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“Risk and Reality” 

 
The ultimate dream of market mavens is discovering a method that predicts the price movement of the major common stocks 
such as the 30 Dow Jones Industrials.  Obviously, such a system could not make the perfect prediction, could not be 100% 
right all the time.  But there have been prediction methods exploiting price discrepancies that gave investors an edge of 
perhaps 20-25% or more a year. 

For instance, back in the 1960s, Edward O. Thorp, onetime university professor and mathematical whiz, discovered a hedging 
system for all kinds of convertible securities and their related common stocks that produced an average yearly gain of 25% for 
five years.  But guess what?  When he tried to interest wealthy investors in his scientific system for stock market profits, he 
ran into either rampant skepticism and/or an attitude that they would rather do it themselves. 

One oil baron with an income of more than $1 million a year . . . was not excited when he learned that we were 
making 25% a year in the market.  Suspecting the reason, one of us questioned him closely and learned he expected 
to earn 50% on his assets in the coming year.  All his funds were committed to his oil business and he was hungrily 
seeking more cash.  It was more profitable for him to invest his money himself. 

One of our millionaire friends saw his equity in the market shrink from $1 million to $400,000 during the 1966 crash.  
He then invested $20,000 with us.  After he got a glimmer of the method from the trade slips, he commented that it 
was a ‘sure thing’.  He accepted our estimate that it would most probably take about four or five years to expand his 
$400,000 to $1 million again. 

This was too slow for him.  In his heart he believed that this market which had so quickly sliced his $1 million to 
$400,000 would just as quickly give it back again.  He was not the owner now of a mere $400,000, but rather of $1 
million that was whimsically imprisoned and that must soon be returned to him.  To get his $1 million back he would 
have to invest his money himself, presumably by the same amazing methods that had recently been so costly. 

We knew that he wondered how our abstract ‘system’ could produce better profits than his investments.  The 
investments which dealt him such rapid, enormous losses were recommended by close friends on the inside of 
companies.  Those tipsters assured him that they too had lost temporarily.  But they were investing even more now 
that prices had fallen to such bargain levels.  When prices rebounded soon, all losses would be wiped out, the 
originally expected profits would be realized, and the extra investments made at bargain prices would yield a 
fortune.  Yes, he would rather do it himself . . .  

 . . . Beat The Market, by Edward O. Thorp & Sheen T. Kassouf 

Now don’t get excited and start searching for the Edward O. Thorp Fund, because there isn’t one.  He has since left the 
business after beating the market and averaging 19.5% per year from 1969 through June 1998 versus 9.8% for the D-J 
Industrial Average.  Why?  Well, initially, Thorp was way ahead of everybody else and was the ultimate in trying to get rid of 
risk.  But he admitted upon retiring, “The ideas have spread, so that the lowest-cost producers are those that can operate the 
most profitably.  They are the large private partnerships that can hold down expenses because they do their own clearing and 
trading.”  “So,” Jeff, “What’s your point?” 

Well, we wanted to emphasize there are so many big pools of money reacting to the same information in a flash around the 
world that everything trades like a pork-belly contract.  The program players, low-cost producers, the triple-witchers, the 
Chicago option-futures crowd, the institutions, et al have taken over the markets, making it more difficult for you and me to 
beat the market.  Yet the main point we want to emphasize is to beware of the attitude that losses are temporary and the 
belief the market will quickly give those losses back.  When you find yourself thinking that way, either your market method is 
wrong and/or your emotions have taken over.  That is when you are most vulnerable to even more mistakes and losses, trying 
desperately to get “your” money back!  You must realize it is no longer yours.  The market has it.  And, you must regain your 
discipline and reexamine your market method that was so costly to you. 
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Having been there, we speak from experience.  Our greatest losses, and our worst market frustrations, have been 
synonymous with the feelings that the market owed us our loss, and just as quickly as it took it, it would give it back.  You 
have to deal with reality.  Realize all of the sophisticated competition you face, and strive for a disciplined approach that 
works for you.  When you are down, try for risk-adverse “singles.”  Don’t try and hit home runs or do anything exciting or 
brashly brilliant, because usually when you do, you end up losing even more.  Sooner or later those singles will add up to 
sizeable gains.  And then you can become more venturesome, knowing that your slow, disciplined approach will produce 
profits. 

