joel greenblatt the little that beats
the market

joel greenblatt the little that beats the market has become a foundational
text for value investors seeking a simplified yet powerful approach to stock
selection. This article delves into the core principles of Greenblatt's
"Magic Formula," exploring how its straightforward methodology can lead to
superior investment returns. We will dissect the formula's components,
examine its historical performance, and discuss its practical application for
both novice and experienced investors. Furthermore, we will address common
questions and offer insights into why this seemingly simple strategy has
earned such acclaim in the financial world.
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Understanding Joel Greenblatt's "Magic Formula"

Joel Greenblatt, a renowned value investor and professor, introduced his
"Magic Formula" in his seminal book, "The Little Book That Beats the Market."
The core premise of the formula is elegantly simple: identify high-quality
businesses that are trading at a bargain price. Greenblatt argues that by
consistently applying this approach, investors can achieve significant
outperformance compared to the broader market over the long term. The beauty
of his method lies in its objective, quantitative nature, stripping away much
of the subjective analysis that can often lead to investor errors.

The "Magic Formula" isn't about complex financial modeling or predicting
short-term market movements. Instead, it focuses on identifying two
fundamental characteristics of a business: its profitability and its
valuation. By ranking companies based on these two factors, Greenblatt
provides a systematic way to screen for attractive investment opportunities.
This systematic approach aims to remove emotional biases and the temptation
to chase trends, encouraging a disciplined investment process.



The Two Key Metrics: Earnings Yield and Return
on Capital

At the heart of Joel Greenblatt's "Magic Formula" lie two crucial financial
metrics: Earnings Yield and Return on Capital. These metrics are carefully
chosen to represent the two most important aspects of a sound investment: how
much profit a business generates relative to its price (valuation), and how
efficiently it uses its capital to generate those profits
(quality/profitability).

By focusing on these two quantifiable measures, Greenblatt aims to provide a
clear and objective framework for identifying undervalued, high-quality
companies. The combination of these metrics is what gives the formula its
power, as it seeks to find companies that are both cheap and good businesses,
a powerful combination that often leads to long-term investment success.

Calculating Earnings Yield

The first component of the Magic Formula is the Earnings Yield. This metric
essentially tells you how much a company is earning relative to its market
price. Greenblatt's calculation for Earnings Yield is derived from a
company's operating earnings (often referred to as EBIT — Earnings Before
Interest and Taxes) divided by its enterprise value. Enterprise value is a
more comprehensive measure of a company's total worth than just its market
capitalization, as it includes debt and subtracts cash.

The formula for Earnings Yield is: Earnings Yield = EBIT / Enterprise Value.
A higher Earnings Yield indicates that a company is generating more earnings
relative to its total market value, suggesting it might be undervalued. This
metric is a proxy for the earnings power of the business, and a higher number
suggests a more attractive price for those earnings.

Calculating Return on Capital

The second key metric in Joel Greenblatt's "Magic Formula" is the Return on
Capital. This metric measures how effectively a company is using its invested
capital to generate profits. Greenblatt uses EBIT divided by the net capital
invested in the business. Net capital invested typically includes net working
capital plus net fixed assets. The goal here is to identify companies that
are highly efficient at deploying their resources and generating strong
returns on that investment.

The formula for Return on Capital is: Return on Capital = EBIT / (Net Working



Capital + Net Fixed Assets). A higher Return on Capital signifies a more
profitable and efficient business, suggesting strong management and a
competitive advantage. Companies with high returns on capital often possess
durable economic moats that allow them to reinvest capital at attractive
rates.

The Power of Combining Metrics

The real genius of Joel Greenblatt's "Magic Formula" lies not in each metric
individually, but in their synergistic combination. By ranking companies
separately on Earnings Yield and Return on Capital and then combining those
rankings, Greenblatt seeks to identify businesses that score highly on both
fronts. This dual focus is crucial because it helps to filter out companies
that might appear cheap but are poor businesses, and vice versa.

A company with a high Earnings Yield but a low Return on Capital might be
cheap for a reason — it's a struggling business with poor profitability.
Conversely, a company with a high Return on Capital might be an excellent
business, but if its valuation is too high, it won't provide good future
returns. The Magic Formula aims to find the sweet spot: excellent businesses
trading at attractive prices. This combination is what Greenblatt believes
leads to consistent market-beating performance over the long haul.

