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ABSTRACT 

 

This study examines the validity of Greenblatt’s “Magic Formula,” a simple stock 

selection model, across Thailand and the US markets. The steps to screen out the stocks for the 

magic portfolio were adopted from Greenblatt’s “The Little Book That Still Beats the Market,” 

and the magic formula’s returns were compared to the market’s returns. SET index is chosen 

for the Thai stock market and S&P 500 is chosen for the US stock market. Sharpe ratio analysis 

is used to measure risk-adjusted return. Overall, this study suggests that the magic formula’s 

two factors, return on capital and earning yield, were able to produce a higher risk-adjusted 

return than the market index from 1993 to 2012 for 12 years in Thailand’s portfolio and 8 years 

in US portfolio. Thailand’s portfolio generates 24.3%, the annualized geometric return, 

comparing with 3%, that of the market during the tested period. In addition, US portfolio 

generates 12.7% comparing with 6.5% of the market.  

 

INTRODUCTION 

 

Value Investing 

Value investing has been the fundamental investment principle for many investors. 

Graham (1949), the founder of value investing, emphasizes its importance in his classic 

investment analytic book “The Intelligent Investor.” Graham asserts that margin of safety is 

the key for successful investment. In other words, the wider the gap between the purchasing 

price investors pay for a security and the firm’s intrinsic value is, the better the returns investors 

are likely to get. This “buy low, sell high” approach is a central investment concept for those 

who invest based on value investing principle such as the world-famous investor Warren 

Buffett.  

 

Although Graham’s concept of the margin of safety is theoretically comprehensible, 

actually finding a firm’s intrinsic value is extremely difficult and it associates with great 

uncertainty even for professional investors such as mutual fund managers. Using a discounted 

cash flow method to find the firm’s value is a prime notion in the school of Finance. 

Nonetheless, estimating the firm’s future cash flows and setting an appropriate discount rate 

require significant understanding of the firm’s business, its industry, and overall economic 

condition both domestically and internationally. 

 

 

The Magic Formula 

In “The Little Book That Still Beats the Market,” Greenblatt (2010), a follower of 

Graham, introduces his “Magic Formula.” The magic formula greatly simplifies the process of 

finding the margin of safety. Greenblatt proves that the annualized return from his portfolio 

using the magic formula outperforms the US market annualized return from 1988 to 2009. The 

magic formula employs the value investing concept for stock selection with the following two 

factors: 1) return on capital, and 2) earning yield. The top 30 stocks that rank the highest in the 
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two categories combined are included in the portfolio. In short, the magic formula seeks 

companies that have both a high return on capital and a high earnings yield. Another appealing 

component of this formula is its simplicity for implementation. No sophisticated programming 

is necessary to apply the formula.  

 

Greenblatt (2010) charges that the magic formula works the best in a long term 

investment. In his book, he shows that out of the years he analyzed the annual return from the 

magic formula against that of the market, there were some years that the return from the magic 

formula’s portfolio was lower than that of the market. However, when he compares an 

annualized return over 22 years from 1988 to 2009, the annualized return from the magic 

formula (19.7%) is remarkably higher than that of the market (9.5%). Greenblatt suggests that 

investors follow the magic formula for at least 3 years with yearly portfolio rebalancing to gain 

a return higher than the market. 

 

  



OBJECTIVE OF STUDY 

 

In this research, the magic formula is tested whether it is applicable to the Stock 

Exchange of Thailand (SET) in addition to the US market. The returns of the portfolio using 

the magic formula are compared to the returns of their benchmark index.  Sharpe ratio analysis 

is used to examine risk-adjusted return.  

 

SIGNIFICANCE OF STUDY 

  

This study contributes to general investors’ knowledge. It is especially beneficial for 

amateur investors because of the simplicity of the magic formula’s stock screening system. 

Amateur investors often need to invest through mutual funds due to their lack of knowledge. 

However, a lot of mutual funds underperform the market from time to time. Mutual funds 

charge management fee regardless their performance. Therefore, those who invest through 

mutual funds sometimes end up with suffering both loss in the investment and management 

expense. With the magic formula, amateur investors will be able to select stocks, or find the 

“margin of safety” on their own. 

