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Preface

“Most of the greatest stocks started small.”
—Peter Leeds

Imagine a company that was debt free, was extremely profitable,
and owned an incredible new technology.

What if that investment was trading for pennies? You could
invest a small amount, and walk away with a small fortune.

Would you be able to find that company? Thanks to Invest in
Penny Stocks, now you will.

Let me take you on a journey into the world of high-flying penny
stocks. Come with me as I walk through every aspect of these excit-
ing investments, from the very beginning.

You will learn:

* How to find the highest quality penny stocks
Which penny stocks to avoid

e How to trade risk-free

The best buying prices
* When to take profits

I'll also introduce you to Leeds Analysis. This system allows you
to find penny stocks that are about to jump up in price, and helps
you get involved before the rest of the investment world.

I've also included many of my favorite Trading Tactics, which
could supercharge your investing results just as they have for me.

The appetite for penny stocks is higher than it’s ever been.
Unfortunately, most people are buying the wrong shares and at
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Preface

the wrong prices. I've written this book to help you invest in penny
stocks the right way.
Have fun, and at any point feel free to get in touch with me
directly. I can’t wait to hear your success stories.
Best wishes,

Peter Leeds

The Penny Stock Professional
www.PeterLeeds.com
1.866.My.Leeds (1.866.695.3337)

viii



Experience Level
Rating System (EL)

nvest in Penny Stocks is meant to be a simplified, easy-to-understand

book that explains a wide range of topics of varying complexity.

Given the various degrees of skill level of the readership, not
all concepts need to be read by everyone. An experienced trader
already knows the difference between market and limit orders,
whereas that section will be very significant for new investors.

More experienced investors may want to skip some of the sim-
pler sections if they already have an understanding of the topic.

Newer investors may want to leave the more complex sections
for last, until they’ve gotten a grasp of the less-advanced supporting
ideas.

Experience Level 1: There is no complexity or
* difficulty to these sections at all.

Experience Level 2: Even brand-new investors
*x will have no trouble with these ideas.

Experience Level 3: These are very beneficial
X concepts that are not difficult to understand.



Experience Level Rating System (EL)

Experl . .
evela Experience Level 4: Even experienced traders

* will benefit from these sections.

RN Experience Level 5: These are the most complicated

sections.




CHAPTER

The Big Business of Penny Stocks
PENNY STOCKS ARE BIG BUSINESS

. They may sound small, but penny stocks are big busi-

ness. The phrase “penny stocks” is one of the most popular finan-
cial searches on the Internet. In fact, it gets more searches than
terms like “stock picks,” “stock quotes,” “New York Stock Exchange,”
or “stock broker.”

This translates into tens of millions of investors in America, and
millions more worldwide, actively searching for information and guid-
ance on penny stocks. Unfortunately, hidden motivations abound,
and misinformation outweighs the amount of proper analysis. As the
Penny Stock Professional, I am actively working to change this state of
affairs.

My team and I help people avoid some of the common dangers,
and find the best penny stock companies with the greatest upside.
You'll find that it is quite simple—it’s extremely lucrative to get
involved with the best 5 percent of penny stocks. These companies
will have:

¢ Strong management teams
* Good upside potential
* Proven revenues
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¢ Patented technologies
¢ Solid financial trends

Finding and investing in the best penny stocks is one of the
most lucrative ways to make money on the stock market, or to make
money at anything for that matter.

Broad Appeal of Penny Stocks

I love the broad appeal of penny stocks. Unlike most investment
vehicles, which get the attention only of specific types of people,
penny stocks seem to generate interest among all types of investors,
of all skill levels and all financial situations.

If you are a beginner, you’ll learn about trading quite quickly,
because penny stocks move faster and are more volatile than more
conventional investments. Your learning curve will be much shorter
than if you just put money into IBM and let it sit there for a year
or two.

If you have limited funds to invest, penny stocks give you the
potential of actually making something out of your money. A $1,000
investment can multiply many times over, compared to putting that
cash into a slow-moving blue chip or a super-safe bond, even if you
let it sit there for years and years.

If you are an experienced trader, penny stocks are appropriate
for a portion of your portfolio because they add excitement and
big-gain potential to your investments.

If you know what to look for, and thus get involved with really
high-quality companies, it can translate into massive gains. So many
of these high-quality penny stocks are trading for pennies a share
simply because they are:

¢ Overlooked
e Undiscovered
¢ Unfairly valued

Sold off in sympathy with a sector or the overall market
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Look, I've been involved with investing from all angles, and still
am, including:

Real estate
Derivatives/options
¢ Penny stocks

¢ Large-cap stocks

Based on extensive personal experience, and the many years of
analysis/research/editing I've done at PeterLeeds.com, I've come
to the rock-solid conclusion that:

Penny stocks are the most lucrative and realistic method for
building wealth that I’ve encountered.

With penny stocks, gains come more rapidly and the returns are
greater. What’s the point of putting $500 on some massive
company, and a year later you’ve made 10 or 15 percent on
your money? And that’s considered a good return? Hello, 45
bucks—Dbig deal!

All you’ve done is tied up your money for a year to make an
insignificant profit (or maybe even took a loss) and given
up the opportunity to have that $500 potentially do some-
thing more. Maybe something much more.

Especially if you have a small portfolio, the gains you will prob-
ably get from blue-chip stocks are going to seem insig-
nificant. They aren’t going to change your life. There’s no
excitement in it.

Yet people are afraid of penny stocks, and might argue that
blue-chip stocks, like GM and IBM and Exxon, are better
investments because they’re based on better companies.
Yes, blue chips are a lot better than 95 percent of the penny
stocks out there. However, in terms of upside potential,
growth of your investment, and life-changing profits, the 5
percent of penny stocks that make the Leeds Analysis cut
represent far more compelling investments, and very often
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are far superior companies. They’re just smaller. Much
smaller. And the best part is once you find these high-qual-
ity penny stocks, you get to pick them up for pennies a
share!

As the Penny Stock Professional, my job is to help steer you

toward the 5 percent of penny stocks that may dramatically
outperform every other investment option that’s out there,
including so-called “safe” blue chips.

The 5 Percent Rule

Only about 5 percent of penny stocks pass Leeds Analysis. Those

that pass the test are:

Significantly more likely to outperform the rest
Fundamentally very strong

Less likely to suffer downside price moves
More likely to enjoy massive upside potential

Some of the criteria we look for with Leeds Analysis include, but

are not limited to:

Strong management teams

A track record of gains in revenues

Accelerating increases in earnings

High barriers to entry to the industry

Company approaching profitability or already profitable
Low or no debt load

Patented technologies and/or strong intellectual property
rights

Involvement in a growing industry or market

Strong and long-term competitive advantages

Superior and effective branding, positioning, and marketing
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ABT - Absolute Software turned a small investiment into a small fortune!

Leeds Analysis Investors watched their money 45.00
said “buy” multiplying like crazy! 40.00

at 80 cents 35.00
Initial investment 30.00
is already up 25.00

5 times over! yRloel 20.00

quickly BN
l became [ iK1
$105,000 T

Trading Volume

One man was up $500,000 on ABT ;ozol\:lw
400 M

Figure 1.1 Absolute Software Trading

Subscribers to Peter Leeds may remember some of the homer-
uns we’ve hit using Leeds Analysis, like Absolute Software, which
went from $0.80 to $40.64! (split adjusted). (See Figure 1.1.)

Another great example, Disc Inc., spiked from only $0.38 per share
all the way up to $9.93 for a 2,500 percent gain! (See Figure 1.2.)

DCSR - When Disc Inc. staried moving, it spiked rapidly in price!

This is how overnight
You're buying millionaires are born!
shares for pennies

You've multiplied your money already,
but DCSR is just getting started

l

Leeds Analysis spotted this one at 38 cents per share!

Trading Volume

Figure 1.2 Disc Inc. Trading
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FORD - Forward Industries made profits of 2,885% for Peter Leeds subscribers

—
...and cashing out
You're buying at $29.85 here...
in at $1.00 here...

Trading Volume

Leeds Analysis continually finds penny stocks like FORD

Figure 1.3 Forward Industries Trading

Or take Forward Industries, which we revealed to Peter Leeds
subscribers when it was trading at $1.00, before it absolutely exploded
to $29.85 for a total gain of 2,885 percent! (See Figure 1.3.)

You wouldn’t see gains like that in IBM or Exxon even if you
waited a lifetime!

Experience
Trading Tactics: Averaging Down

Averuging dowh meuns buying more shares of u stock you dlready owh
if the price has dropped since you origindlly bought it. This factic lowers
your uverage price puid per share, but incredses your exposure.

For exumple, you buy 2,000 shares at $2.00, und weeks later the
stock drops to $1.00. If you buy another 2,000 shares at $1.00, your
average price per share for the 4,000 units is now $1.50. In other words,
if the shares make it back to $1.50, you dre breaking even overdill,
(However, you how have un additional $2,000 invested.)

| have persondlly seen people average dll the way down, with
three or four or five hew buy orders over months or years. They lost their
shirts on stocks like Nortel and some of the Interhet high-flyers.




have been “swindled,
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Trading Tactics: Averaging Down (Continued)

Investors usudlly average down to make up for a bad frading
decision. This cun get pretty ugly when d stock is hose-diving toward
zero, us they throw good money ufter bad.

| don’t support the conhcept of averaging down. In fact, if you
ubide by the methodoloygy of limiting losses that we describe later,
you won’t be in a position where you'd heed to average down,
becuuse you ulreudy would have jumped from that sinking ship.

Bud investors average down, buying more shares of u fdlling stock
to decreuse the averuge price per share they’ve paid. This strategy
is hardly ever effective. In addition, it magnifies your losses if the stock
keeps droppinyg. Nevertheless, individual investors seem to continudilly
enguge in this practice.

When | frade, I'm much more likely to average up. I'll acyuire more
shares as the stock price climbs and the momentum of the compuany
rises. The increusing share price is a confirmation of the success of
my original analysis, and the company’s progress, rather than a profit-
taking opportunity.

Penny Stock Phobia

People have a phobia of penny stocks. This fear has been instilled
in them because they hear a lot of bad stories about people who
” “ripped off,” or otherwise “scammed.” Other
people may have had personal experiences, or heard stories of oth-
ers that ended with lost money.
These may have been real experiences, and real stories, and
that doesn’t surprise me at all. I am telling you that most people
who trade penny stocks lose money. This is almost always because
they invest:

¢ For the wrong reasons
¢ At the wrong time
* (Most notably) in the wrong companies

7
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For every nine people losing $1 on the market, the tenth person
is making $9. That tenth person could be you, if you learn to invest:

¢ For the right reasons
¢ At the right time
¢ (Most notably) in the right companies

This book, with its explanation of Leeds Analysis, will help you do
that. Not everyone is successful with it, and penny stocks can go
up or down in price. However, I do have a track record of people
whom I don’t even know, who’ve never met me, sending me pic-
tures of boats and cars and other things they bought with money
they made trading penny stocks based on my guidance.

Some of these people have followed my picks at my online news-
letter, Peter Leeds Penny Stocks. Others have read my earlier book,
Understanding Penny Stocks. However they came to their penny stock
successes, each one of them proves even more that Leeds Analysis
works and can give investors of all experience levels, and from all
walks of life, an unfair financial advantage.

Penny Stocks May Not Be for You

Penny stocks might not be an appropriate investment vehicle for
you, based on your experience level, risk tolerance, or personal
investment strategy.

It’s important that you know when not to trade penny stocks:

* You’re losing sleep at night because you’re stressed out.
* You wind up fighting with your spouse about it.

You think about it so much that you aren’t paying attention
to your family.

Your mind wanders while you’re at work.

If you find yourself thinking about your penny stock invest-
ments too frequently, this type of investing may not be right for
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you. Of course, this doesn’t apply to plain excitement, when your
penny stocks are multiplying in value and your constant thoughts
are positive ones. Rather, it’s when negative associations start crop-
ping up that you may want to take a break from the world of low-
priced shares.

It is also important to have realistic expectations. A lot of less-
experienced investors think they can turn $1,000 into a million
bucks just by trading penny stocks. Many people have great success
stories and make a lot of money, but it’s not realistic to expect to
make such ridiculous amounts.

Yes, technically, it is possible. It has happened. Of course, those
are extremely rare situations. That will not happen to you. If you
prove me wrong, that’s fantastic, but it is not helpful to expect such
a monumental degree of success. It’s important that you have realis-
tic expectations.

Penny stocks go up in value very frequently, doubling or tri-
pling in price. Very often penny stocks go down in price. You
need to have a good comprehension of this. Don’t enter the
penny stock arena until you're ready to approach it with a sensible
understanding.

You should get involved with penny stocks only with risk money,
especially at first and certainly if you're a less experienced trader.
Don’t put money into penny stocks that you need for your chil-
dren’s education, or your retirement, or your mortgage. In other
words, never put your grocery money into the stock market.

Should you talk to your financial planner? Absolutely. You could
talk to them about penny stocks, but I'll save you the trip. I'll tell
you what they’ll say:

* “No, it’s dangerous.”
e “It’s ridiculous.”
® “Stay away from penny stocks.”

Hey, I actually happen to agree with them! Penny stocks are dan-
gerous, and ridiculous, and you should stay away from them. Most
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penny stocks will potentially cost you money. In that sense, I agree
with the doom-saying financial planners.

Where I diverge from their generalized opinion is as follows:
Once you know how to find the 5 percent of penny stocks that rep-
resent high-quality investments, penny stock investing becomes pos-
sibly the most lucrative way to build wealth.

1 Do Not Give Advice

Understand that anything you read or hear from me is not advice. I
don’t give advice. I don’t know you. I don’t know your trading style,
your financial situation, or your time outlook (long term, short
term, day trader). I can’t know what kind of stock is best for you or
what you should do with your money. I don’t know the answers to
these things, nor do I want to know.

I can’t talk to you about what’s best for your retirement, or what
you should do with your savings, or how to make your money dou-
ble the fastest. I'm just going to give you opinions and guidance,
based on my experience and the results of Leeds Analysis. After
that, it all comes down to your deciding what’s best for you. At the
end of the day you need to take responsibility for your trading deci-
sions, regardless of where your stock picks first originated.

We’ve had subscribers at Peter Leeds Penny Stocks who have
come to us complaining that they lost money on a stock pick we
made. At the same time we have had subscribers who are provid-
ing testimonials because they are making money on that exact same
stock in the same time period! Some people just traded it better
than others. Your own personal skill level and trading strategy will
come into play.

Over the years, the Peter Leeds Penny Stocks subscribers who
have fared the best (by far) were the ones that used my research
and analysis as one part of a more balanced, overall trading strat-
egy. If we made a stock selection that they didn’t love, they would
pass and wait for a different pick. If we made a stock selection that
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appealed to them, they would look into it more deeply, and decide
for themselves if it fit their trading style and investment goals.

In Invest in Penny Stocks, 'm not going to go into very much
detail about how trading works and how the stock markets work.
All of that information is available in my other book, Understanding
Penny Stocks. 1 will merely touch on some general topics very briefly
when I feel the need for a general explanation.

Mainly, I will focus on the more highly advanced techniques
that have the potential to make you (or save you) a lot of money.
These strategies have been very effective for me, and were devel-
oped over many years through trial and error as well as in the
trenches with millions in live money.

From the defensive side, you're going to learn how to avoid the
duds and dangers that are out there in the penny stock world. As
well, you need to avoid the scams that you may encounter.

Then we’re going to get into some really fun stuff. I'll explain
the techniques that I use to turn penny stock theory into actual
cash profits. From “Leeds Analysis” to “Irading Windows,” from
“Scaling In” to “Volatility Plays,” I haven’t held anything back.

So, let’s get started!

Trading Tactics: Buy the Rumor,
s Sell the Fact

There is un expression in the stock market that says, “Buy the rumor, sell
the fact.” It’'s u lesson that dll new traders should learn, becduse it will
help them profit while avoiding selling too late.

The ideu is simple. When there’s un outstanding rumor about
an upcoming event for u company, investors buy in once they
hedr about it through the grapevine, thus pushing share prices higher.
Once the event itself is actudlly redlized, the share price loses that
upward buyinyg pressure and the stock drops in value.

For example, ABC Inc. is likely to get FDA dpprovdl for its new drug.
The upcoming ruling is widely expected, and many investors buy in,

(Confinued)
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Trading Tactics: Buy the Rumor, Sell the Fact
(Continued)

speculating that the unnouncement will send the shares skyward. This
starts pushing the stock upward.

Eventudily, once the actuadl FDA approval comes out, the shares
don’t spike much higher since the speculators had dlready run the
share price up so much. Now that the announcement is out, many of
those sume speculators start cashing out, putting a great dedl of sell-
ing pressure on the stock. Thus, despite the reledse of some very posi-
tive hews, the shares actudlly head lower!

Examples of What Might Drive Buying Interest

e Impendiny putent award

o Potentidal dismissal of Mdjor lawsuit agdinst the company

e Expected strony finuncial results

e New Mmuyjor customer or contract win widely anticipated

o Upcoming releuse of u hew version of the compuny’s technology
e Anticiputed FDA cleurance

Any such widely knownh und expected event would gradudlly
push share prices higher. This would have steam until, and only until,
the expected event itself finally comes to puss. For this effect to actu-
dlly occur, the rumor or event heeds to be:

o Widely known

e Growing in probubility

¢ Noteworthy (potential for a major impact)
¢ Neuring the dute it’s expected to occur

The meryger between the sutellite radio compunies XM and Sirius is
u good exumple. There wus unprecedented discussion in the mediu
und umohny the investment community about the combination of the
two compunies. It was u hoteworthy event since it would help both
compunies survive, und wus expected to have mujor benefits such
as Mmillions in cost savings. The CEO of Sirius, Mel Karmazin, made fre-
quent updutes in press releuses ubout the proyress of the merger talks,
and provided dutes for when he expected that the regulatory bodies
would rule on the mutter.

The result was a widely followed rumor that excited investors.
Traders held shares, or bought more, wuaiting for the good hews of a

12
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Trading Tactics: Buy the Rumor, Sell the Fact
(Continued)

meryger to be unnounced. The expectation was that shares of both
comjpunies would spike upon uny announcement.

Shares were frading ds high as $2.75 the day before the merger
anhouncement.

However, on July 25, 2008, when the merger wus findlly upproved,
the shares started falling.

Short-term traders had been anxiously wditing for the announce-
ment so they could muke u yuick profit by sellihg into the news.
Long-term investors looked to the merger ds the beginhing of d
lony, sustuined uptrend in price. Both were surprised as the merger
anhouncement actudlly set off a downhward slide for the shares. The
frading price of the merged company sank dll the way down from its
post-merger high of $2.75 to $0.11 within five months. (See Figure 1.4.)

What was the difference in Sirius at $2.75 and Sirius af $0.11 soon
after? Nothing, besides the lohg-awdited and sought-after meryger,
which wus supposed to take the sutellite radio compunies to the next
level. Well, | don’t think they expected the next level to be a share
price that was 95 percent lower.

At the time of the merger unnouncement, there weren’t any
other mdjor events in the near future that might help spike the prices.

SIRI (Daily Trading Chart)

Shures would hold onto unredlistic prices
until the rumor become fuct... ut which point
the uir yets let out of this bulloon

t SELL THE FACT:

<= After the rumor becomes true,
BUY THE RUMOR: the selling becomes significunt
The rumor lifted shares
to much higher levels Here is where

thun were justified the merger wus
finally upproved

Trading Volume
Look ut the volume spike with the merger unnouncement. That was smart
traders builing (selling the fuct) und not-so-smurt investors buying in.

Millions

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 1.4 Sirius Satellite Radio Trading
(Continued)
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Trading Tactics: Buy the Rumor, Sell the Fact
(Continued)

Speculators und lohy-term shareholders dlike didh’t have much to look
forward to, now that the merger announcement had been made.

Overdll, the stock suddenly didn’t seem ds exciting. The amount of
optimistic speculdtion in the shares took G big hit, and investors were
now forced to look ut the compuny’s fundumentals. The finuncials
couldn’t be ignored any longer.

The merger caused shares of Sirius and XM, which until nhow had
been treuted by investors us speculdtive plays, to be tfraded bused on
their operdationadl results. In other words, the post-merger world didn’t
have any more speculdtive optimism. Instead, investors now started to
look ut the very ugly redlity of the debft-ridden financidls.

In fact, | wrote d lengthy artficle about the dbsolutely ridiculous
bulance sheets of the two companies on July 30, 2007. It was culled
“Sirius Trouble.” Here are some excerpts, to give you dan ideu of the
tone of my messuye:

After extensively looking ut the finuncidls of both compunies . . .
they are both pretty brutal. So, what do you get when you com-
bihe two financidlly suspect compuanies? One bigyer financidlly
suspect company. . . .

... via credtive finuncings (such us issuing shares), they will
heavily dilute the company. The surviving company steaums
on, but the vdlue of the shares will be worth sighificantly less
than they are now.

With satellite radio, everyone wus buying the rumor. The smart
monhey knew 1o sell the fact.

“Buy the rumor, sell the fact” plays out again and agudin on the
markets. It's certainly not the exception, but rather the rule. Keeping
this in mMind will help you identify penny stocks that may trend upward,
dllowing you to ride the shares up for profits. Just make sure to escupe
your position before they come crashing back down to earth and to
more redlistic valuations.

In other words, buy the rumor, and sell the fact.,

14



CHAPTER

Getting Started in Penny Stocks

* s . .. .
You’ll be surprised how easy it is to get started in

penny stocks. In fact, you can even begin right now, this instant,
with zero dollars.

I suggest you start by “paper trading.” This simply means that
you keep track of potential trades in stocks using imaginary money.
This is actually one of the keys to my success. There is an entire sec-
tion devoted to paper trading in chapter three.

You should paper trade until you feel comfortable with invest-
ing. This means understanding the way penny stocks “act,” knowing
the terminology, getting in touch with your own style, and getting a
feel for the ins and outs of the market. Once you’ve accomplished
all of that, you’ll be a much more successful trader; only then
should you start using real money. All you need to get started buy-
ing your first penny stock is:

* Money
¢ An online discount broker

Here’s how it works:

* You deposit the money you want to invest into your online
brokerage account.

e When you’re interested in a stock, you buy it online through
your brokerage account.

15
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* The broker takes a very small commission (usually less than
$10) for the trade.

You now hold the shares you purchased in the brokerage account,
and can keep track of them and sell them online.

e The Best Brokers

The online brokers are inexpensive. You can sign up and do eve-
rything else over the Internet, and will be up and running within
days. Most brokers are straightforward, and they’ll provide all the
customer support you need to get set up.

Each broker has a different minimum amount required to open
an account. Some will allow you to get set up with no money at all,
while others ask you to deposit thousands up front.

Some brokers have a sliding commission scale, where you pay
greater commissions if you have less money with them. For exam-
ple, if you’ve got only $500 in your account, your commission rate
is greater than for somebody who has $20,000.

If you are a Peter Leeds Penny Stocks subscriber, then you get to ben-
efit from our extensive discount broker rankings. We have researched
the brokers and ranked them based on “friendliness” toward trading
low-priced stocks. We have already done the following:

¢ (alled all of the brokers

¢ E-mailed them from PeterLeeds.com, explaining our project

¢ E-mailed them again, this time acting as potential clients

* Tracked their responses, looking for professionalism, helpful-
ness, and reply times

As well, we considered their:

e Policies
e (Commission rates
¢ Hidden/special fees
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Out of this research, we came up with our official list of the “Top
Penny Stock—Friendly Brokers,” which we make available to all sub-
scribers of Peter Leeds Penny Stocks.

S Trading Tactics: Dollar Cost Averaging

This cun be u ygood strateyy for hewer investors, specificully when
you dre buying shures but dre unsure of the best buy price. Insteud of
accumulating dll at once, you buy in several smaller chunks over time.

For exumple, u smulll percentuge of euch of your puychecks
could go towurd buying the shures. Alternatively, you could buy ohce
u month over the course of u yeur, or even over severdl yeurs,

If you bought $1,000 worth eauch month, instead of putting in
$12,000 up front, then you're dollar cost averaging. Sometimes you'll
end up buying at a historically higher price, and sometimes you'll pay
a historicdlly lower price. The rest of the time (most of the time, in fact),
the shares will be somewhere between these extremes.

Since you get your overdll cost averaged, you don’t heed to try
to buy at the very bottom, hor do you heed to worry about ucyuiring
the shares at the tfop. You shouldn’t be concerned dbout the price
you puy. Over time, your average cost will be somewhere in the mid-
dle of the high- und low-price extremes. You aren’t going to get in at
the lowest overdll price, but you're ulso hot going to pay the highest
overdll price.

In geherdl, your average cost will be close to the average share
price over the durdation for which you dollar cost averaged. For example,
over J yedr, with d hew purchuse every two weeks, your average cost
will likely be close to the average share price in that 12-month period.

If you decide to dollar cost averuge, make sure to do so for u lony
enhouyh time period to muke it effective. For example, purchases over
ohe year will give you a better average price than if you did it for three
months. If you dollar cost averaged for only three months, you're hot
hecessurily getting a meuningful benefit. You're paying an average
for that short period, but that could be much higher or much lower
than the prices you see for the rest of the yeur,

(Contihued)
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Trading Tactics: Dollar Cost Averaging (Continued)

Is it a good ideu? Maybe. Perhaps for some it would be redlly
effective. It's usudlly common umony hewer und less sophisticated
investors becuause it’s u sufer way to buy und sell without heeding to
worry so much dbout the exact share price.

Dollur cost averaging may be u strateyy to consider if you are
unsure of:

e The current valuation

o What price to pay for the shares
e The price at which to sell shares
o Overdll risk

e Future price direction

Dollur cost uveruging cun be u greut trading strateyy for newer
or less confident investors. In some cuses, it may even be appropriate
for experienced traders. The decision on whether to incorporate such
an approuch will come down to your own skill level and motivations
for trading.

What Penny Stock Should | Buy?

ek

That’s certainly the be-all, end-all question in this game. You will

have more investment success by simply selecting the right penny

stock in the first place than you will by doing everything else right.
What is the right penny stock? It’s one that:

* Increases in price after you buy it
¢ Trades with enough volume that you can buy in and sell out easily
¢ Has a business that you understand

By looking for certain criteria, you can find just such a penny
stock, and you can do it again and again. You simply need to learn
Leeds Analysis, the standard in penny stock research, and then every-
thing becomes easier.
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Leeds Analysis is the most effective tool for finding the best
penny stock opportunities, such as companies that:

¢ Have limited downside

¢ Enjoy massive upside potential

® Trade on legitimate exchanges

¢ Are fundamentally impressive

¢ Are beginning to see price momentum

* Benefit from a growing industry

* Have sector and economic trends going in their favor

When you find high-quality, fundamentally strong penny stocks
with good management teams, patented technologies, and proven
upside potential, you can really multiply your money.

How the Market Works

WK

You don’t buy shares from the stock market. You actually buy them
from (or sell them to) other investors. The stock market is simply
the middle ground, a place for investors’ orders to meet up.

Think of it like eBay. You don’t actually buy an item from
eBay, you buy it from the seller, but you need eBay to act as the
go-between. The stock market is exactly such a go-between for
investors.

Just like on eBay, if you're trying to buy, then you’re a bidder.
On the market, the price you are willing to pay for shares is your
“bid” price.

Current shareholders looking to sell shares know how much
money they want for the stock. That price is their “ask” price, which
is the amount they are “asking” to receive that would make them
willing to let their shares go.

When a bid price is high enough and an ask price is low
enough for the two to meet up, then a trade takes place. Assume
you want to buy ABC Inc. If you bid $1.00 a share, but the lowest
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ask price is $1.50, then you won’t get the shares, and the seller
won’t get rid of them. However, if the seller dropped his ask to
$1.35 and you raised your bid to $1.35, you would wind up buying
the shares. In this example, you would have paid $1.35 per share
for ABC Inc.

There are many sources to explain the basics of trading, such
as Understanding Penny Stocks, and it is not my intention to go into
elaborate detail here. For brand-new investors, I’'ll quickly touch
on one more important concept, the two types of trade orders,
before we get into the really powerful stuff. If you’re already an
experienced stock market investor, by all means skip the next
section.

e Market versus Limit Orders

To buy or sell shares, there are two types of trading orders:

1. Market orders
2. Limit orders

Market order: You trade the stock at the currently best available
price.

With a market order to buy, you pay whatever the current mar-
ket (ask) price is. With large orders in thinly traded penny stocks,
this can result in your purchase pushing the price up while you are
buying, and potentially costing you more per share than you had
expected.

Imagine you entered a market order to buy 1,000 shares of ABC
stock. You’ll get the 1,000 shares, but if the lowest ask (the price
sellers are willing to accept) at that time is $1.40, then you end up
paying $1.40 per share. If the lowest ask had been $1.95, then you’d
pay $1.95. That’s quite a difference in price!
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You can probably see why using a market order can result in
potentially paying more than you had expected—you had no con-
trol over the price you ended up having to pay. With penny stocks,
paying more than you wanted to is common when you use market
orders, so traders need to protect themselves. Thankfully, there is a
way to do so, and it’s called a limit order.

Limit order: You specify the price you are willing to pay.

You decide what price you will pay for the shares, and the trade
will take place only if you get the shares at that price, or an even
more advantageous one. You can also use limit orders when you are
selling, giving up the shares only if you get the price you choose, or
an even higher one.

With a limit order you can decide that you will not pay more
than $X per share. You won’t overpay, but you are also not guar-
anteed to get any or all of the shares you wanted. Imagine that
you decided to buy ABC stock, but didn’t want to pay more than
$1.25 per share. Using a limit order at $1.25 protects your maxi-
mum cost. If the only shares for sale are asking $1.40, your trade
won’t take place at all, but at least you didn’t pay more than you
had wanted.

I don’t give trading advice, and you must decide what’s best for you,
but I will give you my strong and educated opinion. It is always best
with penny stocks to use limit orders rather than market orders,
and this applies for both buying and selling.

If you buy with a market order, you might end up paying more
than you had wanted to. When it comes to penny stocks, beginning
traders should only and always use limit orders.

Once in a while, it may be appropriate for more experienced
traders to use a market order. For example, sometimes when I'm
aggressively accumulating a position, I use market orders to snatch
up big blocks of shares. However, I do not suggest this approach to
anyone except highly experienced traders.
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Trading Tactics: Half Down
NN

If you've ever been onh the losing side of a stock frade, especidlly if
you held on hoping those shares would go back to where you bought
them, then you’ve been infroduced to what | call the “Half Down”
principle.

