Investment Process and Policy

Formulation

The investment process is a structured approach to making
investment decisions to achieve financial goals. It begins
with policy formulation, which serves as the foundation for
all investment activities. Policy formulation establishes the
guidelines, objectives, and constraints that govern
investment decisions. The process involves several key
steps, as discussed below.

1. Policy Formulation in the
Investment Process

Policy formulation is the first and most critical step in the
investment process. It involves defining the investment
objectives, risk tolerance, and constraints to guide future
investment decisions. This stage ensures that investment
decisions align with an individual's or institution’s financial
goals, risk appetite, and market conditions.

Key Aspects of Investment Policy
Formulation:

a) Defining Investment Objectives

Investment objectives vary depending on the investor’s
needs and goals. They typically include:
Capital Preservation — Maintaining the original value of
the investment.
Capital Appreciation — Growing the value of



investments over time.

Income Generation — Earning regular income through
interest, dividends, or rental income.

Risk-adjusted Returns — Maximizing returns while
maintaining acceptable risk levels.

b) Assessing Risk Tolerance

Risk tolerance is the level of uncertainty an investor is willing
to accept in exchange for potential returns. Factors
influencing risk tolerance include:
Time Horizon — Longer investment periods allow for
higher risk-taking.
Financial Situation — Investors with stable incomes can
tolerate more risk.
Psychological Factors — Individual comfort levels with
market fluctuations.

c) Establishing Investment Constraints

Investment constraints define the limitations within which
investment decisions must be made. They include:
Liquidity Needs — The requirement for cash availability.
Time Horizon — The investment duration (short-term,
medium-term, or long-term).
Legal and Regulatory Restrictions — Compliance with
laws and financial regulations.
Tax Considerations — Minimizing tax liabilities through
tax-efficient investments.
Ethical and Social Preferences — Aligning investments
with personal values, such as ESG (Environmental,
Social, and Governance) investing.



2. The Investment Process Following
Policy Formulation

Once the investment policy is established, the next steps in
the investment process follow systematically:

a) Asset Allocation

Asset allocation is the process of distributing investments
across different asset classes, such as:
Equities (Stocks) — High growth potential but higher risk.
Fixed Income (Bonds) — Lower risk with stable income.
Real Estate — Physical property investment.
Alternative Investments — Commodities, hedge funds,
private equity.
The allocation depends on risk tolerance, investment goals,
and market conditions.

b) Security Selection

This step involves choosing specific securities within each
asset class. For example:
Selecting individual stocks within the equity portfolio.
Choosing government or corporate bonds within the
fixed-income category.
Security selection requires detailed analysis
using fundamental analysis (evaluating financial statements,
company performance, industry trends) and technical
analysis (using price patterns and market trends).

c) Portfolio Construction

A well-structured portfolio is built to balance risk and return.
Key strategies include:



Diversification — Spreading investments across sectors
and assets to minimize risk.

Risk Management — Using techniques like hedging and
stop-loss orders to protect capital.

d) Performance Monitoring and
Rebalancing

Investment performance must be regularly reviewed against
benchmarks and goals. Key considerations include:
Performance Evaluation — Comparing returns against
market indices.
Portfolio Rebalancing — Adjusting asset allocation to
maintain the desired risk-return profile.
Market Adaptation — Modifying investments based on
economic conditions.

Conclusion

Policy formulation is the foundation of the investment
process, guiding all subsequent decisions. A well-defined
investment policy ensures alignment with financial goals,
risk tolerance, and constraints. Following policy formulation,
investors proceed with asset allocation, security selection,
portfolio construction, and continuous monitoring to
optimize returns while managing risks. A disciplined and
strategic approach to the investment process enhances the
chances of achieving financial success



