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& Associates.

These days, Thorp trades about 4.5 million shares in as many as 3,000 transactions a day. Looking for "short-
term mispricings,” he shorts the overpriced and buys the underpriced. If he's right just better than 50 percent of
the time, he'll make money. "Each trade has about a ons-half-a-percent edge when il's put on,” Thorp claims,
"but we end up losing about a quarter of a percent to transaction costs - spread, commissions, SEC taxes - so
we end up with a nat edge of about a quarter of a percent on each trade. If we can do a tenth of a percent a day.
we're going to have a real good year."

The goal is simple. "What we try to do is make 15 percent or more, annualized, for investors year after year, with
low risk,” says Thorp, who, because he holds hundreds of positions, will not be undone by a single mistake.
Since its start in August 1994, Thorp's Ridgeline Partners fund has returned about an annualized 30 percent
before fees (sbout 23 percent after fees). He says the fund has had pesitive returns in 82 percent of its months in
operation. What makes this extraordinary performance all the more impressive during the market's long nise is
that a typical day's return has only a slight positive assodiation with the direction of the market: The fund's beta is
just 0.1. (A beta of 1.0 means the performance of a stock or a fund essentially matches that of the Standard &
Foor's 500 Siock Index; index funds that track the S&P usually have betas between 0.98 and 1.02. Betas above
or below 1 indicate, respectively, more or less volatility.) In short, Thorp is beating the market while taking on less
risk than the market itself offers investars.

That someone making 3,000 trades & day might be considersd risk-averse isn't so strange given the care with
which Thorp trades. Unlike most so-called hedge funds, which really don't hedge at all, Thorp's fund is truly
market neutral: With equal dollar amounts invested long and short, his fund is far less vulnerable than mest to
the gyrations of the market. He keeps his fund's assets at about 3300 million by closing it often and distributing
profits regulary. And while he enjoys the usual hedgs-fund-manager compensation (a2 1 percent management
fee and 20 percent of profits), Thorp humanely charges no performance fee for years in which the fund gains
less than & percent. With a waiting list of over $100 million, Thorp operates knowing that the risks of being too
big are as great as those of being too small.

Thorp doesn't analyze specific stocks - "We don't read brokerage ressarch” - and laughs at the idea that anyone
could know enough about all the publicly traded stocks to suss out the cnes with long-term appeal. "We look for
an unusual change in the price of a stock,” he says. "There are ceriain company events that we track that are
significant. We've got a collection of patitems of behavior, both technical and fundamental - | don't want to say
what the things are, but we have this huge pile of data. The machine looks at the data, finds patterns in it, and
selects whather to buy or sell short. It basically ranks the stocks from best to worst.”

Thorp pauses, wondering if even this general description has revealed too much. The mathematician in him,
however, can't help but refine the thought. "Ranking is too simple. We forecast a return for the near future on
gach stock, and the ones that have the highest retum we buy. The ones that have the lowest return we sell short.
And we make surs that we sell short about the same dollar amount as we buy. Now, that doesn't necessarily
mean it's market neutral, because we could be either long much riskier stocks or short much riskier stocks. But it
tums out, because the portfolio is so diverse - 250 stocks on either side - it turns out it's very close to being
market neutral. The actual unleverad data on the computer is about 0.08 - so close to zero that it doesn't make a
whole lot of difference. It's slightly positive, which tends to be good, because the market tends to go up.”

Thorp's interests vary widely, and he's a voracious consumer of all sorts of information. He can speak as easily
about Girolame Cardano's 16th-century freatise on games of chance as he can about the time his drink was
drugged at a casino. He's an accomplished amateur photographer and astronomer, And he completes one or
two marsthons a year. But Thorp's main passion continues to be the intellectual challenge of systems and a
consuming nesd to find patterns and predictability where others see randomness.

Drawing another analogy between gambling and investing, Thorp makes clear that a situation that others see as
a wash can at times yield a return of the kind that gets you written up in magazines. "Say a blackjack player is
dealt a ten and a six, while the dealer's showing a ten. You can calculats that situation, and anyone whe's played
any cards knows you're 'supposed' to hit. But what if your 16 is comprised of two fours and four twos? In a deck
that's ten rich, its a definite stand.” Just as the shares of AMC were valued differently from the right to buy those
same shares, not every 16 can be freated equally at the blackjack table.

To explain why these anomaliss continue to go unnoticed in an information-efficient economy, Therp excoriates
slot machines and the people who mechanically pour change into them. "They'rs the most moronic devices ever,
one of the stupidest activities of humankind, People play nsgative-expectation games,” says Thorp. "That's
something I'm not willing to do."
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