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This article presents a comprehensive literature review assessing
the effectiveness of Joel Greenblatt’s Magic Formula in interna-
tional equity markets. The strategy is a value-investing approach
based on return on capital (ROC) and earnings yield (EY) metrics.
Its primary objectives are to evaluate whether the strategy gen-
erates excess returns and to identify factors influencing its per-
formance. The analysis synthesises empirical studies from the
US, European (primarily Nordic), Brazilian and Asian markets, in-
corporating methodological considerations such as data sources,
investment universes and systematic biases (e.g. look-ahead bias
and survivorship bias). Key findings reveal that the Magic Formula
outperforms benchmarks in most markets; however, its effective-
ness is contingent on transaction costs (frequently eroding alpha),
firm size, market conditions and metric modifications. Simpler
strategies (e.g. those relying solely on EY) occasionally yield su-
perior results. The review concludes that the Magic Formula rep-
resents a robust, albeit imperfect, tool for exploiting stock mar-
ket inefficiencies. Future research directions include analyses of
post-2020 periods, formula modifications and hybrid approaches.
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Introduction

Value investing, pioneered by Benjamin Graham, has long presented an intel-
lectual and practical challenge for investors. Its core principle — buying high-qual-
ity assets at prices below their intrinsic value — is intuitively straightforward yet
exceedingly difficult to implement systematically in practice (Petrova, 2015). The
primary impediment is the efficient market hypothesis (EMH), as formulated by
Eugene Fama (1970), which in its semi-strong form posits that stock prices instan-
taneously incorporate all publicly available information. Under this framework,
the systematic identification of undervalued securities and the attainment of ex-
cess returns over the long term become infeasible (Basu, 1977).

In response to this complexity, Joel Greenblatt — a hedge fund manager and
adjunct professor at Columbia Business School — introduced the Magic Formula
in his book The little book that beats the market (Greenblatt, 2006). This strategy
seeks to establish a simple, rules-based framework for value investing that sys-
tematises the identification of companies exhibiting two essential attributes: high
quality and attractive valuation. Greenblatt’s approach distils to a straightforward
principle: “buy good companies at bargain prices”. By eschewing subjective as-
sessments, the strategy relies exclusively on two quantitative metrics: return on
capital (ROC) and earnings yield (EY) (Jannah & Imansya, 2019).

Empirical studies across international markets demonstrate that Greenblatt’s
Magic Formula has consistently delivered positive outcomes to date (Abbey
& Larkin, 2012). For instance, research on the Indonesian market revealed
a compound annual growth rate (CAGR) of 33.3% for the strategy, substantial-
ly outperforming benchmarks such as the IHSG (Sasmitapura et al., 2022). In
Brazil, Sweden and other regions, annually rebalanced portfolios comprising
10-30 stocks frequently generated excess returns relative to local benchmarks;
a Swedish study reported a Sharpe ratio of 0.247 for the Magic Formula versus
0.15 for the broader market (Gustavsson & Stromberg, 2018), while a Brazilian
analysis documented statistically significant Capital Asset Pricing Model (CAPM)
alpha of approximately 1% per month (de Paula, 2016). Numerous investigations
further suggest that the Magic Formula yields robust returns irrespective of mar-
ket conditions, including episodes of financial distress (Hakansson & Kvarnmark,
2017). Moreover, variations in portfolio size, stock weighting or rebalancing
frequency do not eliminate the potential for outperformance (de Paula, 2016;
Vestre & Wikheim, 2022).

This review article provides a comprehensive synthesis of studies evaluating
the effectiveness of Greenblatt’s Magic Formula across international markets and
diverse time periods, critically examining its global robustness and identifying re-
curring factors affecting its performance, including metric modifications, transac-
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tion costs and market systems. It further examines whether the strategy generates
excess returns and identifies key factors moderating its performance.

The article comprises six sections. The first provides an introduction to the ef-
fectiveness of Greenblatt’s Magic Formula. The second outlines the foundational
assumptions of Greenblatt’s approach. The third synthesises the literature on the
Magic Formula’s performance in international markets. The fourth details the meth-
odology employed for the literature review. The fifth offers a critical analysis of the
extant studies, accompanied by a discussion. The sixth presents concluding remarks,
delineates the review’s limitations, and suggests avenues for future research.

1. The foundational assumptions of Greenblatt’s
approach

A thorough understanding of the calculation of key metrics and the stock selec-
tion process is essential for evaluating the Magic Formula’s capacity to generate ex-
cess returns across varied market conditions. The strategy rests on two foundational
pillars: quality and price. Greenblatt specified dedicated metrics for each, designed
to mitigate distortions arising from differing capital structures and tax regimes,
thereby enabling more objective cross-company comparisons (Greenblatt, 2006).