Historical Performance and Backtesting of the
Magic Formula

The "Magic Formula" has been subjected to extensive backtesting over various
market cycles, and the results have been compelling. Studies consistently
show that portfolios constructed using Greenblatt's methodology have
historically outperformed the broader market averages, such as the S&P 500,
by a significant margin. This historical outperformance is attributed to the
formula's ability to consistently identify undervalued, high-quality
companies.

These backtests typically involve screening a broad universe of stocks,
calculating the Earnings Yield and Return on Capital for each, ranking them
accordingly, and then buying a diversified basket of the top-ranked
companies. The portfolios are then rebalanced periodically (often annually)
to maintain the strategy's effectiveness. While past performance is not a
guarantee of future results, the robust historical data provides strong
evidence for the efficacy of Greenblatt's approach.



Implementing the Magic Formula in Practice

Implementing Joel Greenblatt's "Magic Formula" in practice requires a
disciplined and systematic approach. While the book provides the theoretical
framework, practical application involves translating those concepts into an
actionable investment strategy. This typically starts with defining the
universe of stocks to be screened, often excluding small-cap companies or
those in certain financial sectors that might distort the metrics.

The next step involves gathering the necessary financial data for each
company in the universe and calculating the Earnings Yield and Return on
Capital. Many investors utilize financial screening tools or software that
can automate these calculations and rankings. The final step is to purchase a
diversified portfolio of the top-ranked stocks, rebalancing the portfolio at
regular intervals, usually once a year, to ensure it continues to align with
the formula's principles.

Sector and Industry Considerations

While the "Magic Formula" is designed to be sector-agnostic, meaning it can
be applied across different industries, there are certain considerations to
keep in mind. Some sectors, by their nature, might have inherently higher or
lower earnings yields or return on capital due to their capital intensity or
business models. For instance, capital-intensive industries like utilities
might have lower earnings yields but stable returns.

Greenblatt himself suggests excluding certain industries, such as financial
companies and utilities, from the screening process. This is because their
balance sheets and accounting practices can make the standard calculations
for Earnings Yield and Return on Capital less reliable or comparable. By
focusing on a more standardized set of industries, the formula's
effectiveness can be enhanced.

The Psychology of Value Investing

A significant aspect of successful investing, particularly with strategies
like Joel Greenblatt's "Magic Formula," involves mastering the psychological
challenges. Value investing, by its nature, often means buying assets when
they are out of favor with the market. This can be psychologically taxing, as
investors may feel uncomfortable owning stocks that are perceived as
unpopular or underperforming.

The discipline required to stick with the "Magic Formula" through market
downturns or periods of underperformance is paramount. Many investors deviate



from successful strategies during challenging times, driven by fear or a
desire for quick gains. Greenblatt's formula, with its reliance on objective
metrics and a long-term perspective, offers a bulwark against these emotional
impulses, encouraging patience and steadfastness.

Common Misconceptions About the Magic Formula

Despite its straightforward nature, several misconceptions surround Joel
Greenblatt's "Magic Formula." One common misunderstanding is that it's a
guaranteed get-rich-quick scheme. While historical data shows outperformance,
it requires patience and a long-term commitment. Another misconception is
that the formula is overly simplistic and ignores qualitative factors. While
the primary focus is quantitative, the underlying assumption is that the
metrics are indicators of underlying business quality and valuation, which
are inherently qualitative aspects.

Some investors also believe the formula requires constant monitoring or
active trading. In reality, Greenblatt advocates for a systematic, low-
turnover approach, typically rebalancing annually. Finally, the idea that the
formula works in all market conditions without adaptation is also a
misconception. While it's robust, understanding market cycles and potential
adjustments can enhance its effectiveness.

Limitations and Considerations of the Magic
Formula

While Joel Greenblatt's "Magic Formula" is a powerful tool, it's essential to
acknowledge its limitations and consider them in practical application. The
formula relies on historical financial data, which may not always be a
perfect predictor of future performance. Economic shifts, competitive
landscape changes, or unforeseen events can impact a company's future
earnings and returns, irrespective of past performance.

