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Gary Gensler Wants to Regulate
Crypto

Also Cineworld’s missed meme chances, DWAC'’s delay, Kim
Kardashian’s private equity firm and playing NPCs.

By Matt Levine

September 8, 2022, 2:33 PM EDT

Programming note: Money Stuff will be off tomorrow, back on Monday.

Crypto securities
“A basic premise of Web3,” I once wrote, “is that every product is simultaneously an

investment opportunity”:

If you sign up for a Web3 social network or chat room or trading venue or let’s-buy-
the-Constitution lark, you will get some of that project’s tokens, which will entitle you
to use the project’s app or exchange or Constitution, and which will give you some
notional say in the decentralized governance of the project. Also the tokens will
appreciate in value if the project takes off and more people want to use it. It’s as if
being an early user of Facebook or Uber also automatically made you a shareholder of
Facebook or Uber, and when those services got huge you got rich.

This has good points and bad points:

® The good thing is that Web3 and crypto have solved the cold-start problem for
network-effects businesses. It is hard to build a social network or a marketplace or a
ride-sharing app or lots of other businesses, because those businesses are useful
mainly if they have a lot of users, so they are not very useful for their first users. But if
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you add a crypto token, the first users get the most tokens, so they stand to get the
richest, so there is a lot of incentive to join early — which means that lots of people
join quickly and it becomes useful. “The basic idea,” Andreessen Horowitz partner
network effects haven’t kicked in, [you] provide users with financial utility via token
rewards to make up for the lack of native utility.”

® The bad thing is that every project is simultaneously a Ponzi scheme, and it is hard to
know if people are using the project because they get utility out of it or because they
hope to dump their tokens on future suckers.

feel like I have to mention Helium? Helium is, famously, The One Real Web3 Thing.
Maybe There's a Use Case for Crypto After All,” was the headline of the New York Times

article about it in February. Helium is a decentralized network of wireless hotspots for
internet-of-things devices like, for some reason, online mousetraps (?). From that Times
article:

Helium, which was founded in 2013, didn’t start off as a crypto company. Its founders
originally tried to build a long-range, peer-to-peer wireless network the old-fashioned
way — by persuading people and businesses to set up hot spots and stringing them
together. But they struggled to get enough participants, and the network stalled.

Frank Mong, Helium’s chief operating officer, told me that the company was running
out of money in 2017 when an engineer suggested, during an all-hands Scotch-
drinking session, that more people might be willing to set up hot spots if they could
earn cryptocurrency by doing it.

“That incentive model, powered by crypto, actually made sense in this case,” Mr.
Mong said.

So the company tore up its old business model and settled on a new one. Instead of
building its network itself, Helium would make it fully decentralized and let users
build it themselves by buying and connecting their own hot spots. Participants would
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be paid in crypto tokens, and they’d get to vote on proposed ideas for changes to the

network. If the price of those tokens rose, they’d make even more money, and set up

even more hot spots.

The new model, which was released in 2019, worked like a charm. Crypto fans raced
to set up Helium hot spots and start generating crypto tokens.

Great stuff. Helium ran into controversy in July, which led to founder Amir

Haleem tweeting the incredible statistic that the network “generates around $2M/mo in

fees,” but that most of that is from “Hotspot onboarding fees,” and only about $6,500 per

month comes from data fees. Roughly 99.7% of Helium’s revenue comes from new users
joining; roughly 0.3% comes from people actually using the product, months after the
Times article about how it’s actually useful. One day it might be actually used. But in the
meantime, if more people keep buying into it, it can be lucrative. Andreessen Horowitz
led a $111 million token sale for Helium in 2021.

Here, though, the point that I want to make is that this situation — every product is an
investment — also has good points and bad points as a matter of securities regulation:

® The good thing is that if you are a venture-capital firm investing in Web3 or
decentralized-finance projects, or a crypto exchange listing their tokens, you can say
“what, no, this is a product, not a security.”

® The bad thing is that if you are the US Securities and Exchange Commission and you
want jurisdiction over all of DeFi and Web3, you can say “all of these things are
securities, not products.”

