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) . , . .ord int of this article now.
This column, named after Benjamin Graham's classic book on value reera eprint ot fhis article now

investing, launched only two weeks ago -- and several readers have already
asked whether Graham would be loading up on financial stocks now. Unfortunately, I can't ask the great

investor directlyl. Graham died in 1976. But a close look at his writings suggests that the answer is
unambiguous: No.

That may seem surprising. After all, by mid-July, the
Dow Jones Wilshire Financials index was down 46%
from one year earlier. It's such big red numbers that get
value investors licking their chops.

Even after rising over 30% in the past week, the 1,001
financial stocks tracked by Dow Jones Indexes are

trading at an average of just 1.1 times their book? value
(assets minus liabilities). Before bank stocks climbed
part way out of the crypt, you could buy Wachovia
Corp. for 51% of reported book value. If that isn't Ben
Graham territory, what is?

To see why I think Graham would sit on his hands, you

need to understand his crucial distinction between

investment and speculation. "An investment operation,”
Some value investors say today's financial stocks look like a he wrote in his first book, Security Analysis, "is one
e ey oo oy 2507 244 which, upon thorough analysis, promises safety of

principal and a satisfactory return. Operations not
meeting these requirements are speculative."”

Trained as a mathematician and Greek and Latin scholar, Graham crafted his definition with the stark
rigor of a Euclidean theorem. He wanted no weaseling about what he meant. All three, not just one or
two, conditions have to be met: Your analysis must be thorough, your principal stay safe and your
expectations be reasonable. "Thorough analysis" demands "the study of the facts in the light of
established standards of safety and value,” while "safety of principal” means "protection against loss
under all normal or reasonably likely conditions or variations."
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You cannot even pretend to be protected against loss while real estate prices -- the wobbly foundation for
most financial stocks -- are still crumbling.

Nor can you study the facts when it's unclear what the facts are. Each quarter, the banks set money aside
in reserve against losses on their loan portfolios and say they believe those reserves should be adequate.
The next quarter, they find out they were wrong. Loan-loss provisions at Washington Mutual, for
example, have mushroomed from $967 million to $1.5 billion to $3.5 billion to $5.9 billion over the past
four quarters.

3 QUESTION OF THE DAY g The banks aren't lying; t_hey're guessin_g. Whenever ba_nkgrs
Vote: Is it b fnancial stocks? L talk themselves into believing that their assets are as liquid as
; oterisitime fobuyiinancialsiocks? 34 2 Istocks and bonds, they end up holding some stuff so rotten

o

that you might not be able to unload it for a nickel at closing
time in a fish market. That's why Graham warned decades ago
that bank stocks are "a dangerous medium for widespread public dealings,"” prone to "absurd
overvaluation™ and "violent fluctuations.” That's exactly the sort of warning people forget in financial
boom times, as we had until last year — and in any bounce off the bottom, as we had earlier last week.

Financial CEOs could cast a vote of confidence in the future of their companies -- and give an immediate
boost to the value of each share -- by buying back stock massively at these levels. Instead, share

buybacks in the financial sector have fallen by two-thirds® since the beginning of last year, to just $14
billion in the first quarter of 2008. Stuck in what Standard & Poor's analyst Howard Silverblatt calls "a
state of shock and dismay," the heads of financial companies lack the cash or the confidence -- or both --
to buy in their own shares. If they can't or won't buy, why should you?

Don't get me wrong. I'm not saying there's no money to be made on financials in the next couple of years.
But the potential for further losses is at least as great as the odds of big gains. When bankers themselves
have no clue what their own assets are worth, there's no way most outsiders can determine which stocks
are undervalued and which cannot be valued.

Graham warned that speculation is most dangerous when you delude yourself into thinking you are
investing, take it seriously and risk more money than you can afford to lose. Many people who
stampeded into financials over the past few days may end up wishing they had heeded Graham's advice.
For many banks, the nightmare has only begun.

If you are still tempted to bottom-fish for financial flounder, at least diversify. Consider Vanguard
Financials or iShares Dow Jones U.S. Financial Sector. Each of these exchange-traded funds holds
hundreds of financial and real-estate stocks. VFH charges $2.20 in annual expenses per $1,000 invested;
I'YF charges $4.80. (Disclosure: Dow Jones, publisher of this newspaper, receives a portion of I'YF's
expenses as a licensing fee.) Whatever you do, use only the money you were salting away for that trip to
Las Vegas.

Write to Jason Zweig at intelIigentinvestor@wsj.com6

Corrections & Amplifications: Vanguard Financials' symbol is VFH. The initial version of this article
incorrectly said it was VFX.

URL for this article:
http://online.wsj.com/article/SB121700939198285307.html

Hyperlinks in this Article:

(1) http://www.jasonzweig.com/documents/bengraham.doc

2
http://www.djindexes.com/mdsidx/downloads/wilshire/DJW_Fundamentals_Sector.PDF

http://online.wsj.com/article print/SB121700939198285307.html 7/28/2008



The Intelligent Investor - WSJ.com Page 3 of 3

(3) http://forums.wsj.com/viewtopic.php? t=3450

(4) http://forums.wsj.com/viewtopic.php? t=3450

()
http://www2.standardandpoors.com/spf/pdf/index/061808_SP500_BUYBACK_PR.pdf

(6) mailto:jason.zweig@wsj.com

Copyright 2008 Dow Jones & Company, Inc. All Rights Reserved

This copy is for your personal, non-commercial use only. Distribution and use of this material are governed by our
Subscriber Agreement and by copyright law. For non-personal use or to order multiple copies, please contact Dow Jones
Reprints at 1-800-843-0008 or visit www.djreprints.com.

RELATED ARTICLES FROM ACROSS THE WEB

Related Articles from WSJ.com

¢ Banks Rally, but Demons Still in Vault Jul. 28, 2008
¢ Today's Markets Jul. 18, 2008

¢ Regional Indexes Turn Higher Jul. 10, 2008

« Market's Fall Raises Fears on Banks Jun. 27, 2008

Related Web News

¢ REITS Make Comeback Amid Housing Bust - WSJ.com Jul. 24, 2008 realestatejournal.com
* What to Bank On - Barrons.com Jul. 19, 2008 online.barrons.com

¢ Financial wisdom in a fool's rally Jul. 18, 2008 marketwatch.com

More related content Powered by Sphere -

http://online.wsj.com/article print/SB121700939198285307.html 7/28/2008



