








The Pink OTC markets assign to securities.
For example, a firm may wish to conduct
additional due diligence on any securi-
ties with the skull and crossbones icon
or designation of “Caveat Emptor.” While
these securities may be presented by legiti-
mate clients, the public information made
available by the Pink Sheet OTC raises the
bar with respect to whether a firm should
initiate additional monitoring or scrutiny
of a security that is clearly marked as “of
concern” to investors.

For ease of reference, a list of potential
red flags for low-priced securities has been
included. Before adopting the list, firms
should confirm that they understand the
reason the red flag represents potentially
suspicious activity, how the information
mightbe captured and escalated using their
systems and processes, and whether addi-
tional training is required. Structured dis-
cussion with back office staff and managers
responsible for trade clearance and settle-
ment duties, security transfer and receipt
duties, account transfers, security master
maintenance, margin, restricted security
reviews and trade surveillance can be used
to confirm the proposed red flags, iden-
tify additional indicators of concern and
affirm an understanding of how to escalate
potentially suspicious activity according
to individual firm policy. Because bro-
kerage activity must be evaluated more
subjectively than banking activity, it is
key to the success of the AML program in
a broker-dealer that personnel understand
their duty to report out of the ordinary and
potentially suspicious activity.

Potential Red Flags
Client behavior

e Certificate is being deposited in an
account that has been opened recently,
or an account for which the delivery of
the certificate is the first transaction

e Explanation of how the security was
acquired does not make sense

e Account is in the name of an associate
or relative of a person with a history of
securities

Characteristics of the physical
certificate

e Certificate has been printed in recent
months

e Certificate has been printed on a stan-
dard form and does not look unique

e Certificate is in the name of a previous
security and re-organization occurred
some time ago

¢ Certificate is for a very large number of
shares

The name on the certificate does not
match the name on the account

Firm holdings in the security

Limited or no other positions (a position
is a holding of shares by an individual or
a dealer) in the firm

Concentration of holdings in the firm is
a significant volume relative to shares
outstanding

Certificate more than doubles the total
shares at the firm, whether calculated
as total shares held by clients of
the introducing broker or the clearing-
services provider

Transactional activity

Journals of cash or securities between
unrelated parties

Hedge or private equity funds with mul-
tiple cash and DVP/RVP accounts and
purchase-sales activities between the
accounts

Significant deviations in price (low
volume, high price, end of day; high
volume, market price; circular buy-sell;
accounts in/out)

Trades against the market (downward or
upward pressure)

Continuous delivery of securities fol-
lowed by immediate sale and wire of
funds (especially to third parties)
Delivery or transfer of securities via DTC
outside of initial account transfer

Client activity represents more than 50
percent of OTC bulletin board trading
volumes*

Market activity reports by issuer show-
ing trade volumes by month and market
maker are available free of charge at
www.otcbb.com for over-the-counter
securities. This does not cover all low-
priced securities but is a valuable tool
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Regulatory filings

¢ No prospectus or registration statement
covering the shares

¢ No SEC filings

¢ Business description is not available

e Officer/director detail are not available

¢ Officers have no experience in the busi-
ness or show up as officers of multiple
companies

e The number of outstanding shares is not
disclosed

e The number of outstanding shares is
excessive (e.g., 1 billion)

¢ The company has been through anumber
of stock splits and reverse splits

e The company has changed its type of
business or name numerous times in a
brief period

Control persons and service providers

e Transfer agents
Previous regulatory issues
Associated with other questionable
securities or parties

e Lawyers
Writing legal opinions to lift restrictions
on securities they are presenting in their
own name
Appearance of acting as nominee
Associated with other securities of
concern

e Investor relations consultants (i.e., stock
promoters)
Associated with spam campaigns
Previous history of concern/violations
of securities regulations

¢ Control persons
Previous regulatory issues
Associated with other questionable
securities or parties €®
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Before establishing policy and practice with respect to low-priced
securities, firms should evaluate the level of activity within their
shops. Statistical analysis of physical certificates can be used to set
parameters for both automated and manual monitoring. Analyze
the volume and average size Share size of physical certificates that
your firm receives. Include an analysis of which accounts receive

the largest number of physical certificates as well.
information, you can set the share size that you wish to trap for
review. You may also wish to select both accounts and securities
that are outliers and test if your existing processes are capturing

the activity as unusual.

From this

If your existing transaction monitoring

processes are picking up the accounts housing the securities of
concern, you may not need a separate manual process.
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