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Anytime the topic of bankroll management is discussed, the name of John L. 
Kelly is sure to pop up. Kelly, you see, devised what is, perhaps, the greatest 
and best-known betting optimization technique in the gambling world — the 
Kelly Criterion. 
 
Why he developed it is subject to debate. According to author William 
Poundstone — cousin of comedienne Paula Poundstone (for those who care) 

— Kelly was motivated to pen his famous formula when he heard that folks were placing bets 
on various contestants appearing on “The $64,000 Question,” a popular quiz show that ran on 
ABC television from 1955-58.   
 
Produced in New York and broadcast live on the East Coast, The $64,000 Question was tape-
delayed in other time zones and, according to a news story that Kelly saw, one West Coast 
gambler used this to his advantage by obtaining the show results and then placing bets prior to 
the West Coast airing. 
 
In 1956, Kelly published “A New Interpretation of Information Rate,” which similarly 
chronicled the exploits of a gambler betting on baseball games for which he already knew the 
results. The hook was that some of the results were transmitted over a clear telephone line, 
while others were garbled and impossible to decipher. (I love the way Kelly made what was 
clearly a dissertation on gambling relevant to his work at AT&T — I wish I’d been as clever 
when one of my former employers asked me what “Phonebet” was and why I was frequenting it 
so often during work hours.) 
 
Anyway, Kelly’s conclusion was that by knowing the odds of a particular event, one could 
determine an optimum bet amount based on one’s success rate, which, in Kelly’s treatise, was 
dependent on the clarity of the transmitted baseball scores. 
 
Simply put, Kelly’s formula looks like this:  
 
WINNING PERCENTAGE – LOSING PERCENTAGE ÷ AVG. WINNING ODDS 
 
Note: Remember your order of operations — multiplication and division before addition and 
subtraction. 
 



Hence, if you cash on 56 percent of your wagers against the spread (ATS) versus a standard -
110 line, your Kelly advantage is computed thusly: 
 

0.56 − (1 − 0.56) ÷ 100
110 = 7.6	percent 

 
This means that, to optimize capital growth, you should bet 7.6 percent of your bankroll on each 
bet.  
 
Because Kelly’s technique is so simple, yet so fundamentally sound, it has gained widespread 
traction not just in gambling circles, but also in the financial world. Edward O. Thorpe 
highlighted Kelly’s work in his renowned book on blackjack, “Beat the Dealer,” in 1962 and, 
later, incorporated the Kelly Criterion into his hedge fund activities — with wild success. 
 
Over the course of its 19-year history (1969-88), Thorp’s Princeton–Newport Partners (PNP) 
fund grew in excess of 15 percent per year, compared to just 8.8 percent for the S&P 500. 
 
Bill Miller, former manager of the Legg Mason Value Trust, is another Kelly fan, noting in his 
2003 annual report that “The Kelly criterion is integral to the way we manage money.” Miller’s 
fund still ranks as the only SEC-regulated mutual fund to outperform the S&P 500 for 15 
consecutive calendar years (1991-2005).  
 
However, there is a catch with Kelly… actually, several catches. 
 
To begin with, the Kelly Criterion generally assumes that the data being used is static. Unless 
you have reliable statistics — the keyword here being reliable — to show that your “Play of the 
Century” wins more often or at better odds than your “Play of the Decade,” your Kelly 
advantage (bet percentage) remains the same. 
 
Related to the above, the average winning odds are, likewise, assumed to be fixed. Those 
playing into a pari-mutuel system hoping to optimize each and every wager are sure to be 
disappointed when their 4-1 “value” play closes at 4-5. Hence, the best that one can do is 
estimate the likely price and, thus, one’s edge… which leads to point number three. 
 
Perhaps the worst thing one can do when using the Kelly Criterion is overstate one’s betting 
proficiency. For example, if you are capable of hitting 55 percent winners against the spread 
versus a standard -110 line, you should nearly double your bankroll over the course of 500 bets, 
as the following chart shows: 



 

 
Figure 1: Accurate assessment of betting acumen. 

 
If, however, you mistakenly believe you are capable of picking 60% winners ATS versus a -110 
line and you use those numbers to determine your Kelly advantage, you will almost surely lose 
— despite the fact that you produced a positive return on investment (ROI) overall: 
 

 
Figure 2: Exaggerated view of betting acumen. 

 



I cannot drum home this point enough and it is why many who use the Kelly Criterion — even 
those with sophisticated mathematical models — bet only a fraction of their perceived Kelly 
advantage. 
 
There is yet another pitfall to the Kelly method: it isn’t always applicable to the type of betting 
one does. For instance, many horseplayers focus on multi-race, or horizontal, wagers like the 
pick six, which are ill-suited to the Kelly approach, given their lottery-like nature. 
 
Daily Racing Form publisher and noted exotic wagering expert, Steven Crist, made that very 
point in “Six Secrets of Successful Bettors: Winning Insights Into Playing the Horses.” 
 
“For most bets, units and percentage-of-bankroll are useful concepts, because you have to 
decide whether you’re making $5 or $100 exacta boxes,” Crist notes. “But with the pick six, the 
unit is always $2 and there’s a correct total to invest that has nothing to do with how you did 
last week.” 
 
“There’s not as much fluidity in bet-sizing,” Crist continues. “I put between $500 and $2,500 
into pick-six carryovers because that’s the range where I’m comfortable and effective, and I’ve 
determined through years of experience and analysis that this is the proper range for the way I 
play. My decision of whether it’s closer to $500 or $2,500 on a given day is based on things like 
my confidence level in today’s card and the size of the pool, not my morning bank balance or 
whether I’ve been having a good or bad month. If I started making $192 or $10,000 plays as a 
result of recent performance, I would be making plays that I have already decided are bad 
plays.” 
 
Bottom Line: If you decide to use the Kelly Criterion to grow your bankroll — and it is an 
excellent tool — make sure your wagering records are as accurate as possible. Remember, if 
you overstate your betting prowess, it’ll cost you in the long run. You might also consider 
cutting your Kelly edge in half or putting a ceiling on your bet(s).  
 
 
 
 