Quick question: If your shares drop hdlf in value, how much do
they have to yo buck up to reach breukeven?

Guess what, it’s not 50 percent. [t's 100 percent.

Picture u stock that falls from $2.00 to $1.00. It has fallen 50 percent
in value. Now it’s at $1.00, so how much does it heed to rise to return
to $2.007? It heeds to increuse in value by $1.00, so it would require un
increuse of 100 percent from the current price.

This unfortunate law of mathemdatics redlly puts investing into
perspective. Even a 20 percent drop will need u 25 percent increuse
to yet buck to the start. A 90 percent drop heeds u 900 percent
guin to get back to where it began. Perhaps this is why investing can
sometimes feel like you're swimming upstream—any losses you take
will need to be overshudowed by uny subseyuent guins.

This is the unfortunate and unavoidable truth of the Half Down
principle. Muke sure to cut your losses eurly, s discussed in the Limiting
Losses Trading Tactic in Chapter 5. Use Leeds Andlysis to buy into high-
quulity compunies with great upside potential that are less likely to
infroduce you to the dreaded Hulf Down concept.

The Best Markets

¥ K

The most effective and safest markets for penny stock trading are:

* Nasdaq

e OTG-BB (Over the Counter Bulletin Board, a subsidiary of
Nasdaq)

e Amex
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These markets have strict regulations and reporting require-
ments, ensuring that the companies are more transparent and
accountable.

We avoid the pink-sheet markets because, in general, the
pink-sheet stocks trade with very low volume, very weak reporting
requirements, and very few regulations. It is more difficult to find a
very good investment, and even if it goes up in price you may some-
times have trouble selling the shares.

We have also been looking at Canadian markets:

¢ Toronto Stock Exchange
¢ Toronto Venture Exchange

Both of these Canadian markets have thousands of penny stocks,

and the regulations and reporting requirements are just as good as
those found with the OTC-BB and other higher-end U.S. markets.
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CHAPTER

Avoid Your Rough Start
MY ROCKY START

I'learned about penny stocks the hard way.
By 14 years old I had saved up $3,600, which is a lot of money,
especially for a kid. I wasn’t given the money, but rather worked
hard and saved it up, month after month, for a few years. At the
same time that my friends were buying comic books and accessories
for their BMX bikes, I was quietly building up a small fortune (as
far as a 14-year-old kid is concerned).

I worked a bunch of jobs that took zero skill, and that no one
could possibly enjoy doing: pulling weeds, moving rocks, clearing
out junk. They didn’t pay well, but I also didn’t have any expenses.

They say that jobs like that are supposed to build character. 1
don’t know about that, but I do remember really hating the work,
and I don’t think I became a better person by doing it. I figured
that there has to be a better way to make money.

I ran a few miniature enterprises—selling 75-cent chocolate bars
to my three older sisters for $1.50 apiece, or lending them money at
a low, family discount interest rate of only 1 percent per day. One of
my most successful ventures was getting a brick of 80 cherry bomb
firecrackers, opening it up, and selling each one for 25 cents. Sold
individually, the value of that brick of cherry bombs represented a
markup of five times!

25



Invest in Penny Stocks

At this point I was ambitious and confident and sitting on
$3,600, which to a 14-year-old kid was all the money in the world. I
wondered how I could turn this money into even more, preferably
without having to work.

Then I had the answer: the stock market!

So, what stocks could I buy for $3,600? I could get 20 or 50
shares of some major blue-chip company, which may or may not go
anywhere at all. Was I really going to sit on a dozen shares of IBM
or GE, then maybe in five years take my 15 percent profit? I would
love to say that I have that kind of patience, but I absolutely do not.
I would love to say that I'd be happy with small and steady returns,
but I absolutely wouldn’t.

My next thought was to get involved in the tiny companies,
these so-called “penny stocks,” because those would be the ones
that move fastest, are the most exciting, and have the potential for
big time returns. So I made up my mind. I would buy a penny stock.

Now see if you can count how many mistakes I made. I looked
through the newspaper (back in the pre-Internet days when you got
your stock quotes from the business section), and looked for one of
the lowest-priced shares.

There it was: Siberian Pacific Resources, trading at $0.14. The
ticker symbol “SIB” jumped out at me like it was the only stock on
the page. My mind was made up, the decision was done. I was going
to buy shares of SIB. Siberian Pacific Resources, here I come.

Of course, I didn’t know anything at all about the company, but
what could go wrong? I mean, if it’s on the stock market, it must be
a well-run company, right?

I wasn’t a complete and total idiot, although this story seems
to say the opposite about me. I knew that the price could go down
after I bought it, and I reasoned with myself that if the shares start
dropping, then I'll learn my lesson, cash out, and take my loss. In
fact, if it even dropped toward 11 or 12 cents, I would bail.

I wasn’t old enough to have my own trading account, so I
bought the shares through my mother’s broker. At various
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prices, I scooped up 30,000 shares of Siberian with my $3,600.
Then I did what many newer investors do—I checked the stock
price. I checked it again five minutes later, then again every
chance I could. I obsessed about the shares, continually doing
math in my head. I would make $300 for every penny the shares
increased! I was so excited!

After the first week Siberian had dropped from 14 to 13 cents.
My loss was $300 so far. I got a little nervous. Of course, I knew it
could go back up, so I wasn’t too distraught. I also figured that
if it dropped any more, then I would take my lumps and sell my
shares, lesson learned.

Then it happened. The stock got “halted.” Halted? I didn’t know
what that meant. I had never heard the term before. I didn’t understand.

I called the stock exchange. They said, “The company isn’t
going to be in business any more, they don’t want to continue with
the listing requirements of the exchange, and they don’t really have
any operations. They voluntarily halted themselves, meaning they
won’t trade anymore.”

I said, “Can I get my money back?”

They said, “Sure, if you can find someone to buy your shares.”
They knew, as I knew, even as they said it, that no one was going to
buy these shares. I'm also not the type to correct my mistake by
dumping it off onto someone else.

I did call the Siberian Resources headquarters. It turns out
that they were based in England, which I didn’t know until that
moment. It sounded like the woman must have been answering the
phone in her basement. Now don’t get me wrong, it wasn’t a scam
or anything like that—Siberian did turn out to have been a legiti-
mate company that at one time did have some major operations.
Unfortunately for me, that was a couple of years before I jumped
on board.

I asked the woman, “Can I sell my shares?” She sounded a lot
like the man at the stock exchange I had spoken with, when she
said, “If you can find somebody to buy them.” In that moment, with
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that reply, all the money I had worked so hard to build up abso-
lutely vaporized in my mind. It had already vaporized in reality
weeks earlier, the moment I invested in SIB.

Siberian Pacific Resources had become just an afterthought in
the minds of its management team, all of whom had apparently
moved on to new or better opportunities.

So in two weeks I had lost all of my money.

I'learned really quickly that when you lose money, you lose a lot
more than just the dollars. You lose confidence. You lose ambition,
and pride, and hope. At the same time, you gain a lot of bad things:
embarrassment, regret, and anxiety.

Oddly, it turned out to be one of the best things that could have
happened. If I could lose that much money that quickly, then there
must be a way on the stock market to make that much money that
quickly. I set about trying to find that way. As far as I was concerned,
the market had taken $3,600 from me, and I wanted to get it back.
Little did I know that I would make that much money back, and I
would do it hundreds of times over.

First, fresh off my harsh lesson, I dumped my cocky attitude. I
also took full responsibility for my mistake. It was not the fault of
the management of Siberian Pacific Resources, it was not the fault
of the stock exchange, it was not my broker’s fault. It was mine, and
mine alone, and I took ownership of that.

I took the financial world seriously now. It can be like a game,
but it is not a game. It is serious, with major upside and downside,
and your actions have tangible real-world results.

I started with a blank mind, admitted I knew nothing about
stocks, and set about learning as much as I could. My biggest key
to success was in doing extensive paper-trading. I also focused not
just on how to pick stocks that go up, but also on how to avoid the
pitfalls.

I read all the major stock market books from all the major stock
market masters, like Peter Lynch, Warren Buffett, and a few dozen
people whose names you won’t recognize. I basically became a
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sponge for technical analysis, fundamental analysis, dozens of dif-
ferent trading strategies, and basically everything I could get my
hands on. I consumed dozens and dozens of financial books. I took
pieces from each of their strategies.

I continued to refine my approach as I continually learned
more new ideas. Through trial and error, testing, learning, and
paper-trading successes and failures, I noticed that I started becom-
ing pretty good at investing. More accurately, the method I devel-
oped, which I called Leeds Analysis, started becoming pretty good
at investing.

The Birth of Leeds Analysis

With all types of investments, but especially with penny stocks, inves-
tors need to take all factors into account. This is the major driving
principle behind Leeds Analysis, the successful trading methodol-
ogy that I've developed.

Out of significant paper-trading, ongoing research, and in-the-
trenches experiences, I developed and continually refined Leeds
Analysis. It was always specifically targeted toward penny stocks,
those shares trading at under $5. It took into account the fact that
these shares often trade on lighter volume and generally experi-
ence more significant volatility than most other stocks.

I always compare buying a penny stock to buying a used car.
There’s nothing wrong with buying a wused car (although there is
a bad connotation associated with the term). In fact, you can get a
really good value in a used car if you know what to look for. If you
don’t know what to look for, you’re more likely to get burned.

Picture a used car that looks amazing—it’s the model and year you
want and the color you want, it has great fuel economy, and it looks
good inside and under the hood. Most people would take it for a drive,
and if it didn’t make any strange noises from the engine they’d go
back and haggle for a good purchase price.
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Now, what you might not have seen is that the air conditioner
runs for only three minutes before it conks out, the driveshaft is
about to fall off the car completely, it’'s been in two accidents,
and one of the pistons is going to snap sometime in the next few
months. If there were such a thing as Leeds Analysis for cars, all of
these issues would have been considered.

Much like penny stocks, any one negative factor (like those I
mentioned in the used car example) could derail the entire value
of your purchase. It is the same for tiny companies such as those
Leeds Analysis will help you discover, where any single issue could
cause the shares to plummet: one lawsuit, one major customer can-
celing its account, one product recall, the death of the CEO.

A major blue-chip corporation can survive one or two or even a
dozen issues, but a small, $10 million penny stock company with six
employees doesn’t have that luxury.

The bigger something is, the more energy it takes to move it.
The smaller something is, the less energy it takes to move it. The
laws of physics, it would seem, apply to penny stocks as well.

S Trading Tactics: Gapping
Sometimes a stock starts trading ot o different price than where it
closed the day before, which is called gapping. Newer investors fend
to gyet confused by this concept, and my teum often fields questions
dbout it.

Picture ustock that closed the previous day ut $1.25, Before today’s
maurkets open, that stock would probubly be set to trade somewhere
dround that price point.

However, it’s possible that it starts the day being bought und sold
ut u sighificantly different level, whether it’s far higher or far lower than
the previous day’s $§1.25 close. For example, it could start trading at
$1.70, or perhaps $0.55.

Maybe this stock doesn’t even trade df first, but wheh you get u
yuote you see that the shares are bid only $0.40 and the ask is a mere
$0.55, far lower than the previous duy’s $1.25 close.
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Trading Tactics: Gapping (Continued)

People get confused when they see this: Why is a $1.25 stock being
bid at only $0.40? Shouldn’t it be $1.25?

It might even make its first frade at these low levels. Three thou-
sand shares at 50 cents? | thought it was a $1.25 stock! That's the
way a free and efficient stock market works. In our example here,
there muy have beenh hews out overnight, or just a dry-up in investor
inferest. Gupping up and gapping down dre just symptoms of such
market forces.

Less experienced fraders often yet confused, because they think
that the last price at which o stock tfraded is what those shares are
“worth.” If shares are trading at $2.40, they believe anyone can buy d
share for $2.40, or sell u share for $2.40, und thut the stock is actually
worth $2.40. Noft true.

They dlso think that, since the shares closed the day before at
$2.40, s in our example, they must start tfrading the hext day at $2.40.
Also noft true.

Shares are like dicmonds, cars, houses, and basebdll cards. They are
worth whatever you cun get someone to puy for them. Whatever that
vdlue is, it chaunges instantly and often, depending on such factors us:

o Supply

e Demund

e Motivdation for the purchase

¢ Motivdtion for the sule

e Prices of compuruble investments

e Historicul long-term and short-term trend in prices

Gupping is usudlly, but hot always, brought oh by hews or events
when the markets are closed. A gold mine might gup up from one
day’s close price to the next duy’s open if the price of yold spiked
dramaticdlly higher overnight.

ABC Inc. might be frading at $2.05 one day and open with its first
frade at $1.75 the next. This could be d result of some major news when
the market waus closed, or perhuaps it’'s just symptomuatic of being u
thinly fraded stock.

Just keep in Mind that any stock can open ut any price on uny
day. That is the entire point of u free-flowiny cupitdlist stock market.
People decide whut something is worth, and that worth doesh’t have
to be bused oh the findl closing price of the previous day.
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An Overview of Leeds Analysis

To look into every aspect of a company, and to do this with doz-
ens or hundreds of companies, or even thousands, as is the case at
Peter Leeds Penny Stocks, might seem like an impossible task. In many
ways it would be, if not for one major truth. Companies are actu-
ally similar in many ways from one to the next. This applies even
when they’re different sizes, in different industries, and have differ-
ent business models. Usually two seemingly opposite companies will
have more in common than they have in differences.

Due to the similarities of all corporations, we are able to apply
Leeds Analysis to many companies, guiding ourselves with a basic
understanding of positive factors and potential warning signs. This
applies to every aspect of any operational corporation.

Consider that every company has a way that it:

* Makes money

* Spends money

® Saves money

® Deals with debt and liabilities

® Produces products/provides services

e Attracts new clients

® Deals with current clients

* Hires employees

* Protects its intellectual properties, and so on

Also consider that every company may be:

* In an industry that is growing or shrinking

¢ Working on new products/services or terminating old ones
® In a sector considered “hot” or “cold”

¢ Diluting its shares, or buying back more, and so on

Over the years, if we missed a factor in our analysis that
turned out to be material to the share price performance, we
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upgraded Leeds Analysis to reflect that consideration from that
moment onward. It has evolved to such a degree that it’s rare to
get surprised by a stock that you have put through Leeds Analysis
(although it does sometimes happen). In fact, the current version
of Leeds Analysis as described in this book should be considered LA
version 7.0.4.

Leeds Analysis considers every aspect of a company. Our system
is very demanding, and we not only look to avoid warning signs,
we also look for what we have found to be the indicators that point
to strong upside potential for the shares. We avoid the duds and
migrate toward those companies that are poised to appreciate in
price. That’s why 95 percent of companies do not pass the test and
only 5 percent make the cut. That’s also why Leeds Analysis has
rapidly become the standard in penny stock research, and it boasts
such compelling results.

Due Diligence

I’'m going to tell you something you’ve heard many times before:
“You need to do your due diligence.”

What does that really mean? In most cases, it’s used as a dis-
claimer, tacked onto every financial advertisement and web site and
newsletter. You’ve probably heard that phrase so often that your
mind automatically shuts it out.

However, the message is actually very important. It simply
means “Know what you are getting into and take responsibility.” If
you perform due diligence properly, you will know the company,
the business it’s engaged in, why you’re investing, and what you
expect to get out of it.

Even if you're getting your penny stock picks from the Peter
Leeds service, you still must perform your own due diligence.
Don’t take a stock pick from any source without first assessing the
company yourself, and judging whether the investment’s situation
makes sense for your strategy.
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Due diligence simply involves looking into the investment your-
self until you:

® Have a good idea of what you're investing in.

® Understand the reasons why you're getting involved with it.

¢ Know what you expect the company and the share price to
do next.

* Are ready to take responsibility for your own trade decisions
and results.

Despite being extremely important, due diligence is one of the
most misunderstood terms in the financial world. Most people feel
like they are doing due diligence because they check out a compa-
ny’s web site, or review the latest balance sheet, or read some press
releases.

The sad fact is that most people actually have their mind
made up before they do any significant research, and they sim-
ply use the process of “looking into the company” just to rein-
force their trading decision. Think of it like watching a political
speech—if you are a Democrat, a democratic speaker might
sound great to you, but a republican speaker may rub you the
wrong way. Now, if you're a Republican watching the exact same
speech, then that would hold true in reverse. You are seeing
things through colored lenses.

When it comes to stock market due diligence, try to be like an
undecided voter. Keep your head clear, and treat your mind as a
blank slate. Importantly, don’t get excited and fall in love with the
company you’re researching.

Done well, due diligence will involve:

¢ Common sense
* Research time
¢ Proven research and analysis techniques, like Leeds Analysis
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Leeds Analysis, while thorough and effective, is not a substitute
for your own due diligence. It will, however, really streamline and
improve your technique and potentially improve your stock market
returns significantly.

With due diligence, remember that you are doing a lot more
than judging whether the penny stock is a good investment. You are
also judging whether it represents a better investment opportunity
than all the other penny stocks out there. If the shares end up making
a respectable 25 percent, you still have the lost opportunity of poten-
tially putting your money into something that made even more.

Once you’ve done your due diligence on your investment pros-
pects, both in your own style and by performing Leeds Analysis, you
are ready for possibly the most active and exciting part of trading
penny stocks: buying them!

After the majority of your due diligence is done, and you are
preparing to make a purchase, the best way to proceed is to:

* Look into many companies that passed your due diligence.

® Make sure they meet your investment strategies and goals.

® Watch these companies over time, and continually get to
know them better.

¢ Pare down your list of penny stocks as you gain more clarity.

® Watch for buying opportunities and price dips (see Chapter
Eight, “Technical Analysis”).

¢ Get involved in a few of your best opportunities. (Make sure
to keep diversified.)

® Scale in (see Chapter Six, “Irading Tactics: Scaling In and
Scaling Out”).

Stock Trades without Due Diligence

Among those who actually perform their due diligence, which is the
minority, it is usually only surface research and it’s very subjective.
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Rather than looking into a company deeply enough, you’ll see peo-
ple making trading decisions based on tips from friends or some
comment in the news or on a web site.

If someone comes to you with a stock pick and claims that you
should get involved, try exposing this person’s ignorance by asking
a few questions. For example:

¢ Who is the CEO? (Most won’t even know the answer!)

¢ How long has the CEO been with the company?

* Where did the CEO work prior to this company?

¢ How many shares does key management own?

¢ How do the holdings of management compare to three years
prior?

¢ What are the revenue levels?

* Who is the company’s largest competitor?

* What is its market share and how does that compare to three
years agor

The vast majority of people won’t know any of the answers to
these questions. If they haven’t done proper due diligence, why
should you trust the information? A lot of people make bad invest-
ment decisions because someone else comes to them excited about
a stock and with a good story. Don’t be one of these victims.

On the other hand, if you meet someone who knows the
answers to these questions, she may have done a lot of her own due
diligence and so her stock may be worth a look after all. You then
need to do your own research on top of hers, and make sure that
this company matches your investment style and tactics.

The biggest danger to investors is free stock picks. This applies
to spam faxes, mailings, and phone calls, but it is most prevalent on
the Internet. Every free stock pick has hidden motivations and mis-
leading information. Ask yourself, “Why am I getting this free stock
pick? What’s in it for the source?” They have an angle, and it almost
certainly involves making money while you lose money.
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If someone tells you about a stock, or you hear about it online
or in the news, and you decide to check it out, then start from
scratch. Forget anything he told you about the company, other than
the name and ticker symbol. Sit down with an open mind and learn
everything you need to know to make an informed decision that
you’ll feel comfortable with. Don’t be afraid to walk away if you find
any warning signs at all.

Most stock promoters are getting paid by the company to
drive the share price up, or they hold hundreds of thousands (or
millions) of shares and want to cash out for a profit while you buy
in based on their misleading information. They gloss over the
company’s downside in their comments, and put the company’s
best foot forward so that you’ll buy the stock. They’re making a
lot of money by misleading you. They are hoping to take money
out of your pocket by putting some lipstick on a pig and promot-
ing it to you.

Any free web site that claims they do not get paid by or com-
pensated by the companies they talk about certainly owns shares
in the stocks they promote. If they say they don’t own shares, then
look for their contact phone number. They are up to something,
and in the stock market world, if they don’t have a phone number
you shouldn’t trust their web site. This applies to both free and paid
subscription web sites.

Generally, legitimate services will provide a phone number. Call
it to make sure it’s not a fake, because a few web sites have posted
fictitious contact information. If they do answer, just say you were
calling to make sure it was a real phone number and that you
wanted to know that the service is legitimate. They will understand
why you are asking.

Dishonest people give the industry a bad name, and it has
effects even on legitimate, professional services like Peter Leeds Penny
Stocks. That’s why I came up with the industry’s first 100 Percent
Unbiased Guarantee.
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Trading Tactics: Microsoft Was

o Never a Penny Stock

Microsoft was hever a penny stock. You've almost certainly heard oth-
erwise, but it's one of the most common investment “Mmisunderstand-
ings.” Microsoft went public in 1986 at $21, started increusing in price,
and never looked back.

Table 3.1 summarizes Microsoft’s hine common stock splits since
the initial public offering oh March 13, 1986.

I've even heurd people socidlizihg dut events, whispering that
phrase like a juicy rumor: “You know, Microsoft used to be d penny
stock. We should look into this ABC corporation, becuause they're
gonhnu be the hext Microsoft!”

Here’s where the confusion comes in. Lookiny ut u lohy-term trud-
ing chart of Microsoft, which includes data going back to its IPO on
March 13, 1986, it looks like the stock started frading at a couple of cents,
theh got to much higher levels where it trades today. (See Figure 3.1.)
What most people don’t redlize is that that’s just the chart adjusting
the origindl prices for the impact of humerous stock splits.

Here’s what | mean: If Microsoft is frading today at $30, that’s what
the lonhg-term chart will show. However, if the stock split 2 for 1 (2 hew
shares for euch 1 old share), it might then be trading heaur $15. The
chart will reflect the $15 price. However, dll prices on that chart previous

Table 3.1 Microsoft’s Common Stock Splits

Closing Price $ 1 Originul Shure

Split Dute Split Fuctor Before/After Becomes:
September 18, 87 2 for 1 114.50/53.50 2
April 12,90 2 for 1 120.75/60.75 4
June 26, 91 3 for 2 100.75/68.00 6
June 12, 92 3 for 2 112.50/75.75 9
Muy 20, 94 2 for 1 97.75/50.63 18
December 6, 96 2 for 1 162.87/81.75 36
February 20, 98 2 for 1 1565.13/81.63 70
March 26, 99 2 for 1 178.13/92.38 144
February 14, 03 2 for 1 48.30/24.96 288
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Trading Tactics: Microsoft Was Never a Penny Stock
(Continued)

MSFT (Monthly Trading Chart)

Each original
share would
Microsoft has split 9 times, which now be
resulted in each original share 288 shares 3.00
becoming 288 shares. To display the
current price accurately, charts adjust
the earlier prices based on the split
factor. The IPO price ($21) is shown
as $0.07 ($21/288) Although impossible, if you had

‘ invested 7 cents into MSFT in
the beginning, it would now be
worth $20 as of this chart’s date

Trading Volume

Billions
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Figure 3.1 Microsoft’s Long-Term Trading

to the split will be cut in half. If it looked like Microsoft had started trad-
ing ut 4 cents on its IPO dute, nhow that chart will show that it started
trading at 2 cents.

Each of Microsoft’s share splits over the years (und there were
many of them) further compress the historical data down, simply so
that the chart can accurately show today’s current share price.

Picture u stock thut started trading at $10 per share. A year later it
has a 10-for-1 stock split. A tfrading chart will then show that stock had
origindlly started trading ut $1 to adjust for the split fuctor.

Next time you hedr someohe talking ubout how Microsoft used
to be a penny stock, you can debunk that, [t's a rampant investment
rumor, but how you khow the tfruth.

o The 100 Percent Unbiased Guarantee

Peter Leeds Penny Stocks guarantees its research is completely impartial.

No kickbacks! Peter Leeds employees and directors never receive
any compensation whatsoever from any company we cover.
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pump-and-dump! Some newsletters buy stock in a company
and then hype it to subscribers. As the stock price peaks,
the service stops talking up the shares and dumps them all
at a fat profit. After the “pump-and-dump,” the stock price
collapses and subscribers are left holding the bag. We never
buy or sell any Peter Leeds Penny Stock picks, or in any way
benefit from trading in their shares.

personal stakes! All employees and directors are prohibited
from taking a trading position or having any form of vested
interest in any Peter Leeds stock pick.

scalping! Scalping is recommending a stock to investors
while selling it at the same time. We never engage in this
unethical practice.

incentives! We never have any self-serving reason for choos-
ing one penny stock instead of another. Our only goal is to
uncover the penny stock winners that will provide the great-
est benefit to our subscribers.

tips to friends and family! The strict rules behind our guaran-
tee of 100 percent unbiased research also apply to our friends
and family members. We never mention our picks to friends,
family members, or anyone, until we alert our subscribers. Most
other services have loose lips that put your interests dead last.

Why Peter Leeds Is the Leader

The vast majority of financial newsletters are not very professional,
not very accurate, and not very trustworthy. That is why they don’t
provide working phone numbers, never get any media coverage,
and have little more than a homemade web site. You’ll see that
the average newsletter is a one-man show, probably operated from
someone’s bedroom when he is not at his real job. With these one-
man shows you should have concerns about the quality of informa-
tion and professionalism of their operations and be afraid of their
hidden motivations.

40



Avoid Your Rough Start

S Trading Tactics: Reverse Split

All investors, but especidlly penny stock investors, dread the reverse
split. This is when a compuny consolidates its shares, so that for every
five shares (for example) you end up with one.

The theory is that your one share should be worth five times us
much, so while you have fewer shares the value of your holdings has
remained unchanged. This is hot how it plays out in redlity, however,
since most reverses ure symptomuatic of a compuny that is strugyling.

Compunies that enact reverse splits are usudlly having trouble
keeping their share price up. In Most cuses, the underlying compu-
nies are simply trying to meet the listing requirements of the exchange
upon which they trade.

To trade on the Nusduy, for exumple, the share price must be at
least $1.00. If a company’s stock price drops to $0.25, it’s in danger of
beiny booted off the exchange altogether.

A quick fix for the company: Just enact a 4-for-1 reverse split. The
result would see the compuny with ohe-fourth as many outstanding
shares, but those shares should theoretically trade for about $1 edach
(4 shares at $0.25 euch become 1 share worth $1.00).

In actudl practice, the compuny from our example would be
more likely fo enact a 10-for-1 or even 20-for-1 reverse, taking the
shares up toward $2.50 or $5.00, giving the company some breathing
room dabove the $1.00 threshold requirement.

Generdilly, a reverse split sees the shares fdll in price in two stages:
before the split once it’s first announced; thenh even more ufter the split
gets enucted. A reverse split is generdlly a sign of u struggling com-
funy, or ohe that is on the way down, at leust in recent months.

Thus, a compuny Might reverse split 10 shares into 1, but usudlly the
end result is that the value of the 1 new share ends up beihg worth less
than the original 10. Be wary of reverse splits and of compuanies that
mauy enuct such a move.

A fruly hedlthy compuny that’s growing strongly is more likely to
enuct the opposite of the reverse split, which is simply a regular share
split. A 2-for-1 split sees each share of the stock become two shares,
with each being theoretically worth half as much. For example, a $30

(Continued)
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Trading Tactics: Reverse Split (Continued)

stock splits 2 for 1, converting every individual share into 2, worth $15
euch.

In general, a compuny enhacting u 2-for-1, or 3-for-1, or even 5-for-
1 split will benefit in overdll share price. The value of each share will be
less, but shareholders will have 2, or 3, or 5 times as many shares. Those
shares then often incredse in price, us the share split is welcomed by
investors and is generdlly the sign of a healthy, growing compuny.

Here are some of the ways Peter Leeds Penny Stocks is superior:

* Phone support at 1-866-MY-LEEDS

¢ Full e-mail support

¢ Team of staff, not just a one-man show

¢ Extensive media coverage

¢ Largest subscriber base

¢ Leading results

* By far the greatest depth of information

¢ Daily updates

® Quarterly Quick Fix reports (10 Stocks Undervalued, Undis-
covered, Under $1)

® More than 50 bonus Profit Maker articles

The ways Peter Leeds Penny Stocks is superior don’t end there. We
encourage you to see for yourself, if you’re not already a subscriber,
by visiting us at www.PeterLeeds.com. Take a free no-risk, no-cost
trial. Join the thousands who keep benefiting from Peter Leeds, the
Penny Stock Professional.

Paper Trading

N

I cannot stress it enough: Paper trading is the key to learning the
ropes of penny stock trading and the fastest way to develop a tre-
mendously effective strategy.
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Simply put, it means that you keep track of imaginary trades in
real penny stocks with imaginary money. For example, you pretend
you have $100,000 to invest, and you keep track of which stocks you
“would have” bought.

If you aren’t already an experienced investor, you should defi-
nitely get started by paper trading. In fact, extensive paper trading
early in my career was one of the keys to my success. It has many
advantages:

e Zero financial risk.

® Zero costs.

¢ Practice with more money than you actually have.
® Make more trades than you would have.

¢ Very fast learning curve.

* Watch your results in real time on the live market.

After your paper-trading exercise has gone on for many
months, you can look back and see how you fared, where you
made the most money, which strategies worked, and which strate-
gies did not.

Here are some good reasons for paper trading:

* To learn the ropes of investing, including choosing and mon-
itoring stocks and deciding on your entry and exit prices

* To develop an investment strategy or methodology

¢ To test or refine an existing investment strategy or informa-
tion source

* To keep an eye on stocks that interest you, with the purpose
of uncovering accumulation or sale opportunities

¢ For fun

® To decide on the best sources of information, quotes, charts,
news, and tracking

There are any number of ways that you can start up and moni-
tor your own paper-trading strategy. What I describe here are simply
the approaches that have had the best results in the past and have
garnered the most positive feedback.
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However, before you decide on an approach you first need to
decide on your goals for this exercise:

* Are you trying to uncover stocks to invest in?

* Are you testing a new investment methodology and want to
see what results you can attain with it?

* Do you just want to learn how to trade penny stocks?

Your answers to these questions may influence your paper-trading
strategy.

There are seven parameters that can be customized to your own
personal preferences:

Starting cash

Timeframe

Screening (criteria for stocks)

Pricing (recording of transaction prices)
Trading activity parameters/rules

Stock monitoring methods

NP Gk o=

Paper trading tracking methods

Starting Cash

Generally begin with enough cash to let you get a feel for the mar-
ket, and experiment with several different stocks.

