
ways that typical investors work against their own inter-
ests. Investors procrastinate or remain passive when the
circumstances call for action. They ignore the effects
of taxes and expenses. They don’t think about their
long-term and short-term goals in a clear, organized
way. They don’t have a written plan for how to get from
where they are to where they’re going. (Think of it as a
road map. If you leave it at home, it's no help.)

Most investors occasionally take way too much risk.
Sometimes they don’t take nearly as much risk as they
should. Investors pay too much of their hard-earned sav-
ings to other people who are not necessarily on their
side. Too many investors act as if they think smiling sales-
people are their friends. They put too much faith in insti-
tutions, as if they believe big companies are organized
for their customers’ benefit. They put too much faith in
what they see on financial television, what they hear on
the radio, and what they read in financial publications.
In doing this, they fail to distinguish between facts (which
can be very useful) and interpretation, persuasion, and
marketing.

Without getting any particular benefit in return, too
many investors give up liquidity, making it costly and
inconvenient to get their money back when they need it.
They have unrealistic expectations. They often treat invest-
ing as a competitive sport. They take investment advice
or tips from strangers or amateurs. They invest in ways that
fill their emotional needs instead of their financial ones.
Thus, they give in to fear and greed, arguably the two
most powerful forces on Wall Street. They put their money
into investments they don’t understand, leading to grief,
loss, and disillusionment that sometimes prompt them to
give up altogether.

Collectively, that’s the bad news. Whew!
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The good news is that investing does not have o be
that hard. This book shows you precisely how to over-
come all those hurdles and how to draw up a road
map that’s right for you. You'll learn how to implement
that plan so that good investment decisions become
automatic—instead of random events that seem to hap-
pen only by luck.

nvesting is about taking risks. When you risk your capital, you are
entitled to expect a fair return commensurate with the level of risk
you take. But if you're not careful, your own mistakes can prevent
you from achieving the return that should be yours.

When I meet with a new client, one of the first things we talk about
is risk. It’s a topic that most of the industry (and most investors) would
be happy to avoid altogether. But investors who don’t understand
risk cannot understand the choices they must make as investors.
You’ll find numerous references to risks in this book, because it is
a critical topic.

Imagine you are in a bank applying for a loan. Suddenly you real-
ize that right at the next desk, Bill Gates is also applying for a loan.
Who do you think the bank would rather lend money to? Bill, of
course! Don’t take it personally, but the bank would always rather
lend its money to Bill than to you, because there is simply no ques-
tion about his ability to pay the money back. He’s as close to a risk-
free, perfect borrower as the bank could wish for.

But it’s not quite that simple. Bill Gates is not the sort of per-
son who would hesitate to take advantage of his position. If he told
the bank he wouldn’t pay more than 5 percent interest, and if you
were willing to pay 10 percent interest, what do you think the bank
would do?

The bank can lend money to Bill and earn 5 percent in a risk-
free transaction. Or it can lend money to you and collect twice as
much. Obviously the bank would like the extra interest, but how
reliable are you? Here’s the rub, because the bank can’t ever know
for sure.

Therefore, the bank must decide if that extra return is worth
the extra risk. And that is exactly the challenge that investors face.
If you were the banker and you could make only one of those
two loans, you’d have to tell your boss either “I turned down
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Bill Gates for a loan,” or “I turned down an opportunity to make
twice as much money.” Which one would you choose? Would you
make that decision on your own without consulting your boss?
Probably not!

In real life, bankers have the benefit of institutional and personal
experience. They have policies and committees. They don’t have to
make decisions like that by the seat of their pants. But every day of
every week, individual investors make exactly this type of decision
without understanding the nature of what they are doing: taking
risks that have real consequences.

I usually start my investing workshops by discussing a dozen or
so common traps that investors get themselves into. Almost every
investor makes at least a few of these mistakes, and I hope you won’t
feel there’s anything wrong with you if some of them sound pain-
fully familiar.

Mistake 1: No Written Plan

According to every study I have seen, people with written plans for
their investments wind up with much more money during retire-
ment than those who don’t have written plans.

This important document should spell out your main assump-
tions about inflation; future investment returns; how much you’ll
save before you retire; when you will retire; the amount of money
you’ll count on from fixed sources such as pensions, Social Security,
and perhaps part-time employment; as well as the amount that
you’ll need to withdraw from your portfolio in retirement. Your
written plan should specify how you will make asset allocation
choices and where you’ll get professional help when you need it.

By the time you finish this book, you’ll know the most important
things that should be in your written plan. And to give you more
specific help, I suggest two excellent articles you’ll find online at
FundAdvice.com. One is called “Don’t have an investment plan?
Start here.” The other is titled “Make success your policy.”