The first metric, return on capital (ROC), measures the quality and profitability
of a firm’s operating activities. Greenblatt employs a precise formula to evaluate
how efficiently a company generates earnings from its invested tangible capital
(Katnik, 2011). The ROC computation is presented in Formula 1.

ROC = EBIT 1)
~ NWC + Net PP&E
where:
EBIT — earnings before interest and taxes,
NWC — net working capital, calculated as current assets minus current lia-

bilities,

Net PP&E — net tangible property, plant and equipment, derived from tangible
fixed assets minus accumulated depreciation and accumulated im-
pairment losses (Sedova et al., 2020).

Greenblatt deliberately employs EBIT to evaluate a firm’s operating profitability
independent of its capital structure (interest expenses) and prevailing tax rates.
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The sum of NWC and Net PP&E represents the tangible capital invested in core
operations. Excluding intangible assets ensures reflection of the genuine physical
capital essential for conducting business (Wielicki & Baum, 2009).

The second metric, earnings yield (EY), captures the valuation attractiveness of
a stock (Arkan, 2016). It indicates how inexpensive a firm is relative to its operat-
ing earnings, as shown in Formula 2.

EBIT
EV

where:
EV — enterprise value, market capitalisation plus interest-bearing debt minus
cash and cash equivalents (Uggedal, 2009).

EBIT is employed in the earnings yield calculation for the same reasons as in
the ROC metric. Enterprise value (EV), in turn, is defined as market capitalisation
plus interest-bearing debt minus cash and cash equivalents. Employing EV rather
than equity value alone (as in the traditional price-to-earnings ratio) is critical, as
it facilitates comparisons across firms with differing leverage levels (Rutkowski,
2002). This approach incorporates both the cost of acquiring the equity and the
assumption of the firm’s debt, thereby providing a more comprehensive view of
the total acquisition cost of the enterprise (Koller et al., 2005).

The stock selection process under Greenblatt’s Magic Formula is entirely me-
chanical and relies on a ranking system, thereby eliminating subjective judgment
in investment decisions. It comprises the following steps:

- Step 1: All firms in the analysed market are ranked by return on capital (ROC)
in descending order. The firm with the highest ROC receives rank 1, the next
receives rank 2, and so on.

- Step 2: The same firms are ranked separately by earnings yield (EY), also in de-
scending order. The firm exhibiting the highest EY is assigned rank 1.

- Step 3: For each firm, the two ranks obtained in Steps 1 and 2 are summed.

— Step 4: The portfolio is constructed by selecting the 20—30 firms with the low-
est sum of ranks. These firms represent the optimal combination of high oper-
ating quality and attractive valuation.

The standard implementation of the Magic Formula assumes a one-year hold-
ing period and annual portfolio rebalancing. The companies in the portfolio have
equal weightings. At the end of each year, existing positions are liquidated, and
the entire ranking and selection process is repeated to construct a new portfolio.
Following Greenblatt’s (2006) original recommendations, financial firms (e.g. banks
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and insurance companies) and utilities are systematically excluded from the invest-
ment universe. This exclusion stems from the distinctive nature of their business
models and financial reporting practices — notably the high leverage employed
by financial institutions — which renders the ROC and EY metrics less comparable
with those of firms in other sectors.

2. Literature review

This literature review contributes to the ongoing discourse on the effective-
ness of Greenblatt’s Magic Formula by synthesising empirical findings from stud-
ies conducted across diverse international markets. The results are organised ge-
ographically to facilitate cross-market comparisons while accounting for region-
specific characteristics. The analysis begins with the US market — the original test-
ing ground for the strategy — and proceeds through various European markets to
the dynamic emerging markets.

The starting point for the subsequent analysis is the original backtest results re-
ported by Joel Greenblatt himself (2006). In his book, he demonstrated that from
1988 to 2004, a Magic Formula portfolio constructed on the US market delivered
an average annual return of 30.8%, compared with just 12.4% for the broad S&P
500 index over the same period. Although performance varied with market-capi-
talisation thresholds, the strategy consistently outperformed the broader market.

Subsequent studies have largely corroborated the Magic Formula’s ability to
generate excess returns. For instance, Alberg and Seckler (2015), employing com-
parable sample periods and data sources, produced results that reaffirmed the
strategy’s outperformance, albeit typically at a magnitude lower than originally
reported by Greenblatt. These disparities primarily arose from variations in the
definition of the investment universe and backtesting methodology. Nonetheless,
a broad consensus emerged that the strategy delivered both statistically and eco-
nomically significant alpha relative to passive benchmark investing.

