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Some say investing in hedge funds is akin to
gambling. If that is the case, then Ed Thorp should be
uniquely qualified to operate in the hedge fund world.

He is not quite "the man who broke the bank in Monte
Carlo". But he did make casino operators in Las
Vegas very unhappy. When he was teaching
mathematics at the University of California at Los

- Angeles, he worked out a strategy to beat the house at
blackjack, and published it in an academic paper in
1961.

"With most games of chance, each play is
independent."” he says. "But not with blackjack. The
odds fluctuate as cards are removed from the pack.
The trick is to count the cards and bet large when the
player has the edge." Two financiers then bankrolled
him to the tune of $10,000 to hit the tables (they
offered $100,000, but he was reluctant to take so
much in case anything went wrong) and he quickly
turned their stake into $21.000.

"The casinos didn't really believe it at first," he recalls
"but as I kept winning, they slowly became convinced.
Then I found my drinks were drugged, I was cheated

G5 PRINTTHIS

http://financialtimes. printthis.clickability.com/pt/cpt?action=cpt&expire=&urlID=826551... 11/17/2003




Page 2 of 4

by the dealers and kicked out." Nowadays, the casinos
try to defeat card counters by automatically
reshuffling the pack as they go along.

Undaunted, Thorp turned his attention to roulette.
"There have been three approaches to beating the
wheel," he says. "One is to look at mathematical
patterns and that doesn't work. The second is to look
for biases in the wheel. The third, which I invented, 1s
based on physical prediction.”

This system arose from the casinos' efforts to keep
their wheels perfect. Thorp figured out that if one
could calculate the speed of the ball's rotation, one
could estimate in which batch of numbers the ball
would eventually land. The trick required two
participants. One stood at the edge of the table and
noted when the ball passed set points on the wheel,
feeding the information to a computer concealed in his
shoe. (This required Thorp to invent the world's first
wearable computer.) The other player sat at the table

- and, after receiving the information from the computer
- via a flesh-coloured earpiece, placed the bets.

Remarkably, this system had a 44 per cent profit
margin, allowing the gambler to double his money
every two spins. "They would notice me winning and
try to spin the ball faster or send it in the opposite
direction," he recalls. "But it didn't really affect the
system."” Indeed, Thorp's main problem was the
primitive electronics of the time that led to the wires
shorting out and burning his ears.

Eventually, however, he decided that the financial
markets represented a lucrative opportunity without
the risks involved in outwitting the Vegas casino
owners. He spent a summer reading financial material
and decided that fundamental analysis "involved too
much work" and that technical analysis "didn't have
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