If you have $1,000 real money to eventually invest, and you know
that you will be putting that into two different penny stocks, you’ll
certainly need to be highly selective in your choice of stocks.
Therefore, you will also want to encourage a paper-trading strategy
that forces you to be highly selective while you’re learning the ropes
so that the jump to real trading will be relatively parallel.

However, if you keep the imaginary cash level too low, you may
not get involved with very many paper-trading decisions. Thus,
you may not learn very much from the exercise. A paper-trading
exercise with $1,000 is almost pointless, because the learning
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curve will be quite low and there won’t be a lot of decisions to
make from day to day.

I feel that traders should start with between 5 and 10 times their
real money level for paper trading. If you eventually will be using
$3,000 to invest, an imaginary starting level of $20,000 or $30,000
cash would be appropriate to trade many different stocks without
becoming too unrealistic.

I also believe that for paper trading, especially for penny stocks,
you should have a minimum of $10,000 imaginary starting cash.

Keep the amount a nice, round number so that it’s easy to tell if
you are up or down, and by how much.

Timeframe

Decide when the paper-trading exercise will begin and end. This
enables you to see how much money you could’ve made or lost
within a set time period.

Note that paper trading exercises do not have to end at all.
Instead, you can see how your penny stocks have fared month by
month, year by year, indefinitely.

I suggest that you paper trade for many months before getting
involved in the markets with actual cash. At the same time I under-
stand that you will be very anxious and excited to begin making
these trades with real money, especially if your strategies are pay-
ing off. Be patient and give your paper trading techniques time
to prove that they are effective before you make the jump to real
money.

Screening

You may want to limit the theater of paper trading by looking only
at certain stocks on certain markets, or buying only into shares that
are below a certain price point. Alternatively, you may decide to
have the pool of potential stocks literally unlimited just as it is in
real life.
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I suggest that you do not use pink-sheet issues for paper trading,
because in real life you may not be able to sell those shares when
you want. Just because the quote is $1.55 doesn’t mean that you
would be able to exit your position at that price, or at all, since it’s
on the unreliable pink-sheet market, which may create misleading
results in your paper trading.

Screening can be done by choosing:

® The price of the stocks you will be paper trading

® The market(s) that you will focus on

* Specific industries or sectors (e.g., no biotech, mostly tech-
nology, etc.)

It is based mainly on your own preferences and should be in line
with the types of penny stocks you will eventually be trading. Of
course, I also understand that you may not know what types of stocks
interest you yet. Hopefully, paper trading will give you a feel for
many different industries, markets, and prices of stocks.

Trading Prices

Decide on your method of recording share prices for your trades.
During any given trading day shares open at a certain level, move
around between an upper and lower price for the day, and then
close somewhere within that range. This makes it difficult to know
exactly what you would have paid for your shares.

If you are trading for real, you can know the price you paid for
shares because it will be part of your trade receipt. You will be able
to access it through your online broker, and you may have even
used a limit order to set the price of the trade.

With paper trading you will not have that luxury. You need to
choose how you will record the prices of the stocks you buy and sell.
For example, you may decide that you will use the day’s closing price
for each stock, whether you are buying or selling. You decide to buy
5,000 shares of TMED on Tuesday, so you take Tuesday’s closing
price for TMED to calculate how much the 5,000 shares cost you.
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While the above example is the easiest for tracking purposes, it
is the most unrealistic. This is because you can’t tell your broker, “I'd
like to buy at the closing price for the day.” Instead, any trade you
make will come during the day, and the transaction will happen at
the price the shares are trading the moment you send in your order.

Thus, if you have the time to check stock prices throughout
the day, you may want to get a quote for the price of the shares
at the moment you make your buy or sell decision. If the market
is closed, then look to when they open again the next day and try
your imaginary order again then.

If you prefer to approach it differently, there are other markers
you could use. For example, there’s the intraday high or low, the
day’s average price, or the opening price. These all sacrifice some
realism for the sake of simplicity and may cause aberrations when
you apply your strategy to real-money situations.

If you are thinking about using limit orders, which you should
be, make a note of your buy or sell limit price upon deciding to
make a trade. Then, at the end of the day, see if the shares hit your
target price.

For example, you decide to buy 5,000 ABC at $1.15 or lower.
You later check and see that the shares hit $1.10 at one point, so
if your order had been in you would have gotten the shares. You
record the purchase of 5,000 shares at $1.15.

On the other hand, if the shares had never hit your limit
price (say the lowest price on the day was $1.20), mark it up as an
attempted (but not filled) purchase, and look to the following trad-
ing day to try again.

Trading Activity

Decide whether you will allow trading in and out of stocks. Some
paper traders keep things simple by having a “buy-and-hold” men-
tality. I do not see any reason you should not be able to sell your
shares, take the cash, and reinvest. Just be sure to keep extensive
notes, come up with realistic prices, and charge a realistic broker
commission for every trade.
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Monitoring

Decide ahead of time how you will monitor the stocks you are fol-
lowing. Try to use the same sources throughout the exercise, and
they should also be the sources you’ll be using once you begin trad-
ing with real money.

If your purpose for paper trading is partially to decide on which
information sources are best, then try them all. Just keep track
of which you were using so you’ll be able to look back later and decide
which proved most useful, and more importantly, most accurate.

Tracking

To fully benefit, you’ll need to keep extensive notes on your paper-
trading exercise. Keep everything recorded so you can look back to
uncover which trading strategies worked best.

Make notes on the following nine criteria and instances:

Starting cash.

Starting timeframe.

Ending timeframe, if any.

Any screens, which are meant to limit the types of stocks you

can trade.

5. Starting value of all the major markets, including Nasdaq,
NYSE, and AMEX.

6. Specific reasons why you chose each stock.

7. All buy and sell orders that get filled, including the stock you

bought, the volume, the price per share, the total cost, and

o=

your imaginary broker fees.

8. All buy and sell orders that do not get filled, including the
stock you attempted to buy, your limit price, and the volume
of shares.

9. Keep track of the value of stocks and remaining cash at sched-
uled intervals (for example, every month on the first day).

By completing point 1 above, you will be able to easily track your
results. If you started off with $10,000 and a month later have
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$12,245 you’ll know that your paper-trading strategy has netted you
22.45 percent in only one month.

Keep notes of your portfolio value each time you calculate it so
that you can see not only how your stocks have performed since you
started the exercise, but how they have performed from one check
to the next.

Keep in mind that you are trying to compare your results not
only against your starting value, but also against the market and the
underlying sectors in general. If the stock markets have dropped
15 percent since you started the exercise, but your portfolio has
dropped only 2 percent, you can know that you're outperforming
the markets and therefore doing something right.

Don’t forget to take off brokerage commissions for each trade.
If you have a stockbroker, check to see how much she would charge
you for each transaction, based on the volume, price of shares, and
overall cost. Remember that limit orders are usually more expen-
sive than market orders. Make notes of the commissions you took
off your portfolio and how you calculated each. Alternatively, you
could use a realistic number like $15 per trade if you're not sure
what your broker will charge.

Differences between Paper Trading and Real Trading

When you make the jump to trading real money, you may suddenly
find that your stocks are not performing as you had anticipated.
There are several reasons that may cause this situation:

* Your emotions take over. While you may have been careless
and aggressive with imaginary money, your decisions and
thought processes will be different once you start using your
hard-earned dollars. Paper traders are generally immune to
greed, panic, anger, and impatience, but that all changes
once they dive in with real money.

® Market activity will be different between the time you tried
out a paper-trading strategy and when you start trading actual
stocks. While paper trading, the markets may have held up
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well, only to crash once you put a few dollars in. Always com-
pare your trading results to the overall markets.

The rules will be different, especially if you used something
like the daily closing price to record your transaction levels. You
cannot buy or sell a stock “at the closing price,” but instead
are subject to intraday volumes and activity. You may even see
yourself getting partial fills, such as 1,000 of the 5,000 shares
you wanted, because the volume was not great enough at
your limit price.

If you learn nothing else from this book, one thing that I
really hope you’ll take with you is the need to paper trade.
Make some imaginary trades on paper—start now, tonight.
Maybe you’ll find out that you’re no good at picking stocks
at all, so even in that case you’ll have preserved some capital
you may have otherwise lost.
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CHAPTER

Leeds Analysis
WHAT LEEDS ANALYSIS CAN DO

. Leeds Analysis is the most widely known method of

performing penny stock research. It is designed to find high-quality
penny stocks while avoiding the risky ones.

Ninety-five percent of penny stocks fail Leeds Analysis. Only 5
percent are good enough to make the grade, and those that do are
more likely to create profits for investors and less likely to suffer
downside.

Leeds Analysis looks at just about every factor of a potential
investment, such as the:

e Company’s situation

¢ Industry’s situation

¢ Investor interest in the shares

* Volatility levels of the shares

* Risks involved

* Management team

* Possible positive and negative eventualities
¢ Direction the company is heading
® Goals and vision

® Brand positioning

* Marketing strategy
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The result is that Leeds Analysis uncovers penny stocks with:

Solid foundations

Good current situations,/positions

¢ Optimistic outlooks

Proven and expected upside potential

¢ Momentum in most aspects of their business

Leeds Analysis eliminates the penny stocks that are risky and
focuses on quality companies that are undiscovered or underval-
ued. It reveals penny stocks that are poised to become something
big, and those that will experience that growth fast. That’s what
Leeds Analysis can do for you, just as it has done for tens of thou-
sands of people.

Leeds Analysis is a mix of:

® 80 percent fundamental analysis
* 10 percent technical analysis
¢ 10 percent Third Level Analysis

Fundamental Analysis

K

When we perform Leeds Analysis, we start off with the fundamen-
tals. These include any and all factors that can give you an under-
standing of a company’s:

* Past operational results
¢ Current expectations
¢ Future outlook

Fundamentals encompass just about every aspect of how a
business is operated, what results it has had, and what it hopes to
achieve.
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Some fundamental factors include, but are not limited to:

¢ Financial results (income, debt load, costs to produce their
product, etc.)

¢ Financial ratios (debt to equity, price to earnings, etc.)

* Management team

* Lawsuits

¢ Intellectual property rights

¢ Industry conditions

¢ Competition

* Acquisition strategy/acquisition target

A big part of Leeds Analysis involves looking into the financial
results of companies. You may have heard of income statements,
balance sheets, and cash flow reports. Well, now it’s time you
learned how much money you can potentially make simply by gain-
ing an understanding of the secrets that the financials reveal.

People get intimidated by looking into company financials,
because they believe it to be a lot of complicated math that only an
accountant would understand. Don’t worry—it’s actually simple and
much more straightforward than you realize. This is especially true
once you learn exactly what to look for and where to find it. For exam-
ple, you’ll be able to know how much money the company owes, how
much it is bringing in, and how those figures compare to last year.

If you’re thinking about buying shares in ABC Corporation,
wouldn’t you want to know how much money it makes for each
item it sells? Of course you would. As you can probably see, there’s
nothing difficult or complicated about this. You simply want to get
a clear picture of an investment before you risk your money.

Leeds Analysis looks into annual and quarterly financials, which
include the:

* Income statement (how much money a company made, and
what it cost the company to generate those sales)
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¢ Balance sheet (how much a company has, and how much it
owes)
¢ (Cash flow statement (how much money came in and went out)

We are taking a look under the hood. The financial results tell
a story about a company, showing you where it has been, what it
is capable of, and how well it executes on its business model. The
information is powerful and multiplies in usefulness when you com-
pare that information directly against the company’s competitors.

When you gain an understanding of a company’s financial state,
you’ve taken a significant step in improving your clarity about the
value of the shares, and therefore your buying decision.

Once you grasp the financials, the other fundamental aspects
of Leeds Analysis are very straightforward. It doesn’t take much to
assess a company’s management team, competition, legal situation,
and other fundamental factors.

Some of the factors we’ll discuss in this book include, but are
not limited to:

* The personal situations of the management team. (Are the
CEO and CFO dating? Is the COO a known alcoholic? Are
the executives all over 80 years old?)

® Reliance on media coverage. If press relations are a big part
of the company’s marketing plan, be aware of any major
events taking shape that will dominate the airwaves (war, elec-
tion, etc.), making media coverage for the company harder
to come by.

* Barriers to entry. How difficult is it for new competition to
enter this market?

¢ Customer and employee attrition rates. (How many of its cus-
tomers/employees does the company lose over time?).

¢ The company’s competition analysis projects. (Is it keeping
tabs on its competitors, and how is it scoring compared to a
year ago? Five years ago?)

¢ Countermeasures the company employs in reacting to competi-
tors’ products/services, marketing campaigns, and promotions.
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Trading Tactics: Sentiment
M K

Current investor sentiment refers to how optimistic (or pessimistic) the
mujority of investors are feeling—in other words, the beliefs und expec-
tations that the majority of people have at the current time.

If everyone thinks the stock market is about to crash, that rep-
resents highly nhegdtive investor sentiment. If the world seems to be
stumpeding to throw their money into stocks, and even your greut-
grandmother is phoning you with her latest stock pick (similar to the
environment in which the dot-com bubble was being inflated), then
that’s highly optimistic sentiment.

Now, here’s the important part. Investor sentiment is a confrarian
indicutor. The greuter the percentage of people that are optimistic,
and the more optimistic those people are, the more likely the market
will drop or crash. If everybody expects shares in ABC Inc. to go up,
they are highly likely to go down. If 90 percent of investors believe that
XYZ Corp. shares are going to collupse, then those sume shares are
probubly going to go higher.

This tfruth occurs in the stock market for two redsons:

1. Most investors are usudlly wrong.
2. People uct on their beliefs.

The second point that people uct on their beliefs, results in trad-
ers buyinyg into stocks they expect to go higher, and that buying
pressure pushes the shares higher or holds them up. When every-
body who thinks the stock will increase in price has bought, and
that buying pressure disuppedurs, the shares are usually overvalued
and due for a fall.

The same holds true in reverse. When the stock market crashes,
and everybody is running for the exits, the mob-mentdlity sell-
ing drives the prices lower. Eventudlly, the lust panicking investor
has sold.

At that point, anyone you tulk to will have d highly hegutive out-
look ubout investments. That’'s whenh hegative sentiment has reached
its peuk und therefore fraders are most likely to be wronhy. There

(Continued)
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Trading Tactics: Sentiment (Continued)

dren’t uny more sellers, because everyone’s sold, but they sfill believe
there is even more downhside. Redlly dll that’s left are highly under-
vdlued compunies that won’t go uny lower und are ubout to increuse
in price.

Use ihvestor sentiment to your advantage. It takes a lot of
couruge to buy when everyone else is selling, but the harder it
becomes for you, the more likely it is that you dare making the
right move.

Technical Analysis

This is the 10 percent of Leeds Analysis where you look into the
trading activity of the shares. You are hoping to gain an understand-
ing of things like buying/selling opportunities, normal trading vol-
umes, expected price volatility, and predictive chart patterns.

Everything to be learned from technical analysis originates from
the trading chart. Much like fundamental analysis tells a story about
the health of the underlying company, technical analysis tells us a
story about what prices to buy and sell the shares at, and when to
do it.

The technical part of Leeds Analysis will look at aspects such as:

¢ Investor interest in the shares

¢ Changes in that interest

* Buying opportunities

¢ Profit-taking opportunities

* Increases/decreases in volatility

* Price support levels

* Price resistance levels

® Chart patterns indicating potential upcoming price drops/
spikes
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Third Level Analysis

ek

The remaining 10 percent of Leeds Analysis is called Third Level
Analysis. This concept is more abstract than fundamental and tech-
nical analysis, but it is an important part of the big picture. Few ana-
lysts and newsletter editors perform anything similar to Third Level
Analysis, and certainly it’s rarely done when average investors are
performing their due diligence.

With Third Level Analysis we can’t point you to a line on a
financial report, or have you look for a pattern on a chart. That is
why I say it is an abstract concept—there is actually nothing specific
to find from one company to the next. You aren’t looking for any
particular thing; rather you are just looking.

When you find something of importance, you’ll know. The best
way to give you an understanding of Third Level Analysis is to pro-
vide some examples that you may encounter:

* What level of employee poaching and brain-drain is occur-
ring due to actions of their competitors?

* What is the quality and effectiveness of the company’s
branding?

* How does the company position its product to stand out
above the marketing noise in its industry?

¢ How does the company try to communicate to its prospects,
and how are those messages interpreted by potential clients?

¢ What do customers say about the company’s product/
service, and what do its competitors say about the same
product/service?

* How does the company differentiate itself from competing
products and services?

Third Level Analysis is a very broad, abstract topic. However,
you probably have a much better understanding of it than you did
a few minutes ago.
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The previous list is just a sample of some of the ideas that go
into Third Level Analysis. Not every point on this list is applicable
to every company, nor is it equally important from one company to
the next. As well, there are many other important considerations
that are not on this list.

As you look deeper and deeper into a company, the important
Third Level Analysis issues will pop up and be obvious to you. Until
you are actually looking at the details of a company, you can’t know
which factors require you to pay special attention.

Trading Tactics: Short Selling

M K

Short selling is for when you're betting that the stock price will go down.
This is for experienced fraders only, and most brokers won’t allow you
to short sell stocks that trade for less than $5 per share.

With short selling, you sell the shares first, and then have the com-
mitment to buy them buck at a |uter dute,

Traders who short a stock are betting that it will decreuse in value
and that wheh they go tfo fulfill their commitment to repurchuse the
shares they’ll be uble to do so ut u lower price.

Their profits are equul to the difference in price from the original
sell to the subsequent buy. If you sold a stock short at $10, und it fell to
$8, ut which point you bought it back, then you profited $2 per share.

As most brokers don‘t dllow traders to short stocks under a certdain
threshold price (usudlly $5 per share), it’s very difficult to apply this strat-
eyy with penny stocks. This is probably for the best, as | discourage any
new or intermedidte investors from shorting stocks at any level.

Unlike regular investing, where the most you cun lose is 100 per-
cent of your investment, with short selling your losses are unlimited.

For exumple, if you short u stock ut $6.50 und thut stock rises to
$85.00, you ure legully required to buy buck the sume number of
shares you sold short in the first pluce; 100 shares ut $6.50 meuns you
took in $650, but how it will cost you $8,500 to buy them back. You may
have had only a few huhdred dollars to beyin with!

The potentidl of unlimited losses is hot dppropriate for most traders.
As well, shorting is one of those investhent concepts that sounds simple
but turns out to be significantly more difficult and costly in practice.
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Third Level Analysis
WELCOME TO THIRD LEVEL ANALYSIS

hird Level Analysis is generally conducted after both funda-
mental and technical research. As such, it was also intended to be
included last in Invest in Penny Stocks, after the other components of
Leeds Analysis. However, we decided to bring it up to the front for
a few important reasons.

It’s actually with an understanding of the major concepts in
Third Level Analysis, such as branding, positioning, and differen-
tiation, that you will be able to uncover many potential investment
opportunities. Before you even look into their financial statements,
or review the trading chart, you may see their well-branded prod-
ucts flying off the shelves right before your eyes as you walk through
the mall.

When a compelling product or service catches your atten-
tion, from a Third Level Analysis perspective, it may then be time
to apply the fundamental and technical aspects of Leeds Analysis to
the company.

As well, unlike the majority of the other aspects of Leeds
Analysis, you won’t always need a computer, or to be sitting at
your office. Rather, you need only pay attention to the marketing
approaches of companies you see each day, and watch the world
around you.
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Third Level Analysis truly has no official rank order. It does not
come before or after the rest of Leeds Analysis but rather is a major
component of the overall methodology.

S Overview

Fundamental analysis considers the strength of a company, and
technical analysis looks for buying opportunities. The other step is
Third Level Analysis and it reviews any miscellaneous and abstract
facets of a company that could come into play.

This is just another way in which Leeds Analysis goes beyond
other techniques, and why it has been so successful. Third Level
Analysis reviews aspects of each stock such as:

* Branding

* Positioning

¢ Differentiation

* Habits/personal life of management
® Brain drain/employee poaching

* Management accessibility

Branding

>

Think of Harley Davidson. Lots of companies sell motorcycles, but
people gladly join the waiting list for a new Harley because that’s
the only hog they’ll ever consider riding. HD has a stranglehold
on the concept of the motorcycle, and they reinforce this idea at
every brand touch-point—at the dealership, when the bike gets
serviced, with television ads, at motorcycle events.

Every company has a certain degree of branding, albeit
usually on a lower level than Harley. Picture a small technology star-
tup. What are its customers saying about the company’s software?
What are its competitors saying? What was your experience with the
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company’s software? Its customer service? Its prices? Its tech sup-
port? These facets all go into the pot, and cook up the company’s
overall brand experience.

Most people are not very aware of branding, and truly the best
branding efforts are meant to go unnoticed. You don’t know exactly
why you prefer Harley Davidson over Honda Motorcycles, but you
just do. While usually going “unseen,” branding is a very important
factor in any company’s success.

Begin to notice branding around you each day. Not just in adver-
tisements, but in all facets of a product or service. Once you become
aware, you will start to notice good branding and bad branding.
Once you can see that difference, you will have an advantage when
performing Leeds Analysis and when making investing decisions.

You want to find companies that have strong branding that:

¢ Is positive and effective
* Encourages word-of-mouth referrals
* Generates good connotations about the company

Helps add to the company’s market share

Consider the airline industry. Southwest Airlines is an example
of bad branding, as the company has spent millions trying to edu-
cate people that their planes fly all across America and not just in
the Southwest. Their poorly branded name is costly, misleading,
and detrimental to the company’s success.

Virgin Airlines, on the other hand, is very well branded. The
company is associated with the Virgin parent company, a well-
known, generally well-liked corporation. Its name is mildly shock-
ing, which helps the company stand out from generic competitors
like United and Southwest. It is also known for doing things “bet-
ter,” and in a maverick way.

Here’s a quick test to prove the importance of branding: Ask
people who have never flown on either Virgin or Southwest which
they believed would be the better airline. They would almost always
choose Virgin.
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o Positioning

Indian Motorcycles couldn’t compete with Harley in terms of mar-
ket share, so the company positioned itself as a more expensive,
premium bike. An Indian typically costs more than a Harley. If you
are looking for something a little higher end than HD, your choice
becomes Indian. In positioning itself to capture the market of high-
end motorcycle buyers the company has claimed a niche that not
even HD will be able to break into.

When most people think of safety in cars, they think about
Volvo. This does not mean that Volvo is the safest car. It does mean,
however, that consumers whose priorities include safety have an
increased likelihood of choosing Volvo. Those same consumers will
also be willing to pay a higher price.

All companies are affected by positioning, whether they know it
or not. Most CEOs and in fact most marketing and salespeople don’t
really know about or properly understand positioning. This results
in missed opportunities, wasted capital, and loss of market share.

Consider Wal-Mart. The company has positioned itself prima-
rily on price, and no other company can truly compete with it in
that regard. At the other end of the spectrum, there are prod-
ucts that position themselves as the most expensive. Consider
Lamborghini, Joy (widely known and marketed as the most expen-
sive perfume in the world back in 1930), and the Ritz Carlton.
People actually choose the most expensive option often because it’s
the most expensive. Companies that position themselves properly
to take advantage of this can really benefit.

An example of poor positioning can be found whenever a com-
pany goes against the public perception, or tries to compete head-
to-head with a company that already owns a position in the mind of
consumers.

Imagine if another retail store tried to compete with Wal-Mart
by claiming that it had the absolute lowest prices. A few things
would happen in the minds of consumers:
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* Some would assume this new company was misleading the
public.

* Some would assume that all it sold was junk.

¢ Some would assume that it had a few products priced lower
than Wal-Mart but then would get you with higher prices for
the rest of its products.

This new company would start at a major disadvantage. It also
would blow its bank account just trying to educate the market
that it does have quality products at lower prices than Wal-Mart.
(Educating a market is the most difficult, most expensive, and most
time-consuming thing a company can do. Be warned!)

After all of this cost and effort, even if it had some success
(which it wouldn’t) teaching people about its store, this retailer still
would need to deal with one last cold, hard fact: Even the consum-
ers it had educated would still go to Wal-Mart!

S Trading Tactics: Hedging
Hedyihyg involves playing two or more sides of u frade in order to
reduce overdll risk.

For example, you own U.S. dollars as an investment. You could then
buy gold, which generdily rises wheh the dollar falls and falls when the
dollar rises.

This is a hedge, which helps limit the potentidl loss you might tuke
when an investment drops. It dlso usudlly limits the upside you would
enjoy if the origindl investment (the U.S. dollar in this example) per-
formed very well.

Let’s say you have holdings in a fransportation company that sees
its profit margins disuppeur when fuel prices rise. You may then want
to buy shares in an oil production compuny, because it benefits from
higher fuel prices.

The two will act in opposite directions to u certain extent. If the
frice of oil rises, hurting your fransport stock, you will at least have guins
in your oil stock. When oil prices fall, hurting the oil company, you'll

(Confinued)
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Trading Tactics: Hedging (Continued)

see the tfransport company benefit. Transportation and oil production
compunies muke un excellent hedge complement.

We encourage hedging for traders with larger portfolios (i.e.,
$10,000+) when it makes sense to the individual, although it is by no
Mmeuns hecessury. Hedying endbles penny stock traders to reduce risk
while diversifying their exposure.

Hedging is a simple concept, but it can be us complicated as
you want to make it. Some hedyging strategies get so involved that you
could wind up with a chuin of six different investments, just o protect
every uspect of your approuch.

In fuct, hedying cun tuke so muny different forms and be used for
so many different purposes that it could be a book in itself.

| don’t suggest that anyone get into highly complicuted hedying
strateyies, but | do believe that simpler, less involved upprodaches can
be very beneficidl.

e Differentiation

When a market is saturated with competition, differentiation becomes
very important. There are hundreds of options for weight loss, or
stock picks, or clothes. How do products and services stand out above
the noise and thereby make enough money to survive? They need to
differentiate and make that difference easily and readily known.

What'’s the difference between Dom Perignon and other cham-
pagnes? Dom is widely known to be very expensive. Therefore, if
you want to blow some money in front of your friends, buy a bottle
of Dom Perignon.

What’s the difference between Google and Yahoo!? Google
is a pure-play search engine, meaning that it mainly does search.
I understand that it also does maps, news, and more, but early on
Google differentiated itself by focusing exclusively on search, and
that is part of the reason that it does it the best. It’s also the main
reason why the public adopted Google so quickly, making it the
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search engine of choice above several portal-style web sites that had
search capabilities as only one of many other features. (You don’t
want to go to a dentist who also does brain surgery and delivers
babies. You want to go to a dentist that is always, and only, a dentist.)

Yahoo, on the other hand, gives you a full community, right on
its search page, which includes news, tools, weather, and more. It
differentiated itself from Google and other pure-play engines by
offering the portal approach. This helped Yahoo! survive Google’s
perceived superiority in the search game.

By differentiating, both Google and Yahoo! avoided going head-
to-head, and instead the two of them gobbled up massive market
share from all the other players in the industry. If they had both
gone after search only, or both gone portal-style only, they would
have spent much more money and resources on marketing, promo-
tion, and development.

Think of it this way: In a small town there might be enough
business for three restaurants, but there’s only enough customers
for one Italian place, one Chinese place, and one steak house. A
second steak house would instantly put the future of both steak
houses in jeopardy because they weren’t differentiated well enough.

In this example, both the Italian and Chinese restaurants’ busi-
ness would be unaffected by the new steak house. Differentiation is
the key to survival in any market that is competitive or crowded.

Habits/Personal Life of Management

WK

An alcoholic CEO can run a company into the ground by the time he
remembers where he was last night. A mother of five who is expecting
a sixth may not make for a good CFO, assuming that the pregnancy
and raising the children distract her from the corporate duties. Key
managers who routinely take long vacations may demonstrate to you
that their level of commitment to the company should be questioned.
While it is difficult to learn everything you would want to know
about the management team, you will be able to learn some things.
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Publicly traded companies make it known who their management
players are, and often give good write-ups on the web site. Failing
that, just call the company and ask.

Then you can look deeper into each of them online, perhaps
through social networking sites, or doing search engine que-
ries, such as Google news searches, for their names. Also, find out
where they worked before and see if that leads you to any more
information.

Are they married? Is it marriage number one, or number six?
Do they host company parties at their home every second week? Do
they have kids, and is it 1, or 12? Are they on vacation every second
month? Were they intoxicated at the annual shareholders’ meet-
ing? Is one of their favorite hobbies something dangerous, like rac-
ing motorcycles?

You might be amazed at some of the stuff you find. You can be
sure that with Leeds Analysis, and with an in-depth management
search, you will know more about the underlying company than just
about every other investor out there.

Brain Drain/Employee Poaching

WK

I've seen this snuff out entire companies. Sometimes a smaller
player has all the brains it needs, but can’t yet afford to pay very
compelling salaries. That’s when a bigger competitor with deep
pockets swoops in and scoops up all the talent. It gives a compet-
itive advantage to the bigger company, and it also gets the inside
knowledge that the employee carries with him to the new job.

At the same time, it makes things very difficult for the smaller
company to gain any momentum, especially when it is continually
filling holes, training new employees, and paying higher salaries to
stem the losses.

Especially in technology companies, look for strong employee
loyalty, competitive salaries, and reasons that the key players won’t
be stolen away. If all key personnel have big ownership stakes in the
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company, rock-solid non-compete contracts, and confidentiality
clauses, they may be less likely to jump ship.

Also take a look at their main competitors, specifically at the
employees. Where did most of the staff work before they were at
this new job? Was it for the company that you are looking into?
Speak to the Investor Relations contact at the competition, and ask
her where her employees are mainly coming from. Get an idea if
there’s some pretty severe employee poaching. Sometimes, espe-
cially in technology companies, but potentially in any kind of cor-
poration, brain drain can be running wild.

Trading Tactics: Limiting Losses
M K

The reasons o limit losses ure obvious. Of course, don’t forget opportunity
costs. If you put $1,000 into a stock that goes down 20 percent, not only
did you lose $200, but you dlso lost any potential gains you could have
made if that sume $1,000 hud been invested elsewhere.

Whehever you commit money to one plduce, you're not only com-
mitting to where the money will be, you’'re committing to where the
mohey won't be.