Empirical studies on European markets overwhelmingly corroborate the effec-
tiveness of Greenblatt’s Magic Formula, albeit with notable nuances. The Nordic
markets have proven particularly conducive to testing the strategy’s performance
(Persson & Selander, 2009). Sistonen (2014), examining Finland, Sweden, Norway
and Denmark over the 2000-2011 period, documented an average annual net re-
turn (after taxes and transaction costs) of 29.4% for the Magic Formula, compared
with only 7.6% for the FTSE Nordic Value Index. Vestre and Wikheim (2022), ana-
lysing the Norwegian market from 2003 to 2022, reported a statistically significant
monthly CAPM alpha of 0.50%, confirming the strategy’s ability to generate risk-
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adjusted excess returns. Davydov et al. (2016), studying Finland between 1991 and
2013, similarly found that the Magic Formula outperformed the broader market
by 5.63 percentage points annually (19.26% versus 13.63%). Crucially, however,
they observed that a simpler value strategy based solely on the EBIT/EV (earnings
yield) ratio delivered even stronger performance (20.57%) over the same period.
This finding raises important questions about whether the quality component
(ROC) genuinely adds incremental value beyond a pure low-valuation approach.

The Swedish market has been examined in several studies that consistently doc-
ument significant outperformance of Greenblatt’s Magic Formula. Both Goumas
and Kéllstrom (2010) as well as Max and Svanberg (2019) found that Magic Formula
portfolios substantially outperformed the OMXSPI benchmark. Notably, Max and
Svanberg (2019), using data spanning 2002—-2019, reported an average annual return
of 19.2% for the strategy versus only 5.7% for the broad Swedish index. Empirical
evidence from emerging and Asian markets further substantiates the effectiveness
of Greenblatt’s Magic Formula, although performance exhibits greater heteroge-
neity and appears more sensitive to prevailing market conditions. On the Brazilian
market, studies uniformly document substantial outperformance of the strategy.
Both de Paula (2016) and Silva et al. (2020) found that Magic Formula portfolios
generated significantly higher returns than the local Ibovespa and IBrX-100 bench-
marks. Specifically, Silva et al. (2020) reported an annualised return of 11.06% for the
strategy over the 2007-2017 period, compared with only 5.04% for the Ibovespa.

Empirical investigations in Asian markets reveal a more heterogeneous picture,
yet the majority still support the effectiveness of Greenblatt’s Magic Formula. On
the Hong Kong market, Fu and Xia (2015) documented that a portfolio compris-
ing the top decile of stocks ranked by the Magic Formula delivered an impressive
average monthly return of 2.53% over the 2001-2014 period. Results from the
Indonesian market proved particularly sensitive to the sample period. Jannah and
Imansyah (2019), using data from 2013—-2018, reported significant outperformance
of the strategy. By contrast, Setiawan et al. (2023) found that during the adverse
market conditions of 2018-2021, a Magic Formula portfolio posted a negative an-
nualised return of —=1.72%; nevertheless, this still exceeded the benchmark return
of —3.26%. Finally, Sasmitapura et al. (2022) restricted their investment universe to
LQ45 constituents between 2016 and 2020 and concluded that the strategy failed
to outperform the broader IHSG index, indicating that performance may be con-
tingent on the breadth and composition of the investment universe.

Although the majority of empirical studies demonstrate that Greenblatt’s Magic
Formula generates excess returns relative to broad market benchmarks in range
between 5.63% and 21.80%, the considerable heterogeneity in reported perfor-
mance underscores the importance of a more detailed examination of methodo-
logical choices and moderating factors. These issues are addressed in the subse-
guent sections of this article.
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3. Methodology employed for the literature review

The publication search strategy was founded on the utilisation of esteemed in-
ternational databases, including Scopus, Web of Science and Google Scholar. These
databases facilitate access to peer-reviewed scientific papers within the domains
of finance and accounting. The identification of relevant articles was facilitated by
the employment of the following key search terms: ‘Greenblatt Magic Formula’,
‘magic formulainvesting’, ‘return on capital’, ‘earnings yield’, ‘value investing’, and
their equivalents. The search encompassed articles published subsequent to 2006,
the date of publication of Greenblatt’s original work.

In order to ensure the reliability and integrity of the research, precise inclusion
and exclusion criteria were applied to the publications. The analysis encompassed
works that satisfied the following criteria:

- they conducted empirical tests of the effectiveness of the Greenblatt strategy
or its modifications;

- they were published in peer-reviewed scientific journals or as master’s and
doctoral theses at recognised universities;

- they covered clearly defined time frames and markets.

