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MAY 25, 2011

Untangling Skill and Luck
Michael Mauboussin explains how to improve decision making — and outcomes — by understanding how both contribute to our most important
undertakings.

Topics: Capital Markets and Investments Strategy

Why is it so important to distinguish skill from luck?

We all know that the outcomes in many activities in life combine both skill and luck. Understanding the relative contributions of each can help us
assess past outcomes and, much more importantly, anticipate future outcomes.

It is axiomatic that outcomes will revert to the mean in a system that combines skill and luck. An extremely favorable or unfavorable single outcome
is going to be followed by an outcome that has an expected value closer to the average of all results. If a system reverts quickly to the mean, you know
that it has lots of luck. If a system is slow to revert to the mean, you know that a good amount of skill is contributing to the outcomes.

Sports provide us with some good examples. In baseball, over a long season the best teams win about 60 percent of their games. But over shorter
stretches it’s not unusual to see a team win or lose a whole bunch in a row. Reversion to the mean tells you the expected value of the whole season is
still closer to 50-50 or slightly above or below. The Red Sox started off 2011 by losing six games in a row, so their fans were fretting. The Baltimore
Orioles started off winning four in a row and their fans are excited. It’s a long season. Reversion to the mean will ultimately assert itself because
there’s a lot of randomness in baseball.

In contrast, running races are almost all skill. That means the fastest runners will dominate: line up the same people five or 10 times in a row and the
fastest person will win every time. There is no reversion to the mean because there is no luck. Runners finish in the same order every time.

How do you sort out skill from luck?

In sports, you can use statistical analysis to calculate where a given activity falls on the skill-luck continuum. Basically, you figure out what the
results would look like if only luck mattered — the win-loss records for teams in a league would follow a binomial distribution — and then you figure
out what the results would look like in a world of pure skill. You can then blend the two distributions in a proportion that matches the empirical
results. The weightings of the blend indicate the relative contributions of skill and luck.

This leads directly into defining what makes for a good statistic. You see statistics used in many realms, but not all stats are equally useful. Basically,
a good statistic should have two features. First, it should be persistent — that is, the current period result should have a decent correlation with the
prior result. Second, it should be predictive — that is, if you do well or poorly as measured by the stat, the outcome will be good or bad. You’d be
amazed how many stats fail this simple two-feature test.

While measuring skill and luck in business or investing isn’t as simple as sports, you can use these methods to take concrete steps in understanding
the relative contributions of both skill and luck in these realms.

Given that business and investing are more complex systems, can you talk more about how skill and luck play out there?

First, it’s important to understand the paradox of skill, which says that as people in an endeavor become more skillful, luck actually becomes more
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