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A
 S

elf A
ssessm

ent

T
o chose an investm

ent philosophy, you first need to understand your
ow

n personal characteristics and financial characteristics, as w
ell as as

your beliefs about how
 m

arkets w
ork (or fail).

A
n investm

ent philosophy that does not m
atch your needs  or your

view
s about m

arkets w
ill ultim

ately fail.
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P
ersonal C

haracteristics

Patience: S
om

e investm
ent strategies require a great deal of patience, a virtue

that m
any of us lack. If im

patient by nature, you should consider adopting an
investm

ent philosophy that provides payoffs in the short term
.

R
isk A

version: If you are risk averse, adopting a strategy that entails a great
deal of risk – trading on earnings announcem

ents, for instance – w
ill not be a

strategy that w
orks for you in the long term

.
Individual or G

roup T
hinker: Som

e investm
ent strategies require you to go

along w
ith the crow

d and som
e against it. W

hich one w
ill be better suited for

you m
ay w

ell depend upon w
hether you are m

ore com
fortable going along

w
ith the conventional w

isdom
 or w

hether you are a loner.
T

im
e you are w

illing to spend on investing: Som
e investm

ent strategies are
m

uch m
ore tim

e and resource intensive than others. G
enerally, short-term

strategies that are based upon pricing patterns or on trading on inform
ation are

m
ore tim

e and inform
ation intensive than long-term

 buy and hold strategies.
A

ge: A
s you age, you m

ay find that your w
illingness to take risk, especially

w
ith your retirem

ent savings, decreases.. It is true, though, that even as a
successful 

investor, 
you 

w
ill 

have 
learnt 

lessons 
from

 
prior 

investm
ent

experiences that w
ill both constrain and guide your choice of philosophy.
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S
igns of a m

isfit…

1.
Y

ou lie aw
ake at night thinking about your portfolio. Investors w

ho choose
investm

ent strategies that expose them
 to m

ore risk than they are com
fortable

taking w
ill find them

selves facing this plight. It is true that your expected
returns w

ill be low
er w

ith low
 risk strategies, but the cost of taking on too

m
uch risk is even greater.

2.
D

ay to day m
ovem

ents in your portfolio lead to reassessm
ents of your future:

W
hile long term

 m
ovem

ents of your portfolio should affect your plans on
w

hen you w
ill retire and w

hat you w
ill do w

ith your future, day-to-day
m

ovem
ents should not. It is com

m
on in every m

arket dow
nturn to read about

older investors, on the verge or retirem
ent, having to put off retiring because

of the dam
age created to their portfolios. W

hile som
e of them

 m
ay have no

choice w
hen it com

es to w
here they invest, m

ost investors do have the choice
of shifting into low

-risk investm
ents (bonds) as they approach retirem

ent.
3.

Second guessing your investm
ent decisions: If you find yourself second

guessing your investm
ent choices every tim

e you read a contrary opinion, you
should reconsider your strategy.
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F
inancial C

haracteristics

Y
our choice of investm

ent philosophy w
ill also be affected by your

financial characteristics – your job security, the funds you have to
invest, your cash needs and your tax status.

Since these characteristics change over tim
e, you m

ay have to m
odify

your investm
ent choices to reflect these changes.
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1. Job S
ecurity

In the m
idst of a recession, even those w

ith jobs w
orry m

ore about
their investm

ents and dem
and larger risk prem

ium
s for investing in

assets. T
he flight to quality and, at the lim

it, to riskless investm
ents is

exacerbated by natural and financial crises.

Y
our investm

ent philosophy w
ill also be heavily influenced by w

hat
you perceive your earning capacity to be. If you expect to earn a high
incom

e that m
ore than covers your expenses, you have far m

ore
degrees 

of 
freedom

 
w

hen 
it 

com
es 

to 
picking 

an 
investm

ent
philosophy. If, on the other hand, your incom

e barely covers your
expenses or w

orse still, falls short, your investm
ent portfolio w

ill have
to be tailored to m

eet your cash needs.
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2. Investm
ent F

unds

Y
our choices in term

s of investm
ent philosophy expand as the funds at

your disposal increase.

W
hen considering the investm

ent funds at your disposal, you should
look 

at 
not 

only 
your 

savings 
but 

also 
m

oney 
that 

you 
have

accum
ulated in pension funds, IR

A
s and insurance savings accounts.

W
hile you are som

etim
es restricted in your investm

ent choices on
som

e of these funds, you have m
ore choice now

 than you used to and
odds are that your choices w

ill continue to increase over tim
e.
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3. C
ash N

eeds

O
ne of the perils w

e face both as individual investors and portfolio
m

anagers 
is 

unpredictable 
dem

ands 
for 

cash 
w

ithdraw
als. 

F
or

individual investors, this m
ay occur as the result of a personal crisis –

a sickness that is not covered by health insurance or the unanticipated
loss of incom

e. F
or professional m

oney m
anagers, it arises because

clients can change their m
inds and dem

and their m
oney back. If this

occurs, you m
ay have to liquidate your investm

ents and lose any long-
term

 return potential that you m
ay have in them

.

