
T
o err is human.
But to refuse to
learn from your
mistakes is fool-

ish. With this in mind, I’d
like to examine five er-
rors investors common-
ly make.

I’d also like to discuss
one of my own invest-
ment mishaps, but in a refresh-
ingly candid way!

Yes, I pride myself on the sys-
tematic way I manage my portfo-
lio. But I’ve occasionally had to be
reminded about the importance
of being systematic. Anyway, here
are those five common errors.

The first error is improper as-
set allocation. It’s a biggie, since
the way you parcel out your port-
folio among stocks, fixed-income
securities and cash will deter-
mine if you’ll succeed as an in-
vestor or fail.

Proper asset allocation is cru-
cial if for no other reason that it
helps mitigate risk. And all invest-
ments involve some risk.

Losses can be steep

Equities, for example, can be-
come overvalued or overbought,
logging losses of 50 per cent or
more over a relatively short time.

Or, stocks may deliver only
minimal returns for long periods,
as was the case during the side-
ways market which recently came
to an end after 13 years.

And although there are securi-
ties with guaranteed returns, they
can still take a hit from inflation.

I’ve cited studies in my previ-
ous columns showing that as
markets peak, there’s increased

inflow of capital to stocks
through mutual funds
and odd-lot sales. This is
known as “dumb mon-
ey.”

In fact, when the less
sophisticated folks out
there reach a crescendo of
equity investing, it’s a sign
that markets have peaked.

Indeed, during the market
peaks of both 1999 and 2007, there
were massive mutual fund in-
flows, followed by portfolio-de-
stroying bear markets.

Yet, these losses could have
been avoided had investors sys-
tematically divided their assets
between fixed-income products
and equities.

As I noted in my book, Smart-
Bounce: Three Action Steps to
Portfolio Recovery, a good rule of
thumb is to ensure your percent-
age of fixed-income securities
jibes with your age.

If, in other words, you’re 60
years old, you should have about
60 per cent of your capital invest-
ed in bonds, preferred shares and
in certain alternative investments,
such as exchange-traded funds.

I myself tend to buy plenty of
ETFs, my favorites being the
iShares S&P TSX Canadian Pre-
ferred Share Index Fund (CPD-
TSX, $17.25), the Horizons Active
Preferred Share ETF (HPR-TSX,
$10.36) and, for some U.S. expo-
sure, the iShares S&P/TSX North
American Preferred Stock Index
Fund (XPF-TSX, $20.47).

I also hold positions in various
“target” ETFs sold by both the
Bank of Montreal (BMO-TSX,
$62.69) and the Royal Bank of
Canada (RY-TSX, $60.64).

These are the only bond ETFs
available that promise both a ma-
turity date and fixed yield.

For information on these prod-
ucts, go to www.etfs.bmo.com or
fundsww.funds.rbc.gam.com/etfs/o
verview fixed-income.

Investment error No. 2 is lack
of diversification. Take a look at
studies by both Concordia Uni-
versity and by Ibbotson Associ-
ates, a registered investment ad-
visor that’s now part of Morn-
ingstar Investment Management.

Their studies show having too
many stocks does little to reduce
risk, but owning too many stocks
cuts your potential for positive
market outperformance.

On the other hand, having too
few stocks can make your portfo-
lio riskier. The trick is to find the
right number of stocks for optimal
returns without sacrificing safety.

For their part, the folks at Ib-
botson and Concordia believe
that for adequate diversification,
you should own 20-30 stocks.

Nor is it necessarily smart to be
overconcentrated in a few sectors.
Keep in mind that many investors
who owned a lot of shares in high-
flying high-tech plays got burned
in the dot-com crash of 2000.

Similarly, folks with big posi-
tions in resources, real estate and
financial services took it on the
chin during the market melt-
down of 2007-2008.

Of course, when it comes to
making decisions for proper sec-
tor allocation, I stand by technical
analysis, as regular readers of this
column likely realize.

That’s not to say that during
different periods of the investment
cycle, I don’t like to be overweight

in certain sectors. Because I do.
Even so, I rarely hold more

than 20 per cent in one sector and
no more than five to seven per
cent in any one company.

Investment error No. 3? Lack-
ing  buy/sell discipline. At my in-
vesting seminars, I sometimes
tell the tale of a technical analyst
who influenced me early on in
my career.

He told me how it’s crucial to
have a buy/sell discipline that you
religiously follow — even if that
system is imperfect.

As an example, he cited the
case of the man with two pairs of
cufflinks: one with a pair of bulls;
the other, with a pair of bears.

Each day, the man had to
close his eyes and choose one
pair of cufflinks. If he picked up
the bulls, he had to buy stocks
that day. If he already owned
stocks, he had to keep them. But
if he picked up the bears, he had
to sell stocks that day.

Yes, this non-analytical pro-
cess is entirely random. But it will
still leave you better off than if
you make decisions based on
your emotions.

System is key

In fact, it’s better to follow a
system — even a random one —
and protect yourself against the
emotionally driven instinct to buy
high and sell low.

If you’d like to learn more
about developing a disciplined
system, may I suggest you buy an-
other one of my books: Sideways:
Using the Power of Technical Anal-
ysis to Profit in Uncertain Times.

This book takes you well past
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the cufflink exercise, helping you
develop a proven, systematic ap-
proach based on technical analysis.