The call for this week: Clearly our “call” for a window of downside vulnerability in mid-/late September has played in spades.  
Our model that targeted the last week of October for the “window” to be over was wrong probably due to the election.  So 
the SPX has been down for nine straight sessions.  Since 1928, there has only been 12 such streaks!  The result has left the SPX 
testing its 200-day moving average (chart 1) and massively oversold.  Earnings continue to come in better than expected with 
our preferred sector of choice (Technology) showing the best earnings momentum (chart 2 on page 3).  Bullish sentiment still 
stinks (chart 3 on page 3), and every macro sector except Energy, Financials, and Technology has broken down in the charts.  
This morning, however, the FBI’s Comey has cleared Hillary Clinton (again), leaving the preopening S&P 500 futures up a 
stunning 30 points at 5:30 a.m.  Maybe we can make back some of our recent losses quickly... 

 

Chart 1 

 

Source: Bloomberg 
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Chart 2 

 
Source: Bespoke Investment Group 

 

Chart 3 

 
Source: Bespoke Investment Group 
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Important Investor Disclosures 
Raymond James & Associates (RJA) is a FINRA member firm and is responsible for the preparation and distribution of research created in 
the United States. Raymond James & Associates is located at The Raymond James Financial Center, 880 Carillon Parkway, St. Petersburg, 
FL 33716, (727) 567-1000. Non-U.S. affiliates, which are not FINRA member firms, include the following entities that are responsible for 
the creation and distribution of research in their respective areas: in Canada, Raymond James Ltd. (RJL), Suite 2100, 925 West Georgia 
Street, Vancouver, BC V6C 3L2, (604) 659-8200; in Latin America, Raymond James Argentina S.A., San Martin 344, 22nd Floor, Buenos 
Aires, C10004AAH, Argentina, +54 11 4850 2500; in Europe, Raymond James Euro Equities SAS (also trading as Raymond James 
International), 40, rue La Boetie, 75008, Paris, France, +33 1 45 64 0500, and Raymond James Financial International Ltd., Broadwalk 
House, 5 Appold Street, London, England EC2A 2AG, +44 203 798 5600. 

 

This document is not directed to, or intended for distribution to or use by, any person or entity that is a citizen or resident of or located in 
any locality, state, country, or other jurisdiction where such distribution, publication, availability or use would be contrary to law or 
regulation.  The securities discussed in this document may not be eligible for sale in some jurisdictions.  This research is not an offer to sell 
or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be illegal.  It does not 
constitute a personal recommendation or take into account the particular investment objectives, financial situations, or needs of 
individual clients.  Past performance is not a guide to future performance, future returns are not guaranteed, and a loss of original capital 
may occur.  Investors should consider this report as only a single factor in making their investment decision. 

For clients in the United States: Any foreign securities discussed in this report are generally not eligible for sale in the U.S. unless they are 
listed on a U.S. exchange.  This report is being provided to you for informational purposes only and does not represent a solicitation for the 
purchase or sale of a security in any state where such a solicitation would be illegal.  Investing in securities of issuers organized outside of the 
U.S., including ADRs, may entail certain risks.  The securities of non-U.S. issuers may not be registered with, nor be subject to the reporting 
requirements of, the U.S. Securities and Exchange Commission.  There may be limited information available on such securities.  Investors who 
have received this report may be prohibited in certain states or other jurisdictions from purchasing the securities mentioned in this report.  
Please ask your Financial Advisor for additional details and to determine if a particular security is eligible for purchase in your state.  

