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16   CAUSALITY 

 “Good tests kill flawed theories; we remain alive  
to guess again.” 

Karl Popper 

The Oxford dictionary broadly defines causality as 

“the principle that everything has a cause.”  Market 

commentary during earnings season is a good 

example of this theory being put to practice, as stock 

price changes invariably get explained by the news of 

the day, even when it doesn’t justify the move.  

Companies often beat earnings and raise guidance, 

for example, only to watch their stocks trade lower, as 

the media scrambles to explain the nature of the 

disappointment.   
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While connecting the dots can be an effective way to 

reach investment decisions, we must guard against 

the danger of confusing correlation with causation.  

As Tyler Vigen humorously highlights on his website, 

spurious correlations are plentiful, and include 

examples such as a 99.26% correlation between the 

per capita consumption of margarine and the divorce 

rate in Maine over the past decade.  Another curious 

example of data mining was provided by David 

Leinweber, who showed that there was a 75% 

correlation between butter production in Bangladesh 

and the level of the S&P 500 from 1981 to 1993.   

In Thinking, Fast and Slow, Daniel Kahneman proposes 

that much of what goes on in our minds when we 

associate cause with effect is completely alien to our 

experience.1  “It is true,” he writes, “that you know 

far less about yourself than you feel you do.”  His 

thesis on what really draws humans to their 

convictions has important implications for investors, 

because it highlights how often our views and 

decisions are influenced by biases that we cannot 

experience, much less control.  The key conclusion 

from Kahneman’s book is that when causality is at 

play, it is far better to think slow and think twice.  

Likewise, his work confirms the importance of testing 

our convictions with empirical evidence in order to 

avoid the causality trap.  

While a deliberate attempt to test ideas with empirical 

evidence may contribute to more robust decisions, it 
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isn’t a silver bullet when it comes to complex 

domains such as the stock market.  The problem is 

that not everything that matters can be measured, and 

many of the things that can be measured simply do 

not matter.  Another problem is that regardless of 

how much data one samples, a hypothesis or theory 

can never be definitively proven, and remains at all 

times immediately falsifiable.  Better known these 

days as Black Swan Theory, this unresolved asymmetry 

in the theory of knowledge has been a subject of 

debate for centuries.  It did not matter, for example, 

that the Old World had sampled millions of white 

swans before the discovery of Australia; all it took 

was the appearance of a single black swan in the land 

down under to shatter the universal theory that all 

swans are white.  As Nassim Taleb has pointed out, 

“the discovery of black swans illustrates a severe 

limitation of our learning from observations or 

experience and the fragility of our knowledge.” 2 

In spite of all the controversy, there is no denying that 

practical knowledge, of the kind that supports robust 

decision making, must be grounded in sound theory.  

In his book The Innovator’s Solution, Clay Christensen 

provides a framework for theory building that we 

have found useful in our pursuit of outstanding 

companies.3  According to his view, it is bad 

categorization, not bad causality, which often leads to 

unreliable theories.  If investors or managers attempt 

to extrapolate successful choices from prior 

experience without taking the differences in 
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circumstance into account, the results are often poor.  

Many management books fall prey to this trap:  they 

draw from common attributes across multiple 

organizations and time periods before offering them 

as general prescriptions for how to build a winning 

organization.  With this approach, they miss the 

notion that the strategies that worked well for one 

company or industry in the past may not be the best 

prescription for running another company in a 

particular industry today.  

The randomness of markets, the limitations of 

empirical learning, and the difficulty of theory 

building, present formidable challenges to investors.  

With this in mind, we deploy an investment process 

that is founded on sound theory.  We are aware that 

unlike in most physical tasks, where skill and result 

are better correlated, the feedback loop in investing 

can be rather weak.  In baseball, for instance, the 

players who work diligently at improving their 

batting skills can often drive up their batting 

averages.  With investing, though, randomness often 

plays a bigger role in determining short-term success.  

Good decisions often feel like mistakes, while poor 

ones get rewarded by chance.  Coping with 

randomness can be challenging, but we believe that, 

over time, the noise invariably cancels itself out, 

allowing the best processes to come out ahead. 

In summary, establishing causality isn’t easy, nor is it 

always desirable.  While robust decisions demand 
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sound theories based on empirical evidence, it is not 

always possible for the investor to determine what 

constitutes a mistake versus merely bad luck.  The 

ability to learn from mistakes, while precious in 

investing, cannot be deployed without careful 

consideration of the circumstances.  Finally, the best 

way to cope with the false signals that the market so 

often sends is to stay focused on process, while 

downplaying the implications of short-term results.   
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