Mistake 2: Procrastination

If you wait for what you regard as the perfect time to get your invest-
ments organized or reorganized, the wait could ruin your results
over a lifetime. Procrastination takes many forms. Some people
don’t start saving for retirement until it’s nearly on top of them.
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Other people know they should review their investments, yet they
always give priority to other things.

Some investors are sure they will catch up later. The irony is that
the longer they wait, the less time they have. And time, as anybody
who has studied compound interest tables knows, is an investor’s
best friend. Once you know what you need to do, every day you
delay is a day of opportunity that you can never get back.

Mistake 3: Taking Too Much Risk

In the late 1990s, some relatively inexperienced investors began to
act as if they believed investment risk had become only a theoretical
concept. But the three-year bear market of 2000 through 2002 was
a rude wake-up call. Some aggressive investors who were sure they
knew what they were doing in 1999 found they had lost more than
half their money within two years. I hope you won’t let anything like
that happen to you.

Most people understand, at least in general, that higher risks go
along with higher returns. Yet too many investors act as if they are
immune to risk. Or perhaps they believe they will somehow know
when it’s the right time to sell a risky investment they bought.
Unfortunately, that realization rarely comes before there have been
significant losses.

Investors typically don’t make any up-front effort to understand
the nature of the risks they are taking when they make an invest-
ment. Only rarely do they have a plan for what they will do if things
don’t turn out as expected. People who take too much risk often
wind up being speculators rather than investors. Savvy investors,
by contrast, pay a lot of attention to understanding, limiting, and
managing the risks they take. If they speculate, they do so only with
money they know they can afford to lose.

Mistake 4: Taking Too Little Risk

Some people are paranoid about losing any money at all. They want
things nailed down, secure, guaranteed. The majority of money in
401 (k) plans, at least until the great bull market of the late 1990s,
was invested in guaranteed interest contracts, bonds, money market
funds, and similar low-risk securities. Those choices give investors
the illusion of short-term security. But unfortunately, in the long
run, it’s only an illusion.
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Especially after the bear market of 2000 to 2002, it may seem
important to avoid losses. But an equally important risk, especially
for young investors with many years ahead of them, is to give up
the long-term gains they are likely to attain by investing in equities.
Very-low-risk investments always come packaged with low returns. If
your emergency money is in a bank account paying 2 percent inter-
est, you may think there’s no risk. But in fact, you are taking the
very real risk (in the long term it’s a virtual certainty) that inflation
and taxes will rob your money of much of its purchasing power.

If you’re saving for retirement 25 years down the road, and you
opt for a very conservative mix of investments that is expected to
return 7 percent annually instead of an all-equity portfolio with
an expected annual return of 10 percent, you may be massively
shortchanging yourself. After 25 years of contributions of $5,000
a year, a 7 percent portfolio will grow to $316,245. But invest the
same amounts at 10 percent and you will have $491,735. (That dif-
ference, about $175,000, is much more than the total of all the
25 annual investments.)

Mistake 5: Trusting Institutions

I often ask participants in my workshops if they trust their banks.
Most of them answer with a pretty firm “No/” Yet most of us still
habitually act as if we believe our banks will tell us if we should
move our money in some way that would be more beneficial to us.

In fact, you and your bank have a classic conflict of interest. Your
best interests are served by an account that pays the highest interest
along with penalty-free access to your money whenever you need
it. Your bank’s best interests are served by accounts that pay you lit-
tle or nothing. Your bank also wants you to buy products on which
it can earn sales commissions, like load mutual funds and various
types of insurance.

It’s even worse than that. Perhaps the single most profitable
thing that banks do is bounce checks on overdrawn accounts.
Bankers who work in branches (and thus deal with customers face
to face) will be happy to help you manage your money so that you
don’t bounce checks. But if every checking account customer were
bounce-free for a year, billions of dollars in profits would vanish—
and some executives in bank headquarters would find themselves
looking for jobs.
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Because of these conflicts, it’s a mistake to rely on a bank to
tell you what’s in your best interest. The same is true of brokerage
houses and insurance companies.

Mistake 6: Believing the Media

The headlines on the covers of financial magazines are often pre-
dictable: “The Six Best New Funds”; “Found: The Next Microsoft”;
“Everyone’s Getting Rich—Here’s How to Get Your Share.” (Those
are actual examples.) The purpose of those headlines is to get you
to dive into the contents enough so you’ll buy the magazine and see
the advertising within. We discuss this in more detail in Chapter 4.
Here are a couple of high points.

