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    Book Abstract


    While it is true the stock market averages a 10 percent growth in value over the long run, most investors never get anywhere near that level of return from their investments. Why? Many investors go out of their way to make mistakes which dilute their returns.


    Specifically, most investors assume:


    
      	Mistake #1--You can make money by timing the market correctly – by buying when it is about to rise and selling when it is about to fall.


      	Mistake #2--To make money, you have to be actively buying and selling stocks all the time.


      	Mistake #3--The financial media exists to help you make money by making smarter decisions.


      	Mistake #4--That if you dive into research, read stock pick letters and watch the financial new shows, the less likely you are to make a mistake.


      	Mistake #5--That once you have enough assets, you absolutely need a financial advisor.

    


    If you are at least aware of these pitfalls, you're better equipped to recognize and avoid them. Keep your investment strategy simple and uncomplicated.


    “When it comes to investing, much of the game is simply not messing things up. So what keeps investors from earning the market return? Quite simply, investors prevent themselves from participating in the returns the market wants to give them so easily. Investors go out of their way to make mistakes that keep them from getting the market return. The first step to moving forward is to rid yourself of the misconceptions you may have about what works, to be aware of the most common mistakes and to avoid them. Recognizing the mistakes to avoid can dramatically improve your investment performance, reduce your stress level, substantially increase the probability you will achieve your investment goals, and even improve the quality of your life.”


    -Peter Mallouk


    “Risk comes from not knowing what you are doing.”


    -Warren Buffett


    About the Author


    PETER MALLOUK is president and chief investment officer of Creative Planning, an independent advisory firm which manages more than $10 billion in investments. In August 2013, Barron's magazine named Mr. Mallouk as the “#1 Independent Financial Advisor in America.”He has appeared on CNBC, CNBC Worldwide and Fox Business News. He has also been interviewed by The Wall Street Journal and other newspapers and magazines. He is a graduate of the University of Kansas and a certified financial planner.


    Important Note About This Ebook


    This is a summary and not a critique or a review of the book. It does not offer judgment or opinion on the content of the book. This summary may not be organized chapter-wise but is an overview of the main ideas, viewpoints and arguments from the book as a whole. This means that the organization of this summary is not a representation of the book.


    Summary of The 5 Mistakes Every Investor Makes And How To Avoid Them (Peter Mallouk)


    1. It's possible to make money by timing the market


    It can't be done over and over without any mistakes. Instead of trying to time the market advantageously, invest for the long run. Make stocks and bonds your long-term wealth investment vehicles. That definitely works.


    Just about everyone thinks they can make money by timing the market in one way or another. Therefore, they say things like:


    
      	“Yes, well I have some cash at the moment but I'll just wait for the market to cool off before I invest.”


      	“I've just been paid my bonus and I want to invest in the stock market as soon as there is a pullback.”

    


    So what's wrong with that? Quite a bit actually. Specifically:


    
      	When you say “market”, what precisely do you mean? The price of an individual stock? The Dow Jones Industrial Average? The S&P 500? International stocks? All of these markets rise and fall all the time so talking about the “market”like it is one integrated entity is nonsensical.


      	If you read the opinions of the investment gurus in a publication like The Wall Street Journal, you'll find none of them can predict short-term market movements unerringly day after day. At best, they rave about when they got it right once or twice and then conveniently forget to mention the five or six times they got it wrong. Do you honestly want to trust your financial future to someone who is shooting in the dark and hoping to get lucky?


      	The world of finance is full of advisors who know they can't time the market but who make a living out of selling you advice that suggests they can. Every investor wants to hear a pitch which suggests they can participate in upside growth while also avoiding the pullbacks. It's a great sales pitch but honestly it's snake oil. The easiest way to get on TV is to sell market timing expertise and that's what lots of them try and do.

    


    The simple fact is you can be confident about the long term direction of the markets but have no idea what will happen every day. Stock markets are inherently and inescapably volatile because there are so many factors which influence them. Among those factors are things like investor confidence and market sentiment which are really quite random. You have to get used to the fact the markets will bounce around from day to day and get on with investing for the long term.


    Keep in mind everyone tries to time the market at one time or another. It's exceptionally hard to do and keep doing. The markets are more efficient and quicker to respond than you might like to acknowledge at first. If you look carefully, everyone gets it wrong:


    
      	Average investors or “the masses”are notorious for mistiming market peaks and bottoms. If you're investing with the masses, all you can guarantee is you will be late to the party.