There are muny ways to limit losses whenh trading stocks:

o Geft strony, fundamentdlly solid companies in the first place by
doing Leeds Andlysis. Finding the best compunies und puying
buarguin prices for them is the first step to limiting your losses

e Position sizing is an important concept. | will go into further detdail
ubout position sizing elsewhere in this book, but it is one of the
most important ways to limit your losses.

o Puper trading will help you leurn the ropes while discovering how
to dodyge some of the eusily avoiduble mistakes.

o Diversificution is u great way to limit your losses. You don‘t have
all your egys in one busket. You can diversify by any humber of
methods or concepts, or even a combination of them. You can
diversify by industry, market, geography, market cup, or even the
amounts invested per stock. For exumple, if you had 10 different
investments, perhaps they would be from five or six or seven

(Contihued)

67



Invest in Penny Stocks

Trading Tactics: Limiting Losses (Continued)

different industry groups, from three different continents, and
10 different market capitdlizations.

¢ Avoid emotionul decisions. Don’t fdll in love with a company; it’s just
business. If you find yourself losing sleep, frading when you're angry,
or stressing out about ¢ stock, then it’s hot the investment for you.

o Use stop losses. You may find that your broker, especidlly if you
are frading penny stocks, is not very friendly about dllowing stop
losses. In such a case, simply keep track of your intended stop
loss in your heud, so that if your stock fulls to a certdin point, no
mautter what, you liquidate your position. This prevents further
downside for aun investment that may be heuding toward zero.

o Look for penny stocks with good frading volume. This will help you
limit your losses, since you cun liquidute your position eusily and
quickly if required. Good trading volume dlso demonstrates that
the compuny is More widely followed, and therefore more likely
to have stronyg investor interest.

o Tuke some profit off the tuble over time. That way you dre
proactively limiting any potentidl losses. If you have a stock that
doubles in price, some fraders tend to tuke some of their profit,
then let the rest ride.

e Limit orders ure an excellent way to curtdil your losses. If you
dare buying with a market order, you wind up ygetting the best
avuiluble sell price at that moment. However, especidally when
dedling with thinly fraded penny stocks, market orders cun result
in traders paying more than they expected. Their very act of
buying with a market order drives the price higher. On the other
hand, limit orders dllow you to choose the mauximum price you
will pay for the shares, so there will be no surprises.

e Trade on the better markets. There are a lot of problems with the
pink-sheets market. You'll generdlly get better companies, with
better reporting reyuirements, enforcement, regulations, und
frading volume on stock exchanges like the OTC-BB (Over-the-
Counter Bulletin Bourd), Nusduy, AMEX, NYSE, uand the Cunadiaun
markets like the TMX, and the TMX Venture Exchunge.

¢ How you limit losses und protect your capital redlly depends on
your persondl situdation, experience level, strategy, and tactics.
Some people are playing with a thousand dollars, ahd don‘t care
if they lose it. They just want the excitement of getting involved
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Trading Tactics: Limiting Losses (Continued)

with penny stocks, and fo tuke a chance for that investment to
become worth much more.

e On the other hand, if you can’t afford o lose your investment,
your strategy for limiting losses will be much different. In fact, if
you can’t afford to risk your capitdl, your recl approach should
be “investment ubstinence!”

e Overdll, the very best way fo limit losses is hever purchase any
stock until you feel aubsolutely comfortable with it. Know why
you dre investing in this company. Understand where you expect
the share price to go, und how fast. Be cleur ubout why the
compuny is going to do well. Know at what point you want to
take your profits. Take full responsibility for whatever happens,
und don’t buy unless you feel very confident and comfortuble
with your decision.

Call the Company

e K

This is the simplest, most powerful tool to give you an investment
advantage, and yet the vast majority don’t do it. Call the company,
ask questions, make sure you understand management’s strategy and
outlook, and see what to expect in the coming months.

Just about every publicly traded company has a designated
Investor Relations (IR) contact. This person’s job is to speak to cur-
rent and prospective investors and answer any questions they may
have.

You might be surprised how much you can learn about a com-
pany, and how quickly. These gems of insight could never have
been gleaned through reading the financials, press releases, or the
company web site.

So why do so few take advantage of the IR contacts? My guess
would be that people aren’t sure of what to ask, or they don’t feel
entitled to do so. Maybe they are concerned that they might sound
stupid. I can’t really know, but I will tell you that it makes a lot of
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sense to make a quick 15-minute phone call to get an idea of the
prospects and direction of a company that you're about to invest in.

Even better, follow up once or twice over the following year, check-
ing in just to make sure everything is still on track with the business

plan.

Before you make that call, you should:

Know what you intend to ask (a list of good questions follows).
Know with whom you are speaking (name, title).
Have a thorough knowledge of the company.

You shouldn’t ask things that you could have just as easily

learned from the company’s public releases, financials, or web site
materials. That’s just being considerate for the time of the Investor
Relations contact.

When you are ready to take it a step further, you should even

have similar conversations with the IR contacts of the company’s

closest competitors. Don’t say you are calling to see if you should
invest in the first company, but rather pretend to be an interested
investor in this second company’s shares.

Here are some good questions:

You’ve had increasing revenues over the past couple of years.
Do you expect this trend to continue, and what will be the
key drivers to make that happen?

Your employee count has gone up from 10 to 20 in the last
year. How many of that original 10 are still with the company?
Of your 8 salesmen, how many have been with the company
for less than a year?

If the company has $1 million in excess capital, would that go
toward R&D, paying down debt, or elsewhere?

Your competitor is putting out press releases about its upcom-
ing launch of its newest technology. What do you know about
that technology and how will your company respond to its
release?
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Fundamental Analysis
THE IMPORTANCE OF FUNDAMENTALS

Fundamental analysis considers and interprets just about

every factor that impacts a company. This represents 80 percent of
the focus of Leeds Analysis and is the most important part of find-
ing high-quality penny stocks with great upside potential.

It’s important, if you don’t like a penny stock once you start to
look deeper into it or you find even one or two warning signs, that
you drop it and move on to the next opportunity. Be demanding.
This will save you time and increase your likelihood of finding those
really good opportunities. Don’t get bogged down doing research
into companies that have things going against them; as soon as it
becomes clear that they will fail Leeds Analysis, you should move
on to the next opportunity.

The idea is that you find a few really compelling penny stocks
that, in your opinion, pass Leeds Analysis and could multiply
in value several times over. Some of these penny stocks abso-
lutely balloon in price and can make thousands of dollars out of
hundreds.
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When performing Leeds Analysis on the fundamentals of a
penny stock, here is how we proceed:

* Look at the financial results (gives an understanding of the
operational situation).

* Look for trends compared to previous quarters and years.

* Generate financial ratios (gives much deeper understanding).

¢ Compare financial ratios to previous quarters and years.

¢ Explore other fundamental considerations (those not related
to the financials).

When you look through the financial results of a company, and
its financial ratios, you may not be sure whether the numbers you
are seeing are strong or weak, especially if you're a newer investor.

For example: Is a revenue level of $150 million good? Well, that
depends. How big is the company? What are its costs? How does
$150 million compare to its revenues last year?

Is $300 million too much debt? Maybe; maybe not. You can’t
know right away, but as you proceed through Leeds Analysis and
continually keep getting a bigger picture, you will get clarity. You
will know things about the company that help you make the right
decisions at the right time while other investors just trade based on
newspaper articles and gut feelings.

There are also differences among various industries. To be con-
sidered strong, a technology company will have very different num-
bers than a biotech company. For example, it is rare for a biotech
to be making any profit at all, while a utility company will generally
be profitable. A high-growth company in a high-growth industry
can have a share price that is 100 times its earnings, while the share
price of a company in a low-growth industry should be closer to 10
times earnings.

Think of it like a jigsaw puzzle. You look at a piece and aren’t
quite sure where it fits. Without the lid of the box, you probably
wouldn’t even be sure what the picture on the puzzle is supposed
to be. However, as you fit more pieces together, eventually you're
going to see the big picture.
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You’ll gain all the clarity you need by:

¢ Comparing the company’s numbers to previous quarters and
annual results

¢ Comparing the company’s numbers to direct competitors
and the overall industry

¢ Using financial ratios

¢ Comparing those ratios to competitors and the overall industry

e Using your own logic (e.g., revenues of $1 million with
expenses of $20 million is really quite a problem!)

You will significantly power-up your Leeds Analysis when you com-
pare a company to its competitors and to its overall industry. Only
through comparison will you achieve the greatest level of clarity.

Consider a company that has been growing by 25 percent each
year. That sounds pretty good. However, it’s not as good if all its
competitors grew by over 70 percent in that same timeframe. This
illustrates the value of performing Leeds Analysis not only on the
penny stock you like, but on other relevant companies as well.

o Financial Resulis

A company’s financial results tell a story. You’ll quickly get an idea of

how solid the penny stock is, how effective the company’s business

model will be, and whether the shares might be ready to spike in price.
The financials are put together in three reports:

1. Income statement: how much money the company made,
and what it cost to make that happen

2. Balance sheet: what the company owns, and what it owes

3. Cash flow statement: money coming in and going out, and
the change in cash since the last statement

(Note: You can gain access to a company’s financials for free online at
dozens of web sites like Yahoo! Finance and Market Watch.)

73



Invest in Penny Stocks

While it can seem like an intimidating or confusing task, rest
assured that it is much easier (and more fun) than you probably
think. I will oversimplify the ideas for our purposes. If you want to
get more in depth with financial analysis, there are many good tuto-
rial web sites you can visit to learn more.

For simplicity, most financial reports display numbers in thou-
sands, where $10,540 actually represents $10,540,000. Sometimes
the numbers are displayed in millions. Either way, there will be a
note at the top or beginning of the financials clarifying this.

There are often different names for the same thing. For exam-
ple, sales means the exact same thing as revenue. Luckily, while
different financial statements might have different names for vari-
ous items, they all follow a similar setup. For example, one com-
pany might have separate amounts for research and development
expenses, administrative expenses, and non-recurring expenses,
while another company might combine all of those and just call it
operating expenses.

The Income Statement

M N e N

The first step in Leeds Analysis is to go directly to the financial
reports, starting with the income statement. This tells you how
much money the company made, what its expenses were, and
whether it is operating profitably or at a loss.

The income statement is laid out as follows:

¢ Sales (how much money the company brought in)

* Cost of sales (expenses to fulfill those sales)

* Gross profit (profits from sales after cost of sales)

* Operating expenses (all other costs in addition to cost of sales)
* Net profit (how much the company made after all costs)

The first line, called either sales or revenues, displays how much
money the company made. Whether it produces a product, provides
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a service, or does both, all of its income from those activities is
included.

The next few lines generally include various items, such as cost
of sales, which reveals how much it cost the company to produce its
product or provide its service. If it made $10 million, and its cost of
sales is $6 million, it has a gross profit of the difference, which is $4
million. The greater the company’s sales are compared to its cost of
sales, the better.

In the next few lines, the income statement factors in operating
expenses. These are things like research and development of new
products, administrative salaries, general costs like rent and heating
the facility/office, and so forth.

This all adds up to the company’s lotal operating expenses. Take
this amount off of the gross profit and you have your net profit,
which is simply the money left over after all operations.

Pretty simple, right?

Let’s take a closer look at the items you’ll see on an income
statement, and review a simplified example. (See Figure 6.1.)

* Income represents money the company generated by selling
its products and services.

* Cost of goods is the costs related to producing products or
providing services.

® Gross profit margin is the difference between income and
cost of goods. Gross profit margin can be expressed in
dollars ($525,000), or as a percentage of revenue (gross
profit margin = 20%).

* Operating expenses include all overhead and labor expenses
associated with the operations of the business, such as research
and development costs, administrative, and advertising.

¢ Total expenses are the sum of cost of goods and operating
expenses.

* Net profit is the gross profit margin after deducting operat-
ing expenses.
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ABC Corporation

Spends $40 to $40 in
make some widgets costs

$100 Sells the Gross profit
in sales widgets for $100 is $60

Spends $50 on
operating costs

Net profit is $10

Figure 6.1 Simplified Income Statement

Depreciation reflects the decrease in value of capital assets
used to generate income. For example, a brand-new $5,000
computer isn’t worth as much a year later, and even less each
year after that.

Earnings before interest and taxes shows how much profit
the company made, but interest payments and corporate tax
obligations have not yet been factored in.

Interest includes interest payable for shortterm and long-
term debt.

Taxes includes all taxes on the business.

Net profit after tax, also called the bottom line, shows the com-
pany’s real profit.

Table 6.1 illustrates a simplified example of the income state-
ment of a fictional company.
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Table 6.1 Fictional Income Statement

Sample Fictional Company - Income Statement
Fiscal Year Ended Agpril 30, 2009 (all amounts in thousunds)

Operating Revenue (Income) 100,000 = this is their fotul sules

Cost of Goods Sold (COGS) 40,000 = cost to creute the product
Gross Profit Margin 60,000 = revenue less cost of yoods
Reseurch + Development 5,000 = monhey spentonR + D
Selling, Generadl, and Administrative 10,000 = costs of SG + A

Advertising 15,000 = udvertising costs

Operating Expenses 30,000 = totul of ubove three items
Totdl Expenses 70000 = COGS + operuting expenses
Net Profit (EBITDA) 30,000 = revenue less totul expenses
Depreciation 1,000 = depreciution expense
Earnings before Interest + Taxes (EBIT) 29,000 = net profit less depreciution
Interest 500 = inferest payments on debt
Taxes _500 = income tuxes puid

Net Profit (affer Tuxes) 28,000 = how Mmuch they redlly made

S Trading Tactics: Pinpoint Investing

The more you diversify, the closer your returns will come 1o the overdll market
average. This is us true for penny stocks us for any other investment vehi-
cle. Buy u little of everything und you get what everybody is getting.

The problem with *what everybody is getting” is that it’s not life-
chanyginy, hot exciting, und hot goinhy to produce uny tangible result
for your investment efforts. Go aheud, make 7 percent on your mohey
for the next three yeurs and tell me how it dll works out for you.

| would rather puss on diversification. | practice something differ-
ent with my personal penhny stock investments, something that is yuite
the opposite. | call my methodoloyy, “Pinpoint Investing.”

Simply put, | will genherdlly be invested in from six to hine penny
stocks ut any one time. No mutter how much cupitdl | bring to beudar, |
rarely go over hine individual penny stocks.

(Contihued)
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Trading Tactics: Pinpoint Investing (Continued)

| make sure | feel strongly about each company’s prospects, know
the ins aund outs of its operdutions, follow its growth plan, and put it
through Leeds Andlysis of course!

Then, lgetinvolved with these compuniesin a meaningful way. |don‘t
get nervous putting six-figure amounts into my choices, becuuse | know
that they are quality compunies with tremendous upside potential.

If | have fresh money to invest, | look first fo those shares that |
dlreudy own. Genherdilly, | put that new money info one of my current
holdings, buying more shares in the handful of penny stocks that are
dlready in my portfolio.

Most people look to completely nhew stocks whenh they have
money to invest. | don’t blame them, though, becduse everybody on
TV und the newspupers is screaminyg at us to diversify.

When it comes to penny stocks, that shouting gets even worse:
“They're risky, so lower your risk by diversifying. Better yet, don’t even
go heur penny stocks. Even better than that, buy these mutual funds—
you may muke eight percent!”

You know what? That whole “avoid-risk” fopic doesh’t fly with
investors like it used to, because muny blue-chip stocks and most
mutudl funds are trading so mMuch lower than a few years ago. People
frying to avoid risk have wound up losing ¢ lot of money in recent years,
in so-culled “sufe” eqyuities, like Microsoft, General Motors, Citibunk,
Beur Steurhs, and others.

You will almost always do better with your penhny stock investments
by keeping u watchful, interested, und knowledgeuble eye on a smuall
portfolio than you will by buying d little bit of everything.

The Balance Sheet
e M e e

The balance sheet tells you what a company owns and what it owes.
It breaks all items down between:

¢ Assets (cash, investments, real estate, factories, etc.)
¢ Liabilities (debt, accounts payable, mortgages, etc.)

78



Fundamental Analysis
The balance sheet also divides assets and liabilities between:

¢ Current (items accessible or due within the next year)
* Long term (items accessible or due, but not for a year or more)

For example, cash in the bank would be a current asset, since
the company would have easy and quick access to the money if it
needed it. On the other hand, a factory that the company owns
would be considered a long-term asset since it might take years to
sell if the company decided to liquidate it.

To provide a similar example from the liability side, picture a
company with a $10 million mortgage. If payments of $400,000 will
be due over the next 12 months, then that $400,000 will be treated
as a current liability. The remaining $9,600,000 is considered a
long-term liability since that part of the debt isn’t due within the
next 12 months.

The balance sheet is laid out as follows:

Assets (what the company owns and has):

e Current assets (accessible within the next year or less)

¢ Long-term assets (not easily accessible within the next year)
Total assets (the total of all current and long-term assets)
Liabilities (what the company is committed to paying and what

it owes):

e Current liabilities (to be paid in 12 months or less)

¢ Long-term liabilities (due in a year or more)
Total liabilities (the total of all current and long-term liabilities)

You can see how a review of the balance sheet would give you a
good picture of a company’s financial strength. A penny stock with
no long-term debt, very low liabilities, and very high assets is well
positioned to operate. Alternatively, a company that owes (liabilities)
as much as it has (assets) is in a very tough situation. (See Table 6.2.)

Current assets are items of value that the company could easily
use immediately (or relatively soon). Current assets can come into
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Table 6.2 Fictional Balance Sheet

Sample Fictional Company - Balance Sheet
Fiscul Yeur Ended April 30, 2009 (ull umounts in thousunds)

ASSETS = what they own

Current Assets

Cash 50 = mohey in accounts

Short-term Investtments 25 = cun be liyuidated yuickly

Accounts Receivuble 25 = mohey owed for work done

Inventory 100 = vadlue of current inventory

Louns Receivuble 5 = expected to be repuid soon

Prepuid Expenses _ 5 = eurly puyments for services

Total Current Assets _210 = fotdl of ull ubove items

Long Term Assets = lohy term, less liyuid ussets

Land 500

Buildings 1,000

Equipment 200

Less Accumulated Depreciution (100 = decreuses in vulue of ussets

Net Long Term Assets 1,600 (depreciution is freuted us u
neydtive humber, so is
subtfracted from dassets above)

Intangible Assets

Trade Numes _300 = vulue of brund humes

Total Intangible Assets 300

Total Assets 2,310 = sum of current & lony ferm ussets

LIABILITIES = whut they owe

Current Liabilities

Accounts Puydble 10 = outstunding invoices

Salaries Paydble 40 = owed to employees

Current Portion of Long Term Debt 50 = due withih current year

Taxes Payuble _ 10 = due within current yeaur

Total Current Liabilities 110 = sum of dll current liabilities

Long Term Liabilities = owed in u yeur or more

Lony Term Debt 1,000 = bonds, credit lines, etc.

Leuse Obligations 50 = future leuse puyments

Mortguge on Fuctory 150 = mortguge on property

Total Long Term Liabilities 1,200

Total Liabilities 1,310 = current + long lidbilities
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play to meet the day-to-day financial expenses of the company’s
operations.
Some examples of current assets include, but are not limited to:

¢ (Cash in the bank
* Notyet-deposited cash, checks, money orders
® Accounts receivable

Unlike current assets, the value of long-term assets could not be
cashed out quickly in order to pay the company’s expenses. A long-
term asset like a factory does have a lot of value, but it would need
to be sold before that cash value would ever be realized or used to
fund the operations of the company.

Examples of long-term assets include, but are not limited to:

¢ Equipment

¢ Furnishings

® Real estate

¢ Tools, machinery

¢ Intellectual property

Current liabilities are expenses and amounts owed by the com-
pany to others that are due within 12 months or less. Unlike long-
term liabilities, which do not have to be paid within the next year,
the clock is ticking with current liabilities.

Examples of current liabilities include, but are not limited to:

® Accounts payable

Short-term loans

Dividend payments to be made

¢ Interest payable

¢ Current portion of long-term debt that is due now

Long-term liabilities are expenses and amounts owed by the
company that are not due within the next 12 months.
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Examples of long-term liabilities include, but are not limited to:

¢ Loans

¢ Bank debt due beyond 12 months

* Mortgages

¢ Long-term contractual obligations

¢ Debentures (debt instruments such as IOUs)

The balance sheet reveals a great deal about any company.
Will the company survive long? Does it have the funds to buy out
its competition? Does it have the capital to expand its research and
development efforts? Might it need to raise more money in the near
future or take on more debt?

I’'m sure you can imagine that getting a clear picture of a com-
pany’s balance sheet is a major step in predicting the health and
risk of the underlying penny stock. You want to look for those cor-
porations that have lots of cash and current assets, without a lot of
current liabilities. You should be scared off by companies that have
a big debt position, especially if it’s close to, or greater than, their
total assets.

Picture a company with $30 million in current assets and $10
million in current liabilities. Looks pretty good, because for every
dollar it needs to pay out in the next year or less, it’s got $3 to cover
it. That is a strong short-term (current) asset position.

However, what if you looked further down the balance sheet
and found that the company had only $1 million in long-term
assets, but had $400 million in long-term debt? It has taken on mas-
sive expenses through loans and mortgages that it hasn’t had to
pay for yet. It has survived this way so far, but unfortunately for this
company, there’s a train wreck coming.

The thing about long-term debt is that it generates interest and
principle payments, both of which add to the current liabilities line
item. On top of this, as the months pass, more and more of the long-
term debt actually becomes due within a year, and therefore that
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portion of the debt now transitions from a long-term liability to a
current liability. In other words, a small part of that big loan needs
to be paid soon, and more and more “small parts” will become due
as the months tick past.

In the example given, I'd expect to see the current liabilities
number balloon as interest started building up and outstanding
debt came closer to being due. Given the huge total debt of $410
million ($400 long term, $10 current), compared to the total assets
of $31 million ($1 long term, $30 current), this company is actually
worth negative $379 million.

Assets: $ 31 million
Liabilities: $410 million
Shareholder’s equity: (—$379 million)

You should also expect that deficit to grow, as the interest pay-
ments to float the debt will crush a company that only has $31 mil-
lion in assets.

This may seem like an extreme example, but in the penny stock
world you’ll run into lots of companies that are this bad or worse.
This is especially true with those that have a wonderful “story”
behind the stock, since that story excites investors and makes them
overlook the fundamentals while they drive the share price up to
ridiculous levels.

Staying with the numbers from the previous example, let’s look
at the story this company is touting. Perhaps it is working on a cure
for cancer. It has already spent $400 million to find that cure and is
telling people that it is close. You hear rumors about the company,
like it is about to:

Get FDA approval, or . . .

Start taking patients, or . . .
¢ Team up with a major company, or . . .

Get bought out by an industry goliath, and so forth.
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With a balance sheet like that, the story is the only thing holding
the share price up. The real value of the shares is near zero (actu-
ally less than zero), but you’ll often see a company just like this
trading at a couple bucks a share!

Take Sirius Satellite Radio, for example. The company was sit-
ting on $1 billion in long-term debt, with a few hundred million
in revenues, and the share price kept creeping higher. Eventually,
of course, shares of Sirius came crashing down to earth, wiping
out the value of the investment that so many uneducated investors
had made.

The worst part is that people who don’t know a lot about invest-
ing, and almost certainly don’t know how to read the financials, get
roped into fundamentally brutal companies like these. Someone
hears from a friend that “ABC is about to get FDA approval,” and
so he buys up a couple thousand dollars’ worth of shares. Since
the friend didn’t review the financials, this story will not end well
for him.

The balance sheet, combined with what you learned from the
income statement, paints a good picture of the underlying finan-
cial strength of a penny stock. However, there is one more aspect
that will round out that picture even more. You've heard it: “Cash is
king.” Well, the cash flow statement will help you separate the kings
from the peasants.

R The Cash Flow Statement

Companies keep track of changes in their money from one period

to the next by way of the cash flow statement. All cash generated or
used is reported in the following categories:

¢ Operating activities—the effect on cash due to operations,
which were the items reported on the income statement.
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¢ Investing activities—reports the purchase and sale of long-
term investments such as real estate properties, plant, and
equipment.

¢ Financing activities—reports the issuance and repurchase
of the company’s bonds and stock, as well as any dividend
payments.

¢ Supplemental information—reports significant items that did
not involve cash, as well as income taxes and interest paid.

If you had $20 in your wallet, bought a $5 lunch, and found a
quarter on the street, you'd end up with $15.25. That’s your per-
sonal cash flow statement for the day.

There are a lot of expenses and sources of income beyond the
numbers that you see on the income statement. For example, if the
corporation issues more shares to raise $8 million, you’ll see those
dollars listed on the cash flow statement.

After taking into account all the various factors affecting the
company’s cash position, you’ll get a clear idea whether it is up or
down overall. Consider this example: A company that made record
revenues and earnings looks to be in good shape, but then when
you take the cash flow account, you realize that it is actually down
$73 million from the previous year. (Perhaps they got hit by foreign
exchange rate changes, or made a big investment into some ridicu-
lous product). By reviewing the cash flow, you knew to avoid this
company while other investors bought into the company’s revenue
and earnings successes and probably would be scratching their
heads as the shares sank.

Some examples of cash flow items include, but are not limited to:

¢ Effects of financings or stock offerings

¢ Dividends paid out

¢ Adjustments for changes in foreign exchange rates
¢ (Capital expenditures

* Investments

* Borrowings
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The line items you’ll commonly see on the cash flow statement
include the following:

¢ Cash refers to cash on hand.

¢ Cash sales represent sales for which payment has been
received.

* Receivables represents income owed to the business from
sales that are yet to be collected.

¢ Other income is money from investments, interest on loans
held by the company, and any asset liquidations.

¢ Total income is the sum of cash, cash sales, receivables, and
other income.

¢ Material/merchandise is the value of unused raw materials,
merchandise inventory, or supplies that the company can still
use to provide products and services.

¢ Direct labor is the labor requirement to manufacture a prod-
uct or perform a service.

¢ Overhead is all fixed and variable expenses required for the
business to operate.

¢ Marketing/sales is salaries, commissions, and other direct
costs associated with the marketing and sales departments.

¢ R&D (research and development) is labor expenses required
to support the research and development operations.

¢ G&A (general and administrative) is labor expenses required
to support the general and administrative functions.

¢ Taxes are all taxes (except payroll) paid to government
institutions.

¢ Capital represents the capital requirements to obtain equip-
ment needed to generate income.

* Loan payments are the total of payments made to reduce
long-term debt.

¢ Total expenses are the sum of material, direct labor, over-
head expenses, marketing, sales, R&D, G&A, taxes, capital,
and loan payments.
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e Cash flow is the difference between total income and total
expenses. On the subsequent cash flow statement, this
amount is carried over as that period’s beginning cash.

e Cumulative cash flow is the difference between current cash
flow and cash flow from the previous period.

Table 6.3 is a simplified example of what a balance sheet might
look like and what line items it includes.

Picture a company that earned $1 million dollars. Then you
look deeper, and find that it raised $2 million from issuing and sell-
ing stock on the open market. All told, that is a net increase in cash
of $3 million.

Table: 6.3 Fictional Cash Flow Statement

Sample Fictional Company - Cash Flow Statement
Fiscal Year Ended April 30, 2009 (all amounts in thousands)

Cush 10 = Cush on hund

Cush Sules 60 = sdles thut have been puid for
Receivubles 30 = sules not yet puid for

Other Income ___10 = miscelluneous

Total Income _ 110 = sum of ubove items

Mdaterial / Merchundise 10 = uhused Mmuteridl or supplies
Direct Lubor 20 = lubor to use these supplies
Overheud 5 = heut, electricity, phones, etc.
Marketing / Sules 25 = costs for sules depaurtment
Reseurch und Development 10 = costsforR + D

General & Administrative 15 = costsforG + A

Taxes 5 = tuxes puid

Capitdl 10 = needed to creute uny income
Loun Payments ___ 0 = puyiny down debts

Total Expenses _ 100 = sum of ubove costs

Cush Flow 10 = totdlincome less expenses
Cumulative Cash Flow 5 = chunyge from lust stutement
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However, what if that company had paid out $3 million in divi-
dends. In that case, it actually merely broke even from a cash flow
perspective (generated $3 million total, paid out $3 million).

In this purposely simplified example, the cash flow statement
revealed that:

* The company benefited current shareholders by paying out
cash dividends.

e It hurt current shareholders by issuing more shares (which
dilutes the value of the stock).

¢ It is no better or worse off (in terms of cash) than the previ-
ous year.

Generally, on a cash flow statement you want to see:

¢ Items that add to the overall cash flow

¢ Improvements (increases) in these positive items from year
to year

® Few items that detract significantly from overall cash flow

* Improvements (decreases) in these negative items from year
to year

* A net positive increase in cash from one year to the next

The cash flow statements help:

¢ Accounting personnel. (Can the company pay what it owes?)

¢ Potential investors. (Is the company generating or losing cash?)

* Creditors and lenders. (Can the company pay us back?)

¢ Customers, employees, and contractors. (Will we get paid when
it’s due?)

You will always have various items on the cash flow statement.
However, the ones that have a big impact (e.g., items that have an
effect of millions of dollars) need to be investigated further. In
some cases, it’s fine when a company spends $100 million on capi-
tal expenditures, but other times this could be disastrous. When
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performing Leeds Analysis, look into the significant numbers on the
cash flow statement and make sure that they make sense, are moving
in the right direction, and are advancing the company forward.

e Good Numbers

What is a “good” number to see on the financial results? Should
a technology company have higher revenues than it is currently
achieving? Should that biotech be spending so much on research
and so little on advertising? These are the types of questions that
have no hard rules, but there are some general guidelines.

Taken in a vacuum, a number is meaningless: $1.3 million in
revenues may be good or bad. For a startup in its first year, such a
number might be great, but if we’re talking about General Motors,
that same number would be a disaster. Thus, every number you
look at needs to be considered in relation to:

* The company’s competitors

¢ Its industry

* The previous quarterly report

* The same quarter from the prior year
® The previous years

Is the company growing from year to year? Is its pace of growth
slowing down? Do its competitors make similar products for less but
sell them for more? Is its debt load much greater than that of big-
ger companies in the field?

