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WHIRI PERSPECTIVES CONMICT
Most people can't beat the market

DON MACDOMALD
The Garette

Monday, March 31, 2008
At one point in the new gambling movie 21, the main character is filmed reading a book called Beat the Dealer.

The shot is a fitting tip of the hat to the book's author, Edward Thorp, the mathematician who pioneered the use of
blackjack card-counting techniques and presented them in his 1962 landmark bestseller.

The movie, and the 2002 book Bringing Down the House, upon which it's loosely based, tell the story of a group of
Massachusetis Institute of Technology math whizes who took Las Vegas casinos for millions with their blacigack
cand-counting expertise in the 1990=_

Some 40 years earfier, Thorp, then a MIT math profiessor, studied biackjack and devised a technigue for shifting
the advenicge from the house to the player by counting cands as they came out of the deck and carefiylly
calibrating bets. Then, he took what he had learmned to the gambling tables induding one trip to Nevada in 1961,
where he won $11,000 U.S. (dose to S80,000 in today's money) in 20 hours of playing.

Thorp went on 10 use his mathematical gifts to even grester effect in the financial markets. Playing on probabilities
and asset-price anomalies, he was able to achieve remarkable retums for two hedge funds he operated from
Newport Beach, California. The funds went nearly 20 years without a down year and averaged 19 to 20 per cent
annual retumns, he told the Wall Street Journal recently.

Thorp's sophisticated strategies required advanced brain and computer power and couldn't be imitated by erdinary
investors. Indeed, Thorp doesn't believe most paople can beat the market and advises against trying It.

He observes that ordinary investors can almost never be sure they have an edge of the kind he had at the
blackiack =bie or in his hedge-fund bets.

That's especially true Decause their retums are eroded by management fisss, brokerage commisSonS and taxes.
What's mors, their JedSions are influenced by the the hype and sslesmanship of the investment industry.

*Collectively, pecple whi make active decisions about which stocks to buy or which funds to buy ... have gone into
the casino,™ Thorp said in an interview from his Newport Beach office. "On average, as a group, they will lose

That's why Thorp argues the best strategy for most peopie is to buy and hold broadly diversified index funds whers
management fiees and other costs are minimized.

Throuwgh his career, Thorp's success has been bullt on exploiting small advantages while controlling the risk of
going bust by over batting,

In this regard, he's made extensive use of what's known as the Kelly Criterion, & formula invented in the 1950 by
2 Bell Labs sgientist named John Kelly. It is used to determine how much to bet when you have an edge so as to
maximize long-term capital growth while avoiding over-betting and being wiped out.

"You tend to load up on things where you have a bigger advantage and tend to back off on things where it is less
"That sounds intutively reasonable and the mathematics will back T up. What will happen i you bet substantially
more than what this Kelly Criterion czils for is that you will be almost certainly ruined ™

In recent weeks and months, we've seen all too many examples of big financial bets going ruinously wrong,
including at investment bank Bear Steams and several hedge funds that have shut down under the weight of their
losses.

Angther example is Long-Term Capital Management, a hedge fund that failed in 1998 when its highly leveraged
investments went sour.

http://www.canada.com/components/print.aspx?id=f86413¢8-2be9-4213-bddc-elc14d9eafc... 4/2/2008



Print Storv - canada.com network

he amount of capital in hedge funds
. and all this money is chasing the sam

bo go around for each participant. So I think one reaction is to take on more capital and lever up

' For me, there are two basic lessons.

ild we draw from Thorp's extraording

ouse if you don't have an edae. An vestor, you should be honest with yourself

aou OO Nave an e4ge and act acodn

Second. vou have trv tn underskand vour risk and sncnre woe e s acs = mb Rzclare o o akik fremee e meleme

opyright & 200B Can'West Inte
n of CanWeast Media

http://www.canada.com/components/print.aspx?id=f86413c8-2be9-4213-b4dc-e0c14d9

=Y
=

afc...

42200

8