 

This study is especially beneficial for value investors. Use of the magic formula 

simplifies a process of finding underpriced securities with good prospect. Value investors’ 

principle is to purchase a stock whose intrinsic value is higher than market value. However, 

finding a firm’s intrinsic value requires sophisticated skills and knowledge. Discounted Cash 

Flow method is one way to calculate intrinsic value, yet estimation of future cash flow and 

determination of appropriate discount rate associate with great uncertainty. On the other hand, 

the magic formula uses only two financial ratios, return on capital and earning yield, which are 

easily calculated. With the financial data and the spreadsheet, anyone can buy a stock which is 

undervalued at the time but has good potential that its price rises in the future. 

 

LITERATURE REVIEW 

 

Probably because of the popularity of Greenblatt’s bestseller book, his magic formula 

has been academically adopted to analyze and examine several markets. For example, Sign and 

Kaur (2013) calculated the magic formula’s risk-adjusted return using Sharpe ratio in the Indian 

stock market. They found that the portfolio of the magic formula was able to produce a higher 

risk-adjusted return than the market index for the most years from 1996 to 2010 but not the all 

the years. Their magic formula portfolio astonishingly generated 65.6% of the annualized 

return for the period tested while the market produced 12.2% of the annualized return. 

Similarly, Persson and Selander (2009) tested validity of the magic formula in the Nordic 

region, namely, Denmark, Sweden, Norway, and Finland. They found that the magic formula 

portfolio outperformed the market on average for a period from 1998 to 2008 although there 

were quite a few 12-month rolling periods during the 10-year span that the magic formula 

portfolio lost money.  

 

In addition to the magic formula’s two factors, return on capital and earning yield, 

Rosenberg, Reid, and Lanstein 1984; Fama and French 1992; and Lakonishok, Shleifer, and 

Vishny 1994 focus their research on high book-to-market stocks, their research found that 

portfolio with high book-to-market ratio provided a higher returns. Larkin (2009) added other 

two-factor ratio combinations such as B/M (book-to-market) and market cap, and earning yield 

and ROE (return on equity). This research focused on the US market. The portfolio was 

rebalanced every end of the year. Larkin concluded that the portfolio based on the combination 



of B/M and market cap had the highest annualized return from 1998 to 2006, 32%, which was 

well above the market return, 6.7%. Larkin’s magic formula portfolio generated 19% of the 

annualized return and outperformed the market for the period but it was not the best strategy 

in his study. His study also found that the magic formula was less likely to experience negative 

returns. Out of 73 3-year rolling periods, the magic formula had no periods with negative 

returns while the market faced negative returns 28 times. Out of 49 5-year rolling periods, the 

magic formula again did not generate negative returns whereas the market had 25 negative 

return periods.   

 

Pitrosji (2002) explored the simple accounting-based fundamental analysis strategy. 

Using only historical accounting data, investors could make a profit. The research showed that 

the average annualized return from high book-to-market stocks is significantly higher than the 

market at least 7.5%. There were positive relationship between the sign of the initial historical 

accounting information and both future firm performance and subsequent quarterly earnings. 

This could be explained that the market under reacted to the historical information. 

 

Sareewiwatthana (2011) utilized a simplified version of the magic formula to test the 

Thailand Stock Market. Sareewiwathana used P/E (price-to-earning) and ROE to screen stocks 

in place of the original combination of earning yield and return on capital. Thirty stocks were 

picked using a combined rank of P/E and ROE at the beginning of the years 1996 to 2010. Each 

stock was equally weighted. The modified magic portfolio performed significantly better than 

the market from 1996 to 2010, generating 37% annualized return. On the other hand, the market 

produced only 2.4% annualized return in the same period. Nonetheless, when comparing single 

year return, the modified magic formula portfolio underperformed the market 3 years out of 

the total of 15 years. 

 

These studies’ results are in line with Greenblatt’s statement: the magic formula works 

for a long term investment. Greenblatt suggests that investors follow the magic formula 

strategy at least 3 years with yearly portfolio rebalancing. 

 

RESEARCH METHODOLOGY 

 

The Magic Formula’s Portfolio Construction 

The formula starts with ranking the stocks in a descending order by Return on Capital 

(EBIT/(Net Working Capital + Net Fixed Assets)) and Earning Yield (EBIT/Enterprise Value), 

which are calculated by the following formulas. Net Working Capital and Net Fixed Assets are 

an average of the beginning and ending value of a year. Enterprise value is a sum of market 

value of equity and net-interest bearing debt. Then a combined rank is assigned to each stock.  

