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7   FAILURE 

 “The opposite of failure is not safety. It’s nothing.” 

Megan McArdle 

Wikipedia defines failure as “the state or condition of 

not meeting a desirable or intended objective, and 

may be viewed as the opposite of success.” Not 

meeting an intended objective is unquestionably a 

form of failure.  But from the perspective of a long-

term investor, failure is anything but the opposite of 

success.  Rather, it is a core element of continuous 

improvement and risk mitigation.  For an investor, 

the ability to fail well and fail fast explains successful 

outcomes better than the absence of failure itself.     

Failing is natural, and its occurrence is widespread.  
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The very way that our brains develop is a showcase 

of failure.  An infant’s brain has twice as many 

synaptic connections as an adult’s, making it more 

flexible and creative, as well as more capable of 

learning.  But then children lose some 20 billion 

synapses per day between early childhood and 

adolescence.  Through experience, certain connections 

get reinforced while others fail, resulting in a more 

efficient and coherent mind as the brain matures.  

This form of Darwinian selection, known as synaptic 

pruning, is an efficient way by which our neural 

circuits adapt to the demands imposed on them by 

the external environment.  The process applies as well 

to brains as it does to industries, economies, and 

portfolios.  

The similarities between brain development and 

industry innovation underscore a recurring concept 

in this book:  that the workings of markets have 

strong parallels in nature.  In More than You Know, 

Michael Mauboussin explores the analogy between 

brain development and economic progress.1  He 

offers the evolution of the automobile, TV, disk drive, 

PC, and internet industries as vivid examples of the 

same pruning pattern that plays out in the child’s 

brain as it matures.  Investors allocate capital liberally 

in the early phases of growth, when the number of 

competing companies is large. But, as an industry 

matures, a process of rapid pruning takes place by 

which most companies get wiped out.  As occurs in 

the brain of infants, the nascent industries become 
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more efficient and more stable once they get clipped.  

Mauboussin argues that “investors are wise to look 

around for survivors at the end of a pruning process 

because a portfolio of surviving companies often 

presents an opportunity for attractive shareholder 

returns.”  

The parallels with synaptic pruning are also evident 

in risk management. When confronted with 

uncertainty, it helps to start with more alternatives 

before selecting the ones that are best suited to a 

given environment. Moreover, when the incidences of 

failure run low, the risks often rise until a new round 

of pruning takes place in the same iterative, 

Darwinian manner. In other words, a system that fails 

frequently tends to be more adaptive, making it better 

prepared to confront the next round of failures.   

In Dead Company Walking, short seller Scott Fearon 

claims that “things go wrong more often than they go 

right,” and that recognizing this was the single most 

important lesson he learned about business and life.2  

While many companies become better as a result of 

their failures and mistakes, others don’t. Instead of 

avoiding the conditions that lead to permanent and 

catastrophic failures, Mr. Fearon seeks them out, and 

profits from their occurrence.  He celebrates failure as 

“one of the most enduring and important American 

business traditions,” and approaches it as fertile 

ground for exploiting human biases and generating 

profits. 
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Success, it would seem, requires learning how to fail 

well.  Whether in parenting, education, or portfolio 

management, failing well means recognizing early 

the nature of mistakes.  In his PhD dissertation about 

how doctors learn to avoid catastrophic mistakes, 

sociologist Charles Bosk proposed that there are 

essentially two types of errors:  technical and 

normative.3  The technical error is related to skill and 

judgment, and can generally be resolved through 

experience and practice.  The normative error, 

however, is more serious because it involves an error 

of process and principle. An example of a normative 

error is when a pilot delays the recognition that he is 

lost, thereby putting more distance between his 

aircraft and the correct path.  Another example is 

when an investor denies conflicting information so as 

to adhere to pre-existing beliefs.  Normative errors 

are the reason why even minor disturbances, if not 

handled properly, can cascade into catastrophic 

failure. 

A phenomenon that explains many incidences of 

catastrophic failure is known as normalcy bias.  It is a 

cognitive state that people enter when facing a 

disaster, whereby they behave as if things are fine 

even when it is very clear that they are not.  Like deer 

that freeze at a fast approaching headlight, people 

often die in wildfires, floods, and hurricanes when 

they fail to evacuate their homes as a result of this 

bias.  Companies go bankrupt and investors get 

wiped out for this same reason:  they do nothing 
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when conditions call for action.  The best way to 

protect against this bias is to be prepared for the 

worse.  As the tagline of Mass Mutual Life Insurance 

company states: “You can’t predict.  You can 

prepare.”       

In summary, mistakes are normal, and failure is 

natural.  The best companies are those that know how 

to fail frequently as they mature.  The ability to deal 

well with failure is beneficial in many professional 

fields, as well as for life in general.  Ultimately, it is 

those who can learn from repeated failures that reach 

the highest levels of success.  As investors, we can 

achieve this by following a repeatable process, 

remaining prepared to fail, and accepting quickly our 

failures as opportunities to learn.   
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