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Introduction 

 

ince there is still a very limited amount of information available about how 
penny stock investment works, many are left wondering whether it is even 
legal.  Despite penny stocks being used as a means of scamming and fraud 

through multiple sophisticated venues, there are certainly some legitimate and 
potentially profitable investment opportunities out there. The following articles will 
discuss the legality of penny stocks, as well as ways to safeguard yourself against 
potential scams. 
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Penny Stocks - Are Penny Stocks Legal? 
hey don’t trade on the main stock exchanges. They have not been approved by 
the SEC, but nor have they been disapproved by the SEC. They are labeled as 
‘high-risk investments’. Very little is even known about them, and they’re often 

used in internet e-mail spam scams. …Are penny stocks even legal to invest in? 

Though they may sound scary and may be unknown or even a little mysterious, there’s 
nothing illegal about investing in penny stocks. There’s a lot of information out there - 
a lot of it bad and even frightening, but investing in penny stocks doesn’t mean that 
you are breaking a law. 

It means you’re taking a chance, but there’s nothing illegal about that, is there? Yes, 
penny stocks are considered high-risk investments, but for a relatively small price, 
investors can buy shares and (one hopes) turn them around to make a large profit. 
This is the draw of penny stocks which makes them compelling.  

Also, when you buy penny stocks through a broker, you should get regular updates. 
Once a month, you’ll get information about your penny stocks and their status. This is 
something your broker must if you’ve invested in penny stocks; it is required by law. 
This lets investors track the progress of their stock. 

The only trouble is, sometimes things happen very quickly in the world of penny stocks. 
These stocks trade infrequently, and when they do trade they are not traded through 
the well-known and established stock exchanges. This makes is hard to both buy and 
sell penny stocks, so some investors are afraid of getting “stuck” with a stock that they 
can’t unload.  

However, a stock’s risky nature doesn’t make it illegal, or even a bad investment. 
There are many things that are risky (like driving), but many people don’t let high risk 
stop them. In the world of stock investing, there is often risk involved. Perhaps penny 
stocks are considered riskier than some, but at the same time there is great potential 
to make a lot of money by investing in them.  

 

 

 

Penny stocks are low-priced shares of companies that are generally on a smaller 
scale. These stocks are traded “over-the-counter” rather than on public exchanges, 
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and this is why many investors know very little about penny stocks in general. To find 
more information about penny stocks, you can talk to your broker, or do a little 
research in business journals and the like. There is plenty of information out there, and 
many investment opportunities available. It’s just a matter of finding the right ones for 
you.  

If you’re considering an investment in penny stocks, it’s okay. Risky, yes. Mysterious, 
definitely. Potentially big? Sure. But illegal? No, not at all. At least right now, penny 
stocks are traded completely legally and under the guidelines of the SEC. Investing in 
these stocks may be a little exciting and a little dangerous, but you won’t wind up in 
jail. 
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Fraudulent Activities in Penny Stocks 
n Introduction to fraudulent activities in penny stocks 

We all may fall victim to some kind of fraud or misappropriation of our money from 
scammers at some point in our lives. There are a few people engaged in fraud, and 
using various fraudulent measures to sell penny stocks to people. The Securities and 
Exchange Commission of United States of America seems to be unsuccessful in 
preventing this as many fraudulent activities take place daily. These stocks are highly 
risky due to various reasons, and fraud is one of them. Sometimes a few market 
makers control the stock, and thus resort to fraudulent activities such spamming and 
phone calls.  

Role of Brokers or Market Makers 
Recently, the fraudulent activities of some of the brokers or market makers has been 
noticed and reported to the Securities and Exchange Commission of United States.  

Companies may offer a few market makers (one or two) to sell or buy the penny stocks 
of the company. These market makers therefore hype up the company, and mislead 
potential investors. As all the stocks of the company will be in the hands these people, 
they effectively control the stock prices.  

Many times the company will pay dealers or brokers to sell the stocks and get more 
money. These brokers or dealers may adopt fraudulent methods for selling the stocks. 
The dealer or broker will generally contact you over the phone and boast about the 
stocks. Sometimes the dealer or broker will use email to convince people. Poor people 
and those without the resources to verify the particulars of such emails or such phone 
calls easily become victims. 

Sometimes the dealer or broker may offer free stocks, and after manipulating the 
prices will ask for increased investment in specific penny stocks. This may be one of 
the techniques used to lure people, but you should avoid taking free penny stocks. 
Sometimes free pamphlets or newsletters can be offered to people, and these free 
newsletters should also be avoided. These newsletter may contain misleading 
information. Some brokers may ask you to make investments quickly, and you should 
avoid quick decisions since in most of the cases this is a sign of fraud.  You should 
thoroughly research the company, and look for risk factors very carefully. Penny 
stocks listed on Pink Sheets are highly risky, and you should look into these stocks 
before investing in them. Always verify a broker with the state office of the Securities 
and Exchange Commission before dealing with that broker. 
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Arent All Penny Stocks a Scam? 
ost internet e-mail users have been subject to penny stock scams. There are 
more than fifty billion spam messages sent each day, and many of these 
mention investing in penny stocks. Spam e-mails clearly aren’t a very reliable 

investment source, right? Does that mean that all penny stocks are, essentially, some 
sort of scam? 