Place the stocks in an ascending order according to the combined rank.  

 

The next step is to choose the top thirty stocks from the combined rank in the portfolio. 

The portfolio with thirty stocks is an appropriate size for the following two reasons.  The first 

is diversification effect. According to Gupta and Khoon (2001), thirty stocks are sufficient to 

eliminate unsystematic risk, and there is no further significant diversification effect after adding 

thirty stocks in a portfolio. Although it varies, a number of researchers suggest that a well-

diversified portfolio consists of twenty to thirty stocks. The second reason is transaction cost. 

Transaction cost such as commission fee and value added tax (VAT) can be a considerable 

amount if the portfolio size gets large. As there is no further benefit of diversification after 

thirty stocks, investors should save the transaction cost by not purchasing more stocks once 

their portfolio has as many as thirty stocks. 



 

The returns from the magic formula and the market for a period of twenty years from 

1994 to 2013 are based on the 12-month period depend on theirs portfolio’s rebalancing. Other 

items from financial statements are based on the latest data available. 

 

Thirty stocks in the portfolio are weighted equally. Greenblatt (2010) explains that the 

magic formula is based on buying equal dollar amounts of each stock. This is beneficial for 

this study for its simplicity of stock allocation. Furthermore, Panyagometh’s (2012) compared 

value stock portfolios with the same constituents from the Thailand stock market but different 

weight allocations, including equally-weighted, market capitalization weighted, and mean-

variance optimization weighted. The study concluded that the equally weighted portfolio 

showed the best performance among the choices. 

 

Portfolio Rebalancing  

For the Thailand stock market, the price on the first working day in April is used to 

calculate returns. This is because, in Thailand, publicly listed corporations are required to 

submit their audited financial statements within three months from the end of a quarter and 

most Thai corporations’ accounting year ends in December. Thus, the price in April should 

fully reflect the latest financial data available to investors. In the US, it is mandatory for public 

corporations to submit their quarterly financial statements within 45 days after the end of every 

quarter. Though it varies, most listed companies generally have an accounting year ending in 

December. Thus, the price on the first working day in March is chosen for the US stock market. 

The magic formula portfolio is rebalanced every year and the following is the timing of 

rebalancing for each market.  

 

The use of Sharpe Ratio confirms that an excess return is not from an increased risk. 

The higher Sharpe ratio means more efficient investment. Sharpe ratio is calculated by the 

following formula. 

 

Sharpe Ratio = (E[rp] – fr )/p 

where  E[rp] = Expected portfolio’s return 

 fr   = Average risk free rate 

 p = standard deviation of the portfolio’s return 

 

For the risk free rate, the local 3-month government bond rates are chosen including the 

Thai government bond for the Thailand stock market and the US government bond (T-Bill) for 

the US stock market.  

 

Standard deviation is calculated from monthly price change of the stocks. The rate is 

annualized then plugged in the Shape Ratio formula.  

  

 

DATA ANALYSIS AND RESULTS  

 The data extracted from Thomson Reuter’s Datastream includes all public corporations 

listed in Thai stock market. For the US stock market, the extracted data includes the 

constituents of S&P 500. The data span is 20 years from 1993 to 2012. If any of the financial 

information necessary for the magic formula’s calculation such as market cap, EBIT, or net 

working capital for a particular stock is not available, these stocks are excluded from this 

analysis.  



 The Thailand Stock Market 

 The returns and Sharpe ratios of the magic formula portfolio and the market (SET 

index) on the Thailand Stock Market are shown in Table 1. 

 

The magic formula portfolio yields the annualized geometric mean return of 20.07% 

from 1993 to 2012, well outperforming the market, which generates 3.0% of the annualized 

return. An average return (arithmetic mean) for the magic formula portfolio is 29.14% while 

the one for the market is 9.57%. In 18 years out of the 20-year period of this study, the magic 

formula’ returns are higher than the market’s. The magic formula’s Sharpe ratio is higher than 

the market’s, during which the magic formula produced a higher return compare to its risk.  

