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 Is following the crowd a sound 
investment strategy?
By Timothy E. Flatley

Investing the way everyone else does 
may be a comforting practice. Inves-
tors may feel that if “everyone else 
believes it is a good idea,” then it 
probably is. Then, if this investment 
tactic fails to deliver the expected 
results, those investors can mitigate 
their disappointment by telling them-
selves, “At least I was not the only 
person wrong about the strategy.”

Generally, the experts on TV pro-
mote the current market trends, which 
further reinforces “group think.” Mim-
icking what everyone else is doing fre-
quently leads to surprisingly mediocre 
investment results. A study performed 
by the DALBAR research organiza-
tion revealed that the average inves-
tor, from December 31, 1982, through 
December 31, 2012, made an annual-
ized return of 2.3 percent. Compare 
that to the following asset class returns 
during the same time frame:

Gold . . . . . . . . . . . . . . . . . . . .8.4%
S&P 500  . . . . . . . . . . . . . . . .8.2%
Oil . . . . . . . . . . . . . . . . . . . . . .8.1%
EAFE . . . . . . . . . . . . . . . . . . .6.5%
Bonds . . . . . . . . . . . . . . . . . . .6.3%
Inflation. . . . . . . . . . . . . . . . . .2.5%
Average Investor . . . . . . . . . .2.3%

What went wrong? In order to 
dramatically underperform most 
investments, the average investor 
makes a number of mistakes. But 
the primary error is selling after the 
markets have declined significantly, 
then repurchasing after the markets 
have already recovered. Mutual fund 
research performed by JP Morgan 
supports this assertion. Investors 
have been net sellers of stock funds 
every year since 2007, including 2012, 
when the S&P 500 index increased 
by 16 percent. The trend has begun 
to reverse itself: In the first quarter 
of 2013 the same index returned in 
excess of 100 percent from its 2009 
lows. But investors remained net buy-
ers of stock funds.

One needs to look no further 
than Warren Buffet to observe the 
advantageous approach to invest-
ing. In 2009, when seemingly no one 
would lend Goldman Sachs money,               
Buffett extended the Wall Street giant 
$5 billion through an investment in 
a preferred stock issue. The terms 
of the deal required that Goldman 
Sachs pay Buffett 10 percent interest, 
with the caveat that he would receive 
a warrant to purchase $5 billion of 

additional shares at a price of $115 
per share. 

Also, Goldman Sachs would have 
the right to purchase the preferred 
shares at any time for 10 percent 
more than the issue price. Goldman 
Sachs redeemed the shares in April 
2011, creating a return of $1.8 billion, 
comprised of interest and the repur-
chase premium. Buffet still held the 
warrants, which he sold in April 2013 
for an additional $1.4 billion, generat-
ing a total return of $3.2 billion on his 
initial $5 billion investment.

This story illustrates how War-
ren Buffett was willing to buy when 
others were fearful, only to sell after 
the markets recovered and people 
were trending toward irrational exu-
berance. Maintaining a disciplined 
approach to your asset allocation 
really helps to affect this strategy. 
After a prolonged market rise, you 
will have a larger allocation to stock, 
with the opposite being true during 
an extended decline. Rebalancing at 
both of these points will force you 
to sell high and buy low. While this 
method is no guarantee of outstand-
ing absolute performance, it can help 
separate you from the crowd. 
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