Penny stock fraud is a sad fact of using the internet. It’s possible for people to lose 
100% of their investment when falling for these penny stock scams online. Often, 
these penny stocks do not exist or they do not exist at the advertised price. This type 
of scam is called a “pump and dump.” Yes, there are some scams on the internet 
entirely centered around penny stocks. 

This does not mean that all penny stocks are a scam, or even a bad investment. There 
are some penny stocks that can make investors a good amount of profit, in fact…just 
not the ones you find advertised in spam e-mails. Stopping yourself from investing in 
those penny stocks is crucial, but deciding never to invest in penny stocks of any kinds 
because of them may not be. 

Yes, they are considered a high-risk investment, but it’s also possible to turn a pretty 
profit using penny stocks. In most cases, there is a certain finesse needed to invest in 
these stocks, as they rarely trade and things can happen with penny stocks very 
quickly. Investors have to know what’s happening all the time, and be ready to make 
a move when needed – making penny stocks somewhat exciting and interesting to 
trade in. This is a big part of why some investors like them. 

Don’t let internet scams scare you away. There are a lot of internet job scams, too, 
where so-called “employers” offer to pay you lots of money to do something simple 
like answer surveys or surf the “Net.” In many cases, these “job offers” turn out to be 
nothing but an internet scam and a clever ploy to try and get your hard-earned money, 
but you don’t let internet job scams keep you from working – so don’t let internet penny 
stock scams keep you from investing. If you do, the scam artists win because they’re 
keeping you away from something.  

 

 

To learn which penny stocks are potentially good investments and which are 
potentially bad, there’s lots you can do. Check the business journals for stock 
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information, or ask a broker for more information and advice regarding penny stocks. 
There are good penny stock investment opportunities out there in which you can make 
a lot of money. By doing your research and looking into every possibility, you increase 
your chances of success in the stock market. And isn’t success what it’s all about?  

If you’re interested in investing in penny stocks, you can’t let anything (even scams) 
stop you. Do what you want to do, and invest your money where you think it’s best. 
After all, it’s your money, and only you can decide what you want to do with it. Make 
the choice for you, not for any other reason.  
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Rules of Penny Stocks 
 

Introduction to Penny Stock 

The common understanding about penny stocks in the financial market of the US is 
that it is a kind of stock traded outside of major stock exchanges. The major stock 
exchanges in the US are the NYSE and NASDAQ, where the majority of stock trading 
takes place. For a beginner, investment in penny stocks may be a good option, but at 
the same time he or she should understand all the related terms and rules associated 
with penny stocks. 

 

SEC Definition of Penny Stocks 

Although the definition provided by the Securities and Exchange Commission is open 
with respect to the trading of penny stocks, these are generally not traded on the 
NYSE or NASDAQ. There is a rare chance that these will be traded at any foreign 
exchange; however, the Securities and Exchange Commission has put a ceiling of $5 
on these speculative stocks. 

 

US Securities and Exchange Commission 

The mission and aim of the US Securities and Exchange Commission is to protect the 
investors from fraud, scams, or other types of misappropriation. The commission is 
also to ensure that the markets are efficient and fair. The commission facilitates 
capital formation, and encourages more and more investors are benefiting from the 
share markets. It is one of the pillars for improving the economy of United States that 
will result in more opportunities for employment, as well as better health and living 
standards for common people of United States. 

The role of the commission is not limited to ensuring proper protection of investors, 
but also it is responsible for framing various rules and guidelines for the smooth 
functioning of stock exchanges. It also lays out guidelines for companies looking to 
collect money from the market, and strictly monitors the financial and related activities 
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of such companies. It ensures that the companies are taking care of their investors 
according to the rules and guidelines.  

SEC Rules on Penny Stocks 

As per the rules laid down by the SEC, a broker or dealer is required to approve the 
customer looking to sell the penny stock before the transaction. The broker should also 
get a written request from such customer. 

SEC rules dictate that a customer wishing to purchase a penny stock should be 
provided a document explaining the risk involved in the penny stock. The broker or 
dealer should also inform the customer of the current market rate of the penny stock, 
and the commission that will be charged by the broker. 

SEC rules further dictate that a monthly statement of the account, showing the current 
market rates of each penny stock held by the customer in his or her account, should 
be sent to the customer. 
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