Articles of a purely theoretical nature, as well as popular science publications
that lack methodological rigour, were excluded from consideration.

A further analysis of the methodologies employed in the collected publications
was conducted. This section examines the standard methodologies employed in
empirical studies of Greenblatt’s Magic Formula and highlights critical methodo-
logical challenges that affect the comparability and robustness of reported find-
ings. A thorough understanding of these issues is indispensable for conducting
a rigorous critical assessment of the literature. The primary concerns include:

— data sources,

— investment universe,

- systematic biases (look-ahead bias and survivorship bias),
- portfolio construction and rebalancing procedures.

The quality and coverage of data constitute the cornerstone of any robust em-
pirical investigation (Kowerski & Charkiewicz, 2021). Across the reviewed studies,
researchers predominantly relied on established professional financial databas-
es, including Compustat (S&P Global), Refinitiv Datastream (formerly Thomson
Reuters) and Bloomberg.

A critical determinant of reported performance is the precise definition of the
investment universe. Variations in this definition are a primary source of cross-study
discrepancies. The principal dimensions include market-capitalisation thresholds
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and sector exclusions. Greenblatt (2006) explicitly demonstrated that returns var-
ied substantially depending on whether the strategy was applied to the full uni-
verse of stocks or restricted to firms with a market capitalisation exceeding USD 1
billion. Many subsequent studies deliberately concentrate on mid- and large-cap
segments to mitigate liquidity concerns; however, this approach may exclude the
very small-cap segment in which the Magic Formula has historically exhibited its
strongest outperformance. Although the systematic exclusion of financial firms and
utilities remains standard practice — consistent with Greenblatt’s original meth-
odology — some investigations deviate from these criteria or implement them in-
consistently, thereby hindering direct comparability of results.

Backtesting carries the risk of several systematic biases that can materially
inflate reported performance. Rigorous researchers, however, implement safe-
guards designed to mitigate these distortions (Saad, 2021). The two most preva-
lent and consequential biases are look-ahead bias and survivorship bias (ter Horst
& Verbeek, 2007).

Look-ahead bias arises when a backtest inadvertently incorporates information
that was not publicly available at the purported time of portfolio formation. A clas-
sic manifestation occurs when year-end financial data for fiscal year T-1 are used
to rank and select stocks as of 1 January of year T, even though annual reports are
typically released only in February, March or later. To eliminate this bias, rigorous
studies impose a deliberate lag — commonly three to six months — between the
fiscal year-end and the portfolio rebalancing date. Consequently, data for year T-1
are first utilised for ranking no earlier than the end of March (or more conserva-
tively April-June) of year T (Daniel et al., 2008).

Survivorship bias arises when a backtest includes only firms that remain list-
ed throughout the entire sample period, thereby excluding companies that were
delisted due to bankruptcy, merger, acquisition or other forms of exit. Because
delisted firms typically exhibit poor prior performance, their systematic omission
materially inflates reported average and risk-adjusted returns. To eliminate this
bias, researchers must employ point-in-time or delisting-adjusted databases that
retain comprehensive historical records of all firms — both active and inactive — at
each point in time. A leading example is the Compustat Point-in-Time database,
which preserves the exact information available to investors on any given histori-
cal date (Baquero et al., 2009).

Another critical methodological dimension concerns portfolio construction and
rebalancing. Variations in these technical specifications exert a material influence
on reported performance. The literature reveals three primary areas of divergence:

1. Portfolio size — Greenblatt (2006) originally recommended holding 20—-30 stocks,
yet numerous studies examine substantially larger portfolios, such as the top
decile or top quintile of ranked stocks (e.g. Fu & Xia, 2015).
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2. Rebalancing frequency — While the canonical Magic Formula implementation
employs annual rebalancing, some researchers test monthly or quarterly inter-
vals (e.g. Blackburn & Cakici, 2017). More frequent rebalancing enables faster
incorporation of new information but dramatically increases transaction costs
and turnover.

3. Weighting scheme — The majority of studies adopt equal-weighted portfolios,
thereby granting greater influence to smaller firms. In contrast, value-weighted
(capitalisation-weighted) portfolios — more representative of market indices —
typically deliver lower excess returns.

A thorough understanding of these methodological challenges and variations
is indispensable for a rigorous critical evaluation and synthesis of the empiri-
cal evidence. It explains why certain studies report striking outperformance of
Greenblatt’s Magic Formula, while others document more modest or even incon-
sistent excess returns.

