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Over this past week, the stock market has experienced a turbulent and acutely volatile
series of events related to the trading of a small group of public companies’ shares. With
echoes of the 2010 “Flash Crash” and a mid-2020 surge in the share price of Hertz while
Hertz remained mired in ongoing bankruptcy proceedings,[1] numerous companies’ stock
prices have become unglued from their financials, valuations, and other fundamental
analyses. Perhaps most (in)famously, the stock price of GameStop surged from a low of
less than $20 in early January to a high of nearly $500 on January 28th —an increase of
well over 1,000%—for no discernible reason beyond the efforts of thousands, or perhaps
even millions, of internet message board users|[2] to force a “short squeeze” targeting
asset managers who shorted the stock in anticipation of GameStop’s declining stock price
based on their analysis of the company’s fundamentals.[3] The ramifications have been
widespread, ranging from the temporary crash of Reddit, the very website on which these
efforts originated,[4] to popular trading platforms restricting customers’ ability to trade in
particularly volatile securities,[5] and prominent financial institutions changing their
investment approaches and abandoning certain short-sale trading positions.[6] Reactions
have equally run the gamut, ranging from pundits who find these events “hilarious” or
view this as a story of “an underdog against a mighty foe,” on the one hand, to those, on
the other, who view the volatility as “a story of utter nihilism” and a “terrifying proof of
concept” as to what can happen in financial markets when there is seemingly no
connection between price and financial fundamentals.[7] For better or worse, many have
analogized the increasingly powerful role of non-institutional investors to a
“democratization of the markets.”[8]

While these events continue to unfold in real time, all three branches of the federal
government have indicated an intent to address them. On January 28th, the Chairwoman
of the House of Representatives’ Committee on Financial Services announced that it
would hold hearings “with a focus on short selling, online trading platforms, gamification
and their systemic impact on our capital markets and retail investors,”[9] while the
incoming Chairman of the Senate Committee on Banking, Housing, and Urban Affairs
similarly announced plans for forthcoming hearings “on the current state of the stock
market.”[10] That very same day, the first litigation relating to these events was filed in the
Southern District of New York, as an investor brought a putative class action lawsuit
against the electronic trading platform Robinhood, alleging that limitations on trading
implemented amidst this volatility had “deprived retail investors of the ability to invest in
the open market” with intent “to manipulate the market for the benefit of . . . financial
institutions.”[11] A dozen other lawsuits against Robinhood and others quickly followed in
courts across the country.[12] In addition, the SEC announced that it was “actively
monitoring the on-going market volatility in the options and equities markets” and working
to “assess the situation and review the activities of regulated entities, financial

intermediaries, and other market participants,”[13] with news media reporting that the SEC

is “eyeing a possible market manipulation case” analogizing traders’ online efforts to
hype shares of particular companies to “a classic pump and dump” scheme.[14] At least
two state attorneys general announced that they had initiated their own probes.[15]
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I. Litigation Considerations

In light of the significant sums of money being made and lost, and the media blitz about
the new reality and impact of retail investors taking collective action, it was almost
inevitable that disputes would arise. Accordingly, it is no surprise that a wave of litigation is
already finding its way to the courthouse.

What form is such litigation taking? Generally, the suits filed against Robinhood to date
have been brought by certain of the company’s customers and have focused on
Robinhood’s trading restrictions, sounding in alleged breaches of contract, breaches of
the implied duty of good faith and fair dealing, negligence, and breaches of fiduciary duty.
Other suits against Robinhood and various other parties have alleged antitrust claims
under state law and both Sections 1 and 2 of the Sherman Act, and have asserted (without
citing any evidence or making particularized allegations) improper coordination in
prohibiting the purchase of certain securities to unreasonably restrain trade in the stock
market, as well as exclusionary and anticompetitive conduct in prohibiting plaintiffs from
effectuating trades.[16] In addition, claims have now also been brought under

Rule 10b-5.[17]

Market manipulation can be prosecuted criminally by the United States Department of
Justice, or pursued through civil litigation brought by agencies such as the SEC and/or
private parties who have personally been harmed, including the aforementioned asset
managers who have been subjected to a “short squeeze.” Many such claims may rely on
Rule 10b-5, adopted by the SEC pursuant to the Securities Exchange Act of 1934, which
broadly prohibits all schemes and artifices, including deception, in the trading of
securities.[18] Rule 10b-5 is likely to be the most common basis of securities fraud causes
of action when market participants are alleged to have perpetrated a fraud, deception, or
other willful wrongdoing that results in the manipulation of a stock price—including in
classic, or novel, “pump and dump” schemes—although there may be other potential
causes of action available as well. For instance, Section 9(a)(2) of the Securities
Exchange Act of 1934 has been litigated far less than Rule 10b-5, but it might also apply
given its prohibition on “effect[ing] . . . a series of transaction in any security . . . creating
actual or apparent active trading in such security, or raising or depressing the price of such
security, for the purpose of inducing the purchase or sale of such security by others.”[19]

