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......... we shall write, throughout the following sections, as if changes in the values of investments were
soley due to changes in the expectation of their prospective yields and not at all to changes in the rate of
interest at which these prospective yields are capitalised. The effect of changes in the rate of interest is,

however, easily superimposed on the effect of changes in the state of confidence. (JMK.7, p.149)
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Decisions to invest in private business of the old-fashioned type were, however, decisions largely
irrevocable, not only for the community as whole, but also for the individual. With the separation
between ownership and management which prevails to-day and with the development of organised
investment markets, a new factor of great importance has entered in, which sometimes facilitates
investment but sometimes adds greatly to the instability of the system. In the absence of security
markets, there is no object in frequently attempting to revalue an investment to which we are commit-

ted. (pp.150-1).
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But the Stock Exchange revalues many investments every day and the revaluations give a frequent
opportunity to the individual (though not to the community as a whole) to revise his commitments. It

is as though a farmer, having tapped his barometer after breakfast, could decide to remove his capital
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from the farming business between 10 and 11 in the mornig and reconsider whether he should return to
it later in the week (JMK.7, p.151)
R
D ROERRTE VY BRv ORENEBHOEERKRE VR NOEERERE<LE OV (HHHEY
ROV ELSLR) E<QREKRW R Il i 5 50° v L BN R0 MUK R RER 2B L oM
SR HE T O RO | ] 7o QF MK R 0 QKK S IRD 0 VFKIE R0 I VR A" w8 S
B QLQ o M OEREK M K @ &2 200 KRN0 I o 1) AR §9 3000 460 {50 © 09800 (- ERER R B ERER R Y 1
#6P20)

QOURPeERECHESER
CEERD LD JEEK S QX OMEHER NS MW S %oTﬁ%ﬁu%ﬁﬁéiﬁ®W§@_thf%ﬂéhf
550° AMNOREREEWVIREVRK OV S 5° HK (o~ 2allfikir k) 2BHF R0 B 1 RXEIR o 8l 8K
LK S B B 4050 0 S 0fET0400° S 0B QUK -2 XKKR (his commitments) 94 M RXHIBK K
3050 A SOERRID R0 Q 4850°

BEXAE X 59 1 50 e TRENA VKBS S 1| O QB
@ RO ¥RETECDY QEFEESR" MO VEXIREY | E<ZO02QE ¢ RUE4 e 1) ViR
Mo L RQNIDQR0-2 QR0 R" KTHEE MR QR LK KRE SRV % 807 BRIkS
[T KO 5 Ee ) R U400 Q17 W R4S PRIEQEREE R O W Ee ik I 1 fovr) A BB £ 4950

<t
o0



KT A > XFDOER (F)

DT ER 2 OEKEWENLR S VIRRE KR WIRR D HiFEREVE ) VR L0807 v QiEHE
MK VB Q21046n S HBR N I ORI 0 2080 (] ELRI)
g

But the daily revaluations of the Stock Exchange, though they are primarily made to facilitate transfers
of old investments between one individual and another, inevitably exert a decisive influence on the rate
of current investment. For there is no sense in building up a new enterprise at a cost greater than at
which a similar existing enterprise can be purchased; whilst there is an inducement to spend on a new
project what may seem an extravagant sum, if it can be floated off on the Stock Exchange at an

immediate profit.! (p.151)
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I pointed out that when a company’s shares are quoted very high so that it can raise more capital by
issuing more shares on favourable terms, this has the same effect as if it could borrow at a low rate of
interest. I should now describe this by saying that a high quotation for existing equities involves an
increase in the marginal efficiency of the corresponding type of capital and therefore has the same effect
(since investment depends on a comparison between the marginal efficiency of capital and the rate of