4. Critical analysis and discussion

The preceding literature review establishes that Greenblatt’s Magic Formula
has consistently generated excess returns across a wide range of international
markets. Nevertheless, its effectiveness exhibits considerable heterogeneity and
is contingent on multiple methodological and contextual factors. This section of-
fers a critical examination of these determinants, situates them within the broad-
er theoretical framework of value investing, and challenges certain foundational
assumptions of the strategy. Notwithstanding the fact that this analysis is found-
ed upon several fundamental and reputable scientific works, a significant part of
the empirical evidence, especially concerning local markets, originates from un-
published theses or doctoral dissertations. This was necessary in order to create
a comprehensive international synthesis, but requires careful interpretation due
to their limited scientific rigour. Table 1 synthesises the key empirical findings on
the performance of the Magic Formula in different markets together with the prin-
cipal conclusions drawn by the respective authors.

Among the numerous factors influencing the effectiveness of Greenblatt’s Magic
Formula, the literature most frequently highlights four key moderators:

- firm size (small-cap vs. mid-/large-cap universes),
— transaction costs,

- prevailing market regimes, and

- modifications to the original formula.
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Table 1. Summary of empirical evidence on the Magic Formula across international

markets
Author(s) Study Magic Formula Benchmark . .
and year Market period performance performance Premium Key conclusion
(e.g. CAGR or a)
Greenblatt, United 1988-2004 30.8% 12.4% (S&P 500) 18.4 pp | Original Greenblatt
2006 States (2006) backtest
confirming excep-
tionally high effec-
tiveness.
Sistonen, Nordic 2000-2011 29.4% 7.6% (FTSE Nordic | 21.8 pp Exceptionally
2014 countries value) strong returns even
after transaction
costs and taxes.
Vestre Norway | 2003-2022 20.8% (alpha 12.8% (OSEAX) 8.0 pp Significant alpha
& Wikheim, 0.5% monthly) that loses statistical
2022 significance after
transaction costs.
Davydov Finland 1991-2013 19.26% 13.63% (OMXH 5.63 pp Outperforms the
etal., 2016 CAP Gl) market, but simpler
pure valuation
strategies (e.g.
EBIT/EV alone)
deliver superior
performance.
Max Sweden 2002-2019 19.2% 5.7% (OMXSPI) 13.5 pp Statistically and
& Svanberg, economically sig-
2019 nificant outperfor-
mance relative to
the broad market
index.
Silva et al., Brazil 2007-2017 11.06% 5.04% (lbovespa) 6.02 pp Effective, though
2020 comparable or
inferior to alterna-
tive strategies (e.g.
Piotroski F-score).
Fu & Xia, Hong Kong | 2001-2014 | 2.53% (monthly) Not applicable — - Very high returns
2015 comparison of top for top-decile
and bottom deciles (highest-ranked)
of ranked stocks portfolios.
Jannah Indonesia | 2013-2018 12.67% 5.31% (IDX Kompas | 7.36 pp Clear outperfor-
& Imansyah, 100 Index) mance of the broad
2019 market index.
Blackburn Global 1991-2016 Negative or - - Standard Magic
& Cakici, markets statistically insig- Formula ineffective
2017 nificant for the globally; modified

canonical Magic
Formula imple-
mentation

version using gross
profit proves more
robust.

Source: own study based on the bibliographical references listed in the table.
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One commonly cited explanation for the Magic Formula’s historical outper-
formance attributes it primarily to the size premium: equal-weighted portfolios
inherently tilt toward smaller firms, which have traditionally delivered higher re-
turns. Although the strategy does tend to perform particularly strongly among
small-cap stocks, a closer examination undermines this overly simplistic view.
Blackburn and Cakici (2017) provide compelling evidence from global markets
that directly challenges the size-premium hypothesis. They document that CAPM
alphas (and multifactor alphas) are consistently higher in value-weighted portfo-
lios than in equal-weighted portfolios across nearly all regions (with Europe being
the sole exception). The authors conclude that “the observed risk-adjusted re-
turns are not due to the small-firm effect. Instead, large-capitalisation firms con-
tribute significantly to the generated alpha”. This finding is pivotal: the fact that
the Magic Formula produces robust, and frequently superior, risk-adjusted per-
formance precisely in the large-cap, highly liquid segment seriously undermines
the notion that its success is predominantly driven by a size tilt. Consequently,
the true drivers of the strategy’s effectiveness must lie elsewhere — most like-
ly in the quality and valuation characteristics captured by the ROC and EBIT/EV
metrics themselves.