      	The media get it wrong over and over again. If you follow the media's suggestions, you're pretty much guaranteed to lose money. You also have the situation where different media make contrasting predictions – what do you do then?


      	Economists have shown repeatedly they cannot predict the future direction of the economy. There are just too many variables, many of which are still unknown.


      	The financial world is full of tens of thousands of investment managers who are paid to time the market for their clients. At any one time, some of these managers will be on lucky hot streaks but none have ever managed to time the market unerringly. Why pay someone else to gamble with your hard-earned cash?


      	There are also thousands of investment newsletters which are out there. Studies have shown comprehensively more than 75 percent of these newsletters will generate negative returns over 10 years or longer.


      	You might have a buddy who claims to be able to time the market. Invariably, these kinds of people rave about the single time they got it right and then conveniently forget to mention the multiple times they got it wrong. Are you willing to risk your entire financial future on the strength of your buddy's gut?

    


    The evidence is overwhelming. You can't time the market unerringly for an extended period of time. You might get lucky for a while but sooner rather than later your luck will run out. Corrections will happen, and from time to time bear markets will also come along for reasons which nobody can predict.


    Investing in the stock market is never the black-or-white decision you crave. The real world is far messier than anyone would like it to be but the longer you put off accepting that, the worse it becomes for your financial future. The only real way to protect yourself from market timing is to recognize when you're doing it.


    Even coded market timing strategies like “asset class rotation”, “sector rotation”or “dollar cost averaging”are market timing vehicles in disguise. Stop doing them and above all, don't pay an advisor to try them for you. All you're doing in that case is willingly paying your money to have someone increase the odds that your portfolio will underperform.


    “If I have learned anything over these 60 years on Wall Street, it is that people do not succeed in forecasting what is going to happen in the stock market.”


    -Benjamin Graham, considered the father of modern investing


    “We do not have an opinion about where the stock market, interest rates, or business activity will be a year from now. We've long felt the only value of stock forecasts is to make fortune tellers look good. We believe that short-term market forecasts are poison and should be kept locked up in a safe place, away from children and also from grown-ups who behave in the market like children.”


    -Warren Buffett


    “The only way to make money with a newsletter is by selling one.”


    -Malcolm Forbes


    “Sure, it would be great to get out of the stock market at the high and back in at the low, but in 55 years in the business, I not only have never met anyone that knew how to do it, I've never met anybody who had met anybody that knew how to do it.”


    -John Bogle, founder of Vanguard


    2. Active trading of stocks generates healthy profits


    When you buy and sell stocks all the time, all you end up doing is generating money for your broker. Buy mostly passive investments and you avoid this mistake altogether.


    As alluring as it sounds to think there are people out there who are making big money by selling and buying stocks, the reality is all active traders routinely underperform the market as a whole year after year. Active trading doesn't improve performance – it's a game you can't win. At best, you will win for a year or two and then subsequently lose far more than you ever won in the first place.


    Think of it this way. Circa 2014, there are only around 4,000 stocks which are publicly listed and traded in the United States. Yet those 4,000 stocks are bought and sold by:


    
      	More than 3,700 mutual funds.


      	Over 7,000 hedge funds.


      	Numerous exchange-traded funds.


      	Thousands of account managers, brokers, advisors.

    


    All those market participants generate trades backwards and forwards between themselves. However, market trading is not free – there are always transaction costs to cover. And if you're fortunate enough to come out on the right side of the ledger on an individual trade, you then have to pay taxes. The combined impact of commissions and taxes always ends up making active trading a game for suckers. When you look at the data, the simple fact is active trading always loses out to indexing – buying a piece of every stock which makes up the overall market.


    Specifically:


    
      	Indexing outperforms active investment managers – because nobody can unerringly forecast the market movements year after year. Even someone like Jim Cramer who hosts the most popular market timing show on TV underperforms the market both in the short run and over the long haul.


      	Indexing outperforms investment newsletters – due to the fact that sooner or later, they get it wrong. Everyone does.


      	Indexing outperforms active mutual funds – you just can't generate enough gains to offset the management fees they charge. The brutal reality is over an extended period like 20 years, more than 80 percent of actively managed mutual funds underperform the market. That doesn't, however, mean you can pick winners from the remaining 20 percent because a fund that performs well for a year or two is almost guaranteed to then underperform for the next two or three years. The leader board keeps changing all the time.