Furthermore, the formula's reliance on standardized calculations can
sometimes overlook nuances in different business models or industries. As
mentioned, certain sectors are excluded due to accounting complexities.
Investors should also be aware that the "bargain" prices identified by the
formula can sometimes persist for extended periods, testing an investor's
patience. Finally, while the formula provides a strong foundation, some
investors choose to overlay additional qualitative analysis or fundamental
research to further refine their investment decisions.



FAQ

Q: What is Joel Greenblatt's "Magic Formula" and why
is it called "The Little Book That Beats the
Market"?

A: Joel Greenblatt's "Magic Formula" is a quantitative investment strategy
designed to identify undervalued, high-quality companies. It's called "The
Little Book That Beats the Market" because Greenblatt's book of the same name
explains this simple yet effective approach, and its objective is to help
individual investors achieve market-beating returns with a straightforward
methodology.

Q: What are the two main components of Joel
Greenblatt's "Magic Formula"?

A: The two main components of Joel Greenblatt's "Magic Formula" are Earnings
Yield and Return on Capital. Earnings Yield helps identify companies that are
cheap relative to their earnings, while Return on Capital helps identify
profitable businesses that efficiently use their capital.

Q: How is Earnings Yield calculated in Joel
Greenblatt's strategy?

A: In Joel Greenblatt's strategy, Earnings Yield is calculated by dividing a
company's Earnings Before Interest and Taxes (EBIT) by its Enterprise Value.
This metric indicates how much profit a company generates relative to its
total market value.

Q: What does Return on Capital measure in the
context of Joel Greenblatt's "Magic Formula"?

A: Return on Capital in Joel Greenblatt's "Magic Formula" measures how
effectively a company uses its invested capital to generate profits. It is
typically calculated by dividing EBIT by the net capital invested in the
business, which includes net working capital and net fixed assets.

Q: Why does Joel Greenblatt advocate for combining
Earnings Yield and Return on Capital?

A: Joel Greenblatt advocates for combining Earnings Yield and Return on
Capital because this dual approach helps identify companies that are both
trading at an attractive price (cheap) and are fundamentally sound businesses



(high quality and profitable). This combination aims to avoid investing in
companies that are cheap but poor businesses, or excellent businesses that
are overvalued.

Q: What is the typical implementation frequency for
rebalancing a portfolio based on the "Magic
Formula"?

A: The typical implementation frequency for rebalancing a portfolio based on
the "Magic Formula" is once a year. This allows investors to systematically
sell outperforming stocks that may have become overvalued and buy new top-
ranked stocks that have entered the portfolio.

Q: Are there any industries that Joel Greenblatt
suggests excluding from the "Magic Formula" screen?

A: Yes, Joel Greenblatt suggests excluding financial companies and utilities
from the "Magic Formula" screen. This is because their unique balance sheets
and accounting practices can make the standard calculations for Earnings
Yield and Return on Capital less reliable or comparable.

Q: Can the "Magic Formula" guarantee investment
success?

A: No, the "Magic Formula" cannot guarantee investment success. While
historical backtesting shows strong outperformance, past performance is not
indicative of future results. Market conditions can change, and companies can
face unexpected challenges. The formula provides a disciplined framework but
requires patience and a long-term perspective.

Q: What are some common psychological challenges
investors face when using a value investing strategy
like the "Magic Formula"?

A: Common psychological challenges include feeling uncomfortable investing in
out-of-favor or underperforming stocks, succumbing to fear during market
downturns, or experiencing impatience when the strategy does not provide
immediate results. Sticking to the disciplined approach of the "Magic
Formula" is crucial to overcome these emotional biases.

Q: Does Joel Greenblatt's "Magic Formula" consider



qualitative aspects of a business?

A: While the "Magic Formula" primarily relies on quantitative metrics like
Earnings Yield and Return on Capital, the underlying assumption is that these
metrics are indicators of a business's quality and its valuation. Therefore,
it implicitly considers qualitative aspects by selecting companies with
strong profitability and efficient capital use, which are hallmarks of good
businesses. Some investors may choose to layer additional qualitative
research on top of the formula's results.
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