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    It has been said that to succeed in investing, you need to both avoid making large mistakes, and to diversify into fairly valued asset classes.  Following these rules and being disciplined greatly increases your chance of investment success.  The next two articles will discuss the major mistakes we must both understand and avoid in our quest to do well with our savings.
1. Chasing Yield
When interest rates dropped very low over the last decade, many families dependent on the income from CDs and Bonds sought desperately to find investments with a higher interest rate.  They either ignored or did not understand that risk  is generally proportional to with return in the fixed income markets.  Junk bond funds and other risky products were marketed to attract these investors, many of whom lost investing capital and their incomes as a result.  We are seeing the same thing happen now with individuals (and some really “smart” investors) that succumbed to the lure of subprime mortgage investments as a source of high yield returns.

2. Speculating and Overconfidence
Investing is a serious business, practiced full time by hundreds of thousands of individuals worldwide, many of whom are very educated and very smart.  Assuming that one can consistently “beat” the market is a fool’s game. Similarly, investing in something that you don’t know much about, and that promises high returns is always speculating.  The risk can be total, the return out of your control. 
Stand at the Roulette table at Vegas.  Betting on Black offers the chance of an almost immediate 100% return on your money!  However, the risk is a little more than 50% that you will take a total loss.  In most speculative investments, the potential return is almost always less clear, and the potential loss remains the same.  Unless you have some very strong inside expertise and personal knowledge of the people you are entrusting your money to, your investments should be limited to large public markets under constant scrutiny.  I can think of ten “investors” that have lost significant sums of money for every one that made any (yes-any) profit on speculative investments over the years.  
Speculative investing can involve publicly traded markets, as was experienced in the late 1990’s tech stock boom.  The key to understanding that investing there had changed to speculation was the un-natural returns people were “making.”  As with real estate two years ago, it was musical chair speculation-those left standing when the music stopped ended up much poorer.  
3. Over-Diversifying
  This is usually a minor mistake, but adds to complexity and expenses (see mistake 5).  Many investors end up with portfolios that have literally dozens of mutual funds and/or stocks.  A closer examination of the funds often reveals that internally they own many of the same investments.  The “investor” may be paying very high expenses and commissions (loads) for each of these very similar funds.  For portfolios  owning dozens of stocks-studies have demonstrated that a portfolio that contains more than 20 stocks from an index (for example-the S&P 500) ends up with about the same performance as the index itself.  Trading in and out of the stocks usually leads to underperformance and higher costs than just owning the index itself.
4. Under-Diversifying
 This mistake may occur in several ways.  You might have a large chunk of your portfolio in a single stock-which exposes you to “company risk.”  Pity the investor holding large allocations of the “great” American stocks-IBM, GM, Merck, Pfizer, etc. over the last few years.  I’ve also seen many portfolios that are invested almost completely in the American stock market.  In today’s age of globalization, this concentration of the portfolio is an unnecessary danger.  Another common form of under-diversification is the large allocation to fixed income investments in many retirement plans.  Unless you are in the last two decades of life, having too many fixed income investments is an almost certain way to lose purchasing power.  Although this is a topic for another article, long term investment success is dependent on having a significant percentage of your portfolio in stocks rather than cash or fixed income.
5.  Leverage
Buying stocks on margin, trading in and out of options, and borrowing against home equity to invest in markets are all examples of dangerous leverage.  Sometimes leverage is a prudent use of funds, a typical home mortgage being a good example.  However, using borrowed money with the assumption that a certain return can be obtained well above the cost of the borrowed money is reckless.  This does not mean that you shouldn’t invest while you owe any money on a home mortgage, but it does mean that your debt should be affordable without the need to earn unusually high returns from investments.
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In my last article, five great mistakes in investing included:  Chasing Yield, Speculating, Under-Diversifying, Over-Diversifying, and using Leverage inappropriately.  Here are five more mistakes to avoid on your way to financial security.

6. Letting Taxes Drive Decisions
I’ve seen people who would not sell an overpriced holding due to the 15% capital gains tax due on the sale.  Similarly, I’ve encountered resistance to diversifying a concentrated portfolio for the same reason.  The individual who owned much of one the “great” stocks such as GM, Merck or even GE certainly wished they had taken their gains and paid the historically small tax due a few years ago.  Another way I’ve seen investors make mistakes in the effort to avoid taxes is with real estate 1031 exchanges.  Again, in the vigorous effort to avoid a 15-25% capital gains tax on a sale, I’ve seen people “trade” into overpriced and opaque real estate “deals” designed just for “investors” looking to escape taxation.

7. Expenses
In an era in which total returns on equity investments will most likely be in the range of 7-10%, controlling expenses is vital to long term investment success.  I’ve seen countless portfolios with expensive mutual funds, insurance-wrapped annuity products, and “wrap” fees that drain 3-4% a year from investment returns. This is especially true in many 403b and 401k retirement plans that are administered by insurance companies. This year after year loss is poison to your financial future.  A good investment portfolio along with advisor fees should be possible at an annual cost of under 2%, if not significantly lower.  You must make the effort to understand what costs your investments bring with them.
8. Being Undisciplined
A famous study of investment returns from 1994-2004 revealed that the average investor in S&P500 type mutual funds had earned just under 4% annually.  The S&P 500 index itself earned over 10% a year during the same time period.  The stark difference in performance was due to investors moving in and out of markets at just the wrong time.  It is very hard to not buy something that is rapidly increasing in price-despite it being the worst possible timing.  Conversely, it is very hard to buy stocks that have gone down markedly in price.  However, successful investors know that price is inverse to value.  Buying the S&P 500 index during and shortly after a great bear market is usually a very smart move, while buying during the bull phase leads to loss and tears.  Was the time to buy stocks 1999 or 2002?
9. Focusing on the Short Term
Watching stocks on a daily, monthly, quarterly or even yearly basis is dangerous to your financial health.  Stock markets are volatile-which is one factor in their long term superior investment returns.  A “safe” investment like a CD doesn’t have to pay much for the rent of your money.  Stocks “look” dangerous because they move up and down on a daily basis, but in the long run they markedly outperform the returns of CDs and most bonds, and this is the compensation for being patient.  If you react to volatility, you’ll end up selling as the market drops and buying after it has risen-a formula for making terrible long term returns.  Unless the market you are investing in is clearly over-valued by historical and other valuation measures, it usually pays to just buy more when prices drop.  Paying attention to the financial media with reports of “hot stocks for the next year,” and “the best funds for this week,” is a disaster for your savings.
10. Doing It Yourself
On this topic, any advisor appears self serving.  In fact, you can invest for yourself.  It takes education, discipline and time.  Decide if a good advisor might not more than pay their costs by helping you to avoid the many mistakes we’ve discussed.  It is a mistake to do it yourself, if you don’t put in the effort to do it right.
If you can avoid most of these mistakes (with or without help), and maintain a disciplined and diversified investment portfolio-you are likely to succeed.  However, financial success is not limited to investment performance.  It is a complex combination of savings vs. spending, debt management, and matching goals to money and time.  Good luck!
