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12   POWER LAW 

 “To improve at chess, you should in the first instance 
study the endgame.” 

José Raúl Capablanca 

As per Wikipedia, “a power law is a functional 

relationship between two quantities, where one 

quantity varies as a power of another.”  While many 

phenomena, such as the height or the cholesterol 

readings for a particular population, tend to follow a 

normal distribution (where values have a central 

tendency), other phenomena, such as the value of 

companies in a market, tend to follow a power law 

distribution (where a few players represent the 

majority of the aggregate value).  People are generally 

conditioned to reason in terms of normal 

distributions, so they miss the way that stock prices 
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change over time in a power law world.  Instead of 

aggregating around a stable mean, small differences 

in compounding rates, when sustained for long 

enough, make it such that a handful of companies 

will radically outperform all others.     

The early 1900s Italian economist Vilfredo Pareto 

discovered what would become known as the Pareto 

principle, or the 80-20 rule, which is a power law 

function.  Pareto’s insights have found application 

across many disciplines, including business, biology, 

geology, and sports.  Pareto observed that 80% of the 

wealth of countries was owned by 20% of the 

population, just as 80% of the peas from his garden 

came from 20% of the peapods.  Likewise, the most 

destructive earthquakes are many times more 

powerful than all smaller ones combined, and the 

majority of tournaments are won by a few formidable 

players.  Indeed, the phenomenon applies neatly to 

the market, as some 80% of the total value is 

concentrated in the top 20% of stocks. 

As we have stated before, at Victori Capital we strive 

to find the few outstanding companies that can   

deliver   outsized   returns   over  longer  time periods 

than is typically appreciated.  The reason we believe 

these opportunities exist is that investors and 

managers are anchored to short-term fluctuations and 

conditioned to think in terms of simple averages.  

This causes them to lose sight of the endgame.  

Instead of outcomes that are normally distributed, the 
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power law principle dictates that only a few 

companies will attain exponentially greater value in 

the future than all others combined.   

In his book Zero to One, Peter Thiel describes the 

importance of power law thinking to venture capital 

investing.1  He claims that any investor who over-

emphasizes diversification instead of a single-minded 

pursuit for the very few companies that can become 

overwhelmingly valuable, will likely miss those rare 

companies in the first place.  While running a 

diversified portfolio has its merits, Thiel also claims 

that investors who understand the power law 

principle make as few investments as possible, so that 

they can concentrate on the special candidates, just as 

a company would do when selecting a CEO or an 

individual would do when finding a spouse.  Because 

time and decision-making themselves follow a power 

law, Thiel promotes the notion of focusing our efforts 

on higher impact decisions.  He explains that, while 

young venture capital portfolios show little 

divergence in returns, a mature fund is typically split 

between one dominant investment and everything 

else.  “Most of the differences that investors and 

entrepreneurs perceive every day,” he writes, “are 

between relative levels of success, not between 

exponential dominance and failure.”  The challenge is 

that, in a world that denies power laws, what’s most 

important is rarely obvious.  

Unlike with start-up investing or CEO selection, 
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where trading liquidity is structurally constrained, 

the ability of investors to trade common stocks at will 

makes it harder for them to benefit from the power 

law principle.  This is because, even when they select 

the right stocks, most investors over-trade, and 

thereby miss out on the opportunity to gain from the 

exponential dominance that emerges only over time.  

There is no lack of advice from the likes of Warren 

Buffett, who preach that investors should turn off 

their quote machines and focus on long-term 

fundamentals, but all too often, deep-rooted 

psychological biases still get the upper hand.  The 

most prominent of these biases is loss aversion, which 

often manifests itself through myopic thinking. 

Psychological influences represent a formidable 

challenge to not only investors, but most competitive 

endeavors.  In The Art of Learning, chess player Josh 

Waitzkin, who was made famous by the movie 

Searching for Bobby Fisher, as well as his impressive 

achievements in competitive martial arts, claims that 

most of his defeats were not due to lack of skill, but 

psychological influences.2  Josh’s secret to coping 

with the inevitable psychological pressures of high-

level competition is to stay intensely focused on the 

endgame from the beginning, and to suppress 

reactive thinking.  As the quote by José Raúl 

Capablanca suggests, there is no better time to focus 

on the endgame than in the first instance.  

In summary, we are not constrained by averages.  We 
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appreciate the 80-20 rule, and are intent on selecting 

only those stocks that stand a good chance of 

separating themselves from the pack over time.  

Finally, we aim to stay focused on the fundamentals, 

while avoiding the tendency to trade around short-

term moves, and suppressing the urge to react to the 

noise that invariably comes with new information. 
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