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14   MEAN REVERSION 

 “Fortune makes a fool of those she favors  
too much.”  

Horace 

Mean reversion may be defined as a statistical 

phenomenon where the greater the deviation of an 

outcome from its mean, the greater the probability 

that the next measured outcome will deviate less.  

Just as stock prices and valuation multiples appear to 

frequently mean-revert from extremes, so too do the 

performances of companies, investors, and athletes.  

Such oscillations can complicate the detection of 

underlying trends or create the appearance of trends 

where none exist.   
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The classic coin-flip experiment illustrates how a 

phenomenon as simple and commonplace as mean 

reversion can warp our interpretation of reality.  We 

know from theory that the probability of correctly 

guessing the result of a fair coin toss is always 50%, 

since each toss is independent of the one that 

preceded it.  Indeed, if we were to toss a coin one 

million times, the odds of getting close to half heads 

and half tails are very high.  What is not so obvious is 

how uneven the build-up of outcomes can become 

along the way.  There is a relatively high probability, 

for instance, that the first one hundred tosses will 

produce a result that is quite different from 50/50.  

Knowing that the outcomes must revert to the mean 

over time does not help one determine when and how 

that will happen.  In fact, one can never develop an 

edge in coin flipping, no matter how likely it might 

appear that either heads or tails are due to catch up.  

This illusion of statistical outcomes eventually 

catching up, as if “being due a break,” is so common 

in casinos that statisticians have named it the 

gambler’s fallacy. 

When both skill and luck play a role in determining 

outcomes, the interpretation of mean reversion 

becomes more complicated than with coin flipping.  

Lucky streaks, for instance, can inspire confidence 

instead of skepticism, and an urge to press on rather 

than bet the other way.  In his book The Success 

Equation, Michael Mauboussin writes that, “reversion 

to the mean is a trap that ensnares a lot of people, 
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from individual investors buying a hot mutual fund 

to learned economists who misinterpret their 

findings.”1  According to him, mean reversion creates 

three distinct illusions.  The first is an illusion of cause 

and effect, or the inclination to look for what is 

causing a given measure to revert to the mean.  The 

second is an illusion of feedback, where it appears 

that otherwise random outcomes are path dependent.  

The third and most subtle is an illusion of declining 

variance, or the idea that everything we can measure 

converges to a common value over time.  

Mauboussin also points out that in complex systems 

such as markets, that are path dependent and follow a 

power law, mean reversion can lose relevance over 

time.  This occurs because mean reverting noise tends 

to cancel itself out while the repeatable, underlying 

trends prevail.  Indeed, even small, yet persistent, 

advantages can allow a winner to take an increasing 

share of rewards, while remaining largely unnoticed.  

This is the essence of serial compounding. 

In Full House:  The Spread of Excellence from Plato to 

Darwin, Stephen Jay Gould argues that trends must 

not be considered in isolation, but rather against the 

full range of their variations over time.2  He 

challenges mainstream theory by arguing that 

“evolution rarely proceeds by the transformation of a 

single population from one state to the next.  Such an 

evolutionary style, technically called anagenesis, 

would permit a ladder, a chain, or some similar 
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metaphor of linearity to serve as a proper icon of 

change.  Instead, evolution proceeds by an elaborate 

and complex series of branching events, or episodes 

of specification (technically called cladogenesis, or 

branch-making).”  He offers the modern horse as a 

classic example of how evolutionary trends get 

misinterpreted by this bias of linear thinking. “The 

lineage of Hyracotherium to Equus,” he writes, 

“represents only one pathway through a very 

elaborate bush of evolution that waxed and waned in 

a remarkably complex pattern through the last 55 

million years.  This particular pathway cannot be 

interpreted as a summary of the bush; or as an 

epitome of the larger story; or, in any legitimate 

sense, as a central tendency in equine evolution.  

Equus is the only living genus of horses, and therefore 

the only modern animal that can serve as an endpoint 

for a series.”  The daunting conclusion from his book 

is that even when trends do exist, they often can’t be 

trusted.   

Even those who choose to downplay the importance 

of mean reversion are unlikely to escape from its 

impact.  For example, a wide body of research has 

shown that very few firms have sustained superior 

economic performance for long.  Some even argue 

that technology is resulting in an accelerated pace of 

reversion to corporate mediocrity.  To quote Jeremy 

Grantham, co-founder of GMO: “Profit margins are 

probably the most mean-reverting series in finance, 

and if profit margins do not mean-revert, then 
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something has gone badly wrong with capitalism.”3  

History leaves little doubt that aggregate profits tend 

to mean revert, but it also demonstrates that a 

company capable of sustaining superior returns for 

longer than expected can represent a tremendous 

risk/return proposition.    

In summary, mean reversion is a fact of life, and a 

force to be reckoned with.  As such, when it comes to 

outstanding companies, the question of sustainability 

cannot be taken lightly.  Central tendencies can be 

useful in identifying and tracking underlying trends, 

but they are insufficient at best, and more likely to be 

misleading when dealing with complex systems.  

While nothing lasts forever and trees don’t grow to 

the sky, persistence can be precious, not just in 

markets and sports, but in life generally. 
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