Of course, the application of Rule 10b-5, Section 9(a)(2), or any other cause of action to a
particular set of transactions, and whether such claims can be economically litigated
against those engaging in relatively small transactions, including through the novel use of
a defendant class action,[20] are questions that are necessarily fact-specific and cannot
be addressed in the abstract. Whether an asset manager would file suit against a group of
traders circulating materially, false and misleading information, for example, for purposes
of artificially inflating the stock price is uncertain given the commercial reality that many of
the traders do not have sufficient assets to cover the losses, that litigation is a two-way
street and would require a plaintiff asset manager to open up their internal analyses and
communications to discovery, and it might create optics issues for a resourceful asset
manager bringing action against a group of retail investors. Accordingly, the more likely
prosecutor of such market manipulation is the government.

Another type of claim regulators may investigate in these circumstances is open-market
manipulation. Open-market manipulation is a more ambiguous and amorphous violation of
the securities laws that is effectuated solely through facially legitimate trading.[21] A typical
example of prosecutable open market manipulation is known as “marking” or “banging

the close,” which occurs when a trader with the intent to defraud purchases a large
guantity of shares at or near the close of the trading day. This can boost the trader’s
portfolio value, or allow the trader to avoid losing out on an option position. A related form
of manipulation called “painting the tape” occurs when a trader with the intent to defraud
purchases or sells shares throughout the day to increase the trading volume in an effort to
attract more investment in the stock. Such transactions may appear legitimate on their

© 2025 Gibson, Dunn & Crutcher LLP. All rights reserved. For contact and other information, please visit us at <a
href="https://www.gibsondunn.com">www.gibsondunn.com</a>. | www.gibsondunn.com


https://www.gibsondunn.com
https://www.gibsondunn.com

GIBSON DUNN

face because they are simply open market trades, but if their intent and effect is to
artificially drive up a stock’s closing price for the purposes of defrauding others, they may
be actionable under Rule 10b-5.[22] While difficult to prove and heavily dependent on the
facts and circumstances, claiming open market manipulation is not without precedent. Two
examples are illustrative.

First, Markowski v. SEC involved executives of Global America, Inc., an underwriter, who
challenged an SEC order sustaining disciplinary action taken against them by the National
Association of Securities Dealers. Global America had underwritten an IPO of a security,
after which it accounted for nearly all of the open market purchases and sales in the first
six months of that security’s trading. The SEC alleged that Global America’s trading
activity kept the stock price artificially inflated, until Global America stopped trading in the
stock and its price cratered. Although all of Global America’s transactions were real trades
at the market price and did not involve any misrepresentations, the SEC alleged that the
effect and intent of Global America’s trading was nevertheless to boost the share price of
the security in question. In December 2001, the D.C. Circuit affirmed Rule 10b-5 liability
for the Global America executives involved in this stock market manipulation.[23]

United States v. Mulhern provides another example of a claim of open market
manipulation that satisfied the elements (though in this instance the government failed to
meet its burden of proof). Mulhern involved famed financier Ivan Boesky, who acquired
4.9% of Gulf & Western Industries’ common stock. The government’s unproven
allegations were as follows: Boesky first made a failed attempt at a leveraged buyout, after
which he subsequently offered to sell his stake back to Gulf & Western at an above-market
price. When Gulf & Western rejected that proposal, Boesky next allegedly caused his
associate John Mulhern, the chief trader and general partner of a broker-dealer, to make a
series of purchases of additional Gulf & Western stock that soon pushed its share price up
to Boesky'’s desired level. With the stock price rising, Gulf & Western eventually agreed to
the earlier proposal and purchased from Boesky his entire 4.9% stake. In addition to losing
Mulhern approximately $65,000 on his Gulf & Western investment when the price
subsequently went back down, the U.S. Attorney for the Southern District of New York
criminally charged Mulhern with multiple counts of market manipulation under Rule 10b-5.
The Second Circuit subsequently overturned Mulhern’s conviction on four counts of
market manipulation. Crucially, however, the Second Circuit did not reject the legal
theories at the heart of the prosecution, but rather determined that the government had
failed to satisfy its burden of proof.[24]

Il. Other Options to Maintain Market Integrity

Aside from litigation, both the private sector and regulators have a number of options to
preserve the integrity of financial markets.

a. Regulatory Intervention

The SEC and other regulators have a wide variety of tools at their disposal to “protect][ ]
investors, maintain[ ] fair, orderly and efficient markets, and facilitat[e] capital
formation.”[25] Although it has yet to invoke this power, for example, the SEC may
suspend trading in a security for up to ten days, either outright or with respect to particular
types of trading.[26] Notably, during the 2008 financial crisis the SEC suspended short
selling to protect the integrity of the market.[27] Self-regulatory organizations (“SRO"),
such as stock exchanges, can also halt trading in circumstances where there is a
significant imbalance in the volume of buy and sell orders in a security.[28]

Neither the SEC nor the various SROs handling GameStop and the other securities with
similar patterns of extremely volatile trading divorced from their financial fundamentals
have chosen to exercise this authority during the current short squeeze event to-date.
Robinhood, a trading platform used by retail investors, did choose to temporarily limit
certain types of trading in approximately 50 different securities—including GameStop—as a
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risk management decision that Robinhood asserted was necessary to protect the platform
and its clearinghouses, and to ensure its compliance with various regulatory
requirements.[29]

b. Practical Considerations for Hedge Funds and Other Financial
Institutions

Short of litigating claims based on market manipulation, market participants might also
consider other approaches to these tumultuous times.