The Magic Formula in its canonical form exhibits full annual turnover (approxi-
mately 100%), generates substantial transaction costs —including commissions and
bid-ask spreads —that are frequently ignored or understated in academic studies.
This constitutes arguably the most critical practical impediment to the strategy’s
real-world profitability. A particularly rigorous analysis by Vestre and Wikheim
(2022) on the Norwegian market illustrates this point convincingly. While their
gross (pre-cost) results reveal a statistically significant monthly CAPM alpha of
0.50%, the inclusion of realistic transaction costs reduces this alpha to near zero
and renders it statistically insignificant. This finding underscores a broader pattern:
although the majority of academic backtests report impressive excess returns, the
most robust implementations that properly account for trading frictions frequently
show that economically and statistically significant outperformance largely, or en-
tirely, disappears in practice (Blackburn & Cakici, 2017; Gustavsson & Strémberg,
2017; Vestre & Wikheim, 2022).

The effectiveness of Greenblatt’s Magic Formula is not time-invariant but var-
ies systematically with prevailing market regimes. Alberg and Seckler (2015), ex-
amining the US market over the 1973-2012 period, found that the earnings yield
(EY) component — the valuation pillar — drove nearly all of the strategy’s outper-
formance during periods of widespread market pessimism, when aggregate P/E
ratios were contracting. In contrast, the return on capital (ROC) quality compo-
nent contributed relatively little during such episodes. This pattern implies that
the Magic Formula tends to generate its strongest excess returns when the over-
all market is undervalued or in recovery phases following bear markets, whereas
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its relative performance weakens markedly during the late stages of bull markets
dominated by high-valuation growth stocks. Consequently, the strategy exhib-
its pronounced regime-dependent behaviour rather than consistent superiority
across all market environments.

A primary factor contributing to the divergence in research outcomes pertains
to the delineation of the investment universe. As Blackburn and Cakici (2017) ob-
serve, in a manner consistent with the insights of Fama and French (2012), substan-
tial excess returns (alpha) within value and momentum strategies tend to be con-
centrated in the small-capitalisation segment. The inclusion of low-capitalisation
companies, which are characterised by a lack of liquidity, in the study may result
in the artificial inflation of the theoretical results of the strategy, thereby render-
ing them unattainable in practice. This hypothesis is corroborated by Gustavsson
and Stréomberg (2017), who emphasise that small and illiquid companies, which
are inaccessible to large institutional investors, pose a significant implementation
risk. Research that restricts the universe to medium and large-capitalisation com-
panies (for example, those exceeding NOK 200 million in the Vestre and Wikheim
study) seeks to mitigate liquidity risk. However, this approach may yield lower re-
turns compared to studies encompassing the broader market.

Discrepancies in the results that have been reported may also be attributable
to divergent approaches to systematic errors, specifically look-ahead bias and
survivorship bias. Look-ahead bias, which is an outcome arising from the utilisa-
tion of data that was not publicly accessible at the time of portfolio formation
(for instance, delays in the dissemination of financial statements), results in a sys-
tematic overstatement of historical results. Research employing point-in-time
databases or incorporating deliberate time delays within the company selection
procedure consistently demonstrates reduced yet more dependable returns.
Likewise, the exclusion of companies that have experienced bankruptcy or del-
isting (survivorship bias) can result in a misleadingly optimistic representation of
the strategy’s efficacy.

The most significant discrepancy between the results of theoretical models and
the realities of market behaviour can be attributed to transaction costs and trad-
ing friction, which are often not taken into account in academic historical tests. As
demonstrated by Vestre and Wikheim (2022), following the incorporation of trans-
action costs (i.e. the bid-ask spread and commissions), the alpha of the strategy
attains statistical significance solely at the p < 0.1 level. This finding lends support
to the notion that the realisation of risk-adjusted excess returns may be imprac-
tical under actual market conditions. As explicitly stated by the aforementioned
authors, “the seemingly high returns from historically tested strategies often dis-
appear in the real world” after costs are taken into account. This finding is con-
sistent with Greenblatt’s warnings that strategies with high trading frequency or
involving illiquid assets may not outperform the market after transaction costs
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are taken into account. Davydov et al. (2016) employ a conservative transaction
cost assumption of 0.5%, thereby enabling a more realistic evaluation of the net
effectiveness of the strategy.