Serious investors need textbooks more than hot ideas. But most
people would rather have entertainment, and that’s what broad-
cast outlets and financial publications provide. Writers and editors
and publications follow fads. They write about what’s in favor and
what’s in style. When the winds of popularity change, you can bet
that they won’t be far behind. The purpose of these articles is not
to help you. The purpose of the articles is to get you to buy the
publications.

The right way to read financial articles that tout specific mutual
funds and stocks is to treat those articles as entertainment. The
wrong way is to regard them as prescriptions for investment deci-
sions you should make. If you remember that, you might easily save
yourself 1,000 times the cover price of this book.

Mistake 7: Failing to Take Small Steps
That Can Make Big Differences

Far too many people fail to make their IRA contributions at the
start of the calendar year. Others fail to make IRA contributions at
all. They leave money in taxable accounts instead of sheltering it
in retirement accounts. They don’t maximize their opportunities
for corporate matching money in 401(k) and similar plans. They
have multiple small IRA accounts, paying annual fees for each one,
instead of consolidating these assets into a single account that can
avoid such fees and make rebalancing easier.

Bank customers, spurred by laziness or inertia or thinking that
it doesn’t matter, don’t move their money from checking accounts
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into money market deposit accounts. Others don’t move their
money from money market deposit accounts to nonbank money
market funds where they can earn more interest. Each of these
steps seems small by itself, yet over a lifetime they can make a big
difference—but only to people who act.

Mistake 8: Buying llliquid Financial Products

Liquidity is the ability to get your money back quickly without
undue penalties. A stock is very liquid; you can turn it into cash
whenever the market is open, and you’ll have your cash in a few
days. Mutual funds are even more liquid, letting you have your cash
the following day if you have set up electronic transfers into a bank
account. Money market funds and many bond funds give you same-
day access to your money by letting you write a check.

But liquidity is severely compromised when you invest in lim-
ited partnerships, for which there is often no market. Liquidity is
also impaired with variable annuities and shares in commissioned
mutual funds that charge penalties for withdrawals made before
certain waiting periods have expired.

Some people sink their rainy-day savings into their homes by
making extra principal payments on their mortgages. But when
that rainy day comes along, the only way to tap that extra principal
may be to refinance (a time-consuming, expensive process) or sell
the home. (And if you’re facing financial troubles, your refinancing
prospects could be at a low point.)

Mistake 9: Requiring Perfection in Order
to Be Satisfied

People who can’t stand to have anything less than a perfect solu-
tion seldom make successful investors. No matter where you put
your money, there will always be something that’s performing bet-
ter than what you have. And if you’re lucky enough to own the one
fund that’s doing better than everything else, you can be certain
it won’t remain that way for long. That’s just the nature of this
business.

Perfectionists often flit from one thing to the next, chasing elusive
performance. In real life, you get a premium for risk only if you stay
the course. If you demand perfect investments, you won’t ever stay with
anything long enough for it to pay off.
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Mistake 10: Accepting Investment Advice
and Referrals from Amateurs

If you had a serious illness, I hope you would consult a nurse or a
doctor, not somebody on the street who happened to have an opin-
ion on what you should do—or worse, somebody who had a prod-
uct to sell you. I hope you treat your life savings and your financial
future with the same care as you’d treat your health. Sad to say, too
many people make financial decisions based on things they hear
casually. The lure of the hot tip is all but irresistible to some inves-
tors. But as painful as it is, there are no safe shortcuts to wealth.

A client once told me he had heard about a woman who made
a lot of money for some of his friends. My client, normally a very
conservative man, cashed in $250,000 of his long-term investments
and turned it over to this woman, who told him she would invest it
in “a conservative strategy.” Within two months, she had lost half
his money. Only then did this client investigate enough to learn
that the woman he had trusted was not even licensed to do what
she was doing. Her compensation was to be 20 percent of whatever
profits he made. That gave her an incentive to generate big profits
quickly. Unfortunately for my client, he had assumed all the risks,
giving her no incentive to avoid going for broke in hopes of making
a big score. When her efforts failed, she could walk away, leaving
him with the losses.

Mistake 11: Letting Emotions Drive
Investment Decisions

The two most powerful forces that drive decisions on Wall Street
are emotional: fear and greed. Think about this the next time you
listen to a radio or television commentator explaining what’s hap-
pening in the stock market. You’ll hear echoes of fear and greed
over and over.

Some investors fear rising interest rates; others fear falling inter-
est rates. Some fear inflation while others welcome it. You name
it, somebody’s afraid of it. Fear is why so many investors bail out
of carefully planned investment strategies when things look bleak.
Investors sell en masse when prices are down; that reduces profits
and increases losses.