And you’re both right! Everything is both. That is the economic innovation of crypto and
DeFi and Web3, making everything both the currency of a project and equity in that
project.

Of the nearly 10,000 tokens in the crypto market, I believe the vast majority are
securities. Offers and sales of these thousands of crypto security tokens are covered
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under the securities laws. ... In general, the investing public is buying or selling crypto

security tokens because they’re expecting profits derived from the efforts of others in

a common enterprise. ...

Some in the crypto industry have called for greater “guidance” with respect to crypto
tokens.

For the past five years, though, the Commission has spoken with a pretty clear voice
here: through the DAO Report, the Munchee Order, and dozens of Enforcement
actions, all voted on by the Commission. Chairman Clayton often spoke to the
applicability of the securities laws in the crypto space.

Not liking the message isn’t the same thing as not receiving it.

Investors are following crypto projects on social media and scouring online posts
about them. These tokens have promotional websites, featuring profiles of the
entrepreneurs working on the projects.

It’s not about whether you set up a legal entity as a nonprofit and funded it with
tokens. It’s not whether you rely on open-source software or can use a token within
some smart contract. These are not laundromat tokens: Promoters are marketing and
the investing public is buying most of these tokens, touting or anticipating profits
based on the efforts of others.

Therefore, investors deserve disclosure to help them sort between the investments
that they think will flourish and those that they think will flounder. Investors deserve

to be protected against fraud and manipulation. The law requires these protections.

This just strikes me as uncontroversially, straightforwardly true as a matter of standard
US securities law, and I always wonder what people think they are doing here. “The
test,” the famous Supreme Court case says, “is whether the scheme involves an

investment of money in a common enterprise with profits to come solely from the efforts
of others.” If you’re buying tokens to bet on the success of some crypto ecosystem or
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DeFi protocol or Web3 project — and if the project’s promoters are selling those tokens to
raise cash to develop the ecosystem or protocol or project — what else could it be?

On the other hand I also wonder what Gensler thinks he is doing here. From that same
speech:

Joseph Kennedy, the first Chairman of the SEC, had a saying: “No honest business
need fear the SEC.” ...

I’'ve asked the SEC staff to work directly with entrepreneurs to get their tokens
registered and regulated, where appropriate, as securities. ...

Given the nature of crypto investments, I recognize that it may be appropriate to be
flexible in applying existing disclosure requirements. Tailored disclosures exist
elsewhere — for example, asset-backed securities disclosure differs from that for
equities.

More from

Bloomberg
Opinion

Putin’s Terror-Bombing Campaign Won't Work Either

Biden Is Botching the Dream of Made-in-America EVs

Jan. 6 Panel Proves Again Trump Must Be Held Accountable

What Happens When Chinese Leaders Cling to Power? It Isn’t Pretty

Really? I think that this understates the difficulty in “applying existing disclosure
requirements” to crypto, and overstates how helpful and nonthreatening the SEC is to
honest crypto businesses. The SEC has been suing crypto projects for illegally issuing
securities for about five years now, but in that time it has not issued any rules, or

proposed any rules, or put anything on its rulemaking agenda, about adapting the

securities disclosure rules to crypto projects.
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I do not think that that sort of adaptation is trivial. Think about what you would want to
know about a crypto project before investing in it. Some of what you would want to
know — things like the qualifications of the founding team, their financial incentives and
conflicts of interest, where the money is going, how the project is capitalized, how they
see the market, what their business plan is, etc. — is very similar to what you’d want to
know before investing in the stock of a company. But a lot would be different. You might
care a lot less about the funding and capital structure of the entity that employs the
developers to build the project, and a lot more about the structure and tokenomics of
the decentralized project itself. You might care a lot about the decentralized self-
executing code of that project, since DeFi projects are constantly getting hacked, and

you might want some sort of high-level summary of that code and its vulnerabilities
rather than just a GitHub repository. In a truly decentralized project, the people issuing
the tokens might just not have access to some of the things — biographies of key players,
audited financials — that are required in normal stock offerings.