      	Indexing always outperforms hedge funds – private investment pools which try to outperform markets by using financial derivatives, options and leverage. Hedge funds are poor investment vehicles because they increase the investor's tax liability, they charge ludicrously high management fees and they exist in a murky world because they are not required to disclose what they own or what their investment strategy is. The only people who get rich from hedge funds are those who run them.


      	Even endowments underperform – they do no better than hedge funds or active mutual funds. Admittedly, the 10 largest endowments (Yale, Harvard, etc.) which each manage $1 billion or more have managed to beat the market by a few percentage points each year but that is due to the fact they buy investments directly and have a purchasing power advantage. The rest of the more than 820 endowments try and generate gains by using hedge funds and so forth. That doesn't work out so well for them either and consequently they lose money every year.


      	Venture capital sounds promising – but the harsh reality is the majority of venture capital funds underperform the small cap index by a substantial margin. Venture capital funds are risky, offer little or no liquidity, and run up against high risks all the time. They also have very little transparency. The allure of venture capital funds is you might get in on the ground floor of the next big thing. The odds of successfully doing that are incredibly low.

    


    Invariably, when mutual funds, hedge funds and other active traders talk about their returns, they conveniently forget to mention they are pre-tax returns. When you factor tax in, their overall performance is even worse than you expect. The reality is the more active management they employ, the worse the funds will perform by comparison to the index.


    There is also the myth that active management works well in a down market. That is simply not true. Passive investing in index funds always beat active investing for a number of reasons:


    
      	You have no transaction costs.


      	You pay no management fees.


      	Taxes are less.


      	You don't have money sitting on the sideline in cash while investments are sought.


      	You don't have managers who fall prey to the same behavioral mistakes everyday investors make.


      	You get exposure to the high performers of the stock market – without having to pick which they will be in advance.


      	You get a smoothing out of performance over time.

    


    Just remember the S&P 500 is not the only index fund available to you as an investor. The S&P 500 is exclusively large U.S. company stocks. You also want to be investing in index funds which are made up of small cap, mid-cap, international stocks and emerging market stocks as well. A balanced portfolio will contain investments in a variety of asset classes so you can capture the gains any of them make. Don't try and time the market but instead bet on the market as a whole to appreciate in value.


    3. Financial news is actionable and the media want to help


    Don't fall for the myth the financial press was formed, funded and now exists to make you money. Tune out all the background noise. They have their own agendas and they most definitely aren't there to help you.


    Most of the financial information which will come to you – via newspapers, magazines, websites, blogs and television – is completely worthless. You should never, under any circumstances, take any actions based on this kind of information. To succeed as an investor, you're going to have to develop the knack of filtering out the noise – which is all the financial media ever generates.


    In particular, avoid the eight most common misunderstandings the media love to recycle every so often:


    
      	
        Judging performance in a vacuum.

        Money managers typically have 6 to 10 funds going at any one time. They will, however, only be happy to talk about the one or two which somehow manage to outperform some benchmark. If you really want to judge a manager's performance, ask them about how all their funds are performing. Then ask what evidence they can provide their winners will continue to win in the future. That will give you a much better frame of reference for making an investment decision.

      


      	
        Never assume the media exists to help you make a smart decision.

        It's ludicrous to think some companies have spent billions just so they can help you be more successful as an investor. The financial media exists to make a profit for their shareholders, and the tried and true way to do that is to sell fear. The more they can overdramatize things and draw out events, the better because that attracts more eyeballs which in turn attracts more advertisers and so on. To succeed as an investor, you have to be disciplined. You won't be disciplined if you follow all the conflicting advice which gets bandied about in the media.

      


      	
        Never believe the stock market cares about today.

        It doesn't. The only thing the market cares about are future earnings. Every piece of news is evaluated on the basis of how it will impact the anticipated future earnings of stocks – and therefore their present value. Everything else is irrelevant.

      


      	
        Don't accept that just because the market reaches an all-time high, it is due for a pullback.

        Why should that be the case? Those threshold numbers talked about in the media are completely arbitrary. If companies continue to find new and better ways to make more money – as they always have – they are going to be worth more in the future. The market is going to go higher in the future without a doubt. It just won't be a straight line ride.

      


      	
        Always differentiate clearly between correlation and causation.

        This is not always easy to do. For example, there is the “Super Bowl Indicator”which suggests the stock market will do well if the NFC wins and decline if the AFC team wins. It has been right 80 percent of the time but its predictive value going forward is zero. The same with “October is the worst month to invest”and “Sell in May and go away. "These ideas are fun to track but you wouldn't want to bet the farm on them.

