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FINANCIAL ADVISORS work daily 
with investors and companies that 
create and manage investments. One 

result of that routine contact is that advisors discern 
patterns in counter-productive investor behavior 
over time. 

The most common mistakes made by 
investors directing their own accounts was 
a topic reviewed at this summer’s meeting 
of the Financial Leadership Council (FLC) 
at Mackinac Island, Michigan’s Grand 
Hotel in late July. The FLC is an association 
of fi nancial planners with practices focused 
on a higher net-worth clientele. Financial 
planners review the holdings of potential 
clients in conjunction with the development 
of fi nancial plans and prior to assuming the 
responsibility of managing their investment 
portfolios. 

The result of the panel’s review of the 
topic was the formulation of a list of the 
six biggest mistakes they see investors 
commonly make. Each item making up 
the list is a thought-provoking topic in 
itself and could have a long article written 
about it singularly. The list’s topics are 
summarized below. While this is just one 
association’s list and is not necessarily 
all-inclusive, consideration of these items 

should be helpful for any investor in the crafting of 
investment strategy and deployment of assets.

Mistake No. 1
GETTING IN AND OUT OF 
MARKETS TOO LATE

Perhaps the best broadly disseminated example of 
the poor results of entering and leaving markets too late 
is a study last updated in 2003. Consider that between 
January 1984 and December 2002 the average mutual 
fund investor earned a measly 2.7 percent per year 
while the S&P 500 Index was up 12.9 percent and the 
average mutual fund was up 9.6 percent. 

Those performance fi gures are based on a report, 
renowned in fi nancial circles and carried out by 
Dalbar, Inc. Dalbar is an industry-respected, Boston-
based fi nancial services market research fi rm. It 

conducted the fi rst survey of this type in 1993 and 
found similar disparities. 

Methodology for the study, called “Quantitative 
Analysis of Investor Behavior,” included looking at 
real investor returns; monthly cash fl ows in and out 
of both stock and bond funds; retention rates (that is, 
the average length of time shareholders remain invested 
in a fund) and the volume of sales, redemptions and 
exchanges in and out of those types of funds. 

Dalbar’s president, Lou Harvey, remarks that “The 
returns that you make on a mutual fund depend a lot 
more on the market and your actions than on the fund 
manager. Fund managers may beat markets by marginal 
returns, but those market returns aren’t available to 
people who buy their fund shares when the market—
and their fund type—is hot and sell them when things 
have cooled down.” 

For some reason, no doubt tied to the newly developing 
academic fi eld known as “behavioral economics,” 
investors climb both on and off investment bandwagons 
too late for their fi nancial well-being. 

Mistake No. 2
INVESTING FOR THE LONG-TERM 
WITH SHORT-TERM THINKING

Generally, the longer the time-horizon for one’s 
investments, the more risk one can assume. Often 
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investors take on too little risk given what 
planners call the “time-horizon” planned 
for and settle for a fraction of the return 
they could have achieved as a result. 

A principle of investing is that time 
tends to smooth out investment volatility 
(a characteristic based on a particular 
investment’s tendency to go above and 
below its long-term, average performance). 
Statisticians call this volatility the 
investment’s “standard deviation;” the 
greater the standard deviation, the greater 
the risk. If an investor has a long time to 
leave an investment alone to grow, he can 
accept greater standard deviation, since 
time will tend to smooth out the short-
term swings and their effect. Nevertheless, 
investors often heavily overweigh short-term 
style investments, i.e. treasury bills and 
short-term bonds, in portfolios earmarked 
for a long-term hold, such as in retirement 
plans. The result typically is much poorer 
yield by the time the assets are needed.

Conversely, short time-horizon 
investments are sometimes exposed to 
too much volatility and that risk level 
ends in a bad result, too. The important 
consideration is to balance the time-horizon 
with the appropriate investments. 

Mistake No. 3
THE DIVERSIFICATION ILLUSION

Diversifi cation seems a simple enough 
concept. The investor reasons that one should 
own a variety of funds or stocks and bonds 
directly in order to achieve diversifi cation. 
It is not that simple. Studying a portfolio’s 

construction deeply, the professional 
advisor often fi nds that the complexities 
of diversifi cation have eluded the investor. 
What seems to be diversifi ed actually is not. 
It is simply the ownership of several items, 
not a diverse collection.

Here is what can happen: while investors 
usually feel they are diversifi ed by owning 
a group of funds or security issues, scrutiny 
shows overlaps in individual shares held 
by mutual funds or in stocks that are of 
different companies but in the same industry 
sector. These overlaps then result in an over-
concentration in issues or sectors that are not 
recognized by the investor at all. Nevertheless, 
the over-concentrations can increase risk and 
drag down performance.

Also, today many portfolio managers 
and most finance research academics 
believe that the introduction of alternative 
investments (real estate, managed futures, 
etc.) will enhance return and reduce risk 
in larger portfolios. Those proponents 
contend that larger portfolios without 
exposure to such assets are apt to appear 
well diversifi ed to most non-professionals 
and other professionals who do not share 
their view.