W
hile you m

ay not be able to forecast w
hen cash w

ithdraw
als m

ay
need to occur, you can still consider the probabilities w

hen you choose
your investm

ent philosophy. T
he expected need for cash shortens your

tim
e horizon and m

ay ultim
ately require you to adopt an investm

ent
philosophy w

ith a shorter payoff period.
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4. T
ax S

tatus

Investors w
ho face high taxes on incom

e should choose investm
ent

strategies that reduce their tax liabilities or at least defers taxes into the
future.

W
hat m

akes the interplay betw
een investm

ent philosophy and taxes
com

plicated is the fact that different portions of the sam
e individual’s

incom
e can be subject to different tax treatm

ent. T
hus, an investor,

w
hen deciding w

hat to buy w
ith her pension fund, w

here incom
e is tax

exem
pt, m

ay adopt a strategy that generates large am
ounts of current

incom
e, but w

hen investing her personal savings, has to be m
ore

careful about tax liabilities.
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M
arket B

eliefs

S
o m

uch of w
hat w

e believe about m
arkets com

es from
 anecdotal

evidence – from
 friends, relatives and experts in the field. W

e also
have looked at the prevailing em

pirical evidence and disagreem
ents

am
ong researchers on w

hat w
orks and does not in financial m

arkets.

Y
our view

s about m
arket behavior and the perform

ance of investm
ent

strategies w
ill undoubtedly change over tim

e, but all you can do is
m

ake your choices based upon w
hat you know

 today.

W
hile staying consistent to an investm

ent philosophy and core m
arket

beliefs m
ay be central to success in investing, it w

ould be foolhardy to
stay consistent as the evidence accum

ulates against the philosophy.
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F
inding an Investm

ent P
hilosophy

M
om

entum
C

ontrarian
O

pportunisitic
S

hort term
 (days to

a few
 w

eeks)
• 

T
echnical m

om
entum

indicators – B
uy stocks based

upon trend lines and high
trading volum

e.
• 

Inform
ation trading: B

uying
after positive new

s (earnings
and dividend announcem

ents,
acquisition announcem

ents)

• T
echnical contrarian
indicators – m

utual fund
holdings, short interest.
T

hese can be for
individual stocks or for
overall m

arket.

• 
P

ure arbitrage in
derivatives and fixed
incom

e m
arkets.

• 
T

ehnical dem
and

indicators – Patterns in
prices such as head and
shoulders.

M
edium

 term
 (few

m
onths to a couple

of years)

• 
R

elative strength: B
uy stocks

that have gone up in the last
few

 m
onths.

• 
Inform

ation trading: B
uy sm

all
cap stocks w

ith substantial
insider buying.

• M
arket tim

ing, based
upon norm

al P
E

 or
norm

al range of interest
rates.

• Inform
ation trading:

B
uying after bad new

s
(buying a w

eek after
bad earnings reports
and holding for a few
m

onths)

• 
N

ear arbitrage
opportunities: B

uying
discounted closed end
funds

• 
Speculative arbitrage
opportunities: B

uying
paired stocks and
m

erger arbitrage.

L
ong T

erm
 (several

years)
• 

Passive grow
th investing:

B
uying stocks w

here grow
th

trades at a reasonable price
(PE

G
 ratios).

• P
assive value investing:
B

uy stocks w
ith low

PE
, PB

V
 or PS ratios.

• C
ontrarian value
investing: B

uying losers
or stocks w

ith lots of
bad new

s.

• 
A

ctive grow
th

investing: T
ake stakes

in sm
all, grow

th
com

panies (private
equity and venture
capital investing)

• 
A

ctivist value investing:
B

uy stocks in poorly
m

anaged com
panies

and push for change.
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T
he R

ight Investm
ent P

hilosophy

Single B
est Strategy: Y

ou can choose the one strategy that best suits
you. T

hus, if you are a long-term
 investor w

ho believes that m
arkets

overreact, you m
ay adopt a passive value investing strategy.

C
om

bination of strategies: Y
ou can adopt a com

bination of strategies
to m

axim
ize your returns. In creating this com

bined strategy, you
should keep in m

ind the follow
ing caveats:

•
Y

ou should not m
ix strategies that m

ake contradictory assum
ptions about

m
arket behavior over the sam

e periods. T
hus, a strategy of buying on

relative strength w
ould not be com

patible w
ith a strategy of buying stocks

after very negative earnings announcem
ents. T

he first strategy is based
upon the assum

ption that m
arkets 

learn slow
ly 

w
hereas the 

latter 
is

conditioned on m
arket overreaction.

•
W

hen you m
ix strategies, you should separate the dom

inant strategy from
the secondary strategies. T

hus, if you have to m
ake choices in term

s of
investm

ents, you know
 w

hich strategy w
ill dom

inate.
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In closing…

C
hoosing 

an 
investm

ent 
philosophy 

is 
at 

the 
heart 

of 
successful

investing. T
o m

ake the choice, though, you need to look w
ithin before

you look outside. T
he best strategy for you is one that m

atches both
your personality and your needs. 

Y
our choice of philosophy w

ill also be affected by w
hat you believe

about m
arkets and investors and how

 they w
ork (or do not). S

ince your
beliefs are likely to be affected by your experiences, they w

ill evolve
over tim

e and your investm
ent strategies have to follow

 suit.