The information provided is as of the date above and subject to change, and it should not be deemed a recommendation to buy or sell 
any security. Certain information has been obtained from third-party sources we consider reliable, but we do not guarantee that such 
information is accurate or complete. Persons within the Raymond James family of companies may have information that is not available 
to the contributors of the information contained in this publication. Raymond James, including affiliates and employees, may execute 
transactions in the securities listed in this publication that may not be consistent with the ratings appearing in this publication.   

Raymond James (“RJ”) research reports are disseminated and available to RJ’s retail and institutional clients simultaneously via electronic 
publication to RJ's internal proprietary websites (RJ Investor Access & RJ Capital Markets). Not all research reports are directly distributed 
to clients or third-party aggregators. Certain research reports may only be disseminated on RJ's internal proprietary websites; however 
such research reports will not contain estimates or changes to earnings forecasts, target price, valuation, or investment or suitability 
rating. Individual Research Analysts may also opt to circulate published research to one or more clients electronically. This electronic 
communication distribution is discretionary and is done only after the research has been publically disseminated via RJ’s internal 
proprietary websites. The level and types of communications provided by Research Analysts to clients may vary depending on various 
factors including, but not limited to, the client’s individual preference as to the frequency and manner of receiving communications from 
Research Analysts. For research reports, models, or other data available on a particular security, please contact your RJ Sales 
Representative or visit RJ Investor Access or RJ Capital Markets. 

Additional information is available on request. 

 

 

Simple Moving Average (SMA) - A simple, or arithmetic, moving average is calculated by adding the closing price of the security for a number 
of time periods and then dividing this total by the number of time periods. 
Exponential Moving Average (EMA) - A type of moving average that is similar to a simple moving average, except that more weight is given to 
the latest data. 
Relative Strength Index (RSI) - The Relative Strength Index is a technical momentum indicator that compares the magnitude of recent gains to 
recent losses in an attempt to determine overbought and oversold conditions of an asset. 
 

International securities involve additional risks such as currency fluctuations, differing financial accounting standards, and possible 
political and economic instability.  These risks are greater in emerging markets. 

Small-cap stocks generally involve greater risks.  Dividends are not guaranteed and will fluctuate.  Past performance may not be indicative 
of future results.  

 

Investors should consider the investment objectives, risks, and charges and expenses of mutual funds and exchange-traded funds 
carefully before investing. The prospectus contains this and other information about mutual funds and exchange –traded funds. The 
prospectus is available from your financial advisor and should be read carefully before investing. 

https://urldefense.proofpoint.com/v2/url?u=https-3A__investoraccess.rjf.com_&d=CwMFAg&c=Od00qP2XTg0tXf_H69-T2w&r=rNefLiWFkSilhqVDo70w43i53TsltTjCWk3T7beArK4&m=PC3IXwh9yes797fhP8lxVmKOzaJCoi7yXoDL8EwSFBo&s=y3WQdEai7OJL0j0ejHq1auUdg8kPQfDCBMkmD2HMOkE&e=
https://urldefense.proofpoint.com/v2/url?u=https-3A__www.rjcapitalmarkets.com_Logon_Index&d=CwMFAg&c=Od00qP2XTg0tXf_H69-T2w&r=rNefLiWFkSilhqVDo70w43i53TsltTjCWk3T7beArK4&m=PC3IXwh9yes797fhP8lxVmKOzaJCoi7yXoDL8EwSFBo&s=mLGRTdxZ5EwPQ9maeBsF0fvXad1Tt0SL_21LNPN2LVA&e=
https://urldefense.proofpoint.com/v2/url?u=https-3A__investoraccess.rjf.com_&d=CwMFAg&c=Od00qP2XTg0tXf_H69-T2w&r=rNefLiWFkSilhqVDo70w43i53TsltTjCWk3T7beArK4&m=PC3IXwh9yes797fhP8lxVmKOzaJCoi7yXoDL8EwSFBo&s=y3WQdEai7OJL0j0ejHq1auUdg8kPQfDCBMkmD2HMOkE&e=
https://urldefense.proofpoint.com/v2/url?u=https-3A__www.rjcapitalmarkets.com_Logon_Index&d=CwMFAg&c=Od00qP2XTg0tXf_H69-T2w&r=rNefLiWFkSilhqVDo70w43i53TsltTjCWk3T7beArK4&m=PC3IXwh9yes797fhP8lxVmKOzaJCoi7yXoDL8EwSFBo&s=mLGRTdxZ5EwPQ9maeBsF0fvXad1Tt0SL_21LNPN2LVA&e=
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For clients in the United Kingdom: 

