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When it comes to investing in the stock market, inves-
tors have plenty of options:

1. They can do it themselves. Trillions of dollars are in-
vested this way. (Of course, the only problem here is that 
most people have no idea how to analyze and choose in-
dividual stocks. Well, that’s not really the only problem. 
Most investors have no idea how to construct a stock 
portfolio, when to buy and sell, and how much to invest 
in the stock market in the first place.)
2. They can give money to professionals to invest. Tril-
lions of dollars are invested this way. (Unfortunately, 
most professionals actually underperform the market 
averages over time. In fact, it may be even harder to pick 
good professional managers than it is to pick good indi-
vidual stocks.)
3. They can invest in traditional index funds. Trillions of 
dollars are also invested this way. (The only problem is 
that investing this way is seriously flawed—and almost a 
guarantee of subpar investment returns over time.)
4. They can read The Big Secret for the Small Investor and 
do something else. Not much is invested this way. Yet . . . 

 Let top hedge-fund manager, Columbia Business 
School professor, former Fortune 500 chairman, and New 
York Times bestselling author Joel Greenblatt take you on 
a journey that will reveal the big secret for both individual 
and professional investors. Based on path-breaking new 
research, find out how anyone can beat the market, the 
index funds, and the experts by following a new approach 
that relies on the principles of value investing, common 
sense, and quantitative discipline. Along the way, learn 
where “value” comes from, how markets work, and what 
really happens on Wall Street. By journey’s end, small in-
vestors (and even not-so-small investors) will have found 
their way to some excellent new investment choices.

JOEL GREENBLATT is the founder of Gotham Capi-
tal, an investment partnership that achieved 40 percent 
annualized returns for the twenty years after its found-
ing in 1985. He is an adjunct professor at Columbia 
University Graduate School of Business, the chief strate-
gist for Formula Investing, the former chairman of the 
board of a Fortune 500 company, and the author of You 
Can Be a Stock Market Genius and The Little Book That 
Beats the Market. Greenblatt holds a BS and MBA from 
the Wharton School at the University of Pennsylvania.
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percent, we would have $10,000 by the end of the sec-
ond year. And so the value today of our fi rst two years 
of earnings from Candy’s Candies is $9,434 + $8,900, or 
$18,334. (Th is is getting really exciting!)

I won’t go through the next twenty- eight- plus 
years, but the exercise looks something like this:

So earning $10,000 a year for the next thirty- plus 
years turns out to be worth about $166,667 today. 
Using these simple assumptions, we just fi gured out 
something incredibly important. Candy’s Candies, a 
business guaranteed to earn us $10,000 each year for 

VALUE OF CANDY’S CANDIES

YEAR 1 YEAR 2 YEAR 3 YEAR 4 YEAR 5

$10,000 + $10,000 + $10,000 + $10,000 + $10,000

  1.06   1.062   1.063   1.064   1.065

$9,434 + 8,900 + $8,396 + $7,921 + $7,473

YEAR 30 YEAR 31

. . . 
$10,000 + $10,000

, etc. = $166,667
  1.0630   1.0631

$1,741 + $1,643

* Present Value  =    
Annual Cash Flow

   =  PV  =  
c 

   =  
$10,000

  =  $166,667
Discount Rate d 0.06
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Here’s what happens:

VALUE OF CANDY’S CANDIES

AT:   6% DISCOUNT

RATE

8% DISCOUNT

RATE

12% DISCOUNT

RATE

$10,000 
= $166,667

$10,000 
= $125,000

$10,000  = $83,333
0.06 0.08 0.12

As it turns out, using a 12 percent discount rate, the 
value of Candy’s Candies is only $83,333.  We’re start-
ing to get in trouble! It’s no longer so obvious that a 
purchase price of $80,000 is such a bargain!

What is crystal clear, however, is that using diff er-
ent discount rates for our estimated earnings can lead 
to wildly diff erent results when we try to value a busi-
ness. But fi guring out the right discount rate isn’t our 
only problem. For the sake of simplicity,  we’ve made 
some other assumptions that don’t really hold up in 
the real world. For instance, as you might intuitively 
guess, most companies don’t earn the same amount 
each year for thirty straight years. As  we’ve already 
touched on, many businesses grow their earnings over 
time, while others, due to competition, a bad product, 
or a poor business plan, see their earnings shrink or 
even disappear over the years. Let’s see how funny the 
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math gets when we try to value a business using not 
only diff erent estimates for discount rates but we throw 
on top of that some diff erent guesses for future earn-
ings growth rates!