And it’s not like most tokens these days are just sold by project developers for cash to
retail investors to raise money to build the projects. This used to be true, in the “initial
coin offering” boom of 2017, but the SEC shut that down pretty hard. Now tokens are

more likely to be earned (by mining, by staking, by running a hotspot) by ordinary
participants, and if developers want to raise money they sell tokens to venture capital
firms with long lock-ups. (You can sell securities to “accredited investors,” like VCs,
without registering them with the SEC.) Adapting the securities-law framework to crypto
would mean looking at how crypto tokens actually come into the hands of retail
investors, and thinking about what sorts of protections they need in those transactions.

Also, much of Gensler’s speech is not about crypto issuers but about

crypto intermediaries; the point is that if you operate a crypto exchange, and if virtually
all crypto tokens are securities, then you are running a securities exchange or at least a
broker-dealer, and you should be required to follow SEC rules for exchanges. Again, as a
legal matter, [ am sympathetic to that. But what does it actually mean for, for instance,
decentralized finance? If a crypto exchange is just a set of self-executing smart contracts,
if liquidity is provided by people depositing pairs of cryptocurrencies into automated
market maker pools, then who registers the exchange and who needs a broker-dealer
license and how do the rules work? Or in centralized crypto finance, most crypto
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exchanges offer direct access to retail customers, rather than requiring them to connect
through brokers. This is different from how traditional stock exchanges work, and in
some ways arguably better, but you do have to think about how the traditional rules for

broker-dealers and exchanges would apply. I am not saying that these are unanswerable
questions; I am just saying that they are questions that the SEC might want to think about
answering.

Meanwhile it is conspicuously the case that Gensler’s SEC mainly goes after the more law-
abiding crypto actors. We talked a while back about how the SEC decided to shut down
crypto exchanges’ yield products, where investors can park their Bitcoins with an
exchange and earn interest on them. The SEC concluded that those products are
securities, and while that is unintuitive I think it is probably correct under current law.
And so it told Coinbase Global Inc. — a US-based, publicly listed exchange — not to do its

into stopping Celsius Network and Voyager Digital Ltd. from doing their yield products,

though it didn’t actually get around to shutting down Celsius and Voyager before they
went bankrupt.

In DeFi, on the other hand, there were projects like Olympus and Wonderland, which

about this in January, it had just been revealed that one of Wonderland’s

pseudonymous leaders was a serial scammer who had co-founded Quadriga CX, the
Canadian crypto exchange that collapsed in an exit scam. Wonderland was offering
yields of 83,687.5% at the time. “What is the difference between Gemini and
Wonderland,” I asked, and I proposed that the main answer is that “Gemini answers the
phone when the SEC calls” [ 1] :

There is a certain drunk-under-the-lamppost element to current U.S. crypto

regulation. If you incorporate a company in the U.S. and walk into the SEC’s office
and ask “hey what are we allowed to do,” the answer is “almost nothing.” If you just
launch the wildest thing in the world pseudonymously, call it “decentralized,” and
advertise eye-popping investment returns to U.S. investors, then, I mean, I don’t want

to give you legal advice, but look around.
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In crypto, only the honest businesses need fear the SEC. The incentives are bad.

It is such a strange approach. On the one hand, I completely sympathize with Gensler’s
view that virtually all of crypto should be under the jurisdiction of the SEC:

1. He is an ambitious financial regulator, and so he wants to have power over this big
and interesting area of finance.

2. He is more or less completely right on the law: This stuff is all securities, so the
securities regulator should regulate it.

3. He is right to worry: Lots of crypto stuff is scammy, or at least risky and under-
disclosed, so as a consumer protection matter the SEC should demand more
disclosure and fewer scams.

On the other hand, if you are an ambitious financial regulator who wants to regulate
crypto, you have to regulate crypto! You have to put in the work! You have to sit down to
try to understand how the crypto market operates, what investors need to know, and
what is required to encourage useful capital formation. You have to write rules that
anyone can read and that create some plausible path for how crypto developers can
register their tokens and how exchanges can trade them. And then you have to focus
your enforcement efforts on actual consumer protection, going after the crooks instead
of just the people who are naive enough to walk into your office.