      


      	
        Never assume financial news is actionable.

        It's not. It can't be actionable if everyone gets it at the same time and tries to use it. Most of the financial news is just noise or background static. Market commentators are trying to hype and dramatize every blip in the market indices because that gets more advertisers. If they come on air and say “Nothing big happened today. Check back tomorrow,”would you bother?

      


      	
        Don't believe Republicans are better for the stock market than Democrats.

        It just isn't true. The stock market factors in hundreds of variables every day. Admittedly, who controls the White House may be one but it will also include other more relevant factors like the size of the deficit, interest rates, the business cycle, commodity prices, consumer confidence levels, etc. Politicians just don't matter all that much really.

      


      	
        Don't overestimate the impact of a manager on how a fund will perform.

        In any given year, some asset classes will perform better than others. Their managers will stand out as

      


      	
        Don't fall into the trap of thinking when the market drops, you should get defensive.

        
      

    


    

    

    

    

    

    

    

    

    

    

    

    

    

    

    

    
      	Dive into research and reading annual reports.


      	Start subscribing to stock pick newsletters.


      	Watch the financial news shows religiously.


      	Start reading books by other investors.

    


    

    

    

    

    

    

    

    

    
      	Your herding instinct – you find safety in consensus and generally prefer to follow the crowd. This is why many investors sell when the market goes down and buy when it goes up which damages their returns. Control your emotions and you'll do better.


      	Overconfidence – you overestimate your ability to get things right. This can result in you refusing to abandon an investment position which clearly is not working out. You should invest on the basis of facts, not conjecture about the future.


      	Confirmation bias – the fact you favor information which confirms your preconceptions and devalue anything which does not. We all do this, often without realizing it. To offset it when investing, always seek out opposing views and challenge their thinking. Be willing to change your mind.


      	Anchoring – where you over-rely on the first piece of information that comes along and relate all future discussion back to that. If you buy a stock at $50 and it drops to $30, anchoring makes you hold on to it until it hopefully recovers. Anchoring also makes you sell too early when a stock is rising. Be aware of the impact of your initial price anchor and make decisions on the basis of facts, not history.


      	Loss aversion – humans generally prefer to avoid a loss more than they desire to make a gain. When investing, loss aversion makes you hang on to a stock long after it has dropped substantially. Offset by asking:“If I had cash instead of this stock, would I buy it today?”If not, sell.


      	Mental accounting – where you look at your current assets differently from the way you look at your future assets, even though the dollars are the same. This is why some investors hold onto losers (waiting for them to break even) and sell winners too early (to lock in the gains.) Overcome this by looking at the big picture and aggregate everything into one account. Then judge whether you're moving forward or going backwards and adjust accordingly.


      	Recency bias – we all tend to extrapolate our most recent experiences and observations into the future indefinitely. If you find yourself making predictions based on what has just happened in the recent past as an investor, you're looking for patterns which don't exist and this can lead to costly mistakes. Offset the recency bias by having a disciplined system where you rebalance your portfolio at set intervals no matter what or where you rebalance whenever your allocations have changed by 5 percent or more.


      	Negativity bias – which means you can recall negative experiences more vividly than positive ones. You act consciously to avoid negative experiences. Most investors fell the pain of loss twice as much as the pleasure from gains and therefore oversell during corrections. All you can do is try and recognize when negativity alone is driving your actions and squash it before you act on it.


      	Gambling instincts – everyone has a subconscious desire to gamble and win. Investors call this speculating. It just feels good to make a trade that works out. To get your gambling instincts under control, remind yourself investing is a long-term play. The more you trade, the greater the odds become you will lose money so don't even play a little.

    


    

    

    

    

    

    

    
      	Once you have lots of money, you might feel like you have more to lose by making a mistake.


      	You might be used to paying for advice from professionals and see investing as more of the same.


      	You might value your time and prefer to do other things.

    


    

    
      	Your advisors take custody of your money – and then do with it whatever they choose all the while giving you meaningless reports. This is the basis of the Ponzi schemes made famous by Bernie Madoff. When clients hired him as their financial advisor, they wrote checks to “Madoff Investments”and the money was deposited in his account. To offset that, you've got to have an independent third party hold your funds at all times, not your financial advisor.


