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Capital Markets

From the Chat Room to the
Board Room — Knowing Your
Meme Stock

WHAT TO CONSIDER TO AVOID A SPIRAL, IF YOUR COMPANY IS
THE NEXT TO GO VIRAL.

The recent meteoric rise (and subsequent fall) of GameStop, AMC
Theaters and a host of other “meme stocks” has prompted hedge funds,
investment bankers, regulators and public company executives to critically
re-examine their preparedness for extraordinary market volatility.

The meme stock phenomenon is unique in numerous respects that have
been well documented. What has drawn less attention, however, is the
fact that the phenomenon highlights how other “mid-cap” companies could
become the next meme stock — or be subject to highly volatile stock price
movements that may not be identical to what transpired at GameStop and
AMC, but are dramatic nonetheless.

This client alert examines key considerations for board members and C-
suite executives seeking to prepare proactively or react swiftly to
increased volatility in their company’s publicly-traded securities.

GAMESTOP AND ITS PREDECESSORS

GameStop recently found itself in the middle of a perfect storm for stock
price volatility. Record numbers of new investors in the past year poured
into the market, attracted by an industry-wide move to zero-commission
trading and pandemic-induced idle time. In January 2021, droves of new
and existing investors, forming a highly-organized and like-minded online
community, propelled GameStop’s stock price upwards over 1,700% in a
matter of days, despite little change in the company’s underlying
business.' Before GameStop, Hertz saw its stock pop almost 500% after
it filed for bankruptcy.? Similarly, Eastman Kodak increased 1,500% on
news that it would start producing pharmaceutical ingredients.®
Predictably, these companies’ stock prices came back down to earth after
the initial euphoria wore off.

The tech-savvy and vocal retail investor community often targets
companies with significant short positions held by hedge funds. For




example, before the run-up in its stock, the short position in GameStop exceeded its float by 140%.* It is the digital
reincarnation of Occupy Wall Street® — meme populism for those who came of age in the internet generation. However,
what makes this new wave of investors unpredictable — and company boards and C-suite executives anxious — is their
willingness to swing in and out of multiple stocks based solely on contagious, speculative enthusiasm, equally proud of
their huge gains and heavy losses and willing to publicly disclaim any reliance on traditional fundamentals.

KEY CONSIDERATIONS

How affected companies have responded to this new-found and often short-lived virality has greatly varied. Here are
some of the key questions that directors and C-suite executives should carefully consider if they find themselves subject
to the meme stock phenomenon or volatile market swings.

WHEN IS PUBLIC DISCLOSURE NECESSARY OR ADVISABLE?

When the story is being written about your company, your instinct may be to put out a message of your own, to garner
some control over the news cycle. But often the best course of action is to maintain a “no comment” posture to the
extent practicable.

GameStop CEO, George Sherman, first spoke on January 28, 2021, 15 days® after the GameStop run began, touting the
company’s commitment to inclusion, diversity and respect, but avoiding mentioning trading activity altogether.” In other
instances, regulators in the United States and abroad may affirmatively ask the company to comment when trading is
volatile or an exchange halts activity altogether. BlackBerry, for instance, released a statement on January 25, 2021 in
response to a request from Canadian regulators, noting that BlackBerry was “not aware of any material, undisclosed
corporate developments” and had experienced “no material change in its business or affairs that . . . would account for
the recent increase in the market price or trading volume of its common shares.”®

Companies should also pay careful attention to messaging during the run up and subsequent retrace, as volatility often
results in litigation — and companies should expect the plaintiffs’ bar to closely scrutinize all these statements to
determine whether the targeted company “incited” the stock price run. In the event that a company’s downturn results in
a subsequent bankruptcy proceeding, the King & Spalding team has analyzed how potential litigation claims relating to
volatile trading would be treated in such a proceeding.’

WHAT COULD HAPPEN AT THE NEXT ANNUAL MEETING?

Companies that have been the target of meme stock volatility should anticipate potential disruptions at their annual
meeting, as established institutional investors are replaced or supplemented by new, “meme stock” investors.
Management should be prepared to deal with these disruptions and formulate a plan prior to the meeting that addresses
various contingencies. The Company’s public relations team should consider closely tracking online messaging in
advance of the meeting to seek insight into planned activities. Moreover, if sufficient coordinated buying activity exists
such that some subset of these new investors could reasonably be considered a “group” within the meaning of the
Exchange Act’s Section 13(d) definition, the Company’s public relations team may need to likewise closely track public
filings disclosing ownership thresholds.

SHOULD THE COMPANY CONSIDER A CAPITAL RAISE?