If you don’t do that, then, what? Then the US will not be a leader in crypto innovation, is
the traditional answer, and US investors will not have access to all the great crypto
projects. As a consumer protection matter, I can see why Gensler might find this answer
dumb. Crypto prices have crashed, and I suspect Gensler thinks that a lot of these
projects are scams anyway, and so missing out on them might be broadly good for US
investors.

Still I do not understand the game here. Gensler’s posture seems like a massive bet
against crypto ever being important. His message is basically “I should be the main
regulator of crypto, and as the main regulator my plan is mostly to ban it.” That’s not,
abstractly, an insane posture: That’s more or less the view that the US Drug Enforcement
Agency takes toward cocaine, for instance. (Or the view that China takes toward crypto,
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for that matter.) But most of the people who are jockeying to be the main regulator
of crypto want to regulate a thriving ecosystem; they want it to be big, and they want to
be in charge of it. Gensler wants to be in charge of it and have it be irrelevant and
cumbersome and slow-moving.

That might be a good pitch, now, in the crypto winter, when so many crypto stories are
about people losing their life savings to unregulated scams. But it is not going to appeal
to anyone in the crypto industry, and I don’t think it’s going to appeal to the politicians
who are interested in crypto and who are writing their own legislation to decide who

should regulate it. Gensler’s posture is that he should be in charge of writing the rules for
crypto, but not write them. I don’t see how that can work.

Cineworld

January 2021 was a really bad time for movie theaters, which were battered by Covid
closures and the film industry’s embrace of streaming. But it was a really good time for
AMC Entertainment Holdings Inc., a big movie-theater company, because it was the
height of the meme-stock craze and AMC was a meme stock. Its revenue was low but its
stock was high. AMC seized the moment by selling stock and converting debt into equity

Six hundred million dollars of debt, vaporized by Reddit enthusiasm. “In the absence
of significant increases in attendance from current levels, there is substantial doubt
about our ability to continue as a going concern for a reasonable period of time,”
AMC warned investors on Monday; four days and a billion dollars later, there is
somewhat less doubt. A week ago it was not crazy to think this company was
doomed; now it is entirely possible that it will survive and thrive and show movies in
movie theaters for decades to come because everyone went nuts and bought meme
stocks this week. Capital formation!

Another big US movie-theater chain is Regal Cinemas, which also had a rough January
2021 what with the closures and the streaming. Regal was not, however, a meme stock. It
is owned by Cineworld Group Plc, a UK public company. Cineworld was also not a meme
stock. I don’t really know why — meme-stock status seems to be sort of random and
whimsical — but the simplest answer is that Cineworld is listed in London and AMC is
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Street Journal notes:

Cineworld Chief Executive Mooky Greidinger acknowledged in an interview with The
Wall Street Journal last year that AMC had found a powerful capital-raising advantage
through its meme-stock status that London Stock Exchange-listed Cineworld didn’t.

“British retail investors just aren’t as cultish as U.S. retail investors are,” said Michael

Pachter, an analyst at Wedbush Securities.

Cineworld filed for bankruptcy yesterday. The filing included a first-day declaration from
Israel Greidinger — Mooky’s brother and the deputy CEO — that walks through the
history of the company and its efforts to avoid bankruptcy | 2 | ; it includes this amazing
paragraph:

Additionally, throughout 2021 and 2022, Cineworld, with the assistance of its
advisors, explored other potential opportunities in addition to its primary focus on
raising incremental financing. These efforts included assessing an array of potential
strategic options, including: (a) a sale of the Group’s non-U.S. assets; (b) a merger with
a North American counterpart; (c) a SPAC transaction; (d) an equity raise in the
United Kingdom; and (e) a potential secondary public listing in the United States.
Despite extensive efforts, none of these possibilities proved actionable. And while
Cineworld would, of course, have welcomed the liquidity of becoming a “meme
stock” like AMC, we were never so lucky!