      	Your advisors have a conflict or conflicts of interest – they get paid to sell you products rather than acting solely in your best interests. The surprising reality is most “financial advisors”are brokers rather than independent advisors. Brokers don't have a fiduciary duty to act in your best interests. Only an investment advisor who is registered with the SEC and who has a Series 65 license is required by law to put your interests above their own. If your advisor has dual registration or is a broker-dealer governed solely by FINRA (the Financial Industry Regulatory Authority) look out. You're dealing with a wolf in sheep's clothing.


      	
        Your advisor is incompetent – he or she means well but doesn't follow a process you understand and agree with. The financial services industry has no real mechanism for getting rid of advisors who are no good at what they do. Most just learn on the job and at your expense. You should weed out anyone who has no idea what they're doing.

        

        
      

    


    

    
      	
        If you become my advisor, where will my money be held?

        
      


      	
        Are you a broker or are you a dually registered advisor?

        
      


      	
        Do you or any of your affiliates have proprietary investments of any kind?

        
      


      	
        Please describe in detail how you will be compensated.

        
      


      	
        What are the credentials of your team members?

        
      


      	
        What is your underlying planning and investment management approach?

        
      

    


    

    

    

    

    1. Have a clearly defined plan


    

    
      	Calculate your current assets and liabilities.


      	Specify your annual income needs in retirement.


      	Calculate what assets you will need to generate that.


      	Track where you are in relation to that goal.

    


    

    2. Avoid the wrong asset classes


    

    
      	Cash – because although it gives an illusion of safety, it always underperforms compared to everything else. Inflation always kills the benefits of holding cash long term. You want assets which appreciate.


      	
        Commodities – which are highly volatile and always underperform everything else over the long run. You can do much better in other asset classes which appreciate in value.

        

        

        

        
      

    


    3. Invest in stocks and bonds


    

    
      	Bonds – because they deliver a positive return 85 percent of the time. Bonds are insurance for your portfolio. You give up some of the gains you would expect to see from stocks in exchange for the reduced likelihood of losing your investment altogether.


      	Stocks – which always go up a lot over the long term. The best way to overcome jitters about market fluctuations is to have stock market exposure only for that part of your portfolio which is expected to generate income for you more than five years in the future. That way you will survive the unavoidable roller-coaster ride.


      	Real estate and energy – which are best accessed by buying index funds or exchange-traded funds. Remember, you're not trying to pick winners or losers but you do want to benefit from the upcoming growth in that sector as a whole.

    


    4. Take a global approach


    

    
      	We live in a global economy.


      	Companies can and do make money everywhere.


      	International economies are growing quickly.


      	International markets are often up when yours is down.

    


    

    5. Use index-based holdings


    

    6. Don't sell everything at once


    

    

    
      	You will be taxed on your capital gains thus far.


      	You may be liable for high surrender charges.


      	You may already be invested in the right stocks.

    


    

    

    7. Get your asset allocation right


    

    

    

    

    

    

    

    

    8. Stay with your allocation


    

    

    

    9. Rebalance sparingly


    

    

    10. Revisit your plan annually


    

    

    

    

    

    

    
      	You're not trying to time the market. Instead, you're investing for the long run.


      	You're not trying to be a trader. Instead, you mostly buy passive investments like index funds.


      	You're not scared by the noise of the marketplace. Instead, you ignore all the outlandish performance claims and tune out the noise.


      	You're determined not to get in your own way when it comes to succeeding as an investor.


      	You've built a portfolio which makes sense for your situation and preferences.


      	You have the right attitude towards your money. You work hard to save it and invest it but you also loosen up and enjoy your money as well. You give some away to good causes. You enjoy life and the fruits of your labor. You're not trying to be the richest guy in the cemetery.

        

        
      

    


    

    

    
      	25% Emerging Market Stocks


      	25% International Stocks


      	25% U.S. Small Caps


      	25% U.S. Large Caps

    


    

    
      	25% U.S. Large Caps


      	15% U.S. Small Caps


      	20% International Stocks


      	25% U.S. Bonds


      	15% International Bonds

    


    

    
      	20% U.S. Large Caps


      	10% U.S. Small Caps


      	10% International Stocks


      	40% U.S. Bonds


      	20% International Bonds

    


    

    
      	70% U.S. Bonds


      	10% U.S. Large Caps


      	20% International Bonds

    


    

    
      	45% U.S. Large Caps


      	10% U.S. Small Caps


      	25% International Stocks


      	10% U.S. Bonds


      	10% Emerging Market Stocks
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