VALUE OF CANDY’S CANDIES

AT:     4% GROWTH RATE

    8% DISCOUNT RATE

4% GROWTH RATE

12% DISCOUNT RATE

6% GROWTH RATE

8% DISCOUNT RATE

$250,000 $125,000 $500,000

$10,000 $10,000 $10,000

(.08 –.04) (.12 –.04)   (.08 –.06)

Annual Cash Flow       
     =  Present Value

Discount Rate–Growth Rates

Wow!!!! In other words, the math shows us some-
thing very important. According to fi nance theory and 
logic, the value of a business should equal the sum of 
all of the earnings that we expect to collect from that 
business over its lifetime2 (discounted back to a value 
in today’s dollars based upon how long it will take us 
to collect those earnings and how risky we believe 

2. In reality, we should look for how much cash we receive from the 
business over its lifetime. For our purposes, we will assume that 
earnings are a good approximation for cash received.
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our estimates of future earnings to be). Will earnings 
grow at 2 percent, 4 percent, 6 percent, or not at all? Is 
the right discount rate 8 percent, 10 percent, 12 percent, 
or some other number? Th e math says that small 
changes in estimated growth rates or discount rates or 
both can end up making huge diff erences in what 
value we come up with!

VALUE OF CANDY’S CANDIES

AT:   2% GROWTH RATE 

  12% DISCOUNT RATE

5% GROWTH

8% DISCOUNT RATE

$100,000 $333,333

$10,000 $10,000

(.12-.02) (.08-.05)

Annual Cash Flow   
  =  Present Value

Discount Rate–Growth Rates

Which numbers are right? It’s incredibly hard to 
know. Whose estimates of earnings over the next thirty- 
plus years should we trust? What discount rate is the 
right one to use?

So like I said, the secret to successful investing is to 
fi gure out the value of something and then— pay a 
lot less!
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indexes to eff ectively handle larger amounts of money 
than it is for equally weighted indexes. In addition, since 
the fundamental characteristics of a company (such as 
sales, earnings, and book value) don’t jump around like 
stock prices do, fundamental weightings don’t change 

ASSUME THE STOCK MARKET HAS ONLY THREE COMPANIES:

MARKET 

CAPITALIZATION

LAST YEAR’S 

EARNINGS

Company A = $6 billion $100 million

Company B = $3 billion $300 million

Company C = $1 billion $200 million

Total Market Cap 

of All Companies

$10 billion Total Earnings 

Of All Companies

$600 million

MARKET-CAP-WEIGHTED INDEX

Company A =
$6 billion

= 60% weight in index
$10 billion

Company B =
$3 billion

= 30% weight in index
$10 billion

Company C =
$1 billion

= 10% weight in index
$10 billion

The market- cap- weighted index, as the name implies, weights companies according to 
market cap.  Here, Company A has a market capitalization of $6 billion, which is equal 
to 60% of the total market cap of all stocks ($10 billion).
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all that drastically or oft en. So unlike equally weighted 
indexes that must reweight frequently along with 
changes in stock prices, not that much trading has to 
be done to keep the companies in the fundamentally 
weighted index at their proper weighting.

FUNDAMENTALLY WEIGHTED INDEX

Company B =
$300 million

= 50.0% weight in index
$600 million

Company C =
$200 million

= 33.3% weight in index
$600 million

Company A =

$100 million

= 16.7% weight in index
$600 million

For the fundamentally weighted index, we used earnings as a mea sure of economic size. 
Earnings for the entire universe of companies equaled $600 million, so Company B, with 
$300 million in earnings, receives a weight of 50% in this fundamentally weighted 
index. Fundamentally weighted indexes often use additional mea sures of fundamental 
size such as cash fl ow, book value, sales, and/or dividends. Notice that market capital-
ization (and therefore market price) is not considered for this fundamental index.

EQUALLY WEIGHTED INDEX

Company A = 33% weight in index

Company B = 33% weight in index

Company C = 33% weight in index

The equally weighted index weights all companies equally, regardless of size.  Here, 
there are three companies in the stock universe, and therefore each gets a one- third 
weight in the index.
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YEAR VALUE- WEIGHTED 

INDEX

RUSSELL 1000 S&P 500

1990 (8.8)% (4.2)% (3.1)%

1991 48.7 33.0 30.5

1992 19.2 8.9 7.6

1993 16.3 10.2 10.1

1994 4.2 0.4 1.3

1995 38.8 37.8 37.6

1996 23.4 22.4 23.0

1997 33.0 32.9 33.4

1998 9.1 27.0 28.6

1999 8.6 20.9 21.0

2000 18.7 (7.8) (9.1)

2001 15.3 (12.4) (11.9)

2002 (6.7) (21.7) (22.1)

2003 40.7 29.9 28.7

2004 21.5 11.4 10.9

2005 10.3 6.3 4.9

2006 17.5 15.5 15.8

2007 2.7 5.8 5.5

2008 (35.3) (37.6) (37.0)

2009 48.5 28.4 26.5

2010 (6 mos.) (2.0) (6.4) (6.7)

Compounded 13.9%3 7.9% 7.6%

Return

3. Aft er modeled costs of trading and market impact. Data source: 
CompuStat point- in- time database. Value- weighted Index versus 
Russell 1000 during test period: Beta = 1.0; Upside capture = 116%; 
Downside capture = 89%; Sharpe ratio = .61 versus .27; Sortino = .91 
versus .38; Information ratio = .85.
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