The last sentence is heartbreaking, though I suspect that AMC CEO Adam Aron would tell
Greidinger that being a meme stock requires a certain amount of making your own luck:
Sure it seems random that retail “apes” flocked to AMC, but on the other hand Aron goes
around giving shareholders popcorn and NFTs and doing interviews with no pants on to

keep enthusiasm high. There is a technique to being a meme stock, and if you want the
money you have to work for it.

But I'm interested in “(e) a potential secondary public listing in the United States.” These
things are, I think, related. At some point someone seems to have come to Cineworld
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and said: “Look, you are a (partly) US movie-theater company; Regal has similar brand
recognition to AMC. AMC has a wild army of retail investors throwing money at its stock,
and it is selling stock to them to get out of financial distress. You are in financial distress.
You need to sell stock to wild retail investors. The wild retail investors are all in the US.
You have to list your stock in the US, so you can sell it to the maniacs.” And then that
didn’t work out for whatever reason — would you like to write all that in a prospectus?
— but it was a plausible pitch.

I used to be an equity capital markets banker in the US, and I guess I believed some
dumb stereotypes about US capital markets. The idea that I got into my head was that
the US had the deepest and most efficient capital markets in the world, and (but?) some
of the most thorough disclosure regulation in the world. The regulation makes it
relatively difficult for a company to sell stock in the US (you have to hire a lot of lawyers
and disclose a lot about your business) and, in particular, makes it so that only pretty
good and successful companies can sell stock in the US (if you are just a flimsy fraud that
will be apparent in your disclosures and you won’t get any sophisticated US institutional
investors to buy your stock). But the regulation is also what makes the markets so deep
and liquid: Big institutional investors and small retail investors alike can trust that
companies are what they say they are, and so prices are efficient, and so valuations are
high and capital is plentiful, and so if you can meet the high standards to list in the US it’s
a good place to raise money.

Obviously none of this was completely true in every respect — everyone probably has
their own favorite example of an irrationally overpriced flimsy company on the US stock
market, and there are certainly places where US regulation is not all that strict compared
to other countries — but, you know, generally. The idea is that the US has the smartest
markets, the ones that are the least tolerant of nonsense, and therefore also the deepest
markets for the non-nonsense companies.

And then here is Cineworld being like “well, as we were sliding into bankruptcy, we
thought it would be a good idea to sell our worthless stock at high prices to insane rubes,
and it turns out they’re all in America.” I guess.

DWAC
I guess it’s close?
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Digital World Acquisition Corp., the SPAC aiming to take former President Donald

Trump’s media company public, adjourned its shareholder meeting by another three

hours to allow voting to continue on delaying the merger.

The deadline for the merger is Thursday, and the vote could decide the fate of a $1.3
billion cash infusion from DWAC’s public offering and Trump Media and Technology
Group’s potential listing on the stock market. ...

Digital World previously warned that the vote’s failure could result in the SPAC’s
liquidation. More recently, DWAC CEO Patrick Orlando said he intends to initiate a
“built-in” extension with a $2.8 million injection from his company and DWAC

sponsor ARC Global Investments II.

required 65% of the shares voting by noon on the last day, what are the odds you’ll have
them by 3 p.m.? On the other hand, if you’re at like 45% at noon, you don’t bother
extending for three more hours; you put in the extra $2.8 million to extend for three
more months.

The stock is up today, and I was about to write “if you’re buying DWAC at $24 per share
you’d better be voting yes.” But of course it doesn’t work that way, and that’s arguably
stock on that date, you get to vote; if not, not. Since Aug. 12, roughly 21 million DWAC
shares have changed hands, or about three-quarters of its float. If you sold DWAC stock
for $30 per share in late August, you still get to vote to extend the deadline, but you will
not be particularly motivated: Extending the deadline is good for existing DWAC
shareholders but doesn’t affect you at all; if DWAC calls you up to beg you to vote, you
might figure it’s spam and hang up on them. If you bought DWAC stock for $30 per share
in late August, you’ll be very motivated to vote to extend the deadline, but you can’t. If
you bought DWAC stock for $95 per share in March, you should be really motivated to
vote, but you might have forgotten about it by now. The people paying the most
attention might be the ones who can’t vote the shares.