Perhaps the single most important insight emerging from this literature review
is that the specific ROC + EY combination proposed by Greenblatt is not necessarily
optimal. The study by Blackburn and Cakici (2017) represents the most direct and
compelling challenge to the original thesis. Examining 23 developed markets over
the 1991-2016 period, the authors document that the canonical Magic Formula
generates no statistically significant excess returns globally. Only after replacing
EBIT with gross profit — a cleaner, less manipulable profitability metric — does the
strategy produce consistent, economically meaningful, and statistically robust
outperformance across virtually all markets examined. This finding fundamentally
shifts the interpretation of the Magic Formula’s success: the value of combining
a quality signal with a valuation signal is not in question, but the particular oper-
ationalisation of the quality dimension appears far more critical than Greenblatt
originally suggested. In essence, the strategy’s effectiveness hinges less on the
conceptual marriage of ‘good’ and ‘cheap’ companies and more on the robustness
and accounting-distortion resistance of the chosen quality metric.

Furthermore, the Finnish evidence presented by Davydov et al. (2016) casts
serious doubt on the indispensability of the two-factor Magic Formula. As previ-
ously noted, a pure valuation strategy relying exclusively on the EBIT/EV (earnings
yield) metric generated higher risk-adjusted returns than the complete Greenblatt
specification over the same 1991-2013 period. When combined with findings from
Silva et al. (2020) — demonstrating that the Piotroski F-score (Piotroski, 2000) fre-
guently matches or exceeds the performance of the full Magic Formula — a clear
pattern emerges: Greenblatt’s approach, while demonstrably effective in many
settings, is ultimately one of several viable value-investing frameworks rather than
the uniquely ‘magical’ solution originally portrayed.

The Magic Formula’s persistent ability to generate statistically and economi-
cally significant excess returns across a wide array of markets and sample periods
constitutes compelling evidence against both the strong-form and semi-strong-
form versions of the Efficient Market Hypothesis (EMH). Under fully efficient mar-
kets, a simple, publicly disclosed mechanical strategy relying solely on historical
accounting and price data should not be capable of systematically producing risk-
adjusted outperformance (Oppenheimer & Schlarbaum, 1981). The efficacy of
the Magic Formula thus contradicts the Efficient Market Hypothesis, which posits
that asset prices fully reflect available information, thereby rendering it impossi-
ble to systematically achieve above-average returns without incurring additional
risk (Malkiel, 2003).

In the existing literature on this topic, the efficacy of Greenblatt’s strategy is
predominantly elucidated through the lens of behavioural finance, wherein the
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Magic Formula operates as a behavioural arbitrage strategy. The theory posits
that it capitalises on systematic cognitive errors made by investors and so-called
limits to arbitrage, which allow price inefficiencies to persist for a protracted pe-
riod (Barberis & Thaler, 2002).

This strategy is predicated on the exploitation of two fundamental psychologi-
cal tendencies: namely, overreaction and extrapolation error.

1. Theinitial phenomenon, as documented by De Bondt and Thaler (1985), among
others, pertains to investors exhibiting an exaggerated response to negative
short-term news. This leads to a temporary undervaluation of companies that
are fundamentally sound. Subsequently, profitability enables the identification
of such opportunities (Wutkie, 2020).

2. The second mechanism is that of the extrapolation error, as described by
Lakonishok et al. (1994). According to Radke (2023), investors have a tendency
to naively extrapolate historical growth rates of “growth companies” (glamour
stocks) far into the future, resulting in their overvaluation and concomitant un-
dervaluation of value companies.

Greenblatt (2006) developed a formulaic approach to investing that aims to
avoid the pitfalls of emotional herding and the acquisition of overvalued assets. This
approach seeks to impose a degree of investment discipline that can be challeng-
ing for a discretionary investor to uphold when confronted with market pressures.

Greenblatt’s Magic Formula can also be considered within the framework of
contemporary factor investing. It is an illustration of a multi-factor strategy that
combines exposure to the Value and Quality factors. It is evident that the strategy
in question bears a resemblance to classic value strategies, as evidenced by its sim-
ilarity to the high Book-to-Market ratio in the Fama and French model. However,
Greenblatt contends that Earnings Yield offers a more precise estimation of the
actual rate of return for the owner when compared to conventional P/E or P/B ra-
tios (Blackburn & Cakici, 2017). A distinctive characteristic of the Magic Formula
is its capacity to consider the quality factor through the return on invested capi-
tal (ROIC) ratio. This enables the differentiation of inexpensive yet robust compa-
nies from the so-called value traps, which are companies that appear inexpensive
but are inherently unstable. As indicated by the findings of recent research, this
component exhibits a consistent alignment with the profitability premium as elu-
cidated by Novy-Marx (2013). The latter theorist demonstrated that companies
demonstrating profitability engender higher returns.