Mistake No. 4
NON-RECOGNITION OF 
UNINTENDED RISKS

Business schools have entire courses 
devoted to defi ning and understanding risk. 
The subject is that broad. Non-professional 
investors have some awareness of risk but 
lack an appreciation of subtle risk. They also 

underestimate the overall portfolio damage 
that can be done when unintended risks are 
incorporated in an investment portfolio. 

Factors such as the over-concentration in 
economic sectors, countries and companies 
mentioned above, as well as the impact of 
currency relationship fl uctuations, interest 
rate fl uctuations, revenue sources and many 
others, should be considered and monitored 
for their possible risk impact. 

Let’s say a portfolio holds a German 
stock and a Chinese stock and both 
companies are in businesses that appear 
dissimilar on the surface. However, both 
companies might be overly sensitive to 
interest rates or have the same overall 
revenue source. Maybe the companies are 
selling principally into the same national 
markets, disproportionately creating a 
greater currency valuation risk than 
would seem to exist in a cursory review 
of them. 

Since risks are often hidden, it is easy 
for investors to slip into a condition of 
bearing risks of which they are completely 
unaware or which they underestimate 
if they are aware of them. A diversifi ed 
portfolio can be loaded with such risks. 
These unintended and unrecognized risks 
can have a signifi cant impact.

Mistake No. 5
MISJUDGING NEST EGGS

There are two overriding financial 
issues when considering retirement living 
and mistakes in both of those areas are 
routinely made by investors. One issue is life 
expectancy and the other is recognizing the 
difference between income and cash fl ow.

The fact is that we Americans are living 
longer and that our increased life-spans cost 
more, both in preventative medicine/medical 
expenses and in living expenses. Advances 
in science are occurring every day, nutrition 
has improved over time and more of us have 
become interested in preventative medicine. 
The upside is longer life. The downside is the 
need for more after-tax income for a longer 
period of time than may be thought.

While this may seem obvious, surveys 
are showing that Americans are underesti-
mating their retirement income needs rou-
tinely. In part, this is because they are not 
accounting for their life expectancies. This 
problem becomes more pronounced with 
married couples, a blending of two lives into 
one household and one statistic. While in-
dividually each partner may not have a life 
expectancy of beyond 84 years, statistical-
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ly, there is a 90 percent chance that one of 
those partners will reach age 95. Still, this 
is not public perception currently.

To compound the matter, most folks con-
fuse the concept of cash fl ow and income, 
even though many are somewhat familiar 
with the terms themselves. Cash fl ow, in 
the context of retire-
ment, is simply the re-
ceipt of an amount of 
money needed to pay 
for one’s living expenses 
for some period of time. 
Retirement investment 
portfolio income is the 
amount of money de-
rived from interest, divi-
dends and realized capi-
tal appreciation (money 
from the sale of an as-
set that has increased in 
value) of one’s invest-
ments. The way life in 
retirement is fi nanced, 
how income produces 
cash fl ow, has an ef-
fect on one’s portfolio 
growth and portfolio 
income as well as the 
taxes paid on both. The 
focus must be on total 
after-tax return, but of-
ten the impact of taxes 
is overlooked and the 
perception of return is 
reduced to interest and 
dividend income only. 

Another error in 
nest egg tending is the 
emotional belief that 
principal can nev-
er be touched. Plan-
ners know that some-
times it is appropriate 
to harvest some capi-
tal appreciation and 
use returned principal 
for cash fl ow purposes 
while leaving other as-
sets alone to perform 
further. Advisors view 
such activities as in the 
normal course of man-
aging after-tax income 
well and matching it with cash fl ow needs. 
The use of this sort of asset management ebbs 
and fl ows for professionals, but for many 
investors, the issue of touching principal is 
an emotional one, not an academic one.

Mistake No. 6
AVOIDING FOREIGN 
INVESTMENT MARKETS

Sure, we are all loyal Americans, but 
the fact is that the United States’ stock 
markets make up less than half of the 

value of the world’s traded equities in 
terms of what investors think companies 
are worth, what is known as “market 
capitalization.” Nevertheless, many in-
vestors suffer from a domestic bias when 

it comes to stock investing, preferring to 
own only American stocks with no inter-
national exposure. 

Most investors do not consider that 
stock market performance of various 
companies world-wide is based on many 
factors that are closely connected to the 

economy and political 
climate of the compa-
nies’ home countries. 
A stock’s performance 
may depend less on 
company quality and 
more on how well the 
country of domicile 
itself is performing. 
Taking a global view 
on investing introduc-
es additional diver-
sifi cation which can 
impact risk positively 
and permits exposure 
to foreign markets that 
may perform far bet-
ter at times than the 
domestic markets.

Financial analysts 
and academics have 
long felt and have rou-
tinely demonstrated 
empirically that the in-
troduction of foreign 
securities into a port-
folio can reduce risk 
and increase return at 
the same time—some-
thing they refer to as 
“expanding the effi -
cient frontier.” That 
is partly because in-
ternational investing 
permits the selection 
of securities and funds 
from a greater array of 
alternatives than are 
otherwise available.

While this list of in-
vestor mistakes could 
be lengthened to in-
clude lesser observed 
errors, these six topics 
are a good summation 
of what are probably 
the most frequently 

encountered and damaging ones. Inves-
tors would do well to keep them in mind 
whether they work with a professional 
fi nancial advisor or manage their assets 
personally. 
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