For clients of Raymond James & Associates (London Branch) and Raymond James Financial International Limited (RJFI): This document 
and any investment to which this document relates is intended for the sole use of the persons to whom it is addressed, being persons 
who are Eligible Counterparties or Professional Clients as described in the FCA rules or persons described in Articles 19(5) (Investment 
professionals) or 49(2) (High net worth companies, unincorporated associations etc) of the Financial Services and Markets Act 2000 
(Financial Promotion) Order 2005 (as amended) or any other person to whom this promotion may lawfully be directed.  It is not intended 
to be distributed or passed on, directly or indirectly, to any other class of persons and may not be relied upon by such persons and is 
therefore not intended for private individuals or those who would be classified as Retail Clients. 

For clients of Raymond James Investment Services, Ltd.: This report is for the use of professional investment advisers and managers and 
is not intended for use by clients. 

For purposes of the Financial Conduct Authority requirements, this research report is classified as independent with respect to conflict of 
interest management. RJA, RJFI, and Raymond James Investment Services, Ltd. are authorised and regulated  by the Financial Conduct 
Authority in  the United Kingdom. 

For clients in France: 

This document and any investment to which this document relates is intended for the sole use of the persons to whom it is addressed, 
being persons who are Eligible Counterparties or Professional Clients as described in “Code Monétaire et Financier” and Règlement 
Général de l’Autorité des Marchés Financiers. It is not intended to be distributed or passed on, directly or indirectly, to any other class of 
persons and may not be relied upon by such persons and is therefore not intended for private individuals or those who would be 
classified as Retail Clients. 

For clients of Raymond James Euro Equities: Raymond James Euro Equities is authorised and regulated by the Autorité de Contrôle 
Prudentiel et de Résolution and the Autorité des Marchés Financiers. 

 

For institutional clients in the European Economic Area (EEA) outside of the United Kingdom:  

This document (and any attachments or exhibits hereto) is intended only for EEA institutional clients or others to whom it may lawfully be 
submitted. 

 

For Canadian clients:  

This report is not prepared subject to Canadian disclosure requirements, unless a Canadian analyst has contributed to the content of the 
report.  In the case where there is Canadian analyst contribution, the report meets all applicable IIROC disclosure requirements. 

 

Proprietary Rights Notice: By accepting a copy of this report, you acknowledge and agree as follows: 

This report is provided to clients of Raymond James only for your personal, noncommercial use. Except as expressly authorized by 
Raymond James, you may not copy, reproduce, transmit, sell, display, distribute, publish, broadcast, circulate, modify, disseminate or 
commercially exploit the information contained in this report, in printed, electronic or any other form, in any manner, without the prior 
express written consent of Raymond James. You also agree not to use the information provided in this report for any unlawful purpose. This is RJA client 

releasable resear ch 

This report and its contents are the property of Raymond James and are protected by applicable copyright, trade secret or other 
intellectual property laws (of the United States and other countries). United States law, 17 U.S.C. Sec.501 et seq, provides for civil and 
criminal penalties for copyright infringement. No copyright claimed in incorporated U.S. government works. 

 

 