These are just samples of the types of questions that you’ll
answer as you breeze through the company’s (and its competitors’)
financial results. Don’t get discouraged if it sounds like a lot of
work, because it really isn’t that bad. Once you’ve gotten familiar
with the process and are used to reading the reports, it starts com-
ing very easily and quickly. Besides, it can be a lot of fun, and the
fact that it will probably help you make money is just gravy.
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Table 6.4 Possible Financial Ratios by Indusiry Group

o o Quick  Current
Industry % ROS % ROA Rutio Ratio
Accommodution-Food Services 9.75 10.04 0.82 1.14
Administrative-Support-Waste Mgmt 7.68 12.14 0.93 1.25
Agriculture-Forestry-Fishing-Hunting 9.43 12.03 0.90 1.52
Art-Entertuinment-Recredution 13.56 16.19 0.89 1.25
Construction 7.07 15.07 0.91 1.69
Eductionadl Services 12.48 17.99 1.05 1.41
Finance Insurance 17.89 1.91 0.35 0.82
Heulth Care-Socidl Assistunce 7.96 7.29 0.88 1.14
Informution 12.41 4,29 0.71 0.99
Holdihng Compunies 18.9 1.26 0.57 0.77
Manufacturing 11.48 7.96 0.88 1.17
Mininy 21.05 12.85 1.17 1.50
Other Services 7.17 13.19 1.41 2.02
Professional-Scientific-Technicul 9.7 14.57 0.94 1.22
Reul Estute-Rentul-Leusing 16.94 10.10 1.15 1.55
Retdil Trade 4.29 10.21 0.48 1.36
Transportation-Warehousing 6.72 8.11 0.88 1.14
Utilities 6.38 2.83 0.54 0.99
Wholesule-Retdil Trade 4.24 8.98 0.64 1.43

To give you a better idea of the ratios you might expect to see,

Table 6.4 demonstrates the variations in financial ratios among
industry groups. Keep in mind that this type of data takes a few
years to collect and report. Industries fluctuate significantly from

month to month and therefore expectations for their financial

ratios will also be volatile. For example, a quick ratio of 1.10 for the

educational services industry might be strong one year but actually

be considered very weak another year if the overall sector suddenly

had a much stronger ratio of 1.40 on average.

Percent ROS: return on sales ratio, expressed as a percentage

Percent ROA: return on assets ratio, expressed as a percentage
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Quick ratio: current assets (less inventories) divided by current
liabilities
Current ratio: current assets divided by current liabilities

The numbers listed in the table are averages for their overall
industry sector, from recent history. However, by the time you read
Table 6.4, these industry averages will have already changed. The
purpose of this table is simply to give you an idea of the kinds of
discrepancies you’ll see among industries.

Look at the difference in return on sales (ROS) between real
estate (16.94) compared to the wholesale sector (4.24). Given this
scenario, a wholesale company with an ROS of 8.00 would actually
be very strong, but a real estate company with a similar ROS of 8.00
would be considered very weak.

In other words, each company’s industry must be taken into
account when performing Leeds Analysis. By comparing stocks
from different industry groups, you’re comparing apples to
oranges. You need to compare apples to apples. The only way
to do this is by contrasting any company against its competitors
in the same sector, as well as against the average for its underly-
ing industry.

o Accounting Magic

Corporate financials are sometimes (always) subject to accounting
tricks of the trade. This is legal and commonplace, but it can
become confusing or misleading to the investors.

Accounting magic is not dishonest, nor is it misleading to indus-
try professionals. The purpose is simply to help the company in var-
ious ways, for example, by saving on taxes. It only becomes an issue
when investors get confused or misunderstand the true results that
the company achieved.

Now, we’re not talking about “cooking the books,” where
executives lie to make their company look better. There is actually
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little you can do to avoid this, which has been evidenced many
times in the past with high-profile cases like Bre-X Minerals, Enron,
and more recently the $50 billion Madoff scandal. In these situa-
tions, even high-level, professional analysts were completely una-
ware of the fraud until it was in the news.

In the case of Bre-X, the insiders sprinkled gold on their core
samples, so the results showed they had stumbled onto the world’s
largest gold deposit. Not much you can do about dishonesty like
that, and there is nothing you’ll find in this book that can ensure
you never get played by some terrible CEO.

Instead, we will be focusing here on the legal side of report-
ing financial results in their best light. This is called “accounting
magic,” and is the common practice of treating certain items
(expenses, payments) in ways that are better for the company. This
is done to:

® Make the financial results look stronger.

* Defer or minimize tax payments.

* Write off more costs.

® Create the appearance of growth, improving financials, or
positive momentum.

For example, I once saw a $20,000 purchase of an Internet
property treated as “office supplies” when it was expensed. Other
times, when money is wasted these lost dollars get swept under
the carpet by attributing them to “research and development.” The
R&D figure might be $12.5 million, but often only perhaps $11 mil-
lion of that was actually used for pure R&D.

These are just some examples, but know that there are hun-
dreds of different ways that accounting magic can come into play.
You do not need to fear it, because all income and expenses a com-
pany incurs need to be added somewhere on the financials, and
how each item should be treated is open for debate. It gets really
complicated, and accountants have a lot of options about how they
will treat various situations. There really are a lot of gray areas.
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For example, an accountant may be faced with the choice of
treating a payment to the CEO as a salary, or as a bonus. One way
saves the company $40,000 in income taxes, while the other way saves
the CEO $70,000 in personal taxes. The accountant’s decision will
alter the final numbers on the company’s financials, affecting the
reported salaries, bonus levels, and taxes payable for the corporation.

What percentage of a new computer system should be treated
as a capital expense in the year it gets purchased, and what percent-
age should be offset as a cost to amortize over the coming years?
You do not need to understand all this; just be aware that if you are
a newer investor, or basically not an accountant, then read between
the lines of the fiscal reports. Take the numbers with a grain of salt.
If you see any item in the financials that confuses you or doesn’t
make sense, call the company’s CFO and have her give you a full
explanation.

e Trends in Financial Results

The most important aspect of financial results is their trends. For
example, what does a revenue number like $2 million really mean?
Well, it means a lot more when you compare it to the previous year
of $1 million, and the year before that with revenues of $100,000.
You can see a trend of increasing revenues.

Need to Know: Each company’s fiscal year starts on a date decided
by the company. Each fiscal year is made up of four quarters, with each
quarter representing a three-month period. If a company’s year-end is
December 31, its QI runs from January 1 to the last day in March. Q2
would run from April 1 until the last day in June, and so on.

Thus, if a company’s year starts on February 1, then its:

* QI would run from February 1 to the last day of April (Feb.,
Mar, April).

¢ Q2 would run from May 1 to the last day of July (May, June,
July).
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* Q3 would run from August 1 to the last day of October (Aug.,
Sept., Oct.).

* Q4 would run from November 1 to the last day of January
(Nov., Dec., Jan.).

Each year the company will also compile the results of all four
quarters and provide the results as its annual financials, which dem-
onstrate how it performed for the entire year.

Most companies report their financial results about four to six
weeks after the quarter end date. There are regulations imposed by
the stock exchanges that sanction companies that fail to issue their
financial results in a timely fashion.

There are three timeframes to financial results that you can use
to uncover the trends:

1. Previous results (last quarter, same quarter last year, previous
years)

2. Current results (most recent filing)

3. Upcoming expectations (company issued guidance, or esti-
mates of analysts)

If you are reviewing a company’s most recent quarterly finan-
cials, you’ll want to compare them to:

® The previous quarter
* The same quarter from the previous year

For example, you are looking into the Q3 results for ABC
Inc. You want to know how the company compares to the previ-
ous three-month period, which in this example would be its Q2.
Reviewing the previous results will tell you a lot about its progress
and momentum.

However, you also want to compare the results to the same quar-
ter from the previous year to account for seasonality. Therefore, if
you are reviewing a company after its Q4 results, also look at its Q3
results and the previous year’s Q4.

94



Fundamental Analysis

For example, if the penny stock in question operates a ski hill,
you'd see a major increase in revenues from the fall quarter to the
winter quarter. Yet, what if you look back to the previous year and real-
ize that the revenues from the previous winter were much higher?

Most businesses have a seasonal effect to some degree, so com-
paring similar quarters will really help you get a proper picture of
the merits of a company.

The next step is to compare the most recent annual financials
to previous annual reports. This gives you a more complete pic-
ture. It is important to compare year-over-year results because it
eliminates effects of seasonality and provides a longer term, more
complete view.

After considering the past and current quarters and annuals,
you can add to your understanding by looking ahead. If you know
beforehand what kind of financial results a company may release,
you stand to profit handsomely from your investing. You can get
this forward-looking information in any one of three ways:

1. Calculate estimates yourself. This is a lot of work, but I would
recommend it for experienced investors.

2. Review analyst estimates. If a company has analyst estimates,
it will be available on sites like Yahoo.com. The more analysts,
the more you can trust the data.

3. Company guidance. Often a company issues guidance, with
expected revenue and earnings ranges for the upcoming
fiscal period(s). Generally corporate guidance is pretty accu-
rate, since there are legal consequences when management
intentionally misleads investors. Just remember that the guid-
ance can change on any day if the management team realizes
that their opinions are off. As well, companies get surprised
all the time when they calculate their financials, either seri-
ously exceeding or missing their previously issued guidance.

Guidance (and analyst expectations) can be a tricky
thing. When investors are prepared to hear a certain
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number, the stock trades as if that result is already “baked
into the pie.”

For example, ABC Inc. is widely expected by analysts to
report record revenues of $38 million, blowing away its pre-
viously reported $21 million. These analyst expectations
are freely and publicly available through sites like Yahoo!
Finance. The stock price starts trending upward.

A few weeks later, the management issues guidance that
they expect revenues of $35 to $41 million. The stock price
balloons further.

Then a few weeks later they calculate and report their
results: total revenues of $32 million, shy of the $38 million
everyone expected. The stock crashes back down in price.
So, despite significantly beating their previous results of $21
million, the shares slump in price with the release of the
financials.

Investors and analysts were looking for and expecting a
higher number. The anticipation pushed the shares higher,
and the actual number did not justify the increased stock
price.

Logically, you would think that the company is growing
fast, going from $21 million in revenue to $32 million, so its
shares must be a good purchase. However, the time to buy
would have been before and during the very early anticipa-
tion, rather than once the shares had already started their
price increase.

Pay attention to the dates of when a company is expected to
report financial results. You may want to avoid buying (or selling)
shares immediately before they report, because you never know

what might happen. Sometimes it can work out well for you; other
times it can go badly. Be alert with reporting dates, and keep in
mind that this is when surprises in the financials can really move

stock prices (in either direction).
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R Financial Ratios

Financial ratios are very simple yet highly valuable calculations that
can really tell you a lot about a company. If you learn to calculate
a few of the main ratios yourself, or more likely you use a web site
like Yahoo! Finance, which provides them for you, then your trad-
ing decisions will be much more informed.

The most common financial ratio, which you’ve probably heard
of before, is price/earnings, most widely known as the P/E ratio. It
is as simple as it looks. You divide the price of the shares by the
company’s latest annual earnings. A company that trades at $10 a
share, and last year had earnings of $2, will have a P/E ratio of 5
($10/%2 =5).

Ratios reveal a great deal about a company. When you’re look-
ing into them, make sure to keep these two points in mind:

1. A ratio is just one number divided by another, and is cer-
tainly less complicated than it seems at first. Think of them as
“flags” that indicate areas of strength or weakness.

2. There’s no correct value for a ratio. Whether a ratio is too
low or too high depends on the overall industry, the compa-
ny’s competitors, the strategy of the company, and your own
perspective.

Now, to know that a company’s shares trade at $10 does not tell
you whether that is a good price. Maybe the stock is worth much
more or much less than that and therefore could be either a good
buy or a really bad buy.

On the same note, knowing that a company made $2 per share
in earnings doesn’t tell you whether that’s really good or merely
lackluster, because it doesn’t consider other important factors, like
the number of shares outstanding.
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So, financial ratios will help you:

¢ Take numbers in context.
¢ Directly compare them to competitors.
* Directly compare them to companies of much different sizes.

To stay with our P/E example, by dividing the stock’s price by
the earnings per share, you suddenly and easily see how strong the
company is when compared to its competitors, its industry, and the
overall stock market. This is because you can contrast the other P/E
ratios directly against our example company’s P/E ratio. This takes
company size out of the equation so that you can compare a $20
million penny stock directly against a $40 billion blue chip.

Would the $40 billion company have greater earnings than the
$20 million penny stock? Certainly, and very much so. Thus, com-
paring their earnings directly against each other tells you nothing
of value, and nothing about which is the better investment, which
operates more efficiently, or which has the greater operational
success.

Instead you compare P/E ratios of the two companies. You
find that the smaller company has a P/E of 9 and the much larger
gorilla of a company has a P/E of 18. (Lower P/E numbers are bet-
ter, by the way!) Suddenly you’'ve revealed, based on the trading
price of the shares of each company and their earnings results, that
the penny stock company is a much more attractive investment, all
other things being equal.

In this example, the smaller company’s shares (with a P/E of 9)
cost $9 for every $1 of earnings that it produced. The larger com-
pany (with a P/E of 18) cost $18 for every $1 of earnings it gen-
erated. The $10 million penny stock is generating twice as much
in earnings as the blue-chip company for each of your hard-earned
dollars you invest in the shares.

Of course, a $40 billion company probably makes greater total
earnings, but you’d possibly have to pay $85 (for example) for each
share you wanted to buy. Meanwhile, a $20 million company, while
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making less in total earnings, might only cost $0.65 (for exam-
ple), so you may be able to buy more earnings power for much less
money.

Hopefully you see the power of financial ratios. It levels the
playing field so that you can compare companies of all sizes and
types and different industry groups with each other, and generate
much greater clarity.

Financial ratios also work great when comparing companies
of similar sizes within the same industry—especially when you are
deciding which of the two (or three or four) to potentially invest in.

Picture two companies (ABC and XYZ) that are similar in every
way, except the following (don’t worry, you’ll learn shortly what
each of these ratios tells you):

® P/E ratio (lower numbers are stronger): ABC = 71, while
XYZ = 32.

® Debt/equity ratio (lower numbers are stronger): ABC = 4.0,
while XYZ = 0.2.

® Current ratio (higher numbers are stronger): ABC = 1.2,
while XYZ = 21.0.

In this example, XYZ is the much more attractive investment.
This is because you're paying $32 (compared to $71) for each $1 of
earnings power. Also consider that:

* XYZ has 20 cents of debt (compared to $4) for each $1 of
company equity.

* XYZ has 21 times more current assets (compared to 1.2) than
current liabilities.

In fact, ABC is a pretty unattractive company. XYZ seems
stronger across the board, based on just these three financial ratios.
Is XYZ a better value? Yes. Is XYZ a good stock purchase? Maybe,
but you’d still want to do more research to find out. How does XYZ
score with the other major financial ratios? How does it compare
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to the industry average? How does it stack up against the rest of its
competitors?

Table 6.5 lists the five operational aspects of any company and
the categories of financial ratios that can be applied to them during
analysis.

Table 6.6 displays some of the more common financial ratios
and what they can tell you about a company. In most cases, you
won’t need to calculate any of these on your own, because they are
freely available through various financial web sites like MSN Money
and Yahoo! Finance.

A Special Ratio: Profit Margin

A profit margin is the money the company makes after the cost of
producing the product or service. For example, if a company has
a product it sells for $10, but it costs the company $8 to make that
product, then the profit margin is $2—the difference between the
sale price ($10) and the cost of production ($8).

Usually the cost of the product involves the parts needed to
build it, the cost of assembling it in the factory, and the cost of ship-
ping it out. All of that adds up, and takes away from the profit the
company would have generated.

A company with a 30 percent profit margin is going to be three
times as effective as a company with a 10 percent profit margin. The
higher the profit margin, the better.

Picture a company that can sell something for $100 that costs
it only $50 to make. The competition is also selling the product for
$100, but it costs this other company $70 to make it. The first com-
pany has a strong advantage. It has a 50 percent profit margin and
makes $50 per sale. The competition has a 30 percent profit margin
and makes only $30 per sale.

Profit margin is one of the most powerful financial ratios. It
reveals how effective a company is in its own operations, but also
provides you with an idea of how it stacks up to the competition.
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Table 6.5 The Five Aspects of a Company

Financial Ratios provide insight into five aspects of a compuny:

Liquidity

Activity
Leverage
Performance
Valudtion

Can cush und current ussets pay dll the obligations us they

come due?

Displuys the efficiency of the compuny’s operautions.
Demonstrates the mix of equity to debt.

How profitable is the company?

Are the shares worth the price they are frading at?

Table 6.6 Financial Ratio Cheat Sheet

Financiul Rutio:

How it's Cudlculated:

Whuat It Tells You:

Liyuidity Ratios (Current, Quick, Cush, Operating Caush Flow)

Current Rutio
(Look for ut leust
1.0, or higher)

current ussets

current liubilities

The ubility to puy
neur-term
obligutions.

Quick Ratio
(look for ut leust
1.0, or higher)

(cush + uccounts receivuble +

= marketuble securities)

current liubilities

Immediate cush + short
term investments
avdiluble to sutisfy short
term debit.

Cush Rutio
(higher humbers
are better)

(cush + marketuble securities)

current liubilities

Ability to puy current
debts with cash on
hand and

liquid securities.

Operuting
Cush Flow

cush flow from operutions

current liubilities

How many times cush
flow yenerated by
operutions covers short
term obligations.

Activity Rutios (Turnover Cdalculations for Inventory, Receivables, Puydbles, Working
Cupitdl, Fixed Assets, Totul Assets)
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Table 6.6 (Continued)
Inventory costs of yoods sold How many times their inventory
Turnover = is sold und replaced over time.
Inventory
Receivubles sales Averauge humbers of times uc-
Turhover = counts receivable are collected
averuge uccounts in avyeur,
receivuble
Paydbles sules The rute ut which u compuny
Turnover = puays off its suppliers.
averuge uccounts puydble
Working sules Compures the depletion of cupi-
Cuapitdl = tul to the yenerdtion of sules
Turnover averayge working capitdl over time. How effectively is
the compuny using it’'s capital?
Fixed Asset sules Reflects the productivity +
Turnover = efficiency of property, plunt,

averuye fixed ussets

and eyuipment in generuting
revenue. The higher the rdtio,
the better the compuny is at
using its fixed ussets in business
operautions.

Totul Assets
Turnover

sules

average totdl ussets

Efficiency in using ussets to
generute sules.

Leveruye Rutios (Debt to Eyuity, Debt, Interest Coverages)

totdl liubilities

Indicutes the proportion of

Debt to Eyuity = eqyuity + debt the company is
totdl stock holder’s eyuity  using to finance its assets.
Debt Rutio = totdl lidbilities Displays debt us u percentuye

total ussets

of ussets.
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Table 6.6 (Continued)

Interest
Coveruye

(het income + interest
expense + fux expense)

inferest expense

The dubility to meet interest
fpuyments.

Performance Rutios (Also culled Profitubility Ratios)
(Gross Margin, Return on Sdles, Return on Assets, Return on Equity)

Gross Marin

(sales — cost of

lllustrates the percentaye of

good sold) revenues that remains ufter the
= costs of muking/ providing the
sules product or service.
Return oh Sdles net income lllustrates percentage of het
(Also culled Net = Income ygeneruted from und
Profit Margin) sales compuared to totdl gross sales.
How efficient is the compuny?
Return on Assets netincome How profituble is u compuny

(Also known as =
ROA)

average total ussets

reldtive to ussets? ROA displays
how efficiently management uses
its ussets to generute eurnings.

Return on Equity
(Also known us =
ROE)

net income

averuge
stockholder’s equity

How much profit does the
compuny geherate by using
the money shareholders huve
invested.

Valuation Ratios (Price to Earnings, Price to Sales,

Book Vulues)

Price to Earhings
(lower humbers =
are better than
higher)

current share price

sales per share

How expensive ure the shares,
bused on the compuny’s ubility
to yenerute sules?

Book Vdlue per
Share

ussets — (liubilities +
preferred
stock + intanyible ussets)

number of shures
outstunding

lllustrates how much value u
compuny would have per

share, if it went out of business.
(This is hot a useful ratio for

most speculdtive, high growth, or
start up penny stocks.)
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A 65 percent profit margin is tremendous, and even more telling
when the competition has only a 20 percent profit margin, and the
industry average is merely at 30 percent. That 65 percent profit
margin could indicate that our example company is a very compel-
ling investment.

L Trends in Financial Ratios

As discussed earlier, when you look at a penny stock’s financial
results (income statement, balance sheet, cash flow statement),
you then:

® Look for trends from previous results.

* Develop an expectation for future results.

¢ Compare the results to the competition, industry, and overall
market.

Similarly, when you calculate financial ratios (price/earnings,
profit margin, etc.), you should:

¢ Compare to the ratios in previous periods.

* Generate expectations for what the upcoming ratios will look
like.

¢ Compare these to the competition, industry, and overall
market.

When you get to this point in Leeds Analysis, it would be very
surprising if you didn’t naturally have a clear idea of the relative
quality of the investments you are researching. Do you have more
clarity about which are the more risky or unattractive ones, and
which represent the greatest potential value? That clarity will get
more focused and certain as you proceed through the next steps in
Leeds Analysis.
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Trading Tactics: Position Sizing
e e e e K

“You eventudlly lose dll that you gumble with.”
—Chinese proverb

Position sizing is ohe of the most importunt concepts in this book,
and within investing in geherdl. | will simplify it as much as possible,
since it's u complicated topic.

If you bet 100 percent of your money every time you fraded, you
eventudlly would end up broke, even if you were right 99 times out of
100. That's becuuse you put dll your money into each trade, und the
losing tfrade would fully wipe you out.

If you bet 50 percent of your money euch trade, any losses would
be very costly, even if you had ¢ high frequency of winning trades. Even
the best traders have a few bud trades in a row, from time to time.

If you're uble to make a series of 10 or 15 winhing trades without
taking dloss, then you certainly doh’t need this book. Redlistically, you'll
make your mistakes and you'll have your successes. The ideu behind
position sizing is to limit the damage you’ll incur from those losses.

Position sizing hus two fucets:

1. Limiting losses when stocks start falling
2. Limiting the percentage of your portfolio invested in any onhe stock

For example, a position sizing strategy of investing 10 percent of
your holdings into 10 different stocks und selling immediately if uny of
these shares drops more than 10 percent will be very effective at pre-
serving your cupitdl. The most you would lose on uny bud frade would
be 1 percent of the overdll value of your holdings (10% of portfolio, sold
at a 10% loss = 1% of total value).

On the other hund, a position sizing strategy of investing 25 percent
into 4 stocks und selling if you fook u 25 percent loss would be much less
effective. Onh u bud frade you could lose over 6 percent of your totdl
portfolio (25% of portfolio, sold at & 25% loss = 6.25% of total value).

Too often the overdll market turns ugly, and even good tfraders
take three or five or eight losses in a row. When this happens, do you
waunt to lose 20 percent of your portfolio or 65 percent? With position
sizing you’re more likely to live to fight another day.

(Contihued)
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Trading Tactics: Position Sizing (Continued)

In general, if you have a $5,000 portfolio, it might make sense that
you invest 5 or 10 percent per stock that you buy. If you have a $20,000
portfolio, it could make sehse to invest 3 to 5 percent in any one penny
stock that you buy.

Position sizing cun be accomplished in terms of:

e Percentuye of portfolio per investment
e Dollar value per investment
o Number of shares per investment

Conhsider un exumple of position sizing by dollar value. You might
decide to invest u maximum of $2,000 per stock, for exumple, out
of a $50,000 portfolio. This will be safer than $5,000 per stock, and
you’'ll be yglud you played it sufe if you ever muke u string of
losing frades.

The ided of position sizing is to limit losses, so that any mistake is
confined to u smull percentayge of your totdl investment dollars. It's
ohe of the most important concepts in investing, und you should make
sure to do it well. If you do it properly, you'll be able to make plenty of
mistakes without beiny significantly impacted.

Additional Fundamental Factors

. Industry

The industry in which a company is engaged should make a big
difference in your analysis. For example, if a cement plant is losing
money each year, that’s a bad sign, whereas a biotech company tak-
ing annual losses is generally expected.
That’s why it’s important to compare each company directly
against other players in the same industry. Depending upon the indus-
try, numbers that look bad may actually turn out to be very strong
when contrasted against others. Numbers that perhaps you thought
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were great may turn out to be much less compelling once you realize
that all of the competition actually enjoy much better numbers.

If the average P/E ratio for a company in a certain industry
group is 20, you can then get a better idea of whether the stock you
are looking into is strong or weak on that basis. The same holds
true for every aspect of the financials, and they should all be con-
trasted against the overall average for the specific industry.

e Trends

In the investment game, the goalposts will be continually moving.
Over the months and years, you will see changes in:

¢ The direction of the economy

® The priorities of consumers

* The policies of governments (local/state/nationwide/inter-
national)

® Peoples’ habits, beliefs, and activities

* The presidential office and the senate

That’s just to name a few. The ways in which the rules can and will
change are numerous and complex, and while you can sometimes
predict trends, most of the shifts will catch us by surprise.

Sometimes a trend takes decades (think changing from oil to
solar). Sometimes it happens in an instant (think 9/11 and the
instantaneous implications for military, political, financial, and con-
sumer activity).

Now, if you go against a trend, it’s like swimming upstream. On
the other hand, if you spot a trend early enough and react to it,
you’re setting yourself up to benefit.

You wouldn’t want to buy into a fur coat company if it had
become politically incorrect to wear fur. The company’s custom-
ers, and therefore its revenues, would be dwindling down; soon
the shares may be as dead as the minks the company skins. There
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would also be implications for all aspects of the fur industry, from
the hunters all the way down to the advertising companies that had
some furriers as big clients.

On the other hand, perhaps a drop in purchases of fur started
that resulted in an increase in purchases of leather coats, or expen-
sive jewelry, or fine cars. People have often bought fur coats because
they were very expensive and thus served as status symbols. Those
same people, when they gave up on fur, would look to other kinds
of status symbols. Perhaps it’s a type of car, perhaps it’s a type of jew-
elry, or maybe it’s even a different kind of coat. If you can predict
the result of the shifting trend, then there will usually be opportu-
nities for you as a penny stock investor.

There are four primary trends that can impact your investment
analysis and the companies you may be investing in:

Social
Political
Industrial

o=

Consumer

In addition to these, there are many secondary trends that
could be important and should be considered when doing Leeds
Analysis. Some of these include, but are not limited to:

e Military (focus, spending, deployment regions)
¢ Investor activity

* Religious beliefs

e Medical (treatments)

® Medical (patient knowledge)

¢ Technology adoption

A few trends of note in recent history include increased use of
seatbelts, improving racial tolerance, the invention and widespread
use of the Internet, technology to combat crime (e.g., Lowjack to
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react to car theft), and so on. There are literally thousands of trends
taking shape or underway right now, all around you. If you pay
special attention to look for such shifts in society, you might spot a
trend or two, and from that you could position yourself to profit.

The examples mentioned are some pretty major trends. There
are, however, many micro-trends, which often represent some of the
greatest opportunities. Consider some of these micro-trends and
think of how you could take advantage as an investor if you were
aware of them:

A new kind of ice cream becomes popular.

® Olympics are awarded to be held in Florida.

® Jowa gets an NFL franchise.

* New Mexico drops its corporate tax to zero.

¢ Crime rates in rural communities increase dramatically.

With each of these micro-trends there would be dozens of resulting
opportunities that could lead you to winning penny stocks. There
are thousands of micro-trends, and you’ll need to look for and dis-
cover them yourself. In the meantime, let’s take a step back and
review the four primary trends.

Social Trends

Social trends are about what people do, and have, and want, what
they wear, how often they shop, what types of foods they eat (and
don’t eat), and so on.

The majority of consumers used to smoke. Now, far fewer
smoke, and those numbers continue to slip. This has resulted (grad-
ually over the long term) in less strain on the medical industry, an
increase in average life expectancy, and therefore greater prof-
its for insurance companies. It also brought share prices of major
cigarette manufacturers down, although they were very deft in
shifting their revenues into other businesses and products; even if
the Altria Group (ticker symbol MO on the NYSE) stopped selling
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cigarettes altogether, it would still bring in hundreds of millions
from selling beer and lending money.

Political Trends

In the 2008 presidential election, the Democrats won a landslide
victory after eight years of Republicans in power. The ideals of
the two parties, and therefore the decisions they make and the pri-
orities they hold, are very different. As a result, you can understand
that a shift in the government will have many implications. The
results for publicly traded stocks can be positive or negative or neu-
tral. Your job as an investor is to look for the results that will come
out of shifts in the underlying political situation.

Imagine this fictitious scenario: Candidate A wants to double
the homeland security budget. Candidate B wants to cut taxes. If
Candidate A gets elected, you may see increased funds for military
technology companies, and increased weaponry sales. If Candidate
B gets elected, you may see increased sales for consumer discretion-
ary items like electronics and jewelry, as people spend the result of
their tax cuts.

Remember that the implications of political trends go both
above the U.S. presidential level (think international politics,
NAFTA, UN, EU, OPEC, etc.) and below it (think state by state, or
even county by county).

Industry Trends

There are industry-specific trends, and at the same time each
industry is affected by major countrywide and worldwide trends.
For example, a coal producer in the United States may see glo-
bal coal prices dropping, while at the same time the U.S. govern-
ment slaps a tax on coal producers as a way to make clean-energy
companies more competitive. In this scenario, coal price changes
are an international trend, while the new tax represents an indus-
try trend.
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Consumer Trends

This is similar to social trends, except it relates more to the actual
activities of consumers. For example, are people shopping more,
going further to buy items, paying more on average, and asking for
refunds less often?

In other words, how are the clients, or shoppers, or consumers
changing the way they do things? Then, how does this affect the
publicly traded companies in which you may be interested?

o Management

Who's steering the ship? This may be the most important aspect of
any publicly traded company. A horrible CEO running a great busi-
ness is likely to fail, while a great CEO running a horrible business
is likely to succeed.

It goes beyond the CEO, of course. There are a number of roles
in any company, from CFOs to VPs of sales, from directors of mar-
keting to technology officers. You would want to see strength, expe-
rience, and effectiveness in all of them.

Here are some considerations when you look into a penny
stock’s management team:

¢ Age/health. Just like someone that runs for president of the
United States, you have the right to know that the manage-
ment team is likely to remain in their jobs, and will be capa-
ble of achieving their responsibilities.

* History/previous career. What were they doing before their
current position? Was it successful? Why did they leave? Do
they have the experience and expertise from previous roles
to be effective now?

¢ Ethics. While this is usually not spelled out to shareholders
(although sometimes it is), try to get a feel for their ethical
responsibility. Are they taking an unfair salary and milking
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the company dry? Were they the subject of legal action
against them, either in the corporate world or in their per-
sonal life? Are they running this company to help customers
and/or shareholders, or is it simply to help themselves? It will
actually be very simple to get a feel for a manager simply by
having a phone conversation, even when that conversation is
about things other than corporate values. While ethics might
not be as important to some as it is to others, history has
shown that the companies with the greatest successes are led
by passionate people with great integrity.