Multivariate regression analyses (e.g. Fama-French-Carhart) conducted on glob-
al markets indicate that the Magic Formula ranking possesses distinctive explana-
tory power that cannot be wholly ascribed to standard risk factors such as com-
pany size (SMB), value (HML) or momentum (WML) (Blackburn & Cakici, 2017).
Importantly, this strategy frequently exhibits a negative correlation with the mo-
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mentum factor, operating as a contrarian approach — purchasing assets that have
recently exhibited substandard performance (so-called ‘losers’) in anticipation of
their mean reversion (de Paula, 2016). The combination of the quality factor, de-
noted by the return on invested capital (ROIC), and the value factor, denoted by
the enterprise value to earnings yield (EY), of the Magic Formula serves to miti-
gate the systematic risk that is characteristic of pure value strategies. This com-
bination offers a return profile that is uncorrelated with simple market risk, also
known as beta (Blackburn & Cakici, 2017).

Summary and conclusions

The comprehensive literature review conducted in this study yields several key
conclusions regarding the effectiveness and practical applicability of Greenblatt’s
Magic Formula across international markets.

Greenblatt’s Magic Formula emerges as a robust and extensively validated
value-investing strategy that, across the majority of examined markets and sam-
ple periods, consistently delivers excess returns relative to broad market bench-
marks — frequently manifesting as statistically and economically significant posi-
tive alpha after risk adjustment. Empirical evidence from highly diverse markets,
including the United States, the Nordic region, Brazil and Hong Kong, repeatedly
demonstrates the strategy’s ability to identify firms capable of generating substan-
tial outperformance over a typical one-year holding period.

Nevertheless, the effectiveness of Greenblatt’s Magic Formula is far from un-
conditional. Its performance is materially moderated by several well-document-
ed factors:

1. Transaction costs represent the single most important practical constraint. The
most rigorous studies (e.g. Vestre & Wikheim, 2022) demonstrate that the ero-
sive impact of trading frictions — driven by the strategy’s approximately 100%
annual turnover — can completely eliminate statistically (and economically)
significant alpha.

2. Although the strategy benefits from a modest size tilt, the small-firm premium
is not its primary driver. Compelling evidence shows robust outperformance
even in large-cap, highly liquid universes when value-weighted portfolios are
employed, thereby refuting overly simplistic size-based explanations (Blackburn
& Cakici, 2017).

3. Performance exhibits strong regime dependence, with the highest excess re-
turns typically realised during periods of broad market undervaluation or post-
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crisis recovery phases, and markedly weaker results during late-stage bull mar-
kets dominated by growth stocks (Alberg & Seckler, 2015).

4. The original ROC + EY specification does not appear globally robust. Multiple
studies find that simpler single-factor valuation strategies (especially pure
EBIT/EV) or modified quality metrics (most notably gross profit in place of
EBIT) frequently dominate the canonical two-factor version, casting doubt on
the purported unique superiority of Greenblatt’s exact indicator combination
(Blackburn & Cakici, 2017; Davydov et al., 2016).

In conclusion, Greenblatt’s Magic Formula is not a universally ‘magical’ solution
that guarantees superior performance under all market conditions. It is, however,
a robust, empirically supported value-investing framework that has repeatedly
demonstrated the ability to generate excess returns across a wide range of inter-
national markets. Its principal strengths lie in its simplicity, full transparency, and —
most importantly — the rigorous discipline it imposes on the investment process,
thereby shielding investors from common emotional and cognitive biases. At the
same time, the strategy’s effectiveness is highly contingent on transaction costs,
market regimes, firm-size universes and the precise specification of its quality and
valuation metrics. When these factors are not carefully controlled, the strategy’s
apparent outperformance can diminish substantially or even disappear entirely.

In the light of these findings, three particularly promising avenues for future
research emerge:

1. Examination of the Magic Formula’s performance in the post-2020 environ-
ment, encompassing the COVID-19 pandemic, severe supply-chain disruptions,
record-high inflation and the subsequent aggressive monetary tightening — con-
ditions that represent a markedly different market regime from those prevail-
ing in most earlier studies.

2. Further exploration of modified versions of the strategy, especially those re-
placing EBIT with cash-flow-based measures or gross profit, which have al-
ready shown greater global robustness and resistance to accounting distortions
(Blackburn & Cakici, 2017; Vestre & Wikheim, 2022).

3. Investigation of hybrid strategies that combine the Magic Formula with com-
plementary factors (most notably momentum or low-volatility screens) to de-
termine whether such combinations can deliver more consistent risk-adjusted
returns across diverse market cycles.

Ultimately, the enduring contribution of Greenblatt’s Magic Formula lies not
in its claim to infallibility, but in providing compelling evidence that systematic,
guantitative value-investing strategies — when properly implemented — continue
to exploit persistent market inefficiencies more than two decades after the strat-
egy was first made public.
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