interest). (p.151)
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Thus certain classes of investments are governed by the average expectation of those who deal on the
Stock Exchange as revealed in the price of shares, rather than by the genuine expectations of the
professional entrepreneur.*? How then are these highly significant daily, even hourly, revaluations of
existing investments carried out in practice? (p.151)
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This does not apply, of course, to classes of enterprise which are not readily marketable or to which no
negotiable instrument closely corredponds. The categories falling within this exception were formerly
extensive. But measured as a proportion of the total value of new investment they are rapidly declining
in importance (p.151)
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For if there exist organised investment markets and if we can rely on the maintenance of the convention,
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an investor can legitimately encourage himself with the idea that the only risk he runs is that of a
genuiene change in the news over the near future, as to the likelihood of which he can attempt to form
his own judgement, and which is unlikely to be very large. For assuming that the convention holds good,
it is only these changes which can affect the value of his investment, and he need not lose his sleep
merely because he has not any notion what his investment will be worth ten years hence (JMK.7, pp.152
-3).
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Thus investment becomes reasonably ‘safe’ for the individual investor over short periods, and hence over
a succession of short periods, however many, if he can fairly rely on there being no breakdown in the
convention and on his therefore having an opportunity to revise his judgement and change his invest-
ment, before there has been time for much to happen. Investments which are ‘fixed’ for the community
are thus made ‘liquid’ for the individuals. (p.153)
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e
—human nature desires quick results, there is a peculiar zest in making money quickly, and remoter
gains are discounted by the average man at a very high rate. The game of professional investment is
intolerably boring and overexacting to anyone who is entirely exempt from the gambling instinct; whilst
he who has it must pay to this propensity the appropriate toll. Furthermore, an investor who proposes
to ignore near-term market fluctuations neeeds greater resources for safety, and must not operate on
so large a scale, if at all, with borrowed money —a further reason for the higher return from the pastime
to a given stock of intelligence and resources (JMK.7, p.157)
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The practice, usually considered prudentl, by which an investment trust or an insurance office frequently
calculates not only the income from its investment portofolio but also its capital valuation in the market,
may also tend to direct too much attention to short-term fluctuations in the latter (JMK.7, p.157)
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Thus we must also take account of the other facet of the state of confidence, namely, the confidence of
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the lending institutions towards those who seek to borrow from them, sometimes described as the state
of credit. A collapse in the price of equities, which has had disastrous reactions on the marginal
efficiency of capital, may have been due to the weakening either of speculative confidence or of the state
of credit. But whereas the weakening of either is enough to cause a collapse, recovery requires the
refival of both. For whilst the weakening of credit is sufficient to bring about a collapse, its strengthen-
ing, though a necessary condition of recovery, is not a sufficient condition, (p.158)
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If I may be allowed to appropriate the term speculation for the activity of forecasting the psychology

of the market, and the term enterprise for the activity of forecasting the prospective yield of assets over
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their whole life, it is by no means always the case that speculation predominates over enterprise. As
the organisation of investment markets improves, the risk of the predominance of speculation does
’however, increase. In one of the greatest investment markets in the world, namely, New York, the
influence of speculation (in the above sense) is enormous. (pp.158-9)
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e
It is rare, one is told, for an American to invest, as many Englishmen still do, ‘for income’; and he will
not readily purchase an investment except in the hope of capital appreciation. This is only another way
of saying that, when he purchases an investment, the American is attaching his hopes, not so much to
its prospective yield, as to a fovourable change in the conventional basis of valuation, i.e. that he is, in

the above sense, a speculator. (JMK.7, p.159)
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e
Speculators may do no harm as bubbles on a steady stream of enterprise. But the position is serious
when enterprise becomes the bubble on a whirlpool of speculation. When the capital development of a
country becomes a by-product of the activities of a casino, the job is likely to be ill-done. (p.159)
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e
The measure of success attained by Wall Street, regarded as an institution of which the proper social
purpose is to direct new investment into the most profitable channels in terms of future yield, cannot
be claimed as one of the outstanding triumphs of laissez-faire capitalism—which is not surprising, if I
am right in thinking that the best brains of Wall Street have been in fact directed towards a different
object. (JMK.7, p.159)
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The jobber’s ‘turn’, the high brokerage charges and the heavy transfer tax payable to the Exchequer,
which attend dealings on the London Stock Exchange, sufficiently diminish the liquidity of the market
(although the practice of fortnightly accounts operates the other way) to rule out a large proportion of
the transaction characteristic of Wall Street. The introduction of a substantial government transfer tax
on all transactions might prove the most serviceable reform available, with a view to mitigating the
predominance of speculation over enterprise in the United States. (JMK.7, pp.159-60)
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Whilst liquidity-preference due to the speculative motive corresponds to what im my 77reatise on Money
I called ‘the state of bearishness’, it is by no means the same thing. For ‘bearishness’ is there defined
as the functional relationship, not between the rate of interest (or price of debts) and the quantity of
money, but between th price of assets and debts, taken together, and the quantity of money. This
treatment, however, involved a confusion between results due to a change in the rate of interest and
those due to a change in the schedule of the marginal efficiency of capital, which I hope I have here
avoided (JMK.7, pp.173-4).
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The only radical cure for the crises of confidence which afflict the economic life of the modern world

would be to allow the individual no choice between consuming his income and ordering the producition
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of the specific capital-asset which, even though it be on precarious evidence, impresses him as the most
promising investment available to him. It might be that, at times when he was more than usually
assailed by doubts concerning the future, he would turn in his perplexity towards more consumption and
less new investment. But that would avoid the disastrous, cumulative and far-reaching repercussions
of its being open to him,when thus assailed by doubts, to spend his income neither on the one nor on the
other. (JMK.7, p.161)
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