Warning signs. There could be any number of warning signs,
and they could take just about any form. Are the CEO and
CFO married, and both major shareholders? What happens
if their relationship goes south? Is the entire board of direc-
tors over 70 years old and therefore not in tune with modern
technology? Does the new CTO come from a company that
has her covered with non-compete and confidentiality agree-
ments that could either leave her stunted in her new role or
make her the subject of legal action?

Management changes. Is the management team very new
(less than a year in this job)? Has one or more of the key per-
sonnel left (or been released) recently, and whom did they
find to fill that role, if anyone? Should the CEO be changed,
but instead just remains in his role despite unknowingly hold-
ing the company back?

Connections. It’s always good when a key manager can lean
on high-level alliances, connections, and industry players.
Sometimes you’ll even see a person brought into a company
in a key role simply because of the connections he has. For
example, if you're trying to sell your homeland security prod-
ucts, it wouldn’t hurt to have your board populated by players
and former players from the CIA, military, and government.
Additional responsibilities. Often you’ll find a CEO who
is also the CEO of another company (or two!). Sometimes
you’ll see a CFO who also runs his own accounting practice
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on the side. Maybe you find a key player who is contractually
obligated to travel to China for four days every second week,
which may really put a damper on his usefulness.

¢ Personal life. Personal life and business life do mix, despite
people regularly quoting the opposite. When I am think-
ing about investing in a company, I want to know if the CEO
is an alcoholic, or if the COO has a criminal record for fraud.
Unfortunately, it’s very difficult to learn most of these things, but
if you keep your eyes open you might see something subtle that
tips you off. Perhaps you meet the CEO in person at an event
(which you made a point of attending for just that purpose) or
at the annual general meeting, and you smell alcohol on his
breath. Perhaps you do a criminal record search on each of the
key players. You’ll almost never discover anything to be con-
cerned about. However, sometimes you will, and those are the
times that pay off by steering you clear of an investment dud.

S Risk

There are two types of risk when investing in any publicly traded
company: company risk (also called non-systemic risk) and market risk
(also called systemic risk).

Company risk represents all the factors that may hurt the under-
lying share price. For example, picture Company X, which has:

¢ A pending lawsuit against it

* A burn rate (overall cash loss in ongoing operations) of
$23,000 per day

A 101-year-old CEO

A workforce that is probably going to go on strike soon

These examples all represent company risk, because they are spe-
cific to Company X. Any one of them could result in a deterioration
of the share price. If the CEO passes away, or the workers go on strike,
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or the company runs out of money, or it gets embroiled in (and
potentially loses) the lawsuit, the company will face some tough times.

Take a look at any potential stock investment, keeping company
risk in mind. How many concerning factors do you see in the worst-
case scenario? How does that compare to other companies you’re
also researching? Basically, in how many ways can things go wrong
for the company?

Market risk relates to factors that could hurt a company’s share
price but are not limited to the company in question. Rather, they are
factors that would affect the overall industry or the entire stock market.

Picture Company Z, a young technology penny stock. It may be
doing better from one month to the next, but a major meltdown in
technology stocks as a group will drag Company Z down in sympathy.
Then, what if the stock markets start trading lower across the board,
month after month? That young technology corporation is suddenly
swimming against the current, despite the fact that it is moving in
the right direction from a business operations perspective. This is
market risk playing out, because the problem is not specific to
Company Z. Rather, Company Z is just an innocent bystander.

When performing Leeds Analysis, you should look for any and
all company risk and market risk factors. They won’t all come to
pass, but if you're prepared for the possible eventualities, then
you’ll react more effectively to them.

As well, getting involved once a risk factor has taken a company
down a little, especially when it’s due to market risk or trading in
sympathy, can be a great way to buy at bargain prices.

L Competition

Competition is strangely overlooked in many people’s analysis.
Investors get excited when they hear about a company working on
a cure for cancer, sometimes bidding the shares up to ridiculous
valuations; however, they seem to have forgotten that there are
hundreds of other companies working on the exact same thing.
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There are four aspects to competition:

1. Market share

2. Momentum/trends

3. Barriers to entry

4. Competitive advantages

Market Share

The percentage of sales that a company captures, out of the total
sales for the industry, is its market share. If the total market for skip-
ping ropes is $100 million per year, and the company sells $5 mil-
lion worth, then it has a 5 percent market share.

This is a quick way to gauge relative size between competitors.
Over time, it is also the best way to know whether a company is tak-
ing away market share from its competition, or losing out over time.

Picture XYZ Corporation, which last year had 25 percent mar-
ket share for its product. This year it wound up making less money,
which seems like a warning sign at first. However, what if you look
into it and realize that it now has 55 percent market share? It turns
out that the company is stealing business away from its competi-
tion at an impressive rate. Perhaps the drop in revenues was due to
cutting prices, which may have been part of its strategy to increase
its market share. Now that their product has become more widely
adopted by their customers the company may be able to ramp
prices back up and potentially make greater revenues, driven by its
dominating 55 percent market share.

Momentum / Trends
Keep an eye on trends (increasing/decreasing), especially when

compared to the competition. You want to look for:

* An increasing overall market
¢ Improving market share
* Drops in market share among the competition
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A 23 percent market share gives you a perspective of a company’s
competitive size. However, you’d get even more clarity if you knew
that two years ago the company’s market share was 4 percent, or 95
percent. Then you’d know whether it is gaining or losing ground.

Barriers to Entry

The worst kind of competition is new competition. If a company is
working on handling the competitors it already has, the last thing
it wants to encounter is a new player throwing itself into the fray.

The higher the barriers to entry, the better for current players
in the market. Once established in a product or service niche, a
company wants it to be very difficult for any other companies to go
after the same customers.

Picture the Big Three automakers. They don’t worry that some
new startup will come along and take market share away from them,
because the barriers to entry are extremely high. Ford, GM, and
Chrysler know that their real competitors are the ones that they
already have, such as Volvo, Toyota, and Audi.

On the other hand, imagine a web site that sells weight-loss prod-
ucts. The forces keeping others out are almost nonexistent. It doesn’t
take much to build a web site and peddle weightloss or nutritional
supplements, and there are no FDA, intellectual property, or patent
considerations. In fact, competitors can come in the form of workout
programs, a new type of diet, exercise equipment, special member-
ship prices at the local gym, and informational web sites.

Thus, you want to avoid companies that are trying to move into
a new market that has prohibitive barriers to entry, or that operate
in a field with very low barriers to entry.

Look to invest in companies that have already established them-
selves in niches with very high barriers. For example, a company
that makes a drug to treat arthritis is less likely to suffer new com-
petitors than one that designs web sites. (See Table 6.7.)

Keep in mind that barriers to entry can change. Sometimes gov-
ernment regulations make it easier (or harder) for companies to
do things, thus removing (or adding) a barrier to entry.
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Table 6.7 High and Low Barriers to Entry

High Buarriers to Entry

Low Buarriers to Entry

Complicated industrial manufacturing
(curs, dirplanes, construction vehicles)

Patent protected processes /
technoloygies/ drugs

Highly reguluted by government
orgunizations (harmaceuticuls, military
confracting, guns and ammunition,
cigaretts)

High customer loyadlty (automobiles,
BluckBerrys und iPhones, couriers)

Limited theuter of operations (Mininy

Low-end munufacturing (shirts,
buskets, signs, furniture)

Unputented properties, or products
and services that dllow room for
“knock-offs” und imitators

No reguldation (family counselors, lawn

muintenance, web site design, hair
dressing)

Low customer loyulty (shumpoo,
restaurants, alchohol)

Unlimited theuter of operations (Most

rights, cell phohe dirwave rights uuctioned
by government, radio stution frequencies)

things sold online, things that ship to
customers)

Picture a tax incentive for businesses that develop green energy.
This encourages renewable-resource companies by lowering the
barrier to entry of financial costs.

Now picture a patented drug that reaches the end of its exclu-
sive patent allowance. Upon the expiration of that patent, the com-
pany is instantly subject to an influx of competing generic drugs, as
the major barrier to entry has simply vanished.

On the other hand, what if the government suddenly imposed
new strict regulations on sales of kids’ toys? This would increase the
barriers to entry and would actually be a good thing for the current
toy manufacturers that come into compliance.

Competitive Advantages

Competitive advantages allow a company to produce its wares for
less, sell its product for more, or gain market share with lower effort.
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Think of Harley Davidson. Lots of companies sell motorcycles,
but people gladly join the waiting list for a new Harley, because
that’s the only hog they’ll ever consider riding. Most people have a
very positive perception of the HD brand, and it’s the first motorcy-
cle maker that pops into peoples’ minds. That’s a tremendous com-
petitive advantage. It allows Harley to sell more, charge more, and
enjoy word-of-mouth referrals.

How about a company located in India or Mexico? It has a
competitive advantage, because it has a less expensive workforce,
and if it is selling its wares to Americans and getting paid in U.S.
dollars, then it enjoys a benefit that its stateside competitors do not.
A cheap workforce is a major competitive advantage.

A strong competitive advantage:

® Results in easier customer acquisition.
Allows for faster production.
Enables a company to charge more.

Enables a company to produce for less.
Makes life difficult for the competition.

Consider a technology company with a patent for its process
in the United States. No other company can produce the same
technology, and thus the patent is a tremendous competitive
advantage.

You can see strong competitive advantages all around you. What
are the competitive advantages for Apple computers? Southwest
Airlines? Trump condominiums?

e Customers

It is best for a company to have a customer base that is:

¢ Diverse
¢ Loyal
e Numerous
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This insulates the underlying company from shocks, such as the
largest client jumping ship or a hot new product stealing away mar-
ket share.

Often you will see a defense contractor go belly up when its
largest (and only) customer (also known as the U.S. government)
dumps its contract. On the other hand, if a business has 10,000 cli-
ents, it can easily survive the loss of one.

When performing Leeds Analysis, look for a customer base
that is:

¢ Growing in numbers

¢ Growing in purchase amounts

* Increasing frequency of repeat purchases

¢ Paying more per order

* Remaining loyal over the years

¢ Numerous (the more customers the better)

S Allies

It’s good to have influential friends. Often the success or failure
of a company is based on whom it has on its side. A company that
makes car bumpers really benefits when two of the board members
are high-level executives at General Motors.

Halliburton Company had one board member, Dick Cheney,
who later moved on to become the vice president of the United
States. That certainly would have been a well-connected ally to have.

Some companies will have strong relationships from which they
benefit greatly on an ongoing basis. For example, picture a small
gold mining company that has shared development claims with
some of the major producers. The company has access to the peo-
ple, capital, and relationships that it might need to excel.

Look for companies that are surrounded by bigger, solid players
in their industry. Take notice and be cautious of those that don’t
seem to have any helpful high-level relationships.
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Trading Tactics:
Scaling In and Scaling Out

Most less experienced fraders buy and sell dll at once. They have
$3,000, they find u stock they like, und they put dll $3,000 into that
stock. This isn't necessarily a wise trading tactic, and us anyone who
knows my story understaunds, | learned this lesson the hard way when |
first started out.

More advanced traders have a more effective strategy. They
scule in and scule out of their positions. Simply put, the $3,000 in our
exumple would be invested in two or three or even six chunks, and
these buys would happen over days, or weeks, or months.

For example, let’s say you huve $6,000 und want to invest it in ABC
Compuny. Instead of putting $6,000 into the compuny immediately,
you invest only $2,000 ut first.

If that stock starts going higher, the $2,000 is in u profit position. If it
starts going lower, ut leust you've suved the loss that the other $4,000
would have taken. At that point, if you still believe in the investment,
you could average down by buying more shares with the $4,000 that
is still on the sidelines.

This strategy hus even been employed in turh-of-the-century mili-
tary tactics. A good generdl always holds back some of his froops, and
cun then respond bused on the results of the first attack.

By scaling ih, you stay dynamic and keep your options open. It
dlso buys you time—time to think about the decision you made and
maybe rethink what you dare doing with the rest of the money. It dlso
dllows you to watch as other events occur, while still having the option
open to buy more shares.

Forexample, you might scale in with abuy in February and come back
with a seconhdary purchase in July and a third in September. In between
euch of these purchuses, you have fime to ussess the situation and see
new events that occur with the company, with its competitors, and with
the overdll market and industry. You will simply be more informed.

It dlso keeps your money on the sidelines so that you‘re open to
other ideus. For example, say you were going to put $6,000 in ABC
compuny, but instead you decided to scale in, and you held $4,000
back. Then perhups unother opportunity comes to light, or maybe
your kid heeds braces so you use the money for the orthodontist. The
downside to sculing in is that your broker commissions will be higher,

M K
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Trading Tactics:
Scaling In and Scaling Out (Continued)

but that’s not redlly a big dedl since most stockbrokers charge fdirly
low commissions.

Whenh you're selling shares, you may want to scale out. It's not
usudlly a good ideu to dump dll your shares onto the market dll at
onhce, unless you have only a very smdall position in the company. With
thinly tfraded penny stocks, unloading even 25,000 shares could push
the stock price down while you are selling.

A lot of people use the very commohn and somewhat effective
strateyy of selling half of u position if their investment doubles. This gives
you back your origindl investment, and then the ideu is to let the other
half ride. | find it more effective to exit and enter positions in three, four,
or even eight different trades, us lony us you ure doiny it with enough
mohey euch purchase to mMake it worthwhile. | usudlly spuce these
purchuses out over months, and sometimes years.

| bought Absolute Software at 80 cents. It scared me by immediutely
goihy down to 40 cents, but Leeds Andilysis provided clarity on this stock’s
direction, so | didn’t worry. Soon Absolute reversed und within the next
two years upprouched $8 per share. | sold three different chunks around
$7 und $8 over u couple of months. Ruther than dumpinyg dll the shares
at once, | proceeded cuautiously, and took my profits a piece at a time.

[t's dlso a good ideu to scule in or scule out surrounding an event.
For example, a compuny is goiny to releuse its financial results and
you expect the humbers to be strony. You might want to buy shares
with part of your money before the reledse of the financials. Then you
keep puart on the sidelines until you see the actudl results. At that point
you cun decide whether you want to put the rest of the money in; or
perhaps now you’'ve chunged your mind.

S Intellectual Property

Patents, trademarks, and copyrights all play a role in any company.
However, intellectual property (IP) is especially important with
smaller penny stock companies, because without legal protections
they can be easily pushed around, stolen from, or trampled. On
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the other hand, a small company with the right patents suddenly
becomes a player that can stand up to the competitive market
forces and recoup any possible losses.

As well, strong IP rights make the penny stock much more valu-
able as the underlying technology or information starts to become
more significant. In fact, there are several examples of tiny compa-
nies with great patents that end up selling the patent itself for more
than the entire company was worth.

Just keep in mind that there are a lot of useless patents out
there. In fact, many companies will boast about having a patent on
some technology, knowing full well that the technology may not be
worth patenting or that the patent itself is too narrowly focused to
be meaningful or enforceable. So why talk up the patent? Because
it sounds good to prospective investors, soothes current sharehold-
ers, and scares off potential competitors.

Make sure that any company you follow has a technology (or drug,
or system) worth patenting, and that it has proper, rock-solid legal pro-
tections on it. To know this for sure is very difficult, and if you have ever
looked into intellectual property rights, or tried having a discussion
with the U.S. Patent and Trademark Office, you’ll know exactly what I
mean. The whole topic is very complicated, and there are a lot of gray
areas. In fact, expensive and lengthy legal proceedings are very often
required just to find out if Company A was infringing on Company B.

However, a good test of the legitimacy of a patent, and the
quality of the technology it protects, is when the company uses
the patent to legally stop another company, or to sue for damages.
In this event, you would know that the technology was worth trying
to copy, and that patent lawyers are willing to argue the merits of
the IP rights in front of a judge.

e Legal Issues

One factor that can derail a penny stock company is a lawsuit. Even
the expense of legal proceedings (whether the company is suing or
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being sued) can be too much to bear for a small company. That’s
just in terms of the lawyers’ costs, let alone if a major judgment goes
against the company.

A $50 billion company could easily survive a few dozen lawsuits.
A $5 million penny stock cannot. Be careful of those businesses that
have current or looming lawsuits, even if they are the ones that are
suing. Of course, it’s possible that a penny stock will survive a legal
battle or two. However, all things being equal, avoid companies with
legal issues.

The one exception to this is a penny stock that has a great tech-
nology (or drug or system) that is subject to competitor imitation. It
is a very wise use of funds and resources to assert its IP rights to legally
block the competition. It also speaks to the merits of the technology
itself, since the company’s competitors think it’s worth copying.

s Press Releases (Public Relations/Investor Relations)

Especially when dealing with penny stocks, press releases can really
throw a company’s share price around. The right “just-awarded con-
tract,” or high-level customer win, or patent award can cause the
share prices to multiply in value.

You want to have public relations (PR) and investor rela-
tions (IR) releases on your side. In other words, it’s best when a
company knows how to promote itself and continues to generate
positive investor interest on an ongoing basis. With smaller compa-
nies, the management team may need to sing from the rooftops to
be noticed, and if this generates buying interest, shareholders will
potentially stand to benefit from higher prices.

Look at a company’s PR and IR strategy, and see if it:

* Has frequent releases (without overdoing it)

® Has accurate releases (without having to mislead or manipu-
late to make them effective)

® Gets increased buying activity in its shares with most releases
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It seems that some penny stock companies have a business plan
that involves sending out releases but doesn’t include much else.
They don’t make money. They don’t get new clients. They don’t
have any real prospects. They just talk about how great they are,
how much money they are about to make, and how great their
technology is. Stay far away from these types of companies, if they
can’t benefit from or back up all the things they are talking about.
Remember, it’s easy to make a greatsounding press release, but
they may simply be dumping their shares into the buying interest
that they’ve generated.

In summary, PR and IR releases are very important and are a
great tool for small, high-quality companies to get their message
out. Just make sure that there is substance behind their words.
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Share Structure
SHARES—STARTING FROM THE BEGINNING

Companies raise money through the sale of their

shares. They also leverage the shares to acquire other companies
and assets. The downside is when they go too far, as so many com-
panies do, and dilute their shares. We’ll discuss all of this, but first
let’s keep it simple and start from the beginning.

Each share represents one unit of ownership of a company. Picture
ABC Corporation, worth about $1 million. Now, if it had only 1 share
outstanding, that share would likely trade for about $1 million. If
there were 10 shares outstanding, those shares would trade for about
$100,000 each, so that the total of all the shares together would be
approximately $1 million. With 10 million shares out, you’d expect
the stock to be trading closer to 10 cents per share (again, for a
total worth near $1 million).

In other words, the total value of all the shares is what the entire
company is worth. If investors think the company is worth more,
then they pay more for shares, thus driving the share price up, and
therefore the overall company’s value.
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The higher the value of the shares:

* The more money a company can raise
* The fewer newly issued shares needed to raise that money
® The more buying power a company has for acquisitions

Picture a company with 10 million outstanding shares. If its
stock price increases by $0.50, the company has just had an increase
in its value of $5 million. If it is looking to acquire a small company
with shares rather than cash, its buying power also has increased by
$5 million.

Insider Trades/Insider Holdings

N K

There are two versions of insider trading. One is legal and serves as
a good indicator of management’s faith in their own company. The
other is not legal, and involves taking advantage of information to
which average investors have not yet been alerted.

Let’s start with the sensational, illegal version of insider trading.
A company insider is anyone privy to specialized knowledge. When
that knowledge isn’t freely available to the investing public, that
insider might abuse his position by unfairly profiting from sensitive
information.

Think of a company’s CFO who’s putting together the financial
reports for the latest quarter. Before they are released to the public,
he knows that the company’s revenues have collapsed, so he sells
all his shares before that information is released. Once the poor
results are made available to everyone, the stock tumbles as inves-
tors dump their shares.

The CFO avoided a major stock market loss by selling before
the bad news hurt the shares. Unfortunately for him, he may now
end up in jail. That is insider trading at its worst, and it’s illegal
because it violates the fair functioning of the stock market itself.

Often insiders take friends and family down with them. When
they spread the information to others before it’s public knowledge,
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and those people act upon it, they’ve all put themselves at risk of
going to jail or paying major penalties and fines.

Abusing a position of privileged information has caused trou-
ble for many famous and/or high-level personalities (Mark Cubin,
Martha Stewart, Bobby Brown, etc.), as well as thousands of people
you’ve never heard about.

This illegal form of insider trading is not the version that we’ll
be discussing any further. There’s another role that insider trades
play that is not so deceptive, and is certainly not illegal.

Top management and executives of any publicly traded com-
pany, as well as a person, organization, or company that owns more
than 10 percent of the outstanding shares, are considered insiders.

These insiders must report any transactions they make in the
underlying stock. If the CEO is selling, you have the right to know,
and it must be reported by her for all to see. If a holding company
that owns 12 percent of a company is buying more shares, you have
a legal right to know, and the holding company must report the
purchases or the intention thereof.

The theory is that insider buying is a positive sign, while insider
selling is a negative sign. This has never been proven to be an effec-
tive indicator for future stock prices, but when used in conjunction
with the full Leeds Analysis approach it can be another important
piece of the puzzle.

If a CEO truly believes in his company and is buying more
shares, then it may be a positive sign. If the COO is suddenly dump-
ing her shares onto the open market, perhaps that’s a bad sign;
maybe she knows something that you don’t.

By watching insider trades, you can get another level of insight
into the management’s opinion of the company’s future. If board
members and top management have done nothing besides accu-
mulate more shares over the past two years, this may demonstrate a
commitment and optimistic belief in the direction and prospects of
the company.

Just be sure to read into insider buying and selling with a grain
of salt. The value of the purchases and sales is important. If insiders
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bought 150,000 shares five months ago, but the shares then were
only 2 cents each, that $3,000 purchase is not really a commitment
or statement.

As well, investors almost always put too much stake in insider
transactions and the meaning behind them. Sometimes a CEO
just needs some money to buy a boat, so she sells $50,000 worth of
shares. History also shows us that management are often buying
before share prices fall and selling before they increase, making
insider trades a reverse or contrarian indicator. Why do manage-
ment do so poorly at timing their own share purchases and sales?
Simply because they aren’t that good at predicting which way the
share prices are headed. Being a CEO does not make you a stock
market genius. Investors that rely on insider trading simply seem
to forget this fact.

When I look at insider trading from the perspective of Leeds
Analysis, I do not use it as an indicator of the future share price direction.
Rather, it complements my findings about management—specifically,
it speaks to their level of commitment and optimism.

Institutional Holdings

M

Often, big chunks of the outstanding shares are owned by other
corporations. It may be:

¢ Competitors, trying to hedge against their own successes and
failures by owning a piece of the competition

* Bigger, cash-rich corporations looking for places to invest

¢ Companies looking to potentially take over the business in
question and keeping their fingers in the pie

* Mutual funds and hedge funds that believe the shares will
increase in value

Institutional holdings are freely disclosed and you can check
them quite easily online with sites like Yahoo! Finance. In general,
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rience
Trading Tactics: Volatility Play Investing

Voldtility Play investing dllows penny stock traders to make mohey off
of the same stock agdin and aguin, by buying nhedar or at the sup-
port levels, and selling near or at the resistance levels. (Support and
resistance levels are both detdiled in Chapter 8, "Technical Andlysis”).
Some have misunderstood the concept, thinking that any stock can
be used as a Voldtility Play. They take a penny stock chart and believe
that the buy levels should be somewhere nedr the year low, or per-
haps the month low, und that the sell levels coincide with the upper
prices the stock hus reached. (See Figure 7.1.)

Such g busic way of applying these concepts to penny stocks is
sure to be disuppointing when it comes time to tally your results.

To appropriately identify a penny stock that would be a potentidl
Voldtility Play, you heed to follow these steps:

1. First, look for a penny stock that has excellent volatility. The
difference from its yeur high to yeur low heeds to be dt leust
100 percent, but some of the best Voldtility Plays we have ever
uhcovered ehjoyed u difference of 300 to 500 percent. This helps
ehsure u high level of investor speculation and uhpredictubility in
the underlying stock.

VBDG DAILY

Buy just above 30 cents, then sell just above 40 cents

Sell Sell Sell VBDG later made a new
#1 #2 #3 V. P.range, between 11
1 cenfs and 16 cents

M)

Buy Buy Buy Buy #4 atany 0.1
#1 #2 #3 ofthese points suys  HHtt t

Trading Volume

VBDG made a good V. P. since it had strong volume,
enough volatility, and was traded in a low price range.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09

Figure 7.1 VBDG Trading
(Continued)
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Trading Tactics: Volatility Play Investing (Continued)

This does hot meun you will be buying dt the year low, and
selling at the year high. In fact, once you find d penny stock with
u huyge difference between the year high and low, you then set
about muking smaill 15 and 25 percent profits from it.

. There also needs to be a pattern of trend reversals. The penny
stock heeds to have hit and fested its lower und upper prices sev-
erdl fimes, preferably two bottom tests und one or two upjper tests.

By festing, we meun that the stock approauched its support or
resistunce level but wus hot uble to breuk through, aund insteud
reversed direction. The reversul should tauke the stock most or dll of
the way back to the opposite test level. For example, if it tests and
bounces off the high, it should then drive directly toward the low
over the following trading days. (See Figure 7.2.)

. The penny stock needs a clearly identifiable support level
and excellent strength at that level. This does hot meun that
the support level needs to be ut a round humber, like $1.00.
Rather, if o compuny hus just recently anhounced u stock buy-
back plan, you can be ussured that it will have a ranhge within
which it infends to pick up shares. If you cun identify this level
through d surge in volume and a rebound from a certdin low
price, you cuh expect that there’d be good support at that level.

CAMD (Daily Trading Chart)

After the price slide CAMD
become a good candidate
for Volatility Play investing,
as shares kept bouncing

At the $3 pricce range,

CAMD did not have

enough volatility to be

agood V. P. play, despite

frequent price oscillations

Trading Volume

CAMD was only a good V. P. for about a month and a half, but traders
could have profited from the shares several fimes during that period.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 7.2 CAMD Trading
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Trading Tactics: Volatility Play Investing (Continued)

While share buybdack prices can change over time, many
compunies do mMost of their purchusing at a certdin level, some-
fimes just to keep their shares ut or ubove that specific point.

In addition, if buyers seem to dip into the market at a certain
level, you cun usudlly identify this through increuses in volume und
u strony rebound off of the support level, brought about by sud-
den buyihg demund.

A good Voldtility Play penny stock always has a strong and
eusily identifiuble support level. This may be $0.45 or it may be
$1.00, but you should be uble to pick it out eusily on the chart
through a combination of volume und price unalysis.

. A good Voldatility Play will have an obvious price level where
traders tend to take profits. Unlike a support level, which may
or may not be ut a threshold number (like $1.00), resistance levels
dre dlmost aulways at a threshold humber for penny stocks.

While u penny stock without d resistance level may just keep
rising over time, the difficulty is that you won’t know when to take
your profits. A stock without ¢ clear resistunce level could reverse
onh you ut uny time.

. A potential Volatility Play also needs good daily trading vol-
ume. Af the very leust, look for penny stocks that see un uverage
of 100,000 shares chuhyge hunds per day. The more trading activ-
ity, the better. In fact, it’s almost impossible to properly identify
frue support und resistunce levels on stocks thut have low trading
volumes.

Keepiny these five guidelines in mind, remember that Volatility
Play penny stocks may not hold their pattern for very many cycles,
und cun breuk free at any fime. You'll benefit more by your ability
to pick good Voldtility Plays in the first place than you will by trad-
ing well.

Identify severdl potential Voldtility Plays, in fact many more
than you’ll actudlly be investing in. This dllows you to watch the
entire flock and pick your moments. Most Voldtility Plays will be in a
buying opportunity only about 5 percent of the time. You buy into
the ohes that approdch their support levels while pussing on the
ohes that are hot currently reaching your targets.

(Continued)
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Trading Tactics: Volatility Play Investing (Continued)
Timing

o The best fime to buy is right ufter the penny stock bounces off the
support level. This ensures that you get u low price, and that the
support will probubly hold (us opposed to the shares just nose-
diving toward zero).

¢ The second-best time to buy is right before the stock hits support,
but is frading very close to the support price. The problem with this
timing is that the penny stock could see the support level fail and
the price fdll right through o lower levels. Be ready to cush out und
take losses in the event the prices drop below the support level.

o The best price to ucquire shares is just above the support price.
For example, if support is at $1.10, you may want to acyuire
shares at $1.15 or even $1.12.

o The best fime to sell is just before the stock reaches the resistunce
level. Drops from profit takers can be quick, so it’s usudlly more
effective 1o sell too early than too late.

o The best price to sell is just below the resistunce level. For exam-
ple, a $2.00 resistance is best sold into at $1.95. (Or even $1.85 to
be sufe, especidlly if the penny stock has ¢ history of collapsing
buack very quickly).

When investing in this fashion, make sure to factor in more frequent
commission charges from your broker. You'll be trading more, so you'll
fay more frequent commissions.

Also, make sure that the range of voldtility is enough to support
profits. You may be buying and selling in a tight price range of only 15
to 40 percent. If you are making 15 percent profits on u few hundred
dollars, you may be merely breaking even dfter paying frading com-
missions and taking the occusiondl |oss.

Mdake sure that the changes in price direction and the degree of
price activity are not bused on fundumental factors like hews releuses,
changyes in financial performance, or other items mentioned in the
discussion on fundamental analysis in Chapter 6 of this book. A com-
puny may have been a greut Voldtility Play, but if it gets a huge FDA
approvdl, the trading rahges cun get thrown out the window.

Remember that you don’t hecessarily have to sell all of your shares
euch cycle. This upplies even more so if you're hot positive about the
upper resistance threshold, or you aren’t even sure if the stock will
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Trading Tactics: Volatility Play Investing (Continued)

follow your voldtility expectations. You could sell half or a porfion of
your position und let the rest ride.

You may benefit by gradudlly increusing the amount you invest
in euch cycle. If you have mude some profits, have u good feel for
the stock, and the support and resistance levels have proven out hearthe
prices you expected, you muy want to put more cush onfo the tdble.

A Note about Jumping Ship

If you have pegged a stock’s support level at $1.00 and the price
bredks below that, you can know that perhaps:

e Your unfticipution of the support level was wrong.

e The stock is hot u Voldtility Play after all, and the concepts
presented in this section do hot apply.

e Some fundumentadl or technical fuctor hus arisen that has forced
a fdilure of the support level.