 

At 5% level of significant, t statistic of returns from the magic formula and SET are 

2.89 and 1.10, respectively. The result of returns from magic formula is greater than 1.645, 

therefore the average return is sufficiently greater than zero. However, the result of returns 

from SET is 1.10, which is less than 1.645, therefore the average returns is not sufficiently 

greater than zero. In other word, investors cannot make profit in SET index significantly.  

 

 Figure 1 exhibits a growth of hypothetical initial investment of one thousand Thai bahts 

(THB) from the beginning of 1993 to the end of 2012, invested in the magic formula portfolio 

and the market index. As clearly shown in the chart, the magic formula’s growth is remarkable. 

The initial investment grew to 77,324 Thai bahts (THB) in 20 years whereas the market’s 

growth is only to 1,804 Thai bahts (THB). In addition, the probabilities that the returns from 

magic formula are negative is at 25%, which is very low compare to that of S&P500, which is 

at 40%. 

 

 With the results above, it is reasonable to conclude that the magic formula worked on 

the Thailand Stock Market for the period of this research. Also, the magic formula’s 

outperformance over the market suggests that the Thailand Stock Market is rather inefficient.  

 

  



Table 1. Magic Formula Results (Thailand Stock Market) 

 

 Returns 

Year Magic Formula SET 

1993 55.6% 83.1% 

1994 -9.3%* -23.2% 

1995 10.3%* 6.0% 

1996 -33.6%* -45.3% 

1997 19.7%* -34.9% 

1998 -10.1%* -23.3% 

1999 100.3%* 13.7% 

2000 -15.9%* -27.1% 

2001 83.8%* 28.1% 

2002 5.9%* -2.5% 

2003 139.9%* 77.6% 

2004 2.8% 5.3% 

2005 8.5%* 7.6% 

2006 8.8%* -8.1% 

2007 35.4%* 21.3% 

2008 -41.6%* -47.2% 

2009 118.9%* 82.6% 

2010 43.8%* 32.9% 

2011 24.9%* 14.3% 

2012 134.6%* 30.4% 

Geometric Mean 20.07% 3.0% 

Arithmetic Mean 29.14% 9.57% 

Average Risk-Free Rates 2.82% 2.82% 

Standard Deviation 0.53 0.39 

Sharpe Ratio 0.59 0.17 

Minimum -41.6% -47.2% 

Maximum 134.6% 83.1% 

Winning Ratio 0.75 0.60 

Standard Error 0.12 0.09 

T statistic 2.89 1.10 

Note: * indicates that the magic formula’s return is higher than the market’s. 

** indicates that the magic formula’s Sharpe ratio is higher than the market’s. 

 

Figure 1 Growth of THB 1,000 from 1993 to 2012 



 
 

The US Market 

The returns and Sharpe ratios of the magic formula portfolio and the market (S&P500) 

on the US market are shown in Table 2. 

 

 The magic formula portfolio yielded the annualized geometric return of 12.67% from 

1993 to 2012, and outperformed the market, which generated 6.49% of the annualized return. 

An average return (arithmetic mean) for the magic formula portfolio is 15.50% while the one 

for the market is 8.83%. In 13 years out of the 20-year period of this study, the magic formula’ 

return are higher than the market’s. Both the average returns and Sharpe ratio are higher than 

the market. 

 

 The return figures in Table 3 of the US market are different from Greenblatt’s. The 

portfolio used in this study has different rebalancing timing from that used in Greenblatt’s.  

Also data used in the study is obtained from Datastream, while data used in Greenblatt’s is 

obtained from Compustat. However, the results of this study draw the same conclusion: the 

magic formula can beat the market in a long run.  

 

 Although the magic formula’s returns are generally higher than the market’s, an 

analysis of Sharpe ratio raises a question of the magic formula’s level of risk. In the US market, 

the magic formula is able to generate a higher return and a higher Sharpe ratio.  

 

 At 5% level of significant, t statistic of returns from the magic formula and S&P 500 

are 2.87 and 1.82, respectively. These results are greater than 1.645, therefore the average both 

returns are sufficiently greater than zero. 

 

 Figure 2 exhibits a growth of hypothetical initial investment of one thousand US dollars 

(USD) from the begging of 1993 to the end of 2012, invested in the magic formula portfolio 

and the market index. It is clear to see that the magic formula’s growth is superior to the 

market’s. The initial investment grew to 10,875 US dollars (USD) in 20 years whereas the 

market’s growth is only to 3,521 one hundred million US dollars (USD). The probability that 

the returns are negative is the same for both magic formula and S&P500. 

