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JOHN MAYNARD KEYNES ON “INVESTING”

IN THE WORLD OF INVESTING, THE FUTURE IS ALWAYS
UNCERTAIN. Nearly all successful practitioners of
investing that we know of possess a strong philosophy

that guides their investment approaches and actions.

Clients of Burgundy will be familiar with our
philosophy of investing: to diligently search out
companies of quality that are selling for significantly
less than their “intrinsic value.” We have various tools
such as databases, computers and management
interviews to help us do this. We read widely and talk
to many executives and analysts. But the key to
successful implementation, in our view, really lies in
judgment and in temperament, having the confidence
and courage to do what is usually quite unpopular.
This is because investing in shares of companies that
are significantly undervalued usually means investing
in stocks that the public is currently avoiding. Often,
some of the very best opportunities occur when the
economic outlook is bleak and when each day in the
newspaper there is a long list of stocks hitting new
lows. We find that an investment philosophy, like all
other philosophies of life, benefits from an occasional
reinforcement. Such reinforcement or “tune-up,” in
our case, can come from a review of some of the great

literature on investing and successful investors.

John Maynard Keynes was one of the greatest
economists and thinkers on investments. He was at
various times Bursar of King’s College, Cambridge;
Chairman of the National Mutual Life Insurance; as
well as Director of Provincial Insurance and several
investment trusts.

One of our favourite passages from Keynes’s writing

is “The State of Long-term Expectation” from The

General Theory of Employment, Interest, and Money.!

In this article, Keynes differentiates between long-term
investing and second-guessing the crowd. It illustrates
a principle that in our view is key to enduring success
in investing. We repeat this section here for your

interest.

“A conventional valuation which is established as the
outcome of the mass psychology of a large number of
ignorant individuals is liable to change violently as the
result of a sudden fluctuation of opinion due to factors
which do not really make much difference to the
prospective yield, since there will be no strong roots of
conviction to hold it steady. In abnormal times in
particular, when the hypothesis of an indefinite
continuance of the existing state of affairs is less
plausible than usual even though there are no express
grounds to anticipate a definite change, the market will
be subject to waves of optimistic and pessimistic
sentiment, which are unreasoning and yet in a sense
legitimate where no solid basis exists for a reasonable

calculation.

But there is one feature in particular which deserves
our attention. It might have been supposed that
competition between expert professionals, possessing
judgment and knowledge beyond that of the average
private investor, would correct the vagaries of the
ignorant individual left to himself. It happens,
however, that the energies and skill of the professional
investor and speculator are mainly occupied otherwise.
For most of these persons are, in fact, largely
concerned, not with making superior long-term
forecasts of the probable yield of an investment over its
whole life, but with foreseeing changes in the
conventional basis of valuation a short time ahead of

the general public. They are concerned, not with what
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an investment is really worth to a man who buys it ‘for
keeps, but with what the market will value it at, under
the influence of mass psychology, three months or a
year hence. Moreover, this behaviour is not the
outcome of a wrong-headed propensity. It is an
inevitable result of an investment market organized
along the lines described. For it is not sensible to pay
25 for an investment of which you believe the
prospective yield to justify a value of 30, if you also
believe that the market will value it at 20 three months

hence.

Thus the professional investor is forced to concern
himself with the anticipation of impending changes, in
the news or in the atmosphere, of the kind by which
experience shows that the mass psychology of the
market is most influenced. This is the inevitable result
of investment markets organised with a view to so-
called ‘liquidity. Of the maxims of orthodox finance
none, surely, is more anti-social than the fetish of
liquidity, the doctrine that it is a positive virtue on the
part of investment institutions to concentrate their
resources upon the holding of ‘liquid’ securities. It
forgets that there is no such thing as liquidity of
investment for the community as a whole. The social
object of skilled investment should be to defeat the
dark forces of time and ignorance which envelop our
future. The actual, private object of the most skilled
investment today is ‘to beat the gun) as the Americans
so well express it, to outwit the crowd, and to pass the

bad, or depreciating, half-crown to the other fellow.

This battle of wits to anticipate the basis of
conventional valuation a few months hence, rather
than the prospective yield of an investment over a long
term of years, does not even require gulls amongst the
public to feed the maws of the professional; it can be
played by professionals amongst themselves. Nor is it
necessary that anyone should keep his simple faith in
the conventional basis of valuation having any genuine
long-term validity. For it is, so to speak, a game of

snap, of Old Maid, of Musical Chairs — a pastime in

which he is victor who says Snap neither too soon nor
too late, who passes the Old Maid to his neighbour
before the game is over, who secures a chair for himself
when the music stops. These games can be played with
zest and enjoyment, though all the players know that it
is the Old Maid which is circulating, or that when the
music stops some of the players will find themselves

unseated.

Or, to change the metaphor slightly, professional
investment may be likened to those newspaper
competitions in which the competitors have to pick out
the six prettiest faces from a hundred photographs, the
prize being awarded to the competitor whose choice
most nearly corresponds to the average preferences of
the competitors as a whole; so that each competitor has
to pick, not those faces which he himself finds prettiest,
but those which he thinks likeliest to catch the fancy of
the other competitors, all of whom are looking at the
problem from the same point of view. It is not a case
of choosing those which, to the best of one’s judgment,
are really the prettiest, nor even those which average
opinion genuinely thinks the prettiest. We have
reached the third degree where we devote our
intelligences to anticipating what average opinion
expects the average opinion to be. And there are some,
I believe, who practise the fourth, fifth and higher

degrees.

If the reader interjects that there must surely be large
profits to be gained from the other players in the long
run by a skilled individual who, unperturbed by the
prevailing pastime, continues to purchase investments
on the best genuine long-term expectations he can
frame, he must be answered, first of all that there are,
indeed, such serious-minded individuals and that it
makes a vast difference to an investment market
whether or not they predominate in their influence
over the game players. But we must also add that there
are several factors which jeopardise the predominance
of such individuals in modern investment markets.

Investment based on genuine long-term expectation is
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so difficult today as to be scarcely practicable. He who
attempts it must surely lead much more laborious days
and run greater risks than he who tries to guess better
than the crowd how the crowd will behave; and, given
equal intelligence, he may make more disastrous
mistakes. There is no clear evidence from experience
that the investment policy which is socially
advantageous coincides with that which is most
profitable. It needs more intelligence to defeat the
forces of time and our ignorance of the future than to
beat the gun. Moreover, life is not long enough;
human nature desires quick results, there is 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 needs 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. Finally it is the long-term
investor, he who most promotes the public interest,
who will in practice come in for most criticism,
wherever investment funds are managed by committees
or boards or banks. For it is in the essence of his
behaviour that he should be eccentric, unconventional
and rash in the eyes of average opinion. If he is
successful, that will only confirm the general belief in
his rashness; and if in the short run he is unsuccessful,
which is very likely, he will not receive much mercy.
Worldly wisdom teaches that it is better for reputation
to fail conventionally than to succeed
unconventionally.

So far we have had chiefly in mind the state of
confidence of the speculator or speculative investor
himself and may have seemed to be tacitly assuming

that, if he himself is satisfied with the prospects, he has

unlimited command over money at the market rate of
interest. This is, of course, not the case. Thus we must
also take account of the other facet of the state of
confidence, namely, the confidence of 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 revival of both. For
whilst the weakening of credit is sufficient to bring
about a collapse, its strengthening, though a necessary

condition of recovery, is not a sufficient condition.” *

Endnotes

t. Keynes, John Maynard. The General Theory of
Employment, Interest, and Money. New York:
Harcourt, Brace & World, 1936.
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