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This Knight Will Rise Again...How to Play KCG

We touched upon the Knight Capital Group (NYSE — KCG - $4.05)
story on Thursday, since | had a relationship with some of the
founders early on. If developments proceed as advertised on Sunday
evening, this knight will drop from its Friday close and on the ensuing
days likely rise, thus presenting an opportunity to make some quick
cash, for those understanding how to play it.

After speaking with some people in the investment business that did
not seem to have a clue about this situation, even though they have
followed it in the financial press, | felt it was necessary to provide a
little background before elaborating on the play of the day. After all, if
some of the pros don’t get it Joe Retail may not, either.

Who is Knight and what do they do? Knight is the firm that probably
executes some, most, or all of your trades. You just didn’t know that.
Knight is the number one executor of retail trades in the country.
When you place an order online, the firm that is given the order is
just an order-taker that routes the order to a market—maker or firm
that trades in a given stock. Knight is so large that not only do they
account for 10% of all U.S. equity volume, trades or makes a market
in over 19,000 equities and are the number one market maker in
OTCBB and OTC securities.

You have all heard how a computer glitch caused the company to
create a bunch of trades that were in error. In order to deal with it in
a less complicated fashion, they borrowed $440M from Goldman
Sachs (NYSE — GS) who bought the error position and needs the mon-
ey by Monday to finish the transaction. (cont’'d)
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Key Statistics

Index Close YTD

DJIA 13096

7.2%

S&P 500 1391 10.6%
NASDAQ 2968 14.0%

Russell 2K 788

(figures are rounded)

6.3%
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This Knight Will Rise Again ...How to Play KCG (cont’d)

The Company had less than that in cash and a good deal of debt, as
well as a ton of equity positions. So, in order to stay in business
Knight needs to raise the money to pay GS, have enough working
capital to continue and give their customers (the brokerage firms and
institutions) enough confidence to continue to give them business to
weather this storm, and return to a thriving period.

The stock rallied big time on Friday as some firms that re-routed
trades on Thursday returned to give Knight business again. On
Sunday evening, rumors spread that Knight may have secured $400M
in a convertible debt or convertible preferred deal with one of its
biggest clients, TD Ameritrade (NYSE -TD), Stifel Nicolaus (NYSE —
SF) and other investment firms. Due to exclusive trading
relationships with Knight, it is in TD Ameritrade’s best interest to help
keep them afloat.

The way it looks right now, the new financiers will own a substantial
portion of the equity, upon conversion. As a result, we would not be
surprised to see the stock possibly tank upon closure as the dilution
from the financing will be pretty big. In addition to our viability
concerns, we noted that investors should avoid the stock until
financing is in place. If this gets executed, investors could reap
rewards once the stock drops by buying it for a trade.

Knight may not renew its #1 trading status right away and may even
get sold eventually. But, a Firm that is #1 in retail execution, has the
title of exclusive trader to TD Ameritrade, the biggest brokerage by
trading volume, and the clear leader in OTC trades, is not going away
anytime soon.

Our back of the envelope guesstimate is that the stock could drop by
more than 50% either upon closing or as we get an understanding of
when conversion could occur when final terms are released. Once a
small rally occurs, the time to step in is likely to be there for
opportunistic investors who could reap a 30-50% gain as confidence
in viability and success increase.

I for one, hope someone looks at the Knight website and makes some
changes. It is probably not a good idea to tout “The Science of
Trading” and “The Standard of Trust” on the top of the front page.
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When Will Small Stocks Behave Better?

The Russell 2000 and the Russell Microcap Indices both declined last
week while their larger cap index brethren rose incrementally. This
continues the trend that began in late Q2. In fact, the S&P 500 Index
is up over 2% since the end of Q2, while the Russell 2000 has
dropped 1%. So, if it feels like you have not been making money
recently, well, you are right.

Still, the S&P is off 7% from its 52-week high and the Russell is just
5% away from its 52-week high. We might look back at mid-late July
and see that the Russell 2000 may have succeeded in forming a dou-
ble bottom at the 765 level. If so, we could be in for a decent run
even this summer, although it is unlikely to begin in earnest until the
fall.

Speaking of the fall, it is amazing that a week ago | was singing the
ECB President Draghi’s praises and then he follows it up with a whim-
per. Thank goodness the unemployment numbers were better than
expected, with the rate dropping incrementally, and prompting the
market to rally. We did become officially bullish a month ago so it
was nice to see.

Meanwhile, the balance of what is left of earnings season, will
continue for the next 2 weeks and it will be dominated by small cap
and micro cap stocks, so be mindful. | suspect that we will have a bit
of a hibernation from late August until after Labor Day. These are
usually good times for savvy traders and we will try to highlight some
stocks for you during this time.

For example, we recommended Green Mountain Roasters
(NASDAQ—GMCR—$21.63) on Tuesday in our free daily blogs
section of the website called Market Monitor section and it
reached a peak return of 33% in just a couple of days. This
gain follows a 30% return in our ARNA recommendation form our
premium The 30-30 Report. Haven’'t signed up for that yet? Get on
board before out next issue is released on August 15th.

While we would not chase GMCR above $20, Pixelworks—NASDAQ—
PXLW—$3.02), which rose 8%, still looks good.

Until next week...
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Disclaimer:
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generated stock ideas while the Opportunity product reflects sponsored research reports.

It is important to note that while we may track performance separately, we utilize the same coverage criteria in
determining coverage of all stocks in both research formats. Please view the company’s individual disclosures
for each engagement, which can be found in each company-specific report. All information contained in this
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Research, nor its parent, is registered as a securities broker-dealer or an investment adviser with FINRA or
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EXPRESSED OR IMPLIED, OR REPRESENTATIONS OF ANY KIND. TO THE FULLEST EXTENT
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