 

 The result above reconfirms that Greenblatt’s finding is positive. Nonetheless, the 

Sharpe ratio in this research indicates that the higher return is partly from higher risk.   



 

Table 2 Magic Formula Results (US Market) 

 

 Returns 

 

Magic 

Formula S&P 500 

1993 8.7%* 5.4% 

1994 7.0%* 4.3% 

1995 30.3% 31.4% 

1996 37.2%* 23.5% 

1997 35.9%* 32.7% 

1998 6.9% 18.0% 

1999 -5.9% 10.3% 

2000 36.1%* -9.3% 

2001 23.7%* -4.6% 

2002 -15.4%* -26.7% 

2003 54.4%* 36.1% 

2004 32.4%* 5.1% 

2005 9.8%* 6.4% 

2006 17.8%* 9.9% 

2007 -6.8% -5.4% 

2008 -47.4% -44.8% 

2009 54.4%* 50.3% 

2010 13.7% 20.2% 

2011 6.9%* 2.9% 

2012 10.3% 10.9% 

Geometric Mean 12.67% 6.49% 

Arithmetic Mean 15.50% 8.83% 

Average Risk-Free Rates 3.03% 3.03% 

Standard Deviation 0.24 0.22 

Sharpe Ratio 0.52 0.27 

Minimum -47.4% -44.8% 

Maximum 54.4% 50.3% 

Winning Rate 0.80 0.80 

Standard Error 0.05 0.05 

T statistic 2.87 1.82 

   
Note: * indicates that the magic formula’s return is higher than the market’s. 

          ** indicates that the magic formula’s Sharpe ratio is higher than the market’s.  

 

 

Figure 2 Growth of USD 1,000 from 1993 to 2012 

 



 
 

Results Summary 

Figure 3 displays the annualized returns from 1993 to 2012 on the Thai and the US 

markets. The magic formula outperformed the market in all the two markets in this study. It is 

noteworthy that the return on the Thailand Stock Market is prominent.  

 

Figure 3 The Summary of the Annualized Returns on the Three Markets 

 

 
 

CONCLUSION AND RECOMMENDATIONS 

 

According to the findings of this study, the magic formula outperforms all markets 

especially Thailand Stock Market. The risk-adjusted returns are higher in the most years as 

well. This leads to implication of inefficiency of the Thailand Stock Market. On the US market, 

the magic formula outperforms the market, similar with Greenblatt’s discovery. Nevertheless, 

this study finds that the magic formula’s higher returns in the US market are partially from 

higher risk.  

 

Overall, this study suggests that the magic formula is a solid investment model 

especially given its simplicity. The magic formula’s two factors, return on capital and earning 



yield, are important indicators for securing “margin of safety.” The study also indicates that 

the magic formula may not benefit investors who have little risk tolerance. 

 

One of the cautions needed to address is that, while the magic formula is able to beat 

the market, it does not always have positive returns. In this research, the magic formula beat 

the US market in 2002. The magic formula generated a return of -15.4% whereas the market 

produced that of -26.7%. Although the magic formula’s return in 2002 was higher than the 

market’s, the portfolio value decreased by -15.4%. In the same year, the 3-month US 

government bond yielded 1.76%, which means that investors could get a higher return without 

taking a risk if they bought the government bond instead of investing in the magic formula 

portfolio. 

 

Another caution is that the magic formula’s higher returns sometimes come from higher 

risk. In this study, there were some years that the magic formula generated higher returns than 

the market, but the magic formula’s Shape ratio was lower than the market. This suggests that 

the magic formula may not be a suitable investment strategy for those who have little tolerance 

of risk. 

 

Future research can focus on testing the magic formula in other markets. This study as 

well as published literatures shows that the magic formula is applicable to both the developed 

and emerging markets. Also, it is worth studying to develop a modified version of the magic 

formula. As Larkin (2009) tried other two-factor model such as B/M and market cap, the magic 

formula could be modified to generate better return or reduce risk. Finally among the others, 

the magic formula can be more influential if tested for a longer period of time than this study’s. 

Partly because the magic formula is rather new, published literatures on the magic formula 

focus on a more recent period, mostly dating back to only the mid 90s. 
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