As an aside, one friend to
whom I told the cufflink story
bought me cufflinks, one of which
says buy; the other, sell!

Error No. 4 is not following
your own system. Remember it’s
always easy to talk about using a
system. But to follow it, some-
times you need to go against the
crowd. In other words, you need
to be a contrarian.

The basis of making a prof-
itable investment decision usual-
ly involves buying a stock when
it’s not popular, but selling it
when it is.

When we follow a system,
we’ll sometimes need to fight that
“gut” instinct that wants us to ig-
nore the buy or sell signal and in-
stead simply follow the herd.

Similarly, it’s worse to ignore a
buy, sell or hold signal that’s gen-
erated from your disciplined sys-
tem, instead making a judgement
outside your normal parameters.

Allow me to confess a profit-
missing error I made in June 2012.
A few months earlier, I’d exer-
cised my regular discipline of sell-
ing some of my higher volatility
positions in order to raise cash.

This seasonal strategy has
been a part of my system for over
a decade, varied only by the ex-
tent of my selling.

In other words, I’ll choose to
sell a higher or lower percent-
age of my equities based on
technical factors.

In 2012, I’d chosen to put 30
per cent of my holdings in cash by
early April. By June, my decision
seemed justified as markets fell

almost immediately afterwards.
You may recall that several Eu-

ropean economies — Spain and
Italy in particular — were then
desperately seeking bailouts while
Germany, Europe’s sugar daddy,
was balking at the idea of curing
this problem with its own money.

There was much debate over
what Germany and the Interna-
tional Monetary Fund would or
could do to solve the crises. And a
decisive IMF meeting was set for
the end of June.

Similarly, Americans were
wondering if the U.S. Federal Re-
serve would unleash yet another
round of quantitative easing or
stimulus package. The Fed’s deci-
sion was also expected in late June.

It was clear that a failure by the
IMF to bail out weaker countries,
along with a failure by the Fed to
heap more investor-friendly liq-
uidity on the markets would spell
disaster for equity investors.

So, in addition to my cash
holdings, I decided to hedge my
equity portfolio against a sell-off.

I did so by buying various
ETFs that were negatively corre-
lated to the market such as the
Ranger Equity Bear ETF (HDGE-
NYSE, $17.09) and the Horizons
BetaPro S&P 500 Short-Term
Futures ETF (HUV-TSX, $10.49).

Well, my calculations to neu-
tralize my portfolio worked out;
my stock portfolio finished up al-
most exactly flat for the month.
The problem was that both the
IMF and the Fed came through.

With the IMF hinting it would
make bailouts and the Fed sug-
gesting it would once again try to
jump-start the economy, there
was a massive anticipation rally

that month. Unfortunately, I
missed an important leg thereof.
Indeed, in early July, I sold my
hedges at a loss.

Nonetheless, it’s important to
realize that in all this I didn’t miss
out on that month’s gain because
my system failed.

Politics not an issue

I missed out because I ignored
my system by guessing the mar-
ket could collapse should politi-
cians make unpopular decisions.

Keep in mind that my investing
system is based on cycles, trends,
patterns, as well as on fundamen-
tal valuations. I don’t incorporate
political decisions into my model.

So, when I chose to do so last
June, it cost me a positive
month’s gains on the 70 per cent
equity position that I still held.

Investment error No. 5 is slav-
ishly following a theme. One of
the things I’ve noted in my more
than 24 years in this business is
people’s fascination with themes,
concepts and investment beliefs.

People seem to thrive on sim-
plistic investment stories — sto-
ries that have led to such market
debacles as the Dutch Tulip ma-
nia in the early 1600s, the South
Sea Bubble early the next century,
the Japanese stock frenzy of the
late 1980’s, the dot.com crash of
2000 and, of course, the market
meltdown of 2007-’08.

I’ve also watched gurus bury
themselves in an investment
theme or story, desperately cling-
ing to their beliefs, despite the ob-
vious cost to investors.

Recent examples of such
wooly-haired thinking include

the back-to-the-gold-standard
gold bugs, along with the yield
hog advisors who are capitalizing
on the mad search for returns.

Nasty surprise awaits

By removing investors from a
sensible allocation of fixed-in-
come securities in favor of “safe”
dividend-paying stocks, these ad-
visors are dooming their followers
to a nasty surprise when the next
bear market starts to growl.

I’m also aware of a few “perma
bears” who perpetually predict
the demise of the U.S. economy.

I’m sure you’re aware of the
never-ending torrent of books
and reports predicting a fall in
the Dow Jones Industrial Aver-
age to 1,000.

Indeed, some of these “ex-
perts” have been singing from this
songbook for a decade or more.
Well, fellas, we’re still waiting.

Remember that in today’s fast
moving markets, it’s dangerous to
stick to a single investment theme.

Only by systematically plotting
your buy and sell decisions will
you win the investment game.

I used to have a custom-made
plaque on my wall that read “A
system will save you from your-
self.” Perhaps a system will also
save you from someone else’s in-
vestment delusions.

Keith Richards is portfolio 
manager of Value Trend/Wealth
Management in Barrie, Ont.
You can follow his biweekly
calls, as well as read his com-
ments on where he thinks the
market is going, on his blog:
www.smartbounce.ca
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