Flying high on the wings of an elevated valuation, one’s mind may naturally consider the question “how can my company
capitalize on these tailwinds (however short)?” “At-the-market” financing, which allows a company to sell new shares
directly into the public markets at the going rate, has become increasingly common. Take AMC Theaters, for example,
which raised over $300 million in the midst of its run up, allowing both hedge funds looking to cover their short position
and enthusiastic retail investors to purchase shares in the open market, while simultaneously raising funds to better a
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company bruised and battered by COVID-19."° Additionally, AMC used convertible bond financing, which allowed the
company to repay debt with stock instead of cash, to clear $600 million of debt off its balance sheet.”" One could also
envision a future meme stock experiencing issues or opportunities with pending or planned M&A activity, especially
where a mix of stock and cash consideration is contemplated.

While company management may wish to strike while the iron is hot, they should be wary of regulatory issues with these
capital transactions. The Securities and Exchange Commission has heightened its scrutiny of all transactions involving
meme stocks.'? In 2020, the SEC raised concerns with Hertz's pre-bankruptcy equity offering, including the adequacy of
Hertz's disclosures and the likelihood that investors would exit any proceeding with no return.’® Hertz ultimately
discontinued its equity offering amid reported scrutiny from the SEC.

Going forward, the SEC is urging companies seeking to raise capital amid extreme price volatility to disclose risk factors
specific to a GameStop-style stock surge and decline.’* Acting SEC chair Allison Herren Lee emphasized the SEC’s
growing focus on companies looking to make these types of raises noting, “we are going to make sure as we - you know,
as we look to what they're doing, whether or not they are trying to raise money in the middle of this. And if so, can they
adequately disclose the risks associated with that? And are insiders in these companies trading?”'®

Moreover, even if regulators ultimately allow capital raises at these increased valuations, company management should
expect that shareholder litigation will ensue if and when losses are realized.

CAN AND SHOULD INSIDERS TRADE COMPANY STOCK?

In January 2021, GameStop’s CEO, George Sherman, became a billionaire on paper.'® However, there are structural
and practical limitations that could prevent insiders from realizing such gains. Publicly-traded companies often have
restrictions on the sale of stock by certain key executive officers or require board approval before trades may be
executed. The SEC and the various stock exchanges also have disclosure requirements if insider trades are executed.
Moreover, there are real reputational risks associated with any insider selling down, let alone where insiders are taking
significant profit from a short-term swing.

Additionally, executives should carefully revisit 10b5-1 plans that may have been adopted well before the stock price run.
While these plans may have been put in place on a “clear day”, the optics and reputational risk of ongoing insider
activity, even pursuant to a Rule 10b5-1 plan, need to be considered as such trading activity may continue to harm the
company and the executive long after the stock begins to stabilize.

Finally, company management should be mindful of public perception of indirect transactions employed by insiders to
profit off the volatility. For example, George Karfunkel, a Kodak board member, donated $116 million worth of Kodak
shares to a charity during its period of volatility, which had the benefit of being both a boon to the charity and generating
a massive tax deduction for Mr. Karfunkel.'” Mr. Karfunkel has since apparently reduced the gift significantly, but a probe
by a special committee of Kodak’s board found that the gift “was not advisable from a corporate governance perspective”
due to a possible conflict with company policy designed to avoid the appearance of insider trading.'®

HOW WILL EQUITY INCENTIVE COMPENSATION PLANS BE AFFECTED?

Public companies often incentivize their employees with performance-based bonus or equity awards, which may include
both individual performance metrics and company-wide targets. Such plans often also include options to purchase
company stock at a specific strike price. When a company experiences a rapid run up in its stock price, such run up may
have significant implications for both achievement of performance metrics (depending on the annual goals set by the
plan) and for an employee’s cost-benefit analysis in determining whether to exercise its option to purchase company
stock. If the company’s stock price subsequently falls dramatically, options may vacillate rapidly between in-the-money
and out-of-the money. Company management may wish to reconsider the terms of their equity incentive compensation

KING & SPALDING CLIENT ALERT 3



plans, using compensation committee discretion often granted under the plan’s themselves. However, such adjustments
midstream have varied implications — including additional disclosure requirements, potential requirements to obtain
stakeholder approvals and benefits and tax considerations. Company management should work closely with benefits
and tax counsel to evaluate the effect of a run up and subsequent fall on these compensation plans, evaluating whether
action or inaction is the best course given the specific context.

ADDITIONAL REGULATORY CONSIDERATIONS

There will be regulatory investigations, including market manipulation, insider trading, and potentially scalping and
touting, in nearly all of these meme stock scenarios. Public company management should consider its existing
compliance structures, cybersecurity protections, and insider trading policies well in advance of being a meme stock
subject. A robust set of compliance systems may be the difference between the public company merely being a source
of information to regulators or law enforcement, or being a target of regulators and law enforcement.
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