Greed, likewise, blinds investors and makes them forget what they
should know. In the last half of 1999 and the first half of 2000, greed
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prompted many investors to stuff their portfolios with high-flying
technology stocks. But in the spring of 2000, most of those stocks
plunged without warning. This quickly transformed many greedy
investors into fearful investors.

The desire to make money is legitimate. But unless it is tempered
with a healthy respect for risk, it turns into greed. Likewise, the
desire to avoid or limit losses is legitimate. But when it is allowed to
run amok, it turns into fear.

Mistake 12: Putting Too Much Faith
in Short-Term Performance

Many investors, especially inexperienced ones, spend far too much
time and energy trying to forecast what essentially cannot be forecast:
short-term performance. Worse, they give far too much credence
to recent short-term performance. We tend to think that whatever
just happened will continue to happen. Sometimes that’s true, but
a lot of the movement in the stock market is essentially random.
That’s one reason recent performance is a lousy predictor of future
performance.

Mistake 13: Overconfidence

Many investors get into trouble when they start believing that they
really know what they are doing. They become overconfident.
There’s an old saying on Wall Street to the effect that every 1 per-
cent increase in a bull market makes investors think their IQs have
gone up a point.

Many overconfident investors put too much of their money into
a single stock or a single fund. Then they get emotionally attached,
and their attachment takes on a life of its own. Investors’ over-
confidence tends to persist even when a favored investment starts
heading downward. By the time such an investor is finally willing to
admit that things have changed, he will probably have stayed much
too long.

Mistake 14: Focusing on the Wrong Things

We talk a lot in this book about asset allocation, the choice of what
kind of assets go into your portfolio. It’s generally accepted that
asset allocation accounts for about 97 percent of investors’ returns.
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That leaves about 3 percent for choosing specific stocks and mutual
funds—the very thing on which most investors spend almost all
their time and energy.

Even when investors have properly allocated their portfolios, they
can focus on the wrong things. This happens when they zero in on
small parts of their portfolios instead of the whole package. They
can become obsessed with a small investment that seems to stub-
bornly refuse to do its part during a bull market. In fact, it’s normal
and expected for investments to go down as well as up, even during
a bull market. That’s what makes it possible to buy low, an essential
part of what may be the most fundamental rule in investing: buying
low and selling high. But quite often I have encountered enraged
investors who want to overthrow their entire portfolio because of
what happens to some small part of it.

This wouldn’t be such a problem if investors had a better under-
standing of diversification. A properly diversified portfolio will inevi-
tably always include some investments that are lagging. This is fine,
because whatever is performing well at any given time won’t necessar-
ily continue to do so. And when that happens, you want some other
asset class waiting in the wings to have its day in the sun, so to speak.

Mistake 15: Needing Proof before Making a Decision

This is a variation of two previously mentioned mistakes: procras-
tination and requiring perfection. The ultimate stalling tactic for
investors who aren’t ready to make a move is to require one more
piece of information or evidence. You can get evidence for just
about any view of the market you want, but you cannot get proof.
You can prove what happened in the past, but there’s no way to
prove anything about the future. It has always struck me as ironic
that the main focus of mutual fund advertising is past performance,
yet that’s the one thing that the funds can’t sell and the very thing
that investors can’t buy.

If you must have certainty, stick to Treasury bills and certificates
of deposit. If you're seeking returns higher than those give, you
will have to accept some uncertainty. The only certain thing about
the future is that it won’t look just like the past. Savvy investors who
understand that will hedge their bets by diversifying. Remember,
investors get paid to take calculated risks. They can’t do that if they
must know in advance how things are going to turn out.
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Mistake 16: Not Knowing How to Deal
with the First 15 Mistakes

The cures for all these mistakes may seem obvious, but they are not
necessarily easy. They boil down to education, discipline, and man-
aging your emotions. Throughout this book you will find hundreds
of ways that should help you do just that. Here are a few thoughts
right now, while all this investment carnage is fresh in your mind.

Make sure you have a written investment plan—even if it’s
only on a single piece of paper—that outlines what you must
do to achieve your long-term and short-term goals. Include
specific measurable interim goals so you can keep track of
your progress.

Educate yourself. Finish this book and continue learning
from the suggested reading list in the Appendix and from
the online article library at www.FundAdvice.com.

If you don’t understand an investment, don’t put your money
into it. I believe this single step will prevent more grief than
almost anything else you can do.

Sometimes the best course may be simply to slow down. Take
a deep breath and apply a liberal dose of patience. It’s prob-
ably the most underrated virtue I know in this fast-paced
world.

Finally, if you notice that emotions are driving your decisions,
substitute a discipline. If you have trouble finding or imple-
menting a proper discipline, consider professional invest-
ment advice or money management.

In the end, the best prescription for avoiding most mistakes is
summed up in just one word: diversification.