In any of these cuses it might be best to liquidate your position as
quickly us possible, trying to take only u 5-to-15-percent loss. If you hold
every Voldtility Play that sinks past your support levels, you'll eventudlly
wind up with a portfolio of sinking ships.

The beauty of Voldtility Play investing is that you should be taking
frequent profits, so the strategy dllows for some losses in the interest of
the overdll picture.

greater institutional holdings, with a greater number of institutions,
demonstrate that professional analysts and money managers, and/
or industry allies and competitors, believe that the shares represent
a good investment. Assuming that these players know what they are
doing (and history shows us that sometimes they do and sometimes
they don’t), then it may speak to the future expectations of the stock.

Dilution

N K

Dilution is when a company issues more shares, thus making the value
of each share worth a little bit less. In theory, doubling the number
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XYZ Inc.

shares outstanding = 10 million
trading price = $5
company value = $50 million
each share owns = 1 ten-millionth of company

XYZ Inc. issues 2 million shares

shares outstanding = 12 million (2 million more)
trading price = $5 (will probably drop in price due to dilution)
company value = $60 million ($10 million more)

each share owns = 1 twelve-millionth of company
(less ownership per share)

Figure 7.3 Effects of Share Dilution

of outstanding shares cuts the value of all of the outstanding shares in
half. (See Figure 7.3.)

Let’s say XYZ Inc. is worth, in total, about $50 million as a com-
pany. It has 10 million shares out, which are trading at $5 each. The
company wants to raise money for operations, so it issues another
2 million shares, which will trade freely on the open market with
the other 10 million.

There are now 12 million shares out, and instead of each hold-
ing claim to one 10-millionth of XYZ, each now owns only one 12-
millionth of the corporation. Thus, all 12 million shares should be
worth a little bit less since there are more shares of the same com-
pany. However, by issuing the 2 million new shares, the company
may have sold them for around $5 apiece (in our example), thus
raising $10 million in cash.
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The end result is that the 12 million shares each own a part of a
company that has more cash and thus is worth a little more overall.
However, there are more shares and more shareholders, so each of
their shares holds rights to a little bit less of the corporation.

In the best scenario, the issuance of the additional shares does
not hurt current shareholders, but actually helps them by strength-
ening the company. Unfortunately, in most cases companies are
issuing the shares because their business model is burning up
cash. If they spit out more shares every time they need to raise
money, they will dilute the value of the shares. Such companies,
unless they turn things around, often produce endless amounts of
shares and tank the value of all of them.

On the other hand, well-run companies sometimes issue shares
to raise money and then use that money to advance the company,
which eventually makes all the shares worth much more.

Buybacks

M

This is the opposite of dilution. Often a cash-rich company feels
that the market is not fairly valuing the shares, so it buys back stock
on the open market. These shares are then retired (meaning they
will no longer exist), which makes the value of the remaining shares
greater. (See Figure 7.4.)

For example, ABC Holdings has $10 million in cash, with 80
million shares outstanding. Its penny stock is trading at 25 cents,
giving the company a market capitalization (total company worth
based on the share price) of $20 million. The company feels that it
is worth a lot more and therefore should be trading higher. It does
not have any plans for usage of its money, and decides that one way
to help its share price may be a buyback.

Share buybacks do several things:

* They usually help the share price, since buybacks are often a
positive development for shares.
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ABC Holdings

cash on hand = $10 million
shares outstanding = 80 million
trading price = 25 cenis
market capitalization = $20 million

shares bought:
ABC Holdings buys 30 million

back $10 million % ) (results after
average price: buy back)

worth of their stock
35 cents ¢

(up 20 cents) share price = 55 cents
(up $7.5 million) market capitalization = $27.5
(30 million fewer) shares out = 50 million

(more ownership per share) each share owns = 1 fifty-millionth

Figure 7.4 Benefits of Share Buybacks

* The trading price of the shares will probably increase as the
demand is greater.

¢ Shares that are purchased get retired, making the value of
each of the remaining shares greater.

* They demonstrate a belief by management that shares are
undervalued.

ABC Holdings proceeds to purchase and retire $10 million
worth of its own stock on the open market over the course of the
next 12 months. The company manages to buy 30 million shares at
an average price of 35 cents.

The end result might look like this:

* The company has, for example, pushed the share price
higher to 55 cents, up from 25 cents.
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e The total company value is now closer to $27.5 million, up
from $20 million.

¢ There are now only 50 million shares out, down from 80 million.

¢ Thirty million shares have been retired.

¢ Each share owns more of the company (because there are
fewer shares).

In general, a stock buyback is helpful for shares and a good indica-
tor that management believes the shares are undervalued.

T Acquisitions

Companies often leverage their shares, although they sometimes
use cash as well, to acquire another company. Usually it’s a much
bigger corporation scooping up a smaller one, but this isn’t always
the case.

The reasons one company may acquire another can be to:

* Get the personnel.

* Have ownership of the patents, technologies, or intellectual
property.

* Gain the customer base.

¢ Gain the brand or name.

* Increase revenues.

* Generate company growth.

¢ Take them out as a competitor.

* Gain a resource land claim.

In general, being acquired will increase the share price of the
company, because the larger company usually needs to pay a pre-
mium for the shares. For example, to acquire a company whose
stock is trading at $4.25, the bidder may need to pay closer to
$6.00 per share to entice current shareholders to give up their
investment.
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In some cases, the smaller company is open to being acquired.
Sometimes it has a good technology or business model, and will
really benefit by teaming up with a major, cash-rich player. Think
Microsoft scooping up a fledgling technology company and taking
it to the bigtime.

Other times, the smaller company does not want to be bought
out. This is called a hostile takeover. Any company that is publicly
traded can be bought out by another entity. As long as the majority
of the shareholders vote in favor of the takeover, then it is a done
deal.

® The first step in any hostile action is often to take a major
ownership position.

* Next, offer remaining shareholders a premium above the
current trading price.

* Sometimes the acquiring company may start a “proxy war,”
where it campaigns to demonstrate to existing shareholders
why they should vote in favor of the combination of the
companies.

¢ Sometimes the company would need to increase the price it
is bidding for shares to an even higher level above the pre-
mium that it has already offered.

When the smaller company does not want to be taken over, or
it is not getting a compelling offer price, it will fight the takeover.
Some companies even have “poison pills,” where any hostile take-
over triggers certain defensive events, such as current shareholders
being allowed to buy more shares at deeply discounted prices.
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CHAPTER

Technical Analysis
WELCOME TO TECHNICAL ANALYSIS

- We've learned how to discover the highest quality

penny stock companies using Leeds Analysis. The next step is to get
those companies at the best prices and at the perfect time.

As I mentioned earlier, technical analysis (TA) is the examina-
tion of the trading chart in order to (hopefully) predict the direc-
tion the stock may take in the future. You can get trading charts at
any of a number of free financial sites, such as Yahoo! Finance or
BigCharts.com.

In general, technical analysis has had varying degrees of success
for investors of all skill levels, and with stocks of all sizes. One of the
major problems of using the past to identify the future is that past
patterns and trends can change at any time.

Until now, TA could not be applied to penny stocks, because the
low trading volumes and small market capitalizations negate many of
the theories. To address this concern, my company has developed our
own TA methodology as part of the overall Leeds Analysis process,
with the specific purpose of applying it to thinly traded penny stocks.

Many of these TA techniques are simple, and even common-
sense, but this is by design. Higher-order TA just does not work with
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thinly traded stocks, and certainly not well enough to be trusted.
There isn’t enough activity to provide certainty or strong probabili-
ties of future price direction.

TA indicators like Bollinger Bands, Fast Stochastics, and RSI
are useless when it comes to penny stocks. If you don’t know
what these are, don’t worry, you won’t need to. Besides, even
if you were a master with these and other TA techniques, they
wouldn’t help you when it comes to the tiny companies that
Leeds Analysis uncovers.

We’ve enjoyed tremendous success with our TA approach for
many years. Over that time we’ve also refined and fine-tuned the
strategy, so that you'll get the greatest advantage.

Look for the following TA patterns and trends in penny stocks,
and if you spot them early, you stand to profit.

S General Range

By drawing a couple of quick lines on a trading chart, you can usu-
ally find a penny stock’s general range. As you know, this doesn’t
mean that past performance will be continued. However, sometimes
it’s possible to see that the shares have bounced mainly between
a specific upper and lower price. This general range, while it can
change at any time, can serve as a way of knowing what to expect
from the underlying penny stock.

Figure 8.1 provides an example of the general range. Note that
the company, Forward Industries, uses the ticker symbol FORD.
This may cause some confusion for investors who think that they
are looking at Ford Motor Company (ticker symbol F).

Figures 8.2 and 8.3 also display the general range of two other
penny stocks.

This pattern can be established due to support and resistance
levels, or simply as a result of general trading activity. Look for a
general range that has remained in place for a while, with increases

140



Technical Analysis

FORD (Daily Trading Chart)

This General Range This is where FORD broke
(between $2.25 and $2.50)  out of its General Range.
soon jumped higher...

...and became a General
Range between $2.45 and
$2.75 for the next 3 months.

Volume
Notice the difference in frading activity between the range-bound pattern
and once the shares broke out of the General Range.

R

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Thousands

Figure 8.1 FORD Trading Chart—General Range

ICGN (Daily Trading Chart)

\/\/\/\/_/J A few months lafer,
ICGN entered a new

General Range at a
t / lower price point.
ICGN spent 6 months 1

in a tight range...

...and finally broke
out of it here.

A General Range gives investors a sense of price expectations,
and helps short-term traders know when tfo accumulate, and
when to take profitfs.

Millions

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.2 ICGN Trading Chart—General Range
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VCST (Daily Trading Chart)

Range Top

Range Bottom

Trading Volume

VCST stayed in its General Range for more than an entire year. Within
that range, most of the tfrading took place in an even tighter range,
at prices between 30 and 40 cents.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.3 VCST Trading Chart—General Range

in trading volume when the shares approach the low end and the
high end of that range. Then, you may be able to predict the upper
and lower trading prices to expect going forward, at least until the
shares break out of that pattern.

If you identify a penny stock’s general range, you’ll have better
clarity about buying and selling decisions. Just make sure to under-
stand that this general range can fail at any time, and be prepared
to react to such an event.

For example, if you notice that ABC Inc. has bounced between
20 and 40 cents several times over the past year, it may give you
increased confidence to purchase the stock when the shares fall
toward 21 to 25 cents (just below the lower end of the range). If it
reverses and moves higher after your buy, you might choose an exit
point near 35 to 38 cents (just below the upper end of the range).

Have a contingency plan. In our example, let’s say you bought
at 23 cents. What would you do if the shares then dropped below 20
cents? The general range has been “breached” and is therefore no
longer a useful indicator of what the shares might do next.
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If you bought ABC Inc. at 23 cents, specifically due to the per-
ceived safety of the lower range price of 20 cents, that reason for buy-
ing became invalid once the shares hit 19 cents. At any price below
that 20-cent range, you need to reassess your reasons for owning the
stock and decide if you should liquidate and take your losses early,
since your trading strategy of riding the general range has failed.

S Current Trend

Think of a massive ocean tanker—it takes a lot of energy to change
direction, or even to slow down. Stocks that are trending can be
somewhat like the ship in our analogy. While investments can
change direction much more quickly, at any point in time they are
most likely to keep going in the direction they are currently mov-
ing. In other words, any stock has a higher probability of staying on
the same course than changing direction.

When a stock is traveling in a certain direction and keeps going
in that direction, it is considered to be trending. A trend may be up,
down, or sideways.

A typical uptrend may see two up days for each down day. This
would result in the stock trading higher from one month to the
next, even though it sometimes has days where the price closes
lower. The days that see the shares finish higher are more common
during the uptrend, which results in the price appreciating over
time. This is an oversimplified approach to spotting trends, but by
its nature identifying a current trend is that easy.

Often, rather than trending, stocks trade erratically. There may
be little rhyme or reason to the underlying trading activity, and in
these cases using technical analysis to attempt to predict future
prices is nearly impossible.

However, other times stocks will trend, meaning that they’ll
travel in the same general direction for as long as that trend
endures. The trend could end today, or not for years. Most trends
last months at a time.
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The idea is to identify when a stock is trending and to use that
knowledge to help you profit. By getting in on a good uptrend early,
you could profit significantly and over a long timeframe. You can review
Figures 8.4, 8.5, and 8.6 to see some examples of the current trend.

Riding trends is very different from what many investors try to
do, which involves “picking the bottom” in price. Trying to buy in at
a new low, or guessing the cheapest price the shares will reach, is a
very costly and ineffective approach, as is evidenced by the fact that
so many investors lose money this way.

Instead, wait until it’s clear that the stock has begun a new
uptrend. Once you are confident that it’s trending higher, you can
invest with added confidence because the most likely future direc-
tion will see the shares continuing along the same trend. Eventually,
this trend will end, and once you get that impression it may be time
to jump ship and look for another investment.

You can usually spot a strong trend just by looking at the trad-
ing chart. If the line is going higher from week to week, month to
month, then the stock is in an uptrend.

TSRI (Daily Trading Chart)

It is eusy to spot this downwurd trend.
The lony, drawh out slide hus been gyoiny
for over u yedr, und shows no signhs of
slowiny down.

Trading Volume

If you ure interested in buying
TSRI, don’t do so until this
frend levels out or reverses.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.4 TSRI Trading Chart—Current Trend
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DRAM (Daily Trading Chart)

Downward
Trend
l Sideways
Trend

Sideways t l
Trend Downward t

Trend
Sideways
Trend
Volume
DRAM's Current Trend changes 5 fimes in one year.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09

Figure 8.5 DRAM Trading Chart—Current Trend

MSON (Daily Trading Chart)

t ...and again  Finally MSON breaks
here. the slide once and
MSON breaks out of it’s l for all, entering a

downward frend here... sideways trend
at this point.

...and again
here...

Don’t get faked out by minor bumps in a much larger overall Current Trend.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.6 MSON Trading Chart—Current Trend
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You can also watch the results of each day’s trading. If the shares
have two up days for every down day, then expect that the stock
is in an uptrend. This will hold true as long as the total increase
from the two up days is greater than the decrease from the single
down day.

Also, watch the intraday trading, specifically the day’s highs and
lows. If the shares are displaying higher highs, and higher lows, then
the stock may be in an uptrend.

The same techniques hold true in reverse, in terms of spotting
a downtrend. Two down days (or more) for each up day would be a
downtrend.

Warren Buffett said it best: “Give everyone else the bottom five
percent and the top five percent, and I'll take everything else in
between.”

S Trend Reversal

Uptrends and downtrends can drag on for months or years, but
eventually they do end. This may result in the stock trading errati-
cally with no clear trading range or direction, thus giving you fewer
clues as to potential future price action.

However, it’s not uncommon for a trend to reverse. This may
result in a stock that has enjoyed a long, sustained uptrend suddenly
entering into a lengthy slide toward lower prices. Alternatively, you
may see a downtrend reverse, and those shares that have lost so
much value over the previous months suddenly start to climb back
toward former levels.

Pinpointing when a trend reverses can be very profitable, and
it enables traders (whose predictions turn out to be correct) to buy
penny stocks very near their lowest prices and sell near the highest
prices. (See Figures 8.7, 8.8, and 8.9).

To spot a reversal, look for indicators in the momentum of the
stock, as well as the trading activity.

146



Technical Analysis

ARTG (Ddaily Trading Chart)

At first there wus ho trend. Sidewuys becomes
t down trend.

Uptrend
becomes
sidewuys
frend.

Downtrend becomes
sidewuys trend.

The trends started here,
with an uptrend, followed
by severdl Trend Reversdls.

Trading Volume
Predicting Trend Reversdls is hard. Spotting them once they start is eusy.

Millions

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.7 ARTG Trading Chart—Trend Reversal

DTLK (Daily Trading Chart)

After a brief uptrend, wp <= DTLK topped out for a
DTLK tops out here. few weeks, before entering

a significant and rapid
t down trend. .which

G

...which
Uptrend became a
became a

sideways
frend...

All of DTLK’s trends were short lived.

Trading Volume

Trends usually last longer than a few months. The shorter a trend,
the more likely that the subsequent frend will also be shorter.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09

Figure 8.8 DTLK Trading Chart—Trend Reversal
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IAG (Daily Trading Chart)

IAG’s downward
frend reverses,
instantly becoming
an upward trend.

A 3 month

sideways trend \l

N W A 01 060 N © 0

Trading Volume
News and events play a role in most Trend Reversals.

Millions

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09

Figure 8.9 1AG Trading Chart—Trend Reversal

Table 8.1 Trend Reversal Indicators

Spotting a Trend Reversal Picture XYZ stock thut had enjoyed 2 up days
(Fictionul compuny XYZ, Inc.) for every 1 down duy, und with a duily trading
volume of 2 million shares.
XYZ's Recent Up Trend: 2 up duys for every 1 down day
2 million shures truded per duy
Ayiny of XYZ's Trend: 1 up duy for every 1 down day
1.5 million shures tfruded per duy
Reversal Beygins: 1 up duy for every 2 down days
1 million shures tfruded per duy
XYZ's Down Trend: 1 up duy for every 3 down days

2 million shares fraded per day

You can also watch the results of each day’s trading. If the shares
have two up days for every down day, then expect that the stock is in
an uptrend, as explained in the earlier section. This is obviously an
oversimplified approach to spotting trends, but you will learn that
they are quite easy to identify. (See Table 8.1.)
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The same techniques hold true in reverse, in terms of spotting
a downtrend.

Trend reversals can be a break from an existing trend as
mentioned previously. However, the most important trend reversal
patterns for penny stock traders are topping-out patterns and
bottoming-out patterns. You’ll learn more about these later in this
chapter.

Trading Tactics: Trading Windows
M K

Any experienced frader, whether dedling in penny stocks or otherwise,
will tell you that the muaijority of stock guins are produced withih short
timeframes.

In other words, the big 50 percent and 200 percent price climbos
(and collapses, for that matter) offen happen in o matter of days
or weeks, while the sume stock may frade within a harrow range for
months at a time, before and ufter the move.

This is especidlly true when du penny stock is reacting to sighificant
news. Even the most voldtile shares may have d frading range that
varies 40 o 100 percent from high to low, but when that hews bredks,
the price of the shures dlso bredks out of the range und sodrs higher
(or lower) within a matter of duys—or hours!

To make the most of your money, you should try to anticipate the
guins that these windows provide, rather than holding the shares over
the longer term.

There are four ways that we’ve identified to increase your
chunces of holdihg shares just before they make their moves:

1. Technical Analysis Indicators

As detuiled in Chupter 8, some trading putterns help you anticipute
U bredkout or strony upside price move. Penny stocks often bounce
off of support levels, reverse their frends, explode out of consolidation
pdtterns, or bottom out. Euch of these techhical analysis patterns can
potentidlly identify an upcoming penny stock price move.
(Confinued)
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Trading Tactics: Trading Windows (Continued)
2. Type of Company

Different penny stocks dre prone to different trading activity depend-
ing on the industry or sector they’re involved in or the type of business
they operaute.

For example, retdil stores have u certdin predictability of earnings
and revenues that doesn’t dllow for sudden explosions of price. Instead,
they are more susceptible to longer, less dramatic price trends.

Mednwhile, u biotechnologyy compuny can see its share price
suddenly double or cut in half based on hews, rumors, or even rampunt
speculdation. FDA dpproval? Lawsuit from side-effects of its primary
drug? Even smdll sparks cun ighite (or kill) a biotech penny stock.

Other penny stocks that are subject to spiking higher include:

e Reseurch und development corporations.

o Compunies with inventions that require putent approvals.

o Businesses that operdte on a confract busis, where ohe mdjor client
or job could represent u sighificant portion of their total revenues. (For
exumple, defense industry suppliers often see their share price thrown
around suddenly, bused on government contracts won or lost.)

o Lutest “in-the-media” hot stocks. (Some pust examples of such
industries include nanotech, dot-com and Internet, Bluetooth,
uranium mining, und any business poised to conquer the Chinese
market.)

e Resource exploration companies (hot producers).

Some exumples of companies that aren’t hecessarily subject to
the sume sudden price mMoves include:

e Restaurants

o Retdil

e Entertainment

o Mininy und resource producers (not exploration compunies)
e Furniture maukers

Most compunies, however, fdll somewhere in between the exam-
ples given here. Such stocks dre subject to price moves if the driving
forces of their industries suddenly factor in. For example, a war in the
Middle Eust will affect oil production stocks, or a compuny making clean
ehergy fechnholoygy suddenly benefits from a hew government policy.
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Trading Tactics: Trading Windows (Continued)
3. Volatility

Some stocks ure haturdlly more volatile than others, for any of a number
of reusons. You cun yet u feel for the propensity the shares have to
move simply by looking at a trading chart. What's the difference be-
tweenh the yedr-high price uand year-low price? How many fimes did
the shares change direction, and how quickly did the price ramp up
or fdll off? How lohy did mujor price moves last?

There is a humerical indicator knowhn as beta that is simply a calcula-
tion of u stock’s voldtility. You cun see the betu for uny stock on various
financidl sites, such as Yahoo! Finance. A company with a beta of 1.0 will
be no more or less voldtile than the overdll market. A betd of 3.0 medns
the company is three times more voldtile than the overdll market, while
0.5 would mean that the compdany is half as voldtile. Using betd, you can
quickly see whut to expect from the activity of the underlying shares.

To yet the most out of these voldtile penny stocks, try to accumu-
late at the bottom of the voldtility as detdiled later in this chapter in the
section about “Support Levels.” Then the price swings cun become
your friend, us they send shares higher, and quickly.

4. Anticipation

It is possible to predict the approximate fime when most companies will
release their financidls (or you could just e-mdil their public relations
contact und usk). If you expect the detuils to surprise the Street and you
get involved before the releuse, you may be in for a good price ride.

If you can anticipate other types of reledses, you may be dble
to benefit even further. For example, many biotechs will delineate
their timeline for product development, FDA applications, expected
approvdls, and product sales. Sometimes it’s just a matter of reviewiny
their previous annudl report.

By having this information aheud of time, you could locute key
buying opportunities just before the compuny has severdl upcoming
landmark dates. If the price is right, load up onh shares severdl weeks
before they are expected to finish the development of their latest prod-
uct. Certuinly a hews releduse can be dnticipated, and in many cuses it
will probubly affect the stock price, even whenh it doesn’t include any

mauterial chaunges or surprises from the company. )
(Continued)

151



Invest in Penny Stocks

Trading Tactics: Trading Windows (Continued)

From another perspective, unticipating the biotech’s timeline cun
help you develop exit opportunities if you dre hoping to sell shares and
want to liyuidate intfo a potentidl price pop to get u better profit.

The sume concepts cun be upplied to stocks from different indus-
fries. Just be awdare of the timelines, potential effect of releuses, und
expected results.

Just as importantly, be sure to review and dpply the Trading Tactic
from Chapter 1, entitled "Buy the Rumor, Sell the Fact.”

Trading Activity and Volume
*x Considerations

Trading volume can help you identify some of the various technical
patterns described in this book, but it’s also an excellent techni-
cal indicator simply by itself. Current daily volume when compared
to previous daily levels, from weeks or months ago, can reveal
increases and decreases in trading activity. These changes can tip
you off to optimum buying and selling opportunities.

Usually with increases in trading activity, unless it’s a major sell-
off for fundamental reasons, penny stocks usually benefit. They are
exposed to higher interest, and the word is getting out about the
company. Penny stocks rarely quadruple in price without an accompa-
nying increase in trading activity. (See Figures 8.10, 8.11, and 8.12).

On the other hand, if volume is drying up, especially if it’s
approaching almost nonexistent levels, you should be concerned.
The underlying penny stock may have fallen out of favor with inves-
tors and could see a slow attrition as current shareholders continue
to sell into light buying interest.

So, how do you gauge activity levels? What is considered high
trading volume, and what is considered low? It all comes down to
historical averages. You can use sites like Yahoo! Finance to get the
average trading volume for the last 90 days and/or last 12 months.
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FORD (Daily Trading Chart)

Look af the difference in Trading Activity, between
when FORD was trading within a General Rangs,
and when it really breaks out.

Much of this trading activity may have
been by mistake. Investors looking
to buy Ford Motor Co. (F) accidentally
bought Forward Industries (FORD).

Trading Volume

Volume was very low, then
increased dramatically for months, =

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.10 FORD Trading Chart—Volume Considerations

MVG (Daily Trading Chart)

The increase in Trading Activity
started just before the downward
trend came to an end.

One sign that MVG would
break out of its downward
slide was the major increase
in trading activity.

Trading Volume

Trading Activity was low... l ...and then suddenly increased.

Thousands
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Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.11 MVG Trading Chari—Volume Considerations
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SWTX (Daily Trading Chart)

Trading Volume

Notice the 1spikes in trading lvolume which led the price spikes...

...and this
price dip.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.12 SWTX Trading Chart—Volume Considerations

Alternatively, just take a glimpse at the volume bars at the bottom
on just about any trading chart.

Is recent trading volume outpacing the averages from the previ-
ous month? Is the activity showing signs of slowing down from day
to day, or is it picking up?

What does the stock price do during these times? If the shares
are falling in value while trading volume increases, you can bet that
some major shareholders, or numerous smaller shareholders, are
unloading their positions. If the price is rising during increasing
trading activity, then you’re probably looking at motivated buyers
who are gobbling up the shares.

Like anything, with practice you’ll quickly find that you can
learn about the future direction of a stock simply by observing its
trading activity. As you become better at such interpretations, you
should see the benefits in your trading results.
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Experience

S Support Levels

Some penny stocks enjoy support levels, which are prices the shares
are less likely to fall below, due to buying pressure.

Often with penny stocks the support level will form at a thresh-
old price, like $1.00 or $1.50, for example (as opposed to $1.12, or
$0.83). This is because many people tell their brokers to “buy at
$1.00,” or enter their online orders at $1.25, simply because they
are nice round numbers.

A support level can also be created when a company is doing
a share buyback, and decides that it will acquire its stock at a cer-
tain price. The company’s buy positions are usually large enough to
ensure that its thinly traded stock won’t fall below that level.

If this is the case, traders getting in just above the support level
(i.e., $1.05 in an example of $1.00 support) are facing limited
downside risk while acquiring all the upside potential inherent in
the stock. (See Figures 8.13, 8.14, and 8.15.)

CAMD (Daily Trading Chart)

Once $2.85 support
\ 1 collapsed, shares
CAMD enjoyed a long term Support set a new Support
Level af the $2.85 share price point. ' Level at $1.50.

When a Support Level l
shows signs of failing,
it’s time to get out.

Trading Volume

Trading volume increased when shares approached the Support Levels,
but also increased when support collapsed under heavy selling pressure.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.13 CAMD Trading Chart—Support Levels
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NEWT (Daily Trading Chart)

When support fails, shares
can go downhill rapidly.

This is not a
Support Level.
NEWT had a NEWT is
Support Level at Bottom Out.
the $1.00 mark. l

Volume
Support often forms at threshold levels ($0.50, $1.00, $1.75) and
more rarely at non-threshold levels ($0.48, $1.12, $1.95).

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.14 NEWT Trading Chart—Support Levels

ETFC (Daily Trading Chart)

ETFC had several Support Levels, but they were
short lived, and therefore should not be frusted.

Even this longer Support Level
t is too short to be relied on.

Too short t
to trust

Too short
to trust
Trading Volume

Stocks with heavier frading volume are more likely fo have strong
Support and Resistance Levels, but this was not the case with ETFC.

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.15 ETFC Trading Chari—Support Levels
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Often there is a corresponding volume increase whenever
shares approach the support. This is because a lot of buyers (cre-
ating buying volume) have “gathered” around that certain price,
which has therefore created the support.

Remember that while it may potentially increase the chances
that a stock remains above the specific price, no support level is
immune from failing. When the shares break below a strong sup-
port level, the stock may then suffer a precipitous decline.

Also, it’s possible for several support levels to exist for one stock.
A penny stock may have moderate support at one price, then even
greater support at a lower price, and very strong support at a third.

With this technical pattern, an interesting thing can happen. If
the stock does finally fall below a very solid support level, that price
very often then becomes a resistance level.

For example, if FGH Corporation tests, but remains above, the
$2.00 price point, this may be a support level. However, if it even-
tually falls below that price, then $2.00 very often becomes a new
resistance level. It may be very difficult for FGH Corporation to get
back above the $2.00 level, and each attempt may see increased
selling pressure while the shares fall back strongly. While this isn’t
always the case, you’ll often encounter old support levels that
become new resistance levels, and vice versa.

Resistance Levels

M

This is precisely the opposite of support levels. Resistance levels are
caused by an increase in selling activity at a certain price, making it
difficult for the shares to rise above that level. While the shares can
sometimes break through and then move on to higher prices, it’s
more likely that they will hit that ceiling and then drop back down.
For this reason, resistance levels can often be a great point to take
profits.

For example, picture a penny stock that keeps approaching
$1.00 over a couple of months, but then falls back down each time
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to lower levels. Each drop-back takes about a week and sees the
shares trading near prices close to $0.70. You see an increase in vol-
ume each time the stock rises toward the $1.00 mark.

Looking back over the past year, you realize that the shares have
never broken above that price, despite four different approaches.
Even upon highly positive news and financial reports from the com-
pany, the shares still only neared, but didn’t break above, that $1.00
resistance level.

In our example, you can assume:

e There is a solid and intact resistance level at $1.

¢ Very significant positive events will be needed to help the
stock break above $1.

Trading volume will increase as the shares increase toward
that $1 level.

Just below $1 may be a good place to take profits for short-

term investors.

See Figures 8.16, 8.17, and 8.18 for some examples of resistance
levels. Keep in mind that there can be many different resist-
ance levels for any one stock. For example, XYZ may have diffi-
culty breaking through $1.50 per share. Once in a while, however,
sudden buying demand helps break the resistance level and push
prices higher, toward $1.80.

It then becomes obvious that there’s strong selling pressure at
these higher prices, which keeps XYZ from topping $1.80. In fact, as it
approaches that level, the selling resistance causes the shares to drop
back down below the original $1.50 resistance. Once under $1.50,
XYZ may take months or years, as well as many attempts, to ever get
back above that point, let alone testing the higher $1.80 resistance.

In many cases, once a trader has identified the support and
resistance levels (if any), that trader can profit again and again by
accumulating just above the lower threshold and selling just below
the upper threshold. I call this Volatility Play investing, and detail it
in the Trading Tactics feature of Chapter Seven of this book.
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ARTG (Daily Trading Chart)

. ) Resistunce ut $4.25 cuuses
Resigtance at $4.06. ARTG shares to Top Out.