As an initial matter, recent market events have underscored the importance of securities
law compliance and monitoring. Hedge funds and other financial institutions could
consider expanding their current compliance programs, if needed, to include monitoring of
message boards and social media postings to determine whether other market
participants are complying with the securities laws. Such monitoring could allow hedge
funds and others to more proactively anticipate and respond to market disrupting events.
To the extent that they have not already done so, for instance, hedge funds and other
financial institutions could create a process for swiftly compiling and analyzing online
chatter in order to remain alert as to emerging efforts to coordinate investment activities.

When it comes to information circulated online, hedge funds and others might also
consider proactively engaging with retail investors and the media by correcting any
misinformation being disseminated online. Specifically, institutional investors might
consider identifying and correcting false information discovered in the marketplace through
counsel and external investigators. Financial institutions could also collaborate with public
relations consultants to engage online and traditional media platforms to assist in
correcting emerging inaccuracies before they attain undue momentum.

Hedge funds and others should also consider proactively engaging with online platforms to
request that false, misleading and/or reckless allegations concerning a company or its
personnel be taken down pursuant to the hosting companies’ policies and processes.
“Take Down” requests might not be feasible on the grand scale currently seen on Reddit
message boards, however, and targeting particularly problematic posts may be more
effective. For social media platforms hosting stock trading discussions, such as Reddit and
Yahoo!, it is important to note that Section 230 of the Communications Decency Act of
1996 provides them with broad protection in connection with content posted by third-
parties on their platforms. Accordingly, the hosting entities themselves generally cannot be
held liable for what others say on their platform.[30] Market participants can nevertheless
work with counsel to familiarize themselves with the user policies of social media
companies and online message boards in order to flag instances of misconduct that may
violate the hosting platform’s policies. On the evening of January 27th, for example, online
platform Discord briefly removed a “WallStreetBets” thread for violating its guidelines on
hate speech and spreading misinformation.[31] Notably, the “WallStreetBets” forum on
Reddit has rules that prohibit posts that “contain[ ] false or misleading information . . .
made for the purpose of manipulating the market for a security” and provide that “[a]ny
activity of this sort is against the securities laws and will not be tolerated on this
forum.”[32] Efforts to pinpoint specific violations can thus aid online platforms in the
expedient removal of false and misleading posts.

c. Practical Considerations for Issuers of Securities

As markets are liberalized and retail investors can more readily access equities markets
and coordinate efforts therein to create massive volatility, issuers should be aware of their
strategic options if they become a target of a similar GameStop-style campaign. As with all
aspects of a business, the first step in addressing any potential harm is monitoring and
becoming aware of the situation before it gets out of control.

Rising share prices seemingly present opportunities for issuers that should be carefully
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considered with legal counsel and other advisors. For instance, those with shelf offerings
or at-the-market equity programs in place may attempt to capitalize on their good fortune.
To provide an example, AMC Entertainment, another issuer recently impacted by
significant retail investor activity, completed a pre-planned at-the-market equity program
by selling 63.3 million shares after seeing its stock price increase significantly in the first
weeks of January, allowing it to raise $304.8 million.[33] An issuer finding itself in the
strange situation of not believing in the value of its own share price nevertheless must be
careful to avoid making any material misstatements or omissions supporting such
unjustified enthusiasm, especially when considering making any form of stock issuance.
For example, an issuer might consider if it is appropriate under the circumstances to make
a public statement explaining that there is no material information to account for the rising
share price. Companies issuing securities based on a price they believe to be inflated may
well run the risk of regulatory inquiries, and/or securities litigation if and when the share
price eventually declines. And, as always, issuers and employees of issuers must be
cautious to avoid even the appearance of trading on inside information when dealing in the
company’s securities.

Of course, instead of the next volatility event of this nature driving stock prices up, it is just
as likely an issuer could be targeted with a run of short-selling that drives the stock price
down. In this case, issuers should be ready to engage in the “take down” efforts,
discussed above. Issuers might also consider engaging, as appropriate under the
circumstances, legal counsel, crisis management experts, accountants, and a public
relations team to ensure they are correcting any false information and assuring the public
of the issuers fundamental health. Issuers in such a situation might also avail themselves
of one of the author’s prior writings on this very topic.[34]

* k k k k k%

By developing sound crisis management plans and executing them with the right mix of
offensive and defensive strategies, hedge funds, financial institutions and issuers can
weather these turbulent times. And as always, Gibson Dunn remains available to help its
clients in doing so.
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