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13   PATH DEPENDENCY 

“True life is lived when tiny changes occur.”  

Leo Tolstoy 

The concept of path dependence is prominent in both 

the natural and the social sciences, and it helps to 

explain many of the distortions, inefficiencies, and 

opportunities observable in otherwise efficient 

markets. Path dependence is also central to 

explaining why the future is so hard to predict. As 

Tolstoy’s quote above suggests, an important 

implication of path dependence is that large, readily 

observable outcomes are explained by many small 

changes that receive less attention.  

Leo Tolstoy was a realist who proposed a view that 
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recorded history is misleading in that it “presents 

only a blank succession of unexplained events.” 

Tolstoy believed that real history is created in the 

trenches, at the micro level, where human interactions 

occur and millions of decisions are made. Tolstoy’s 

theory applies neatly to stock selection. While the 

media focuses on the big news, the greatness of 

companies is often achieved through the repeatable 

deployment of small advantages. This philosophy is 

central to our investment approach.  

A classical depiction of path dependence was offered 

by the Hungarian mathematician George Pólya in the 

early 1900s. In the most basic Pólya urn model, the 

urn starts out with one white and one black ball. One 

of the balls is then drawn randomly and is returned to 

the urn together with an additional ball of its same 

color. This procedure is performed repeatedly and the 

ratio of black to white balls is observed. As with 

markets and economies, the ultimate ratio cannot be 

known ahead of time, and multiple trials yield vastly 

different results. Importantly though, the flexibility of 

the outcomes decreases rapidly, because once a black 

ball is drawn, for instance, the probability that 

another black ball gets drawn increases sharply. After 

a few successive, and increasingly likely, draws of 

black balls, it becomes nearly impossible for white 

balls to dominate. Positive feedback mechanisms, 

such as those portrayed by matching colored balls, 

are the drivers of path dependence. They help to 

explain why industries tip in favor of certain products 
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early on, why markets are prone to extreme 

outcomes, why the rich get richer, and why viruses 

spread.  

Another distinct, yet closely related, concept in path 

dependence is known as imprinting, which describes 

how initial environmental conditions leave a 

persistent imprint on organizations and societies, 

resulting in biased outcomes and behaviors long after 

the environment changes. In an informative and 

thought-provoking book titled Reinventing American 

Healthcare, Ezekiel Emanuel offers a contemporary 

example of this phenomenon at work1. He claims 

that: “The American health care system was not 

created complex and ridiculously expensive from its 

origins. It evolved to become this way over a period 

of about 100 years. And there is nothing inherent in 

the way it evolved. It could have been different. But 

many decisions, often made for reasons having 

nothing to do with improving health care, shaped the 

health care system we have today.” 

Emanuel evokes path dependence not only to explain 

the present, but also to boldly predict the future of 

American health care. He points out that it is 

important to focus on the history of reform, because 

the last battle sets the stage for future war and 

previous failed efforts have shaped subsequent 

attempts to reform. Using this framework, he 

foresees, among other notable outcomes, the end of 

employer-sponsored health insurance and of health 
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care inflation over the next decade. But if the Pólya 

urn model teaches us anything, there is a high 

likelihood that he will be revising his predictions as 

alternative paths emerge and new imprints are made. 

In summary, we are big believers in the influence that 

path dependence has on markets and other social 

systems, such as companies and governments. While 

we are aware of the random nature of complex 

systems and are careful not to place too much 

emphasis on causation, we are students of history and 

believe that being so improves our ability to make 

sense of reality, select stocks, and manage risk. 

Importantly though, because our focus is on finding 

outstanding companies with prospects that are 

under-appreciated in the market, we borrow from 

Tolstoy in emphasizing the significance of the tiny 

changes that persist over time. 
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