At $2.00 ARTG had

After fuiling to breuk through Resistunce, 4 Resistunce Level.

shares often tumble.

However, once Resistunce is broken,
the stock cun often sour much higher.
Trading Volume

ARTG breuks through the resistunce level here...

Millions
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Figure 8.16 ARTG Trading Chart—Resistance Levels

CAMD (Ddaily Trading Chart)

Despite several attempts, CAMD could not
break through the Resistance Level af $3.25.
Not a Resistance Level

Not a Resistance Level

}

CAMD tested the $3.25
Resistance Level 5 times,
but failed to get above it.

Trading Volume

If a stock breaks Resistance, that same price
point very often becomes a Support Level.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.17 CAMD Trading Chart—Resistance Levels
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DRAM (Daily Trading Chart)

Resistance at $3.35 caused DRAM to Top Out.

Then $2.50 became a new Resistance Level.

A stock can have multiple Supportand Along term $1.50
Resistance Levels. Breaking above one Resistance Level
Resistance Level often leads to another \may be forming now...

Resistance Level at a higher price, while
falling away from one may reveal another
Resistance Level at a lower price.

Trading Volume
It's a bad sign when Resistance Levels follow the shares down.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.18 DRAM Trading Chart—Resistance Levels

If a stock does finally break above a very solid resistance level,
that price often becomes a support level. For example, ABC Inc.
takes a year to finally break above a longstanding resistance level at
$2.50. Once it does, however, that price-point may become a sup-
port level. The shares may then trade above $2.50 for many years
from that point on. While this isn’t always the case, you’ll often
encounter old resistance levels that become new support levels, and
vice versa.

Experience
Level 4

Sometimes a penny stock drops sharply by 10 to 30 percent (or
more in some cases), but the dip is based simply on a temporary
lack of buying demand (or a sudden increase in the amount of sell-
ing volume). Penny stocks are thinly traded, and are subject to suf-
fering price dips.
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A true dip is temporary in nature, often disappearing with in
hours or a couple of days at most, and represents a tremendous
buying opportunity. (See Figures 8.19, 8.20, and 8.21.)

If the dip is not based on a deeper problem, it can be an excel-
lent time to accumulate shares. A true dip is temporary, and isn’t
based on fundamental factors. For example, the share price drops
30 percent on light volume for a day, but there is no reason for the
sudden decline besides a sudden and temporary drought of buy
orders. Investors who buy into these dips are often looking at prof-
its of 10 to 20 percent within a matter of days or hours.

Generally, the trading volume will be very light at the time of
the dip, further solidifying the idea that the price slide was brought
on by a lack of activity as opposed to a panicked selloff.

Since they are so unpredictable and short-lived, the way to profit
from a dip is to position yourself ahead of time. Having a standing
limit order at $0.30 for a stock trading in a range from $0.45 to
$0.80 sets you up to benefit any time the underlying stock dips.

NOVL (Daily Trading Chart)

|

NOVL didn’t have a lot of Dips, but

there were a few significant ones. Sornebody bought here at

=32 50 and could have sold
the next day for nearly $6.00.

Trading Volume

It's surprising to see pronounced Dips on a stock with high frading activity.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.19 NOVL Trading Chari—Price Dips
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SKCT (Daily Trading Chart)

Look at this same-day swing
(80.50 Dip + $7.25 Spike).
—

Hereis a
Collapse,

t tt not a Dip.

|

SCKT had
several Dips

O= N W b 1O NO® O

Trading Volume

Dips are usually short lived, on low volume. As soon as you buythe Dip,
you will probably start driving the price back higher.

Thousands
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Figure 8.20 SCKT Trading Chart—Price Dips

VBDG (Daily Trading Chart)

Investors could have entered low-ball standing orders, picking up shares
with each Dip, then selling as the price snapped back within a day or less.

VBDG had numerous Dips, both on low and high trading volume.
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Figure 8.21 VBDG Trading Chart—Price Dips

162



Technical Analysis

Some stocks dip more than others, and if you are interested in
profiting from this technical pattern, look for those shares that will
present you more frequent opportunities.

It’s also a good idea to place lowball buy orders on shares of
companies that you already own. Picking up some stock at less
expensive prices brings your average cost down. However, make
sure that the price drop is truly a dip and not a downtrend or a
collapse, because in such an event you’d just be picking up more
shares as the stock sinks.

Collapse
e e e

A collapse looks exactly like a dip, except for one major and impor-
tant difference: The collapse is permanent.

Often this technical pattern is brought on by fundamental fac-
tors, such as a lawsuit or a poor financial release. In some cases,
however, a penny stock has just been overreaching its true value,
and once the buying dries up, there’s nothing left to help maintain
the prices. (See Figures 8.22, 8.23, and 8.24.)

Usually, investors will be caught off guard. If they had expected
a collapse, shares wouldn’t have traded so high, and therefore there
would have been no need for such a dramatic correction in the
stock price.

A typical timeline of a collapse:

® Weakness in the share prices leading up to the collapse
(a gradual downtrend, but nothing pronounced yet).

¢ Sudden and dramatic fall in the stock (often at the market
open, but not always).

¢ Often the fall is so severe that there is a gap between the pre-
collapse and post-collapse prices.

¢ Trading volume is several times the average.

¢ Following two to five days sees the price drop even further,
but more moderately.
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PTSC (Daily Trading Chart)

A Collapse is always unexpected by the majority. The more surprising
it is to investors, usually the more pronounced and lasting its effects.

<= | 00k at this gap in frading price as shares fell.

Typical Collapse - a big drop the first day, a few more days of
falling prices, then a partial and unsustainable price recovery.
Trading Volume
This Collapse was driven by news and events, and there was a
major increase in frading volume as investors bailed on PTSC.

Millions

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.22 PTSC Trading Chart—Collapse

RAE (Daily Trading Chart)

RAE almost recovered from
the Collapse, but then kept
falling, although more slowly.

t By now, investors
must be getting

This Collapse was tired of RAE’s

on huge volume. frequent Collapses.

Volume

Don’t buy in aofter a Collapse—the shares might look cheaper, but it
may be months or years before things tfurn around. Wait until the
recovery is in full swing before thinking about getting involved.

Millions
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Figure 8.23 RAE Trading Chart—Collapse
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SWTX (Daily Trading Chart)

Collapses ure
often first set
up by Permunent

Spikes. A certuin sign of u Collupse

is u gup in the price us it drops.

At first, this Collupse
looked like u Dip.

Volume

After u Collupse, it usudlly tukes months or
yeurs for prices to recover, if they ever do.

Thousands
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Figure 8.24 SWTX Trading Chart—Collapse

* Volume is still above average on these days, but not as high as
the first day.

® Shares regain some of their losses over the course of the next
week or so.

* Despite regaining some of the lost ground, the stock then
starts heading lower in a gradual downtrend, taking shares
toward or even below the lows set by the initial collapse.

You should be able to avoid collapses by getting involved with
fundamentally strong penny stocks. If a company has passed Leeds
Analysis, it’s much less likely that it will collapse, especially since it
will have strong valuation ratios and a solid fundamental base.

Experience

SRNELS - Temporary Spike

I've seen temporary spikes in companies from all different sectors
and industries. They are usually fueled by an FDA approval, an
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appearance at a convention, a major contract win, or any other
noteworthy success. Sudden buying pressure sends the stock higher.

The rise is dramatic, unexpected, and fast. Unfortunately, it’s
also temporary. In almost all cases when the spike is driven by spec-
ulation, it quickly deteriorates. This return to earth is by no means
as sudden as the initial price explosion, and usually fully unwinds
within a few days, or sometimes a few weeks. See Figures 8.25, 8.26,
and 8.27 for some examples of temporary spikes.

Generally, with such a temporary spike, the penny stock will
see a significant gain on the first day, then lesser gains on each of
the next few days. After that point (either immediately or within a
couple days), you’ll see several days of profit taking that causes the
stock to give up almost all of the previous rise.

When you’re looking to make a quick profit on the underlying
stock, temporary spikes are an excellent exit opportunity. If you're
intent on selling out of a position, but you miss your chance with
the temporary spike, it may be months or years before the shares
return to those levels, if they ever do.

FORD (Daily Trading Chart)

FORD was not prone to Temporary
Spikes, but rhen had three major
ones in 8 weeks.

Temporary Spikes are a great
time for investors to take profits,
and for day fraders o cash out.

Trading Volume

FORD went through a period of significantly increased volafility, brought
on by a major increase in frading activity.

Thousands
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Figure 8.25 FORD Trading Chart—Temporary Spikes
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DRAM (Daily Trading Chart)
DRAM is prone to frequent Temporary Spikes.

‘ Each of these Temporary
Spikes was a profit-taking
opportunity.

1!

Volume

Usually a stock that has many Temporary Spikes wil also have many Dips.
This was not the case with DRAM.

Thousands
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Figure 8.26 DRAM Trading Chart—Temporary Spikes

ETFC (Daily Trading Chart)

Each of these Temporary Spikes came back down in the following days.

|

This Temporary Spike actually retained some of its gain,

making it part Temporary Spike and part Permanent Spike.

Trading Volume

Since ETFC trades on very high volume, its Temporary Spikes would last

for several days at a fime, instead of only 1 or 2 days, as is more common.

Millions
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Figure 8.27 ETFC Trading Chari—Temporary Spikes

167



Invest in Penny Stocks

Temporary spikes are often identified by surges in daily trad-
ing volume. By using the trading volume as an indicator, it will
help you understand whether the spike is going to be temporary or
lasting. If daily trading volume is near its average while the share
price increases, it’s more likely to be a sustainable move. If the daily
trading volume is significantly above the average, the price increase
is less likely to be permanent. This is because excessive (stampede)
buying often causes share prices to significantly outpace their real
worth. The inevitable result is for the stock to readjust back to lower
prices once the stampede comes to an end.

A typical temporary spike will follow a pattern similar to the
following:

e First, the daily trading volume more than triples its previous aver-
age. With that you see the share prices spike dramatically higher.

* Next, the share price moves even higher on the second, third,
and possibly the fourth day after the initial spike. Each of these
increases is progressively smaller than the one before. Along with
this slowing price momentum, the daily trading volume dries up.

¢ For the next several days after the temporary spike, on even
lower volume, the stock starts dropping in price, sometimes
gradually, other times significantly.

® The end result is a share price near where it started.

Trading Tactics: When to Sell

N K

Knowing whenh 1o sell is ohe of the most overlooked uspects of invest-
ing. I'm d believer that you set up your future profit or loss when you
buy (by getting in at a gredt price). However, | understand that the sell
decision cun redlly have a mdajor impuact on the results of the trade.

| once sold too edarly (in hindsight) with a stock that had gonhe up
in value over 10 times. | sculed out over u few months, and was very
happy with my returns, until the stock took off even higher, and fast.
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Trading Tactics: When to Sell (Continued)

Making u six-figure profit is great, but it hurts to see that you exited
before you would have redlized < seven-figure gain!

A number of factors come into play when making that final sell
decision. Of course, if you scule out over time, or dollur cost uverage
your position on exit (both concepts are explained in this book), you
won’t be quite s stressed out about the decision.

Now remember, we're dedling in penny stocks. We use Leeds
Andlysis o uncover compunies that we expect to multiply many times
over in price. Less experienced traders seem to forget this, us they cush
out for 50 percent and 100 percent gains, ohly to see the shares keep
oh ramping up. For u 25-cent stock to go to $5.00, und dlbsolutely
change your life, it first has o go to 50 cents, then 75 cents, then $1.00,
and so onh. You cun rest assured that there will be investors gladly
taking their profits each step of the way, only to miss out on the big score.

The other end of the spectrum involves being greedy, und not tuk-
ing a good profit when it presents itself. You're up 100 percent, but
wudit to see if it could go even higher. Then, us the shares drop back to
eurth, you kick yourself, wondering why you didn’t cush out.

So how do you know when to sell, and when to hang on? How do
you know wheh you should exit < losing position and take losses? There
are u few indicators you can use that may be of help.

Wheh deciding whether to sell, consider:

e Whether you have a potentidlly more profitable opportunity for
the money

e Your risk tolerance (is it foo high with this stock?)

e Your stress level (don’t keep stocks that muke you lose sleep!)

o Whether you heed the money for something else

o Whether it's the best use of those fuhds

¢ Whether you've reached an original godl (e.y., to double your
money)

Assuminy you dre in a position to either hold or sell, the right move
mauy become cledrer by considering the following:

* Trading activily. Refer to the "Truding Activity und Volume Con-
siderations” section earlier in this chupter. Spikes and dropoffs in
volume will give you clues us to whether a climbing price is

(Continued)
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Trading Tactics: When to Sell (Continued)

runhing out of steum, or a tfrend is reversing, or shares dre poised

for a big jump.

* Technical trend. Refer to the sections "Current Trend,” “Trend
Reversdl,” “Resistance Levels,” “Support Levels,” and “Toppiny
Out” in this chapter. Each of these provides you with clues to
understaund whdat is happening with the share price, und what to
expect going forward.,

* Original reasoning. Why did you buy the shares in the first
place? Do those reusons still apply? Have the company’s pros-
pects improved or declined? If the pehny stock is executing
well on its business plan, then it mMay make more sense to have
pdtience. If muny things have changed since you origindlly got
involved, you should revisit the ided of owning the shares.
Consider this: If you just found out about this compuny today, would

you buy into it at these prices? Even better, forget everything you know
dabout the compuny, and perform Leeds Andlysis from sgquare one. Put
the compduny through the Leeds Andlysis ringer, looking for both warn-
ing signs und opportunities.

Of course, it often mukes sehse for those that are sfill unsure to
scule out purt of their position. This locks in some profits, but dlso keeps
you involved in a penny stock that is on the way up. Ih the case of u
falling stock, you take part of the loss but the rest remdains invested to
potentidlly take uadvantage of a recovery in the share prices.

Permanent Spike

e MK

When a fundamental factor, such as a new contract win, drives the
stock price higher, it may cause a permanent spike. At first, these look
a lot like temporary spikes, but they don’t give back the price gains.
They also take place over a longer timeframe, and the move usually
occurs in a less dramatic fashion, and with less trading volume, than
a temporary spike.

A permanent spike can send a stock 50 or 100 percent higher
in a day, but sometimes it happens more gradually, and often takes
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place in 10 and 30 percent moves over the course of a few weeks.
(See Figures 8.28, 8.29, and 8.30.)

With very quick increases in price, it’s usually based on obvious
reasons, such as an announcement of increased earnings, or a press
release revealing that the company has landed a major contract.

When the cause of the price increase isn’t so obvious, you may
see the spike form over the course of a week or two. When this hap-
pens, it may simply represent an increase in valuation by investors,
and might not be based on any specific event or press release.

It is important for investors to recognize the difference between
temporary and permanent spikes. A temporary spike may represent
a great and momentary profit-taking opportunity. On the other
hand, it may be a mistake to sell your shares if it turns out to be a
permanent spike, since the prices have increased on a fundamen-
tal basis, and there could be even more upside and little downside
from this new level.

There are a few simple ways to tell the difference, although
these guidelines are certainly not always applicable.

FORD (Daily Trading Chart)

The effect of
This Permanent Spike brought the Permanent

Spike lasted 4
shares from $1.50 to a range months, but

between $2.00 and $3.25. then shares

came back to
former levels.

This Permanent Spike took shares
into a higher trading range, where
they stayed for months.

Trading Volume
You can frust that a Permanent Spike is for real when it’s backed up by
tfremendous trading volume over the course of weeks, not just days.

When trading volumes fall off, the spike
might be about to give back the gains.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.28 FORD Trading Chart—Permanent Spikes
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IAG (Daily Trading Chart)

t Each of these
These two were t 4 sudden price
Temporary Spikes, not Jumps were

Permanent Spikes. Permanent
Spikes.

N @ b 00 0 N 0© O

Trading Volume

A Permanent Spike often gives back some,
but not all, of the initial price increase.

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.29 1AG Trading Chart—Permanent Spikes

SWTX (Daily Trading Chart)

A Permanent Spike will raise
the share price and keep it
This was not at higher levels for a month,
a Permanent years, or even forever.
Spike because
its effects only
lasted a week.

t Permanent Spikes

Trading Volume

Major spikes in trading volume usually accompany a Permanent Spike.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.30 SWTX Trading Chart—Permanent Spikes
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The following is true of temporary spikes:

They have a sudden and significant volume increase.

The volume drops off quickly in the following days.

There’s a major increase in share prices (50 percent to sev-
eral hundred percent).

The speed of the price increase lessens dramatically in each
subsequent day.

They last from one to four days, but usually about three.
They often have a corresponding press release, but not one
that will have a long-term impact.

The following is true of permanent spikes:

¥ e X

Further gradual price increases from day to day.

Gradual increases in trading volume.

The trading volume remains high for weeks.

They have minor increases in price on any given day.

Minor price increases add up to result in a major price
advance overall.

They last indefinitely and may be followed up by another per-
manent spike taking shares to an even higher level.

Topping Out

After a steep or long-term rise, shares may begin to trade flat, giv-
ing the look of a plateau on a mountain top. This may be a topping-

out pattern, caused by an increase in profit takers who are selling

shares, while at the same time the buying interest begins to dry up.

As the daily trading mix goes from being driven by buyers to
driven by sellers, the penny stock begins to trade sideways. Then as
the last buyers disappear, the stock begins to fall. Figures 8.31, 8.32,
and 8.33 each display a topping-out pattern.

This downward slide wakes up all the other profit takers that
had been on the sidelines, who now begin to worry they are missing
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ARTG (Daily Trading Chart)

Savvy investors had plenty
of fime to notice that the
shares were Topping Out.

A price run up combined with a
Resistance Level brought out
the profit takers. There wasn’t
enough buying to stop the
coming drop-off in the shares.

Trading Volume

If Trading Activity disappears at the top, it becomes
very difficult for shares to maintain their price levels.

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.31 ARTG Trading Chart—Topping Out

SWTX (Daily Trading Chart)

This was a classic
Topping Out pattern.

This was just <= ) Shares frade
a Temporary sideways
Spike giving
back its gains.

1. Big run-up

Trading Volume

3. Volume dries up

|

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.32 SWTX Trading Chart—Topping Out
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Tl (Daily Trading Chart)

Sideways frading after a big run-up, combined
with low frading volume, indicates a high
liklihood of a Topping Out pattern.

Once a stock Tops Out, the
downside can be dramatic.

Any time you own a stock that makes
a strong upward move, watch closely
for signs of Topping Out.

Trading Volume

Classic low trading volume should have warned
investors that this stock had run out of steam.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.33 TIIl Trading Chari—Topping Out

the boat to cash out. The further down the shares go, the greater the
momentum of the slide.

Often the rise before the topping-out pattern, as well as the fall
after, can take as much as six months each. The topping-out pat-
tern that occurs in between will last for a few weeks, or possibly a
few months.

If you enjoyed a runup in your penny stock and that momen-
tum is losing steam, you may want to start preparing to exit some or
all of your position. If you then witness what looks to be a topping-
out pattern, you should be even more sure that the shares may start
heading lower.

Be careful with this assumption, however. Many times a penny
stock will top out simply because it has risen so far, and so fast,
and is simply “taking a breather” before ramping up on another
uptrend. Pay attention to the signs of topping-out patterns to make
sure that you know whether the stock is due for a fall or is just get-
ting ready to go even higher. (See Table 8.2.)
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Table 8.2 Identifying Topping-Out Patterns

TOPPING OUT OR PREPARING FOR ANOTHER RUN UP?

Topping Out putterns warh that the stock is cominy back down in price. Be cureful,

however, becuause stocks that have been performing well often look like they are
Topping Out, only to “tuke u breuther” before souring o hew heights.

Topping Out:

Prepuring to Trade Higher:

Duily volume drops off significantly,
compured to previous weeks und
months

Price trades flut, or slightly lower,
after u previous up trend

News und events that were price
drivers during the previous up trend
have started to become more rare
Other compunies in the overdll
industry are Toppiny Out together

Trading volume remains stable, at
averuge or ubove uveruye levels

Prices trade flut ufter previous up frend

The compuny still has fregquent news
releuses, und upcoming events that
shareholders are looking forward to

This compuny is bucking the industry
tfrend, und has traded stronger than

comjpetitors in recent months
Stock experiences 1 dowh day for euch
1 or 2 up days

Stock experiences 1 or 2 down days
for each 1 up duay

Bottoming Out

N

This is the opposite of the topping-out pattern we discussed earlier.
Instead of shares falling off after a big rise, this pattern involves a
stock price that stabilizes after a lengthy slide and then slowly turns
back into a positive uptrend.

Bottoming out usually lasts for many months, and the pattern
almost always takes far longer to play out than a typical topping-
out scenario. This is because investors are wading back into a stock
that has just had a long, protracted decline in share price, and they
are understandably wary. They buy in slowly, and with small pur-
chases, and it takes a long time for this buying pressure to stabilize
the shares and subsequently to start pushing them to higher levels.
Figures 8.34, 8.35, and 8.36 demonstrate bottoming-out patterns.
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CAMD (Daily Trading Chart)

CAMD bounced off the
$1.50 level 3 times, and
stayed above that
price for 5 weeks.
CAMD hasalmost

The longer and greater the price slide cerfainly Bottomed Out.

leading up to the bottom, the more

obvious that bottom may seem.

When a stock Bottoms Out, expect
to see a rounded trading pattern.

Volume

Normally we’d like to see a major tfrading volume increase
to re-inforce our belief that CAMD has Bottomed Out.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.34 CAMD Trading Chart—Bottoming Out

MVG (Daily Trading Chart)

This long-term downtrend shows signs of bottoming when
it proves, over several months, that it is frading sideways.

N

Don’t fry to get in on the first bounce,

but rather wait until the second or

third. Be sure that it is bottoming,

and not just natural volafility.
Volume

Increases in Trading Activity are an indicator of a stock that has bottomed.

!

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.35 MVG Trading Chart—Bottoming Out
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AFOP (Daily Trading Chart)

This looked like a Bottoming Out
pattern, but it was on low
volume and over such a short
time frame that it could not

be trusted.

Bottoming Out
' Pattern

This was not To Bottom Out,

a Bottoming Out  first a stock needs

pattern. along, drawn out
slide in share price.

Trading Volume

A trading volume increase will help lift a
stock free of a Botftoming Out pattern.

Millions

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.36 AFOP Trading Chart—Botioming Out

Some stocks have more tendency to bottom out (BO) and top
out (TO), while others never display these patterns. It’s all due to
the types and numbers of investors, the number of shares outstand-
ing, the activity level of the traders, fundamental events, and the
business type.

Any penny stock that does bottom out is more likely to also top
out after a large rise, and vice versa. Therefore, if you suspect shares
might be entering one of these patterns, look to the history over
the previous year or two. Past TO and BO patterns make another
such event more likely.

When you notice a bottoming-out pattern, make sure to have
the patience to let it play out before you buy in. There may be sev-
eral bounces in price, and many months, before the share prices
actually start moving significantly higher.

Make sure to keep an eye on trading activity. With a true BO pat-
tern, you should usually (but not always) expect a significant increase
in daily trading volume. This will add weight to the theory that the
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shares are bottoming, because it displays an increase in traders buy-
ing in at these lower prices. When the buyers are moving back in, the
stock is highly likely to stabilize and subsequently move higher.

Be aware, however, if there is no increase in trading volume. A
share price that has suffered a long slide, and then looks to be bot-
toming devoid of increased buying and selling activity, is more likely
a “dead duck.” By this I mean that the stock may simply be flatlining,
or preparing for another down leg toward lower prices.

By accurately spotting a bottoming-out pattern, and getting
involved just as the shares start coming out of it, you have an oppor-
tunity to buy at the perfect time. Generally, over the course of the
year following a BO pattern, shares in penny stocks increase well
over 100 percent in value.

SR Consolidation

When a penny stock trades in a relatively flat range for weeks or
months, this may be a consolidation pattern. Consolidations can hap-
pen at any point, and often appear after long runups. They are
excellent buying opportunities.

They are a result of shareholders who are impatient or disen-
chanted with their investment and who are unloading their stock.
This subdues the effect of any buyers who are just getting involved
for the first time. The end result is an unusually flat trading range.

Think of it as, “Out with the old, in with the new.” Current
investors are leaving, passing off shares to new incoming inves-
tors, with the end result being little price change from either sell-
ing pressure or buying demand. The ownership of the company’s
shares undergoes a major turnover, but the stock looks like it
is practically asleep. Review Figures 8.37, 8.38, and 8.39 to see graphs
displaying consolidation patterns.

The longer the consolidation pattern, the better. What you want
is to see a good turnover in shareholders with a major portion of
the company being held by fresh investors.
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AFOP (Daily Trading Chart)

AFOP Consolidates for
a month at this point,
after along price slide.

This was too

loose and volatile

to be considered

a Consolidation.

Trading Volume

The trading volume (and thus the shareholder turnover)
increased during the Consolidation, adding fo the
probability that shares would jump upward once
the patternthad run its course.

Millions

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.37 AFOP Trading Chart—Consolidation Patterns

COOL (Daily Trading Chart)

Expect a big jump in
a stock when it comes
out of a Consolidation.

Notice the tight frading range, with
much less than average volatility.
Volume
Volume picked up as the pattern matured, which created
the parameters needed for this to be a true Consolidation.

Thousands

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.38 COOL Trading Chart—Consolidation Patterns
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EGMI (Daily Trading Chart)

After a big fall, EGMI
Consolidates for a
short fime between
here and here...

Strong Consolidation patterns usually
result in a significant jump in price,
followed by a long upward trend.

Trading Volume

Normally a good Consolidation would be several months longer, and have
higher trading volume during the pattern.

Millions

Mar Apr May Jun Jul Aug Sep Oct Nov Dec 09 Feb

Figure 8.39 EGMI Trading Chart—Consolidation Patterns

If most shareholders have just acquired their stock, they are far
less likely to turn around and sell. In addition, if most of the long-
term shareholders have exited their position, the upward trend that
follows may be unbridled since there are few long-term traders left
who would sell into any potential gains.

If you think you’ve found a consolidation pattern, you can be
more sure by doing a quick check of the daily trading volume for
the period in question. Add up the number of shares that traded
hands the entire time, based on each day’s volume. Next, compare
that total amount to the number of outstanding shares. This will
give you a percentage of total shares that have changed hands.

If there had been a share turnover of at least 25 percent, but
hopefully even more than 60 percent, then you may have a strong
consolidation pattern. Make sure that the shares traded in a flat or
narrow range during that time.

For example, picture ABC Inc., which usually trades with high
volatility. It suddenly enters a three-month period where the shares
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stay in a narrow range, with all trades falling within $1.10 and $1.25.
The daily volume for all the days in that three-month period adds
up to represent 40 percent of the total of outstanding shares.

In this example, you can be pretty sure that you are witness-
ing a consolidation pattern. ABC Inc. may be poised for a pretty
strong run-up, which could come soon, or perhaps a few months
later. Either way, you have increased your odds of making a winning
trade.
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CONCLUSION

The Way of Penny Stocks

enny stocks are big business, even though they sound small.
Tens of millions of people trade them, and while some win and
some lose, none can argue the place of small stocks on the markets.

The broad appeal of these small shares is also notable. Unlike
most other investment vehicles that cater to very select niche audi-
ences, people from all walks of life are getting involved with penny
stocks. Whether you’re a beginner learning the ropes or an expe-
rienced trader looking to get in early on tomorrow’s up-and-coming
corporations, you'll find that others just like you are already involved
in the smallest stocks.

Of course, the rules for penny stocks are a little different from
other investment types. There are certain risks and pitfalls that
could cost you. Thankfully, most of these are easily avoidable, espe-
cially if you’ve read Invest in Penny Stocks in its entirety.

You can protect yourself even more by performing Leeds
Analysis on any penny stock you’re interested in, and by applying
the same research to that company’s competitors for comparison
purposes.

Hopefully, the tactics detailed in this book will get you over the
“penny stock phobia” from which most investors suffer. This fear is
born of the financial losses that people have taken when they got
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involved in small stocks because they bought the wrong stocks at
the wrong times and for the wrong reasons.

In contrast to this, while dumb decisions and phobias keep some
investors out of the penny stock arena, there are many who’ve been
playing the game right. They’re the ones investing in the right stocks
at the right times and for the right reasons. They’re the ones using
Leeds Analysis to research their options. They're the ones making
fortunes by trading penny stocks.

The good news is that you can get started easily. If you’ve read
through this entire book, then you’ve been introduced to all the
concepts needed to become a successful penny stock investor. From
paper trading to getting a good broker, from the best markets to
due diligence, you’ve covered it all.

Most importantly, you’ve been introduced to Leeds Analysis. By
applying it to investments that you may be interested in, you’ll be
significantly ahead of other investors. You’ll avoid those common
pitfalls that take some traders out of the game, and profit from tre-
mendous companies as they grow and conquer their markets.

By understanding some of the concepts we detailed in Chapter
5, “Third Level Analysis,” you’ll spot good brands and shy away
from bad ones, you'll clearly see the positioning strategies of the
underlying companies, and you’ll recognize the need for differen-
tiation. The result will be a unique awareness of the situations of
various corporations and an ability to know which will be more
effective than others.

Delving into a company from a fundamental analysis perspec-
tive tells even more. First, there’s the financials, which reveal the
fiscal health and momentum of a corporation, from both past and
present perspectives. Then, you can get even more granular and review
the financial ratios, which allow very valuable comparisons to other
companies of all sizes and produce many very telling results.

Yet fundamental analysis goes even deeper. From reading press
releases to reviewing legal battles, from researching the share struc-
ture to looking into insider trading, you can learn almost everything
there is to know about a company. You'll get an understanding of
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how it fares compared to its competition and develop a pretty good
idea of how it will perform operationally.

Of course, finding a great company doesn’t guarantee success.
You need to know when and at what price to buy shares, and that’s
where technical analysis comes in. The common trading patterns
we’ve revealed and discussed in this book will round out your Leeds
Analysis efforts nicely by showing you buying and selling opportuni-
ties that the majority of investors will miss.

Overall, by using Leeds Analysis in combination with your own
due diligence, you should be able to find the right penny stocks
and buy them for the right reasons and at the right time. You’ll get
a good entry price and have clarity about the investment while you
own it. This puts you well ahead of the majority of investors and
should enable you to make significant profits on an ongoing basis,
just like a Penny Stock Professional!
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