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by Hans Wagner (Contact Author | Biography)

Some of us are more disciplined than others. Shortly after we are born, we start to learn the rules
of life. Some of these rules we had to learn the hard way, through trial and error. Others we
learned from our parents. Learning from others in this way is often easier, however, we seem to
do a better job of remembering the lessons we learn the hard way. As investors, we have a choice-
We can learn the hard way and hope that we'll survive our lessons and not run out of money, or
we can learn from the following three wise men.

Three wise men — Warren Buffett, Dennis Gartmen and Puggy Pearson — found very different
methods to achieve financial success, but they all share a common trait — their success came by
following a strict set of rules. In this article we'll show you nine rules that three wise investors
live by.

The World’s Greatest Investor

Warren Buffett, the ‘Oracle of Omaha," is considered by many to be the greatest investor ever- He
is also known for giving much of his $40 billion fortune to the Bill & Melinda Gates Foundation,
which is dedicated to bringing innovations in health and learning. Buffett is primarily a value
investor that closely follows Benjamin Graham's investing philosophy after having worked at
Graham's firm, Graham—Newman. (To read more about Buffett, see Warren Buffett: How He Does
It and What Is Warren Buffetts Investing Style?)

Buffett has several excellent investing rules. You can read about many of them in his
company's (Berkshire Hathaway) annual reports, which are an excellent source of
investing knowledge.

Here are three of Buffett's rules:

1. Rule No.1: Never lose money. Rule No.2: Never forget rule No.1.
If you lose money on an investment, it will take a much greater return to just break
even, let alone make additional money. Minimize your losses by finding quality
companies that are temporarily selling at discounted prices. Then follow good capital
management principles and maintain your trailing stops. Also, sitting on a losing
trade uses up time, money and mental capital. If you find yourself in this situation, it is
time to move on.

2. The stock market is designed to transfer money from the active to the patient.
The best returns come from those who wait for the best opportunity to show itself
before making a commitment. Those who chase the current hot stock usually end up
losing more than they gain. Remain active in your analysis, look for quality
companies at discounted prices and be patient waiting for them to reach their
discounted price before buying.

3. The most important quality for an investor is temperament, not intellect.
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You need a temperament that neither derives great pleasure from being with the
crowd or against it. Independent thinking and having confidence in what you believe
is much more important than being the smartest person in the market. Most of the
time, the best opportunities are found when everyone else has given up on the stock

market. Over-confidence and emotion are the enemies of a high quality portfolio.

The Great Trader Gartman

In the October 1989 issue of Futures magazine, Dennis Gartman published 15 simple
rules for trading. He is a successful trader who has experienced the gamut of trading from
winning big to almost losing everything. Currently, he publishes The Gartman Letter, a
daily publication for experienced investors and institutions.

Here are three of Gartman's best rules:

1. There is never one cockroach-
When you encounter a problem due to management malfeasance, expect many more to
follow. Bad news often begets bad news. Should you encounter any hint of this kind of
problem, avoid the stock and sell any shares you currently own. (For related reading, see
Evaluating A Company s Management, Get Tough On Management Puff and Putting
Management Under The Microscope-)

2. In a bull market only be long. In a bear market only be short.
Approximately 607 of a stock's move is based on the overall move of the market, so go with
the trend when investing or trading. As the saying goes, The trend is your friend."

3. Dont make a trade until the fundamentals and technicals agree.
Fundamentals help to find quality companies that are selling at discounted prices. Technical
analysis helps to determine when to buy, the exit target and where to set the trailing stop- A
variation of this is to think like a fundamentalist and trade like a technician. When you
understand the fundamental reasons that are driving the stock and the technicals confirm the
fundamentals, then you can make the trade. (For more insight, see Fundamental Analysis
For Traders and What Can Traders Learn From Investors?)

The Gambler

The wisdom of the late two—time champion world poker player Puggy Pearson offers our last set
of rules to follow. 'Only three things to gamblin,” Puggy once said, 'knowing the 60/40 end of a
proposition, money management and knowing yourself." Well, those rules apply to investors too-

Here are Pearson's all-encompassing rules:

1. Knowing the 60,40 end of a proposition
Understanding the odds of drawing a winning hand is essential to poker. The 60/40 bets are
those that offer the best chance of winning given all the options available. If you only play
hands that have these odds or better, the statistics are on your side-

As investors, we should strive to put the odds in our favor with every trade. Finding the
best 60/40 opportunities takes time and research, as there are many ways to find good
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candidates. These can be identified through individual stock selection, top—down or
bottom—up approaches, technical or fundamental analysis, value—based pricing, growth—
oriented, sector—leaning or whatever approach works best for a particular investor. The
point is that investors must be constantly working toward finding and recognizing
opportunities as they present themselves. Once you have been dealt the right cards, it's time
to take the next step-

2. Money Management
Managing money is an ongoing process. The first tenet is to minimize losses on each
opportunity. Fortunately, investors do not have to ante up to play, as in poker, though
investors must work hard to find good opportunities- Once you have a good hand, it is time
to decide how much money to commit to the opportunity-.

While much is written on this topic, let's keep it simple. Basically it is a risk-reward
decision. The more money you commit, the greater the possible reward and the higher the
risk of losing some of that money. However, if you do not play, then you cannot win. (For
more on this, see Determining Risk And The Risk Pyramid.)

Basically, when the best opportunities present themselves, it is usually wise to make a
significant commitment. For good (but not great) opportunities, committing smaller amounts
makes sense as the potential reward is less- As in poker, most of an investor's money is
made in small increments with the occasional big win coming along every once in a while.
This requires that an investor evaluate each opportunity compared to others that have shown
themselves in the past. Experience is an excellent teacher- Finally, investors can use a
stop—loss strategy to mitigate greater losses should their assessment of the opportunity prove
to be wrong. Too bad gamblers don't have such a tool! (To read more, see The Stop—Loss
Order — Make Sure You Use It.)

3. Knowing Yourself
The last gambling rule, knowing yourself, means doing everything you can to stick to your
discipline. Everyone wants to get on with it to make the next trade, but if that opportunity
does not fit within your measure of a good 60/40 opportunity, then you must force yourself
to pass.- While you will miss some good gains, this will also save you from some hefty
losses. Following your discipline is essential for success as a gambler as well as an investor-
You must be extraordinarily patient in your search for the right opportunities and then
aggressively go after the best ones.

Conclusion

Each of these three wise men excels by following his rules. In this way, they have succeeded
where many others have failed- While we might not be as wise as these three men, we can learn
from the best.

by Hans Wagner, (Contact Author | Biography)

As a long time investor, Hans Wagner was able to retire at 55 by following a disciplined process
using sound investment principles- After his children and their friends graduated from college,
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Hans began helping them to invest in the stock market. Soon, friends and acquaintances also
began to seek advice, so Hans created a website, Trading Online Markets, which provides
information on investing topics, along with sample portfolios that consistently beat the market-

** This article and more are available at Investopedia.com - Your Source for
Investing Education **
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