SKKY
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Private equity recruiting kicked off last week, so if you are a top investment banking

analyst you probably have your 2024 private equity job lined up by this point. Which
means that you missed out on this opportunity:

Kim Kardashian and a former partner at Carlyle Group Inc. are launching a new
private-equity firm focused on investing in and building consumer and media
businesses.

Ms. Kardashian is teaming up with Jay Sammons, who ran consumer investing at
Carlyle, to launch SKKY Partners, they said in separate interviews. SKKY will make
investments in sectors including consumer products, hospitality, luxury, digital
commerce and media as well as consumer-media and entertainment businesses.

Ms. Kardashian, known to many from her appearances on her family’s show “The
Kardashians” and its predecessor, “Keeping Up With the Kardashians,” has steadily
grown her own business empire in recent years. The undergarment and apparel
business she started in 2019, Skims, was valued at $3.2 billion in January. The
company raised $240 million at that time in a funding round led by Lone Pine Capital.

This year she launched a skin-care line, SKKN BY KIM, a nine-product collection.

“Kim Kardashian posting about a portfolio company is a top quartile most believable
value-add capability pitch from PE/VC GPs,” tweeted Dan McMurtrie: Carlyle Group is
just not going to be as good as Kim Kardashian at attracting consumers to a brand. If you

are a smallish consumer goods company looking to sell yourself, Kim Kardashian’s
private equity fund can probably extract way more synergies — by having Kardashian put
your products on her Instagram — than any other buyer can, which means she can pay
more for you than anyone else and still make money. Seems like a good pitch.

NFT Stuff

Here’s a story about, you know, play-to-earn video games, non-fungible tokens, etc.:

According to Kossar, NFT renting mechanisms in play-to-earn games are important to
keep them accessible to poorer players. “You have people that have money, but don’t
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have the time to play the game, and on the other hand, you have people that don’t

have money but have time,” he said.

He sees a future, however, where guild ownership and management could upend the
model of wealthy Western players managing those in low-income countries. “Filipinos
could band together to buy some assets and then rent them out to themselves and
make money that way,” he said.

But he also envisions NFT games that could exploit the wealth gap between players to
deliver a different experience. “With the cheap labor of a developing country, you
could use people in the Philippines as NPCs (“non-playable characters”), real-life
NPCs in your game,” said Kossar. They could “just populate the world, maybe do a
random job or just walk back and forth, fishing, telling stories, a shopkeeper,

anything is really possible.”

I ...look, I do not mean to be too naive a cheerleader for the prospects of artificial
intelligence, but I do think that within my lifetime AI will reach a point where it can play
the NPCs in a video game? Like, the job of “just walk back and forth” in a video game is
absolutely absolutely absolutely going to be automated out of existence, in the sense that
it has already been automated out of existence, in the sense that it has never been a job,
in the sense that video games have software that can make a non-player character walk
back and forth automatically, in the sense that that software is what a video game is.
Obviously automating that job is cheaper than paying someone in the Philippines to do
it. Imagine launching Pac-Man in 1980 and being like “of course we’ll have to hire some
remote workers in developing countries to play the ghosts.” Crypto economics is just
wild, man.

Things happen
ECB Intensifies Inflation Fight With Historic Jumbo Hike. UK Sets Up £40 Billion Fund for

Against ESG. China’s Lending Strategy in Emerging Markets Risks Prolonging Borrowers’
Pain. Xi’s ESG Boom Funnels Billions Into Coal, Liquor, Defense Stocks. Banks try to

Investors, Vermont Regulator Says. Trial of Former Uber Executive Has Security Officials
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Superyacht Rentals. “Stock returns during the week are negatively associated with the

reported incidence of domestic violence during the weekend. This relationship is

primarily driven by negative returns.” “‘I bought crypto in 2017, Mr. Butler said. ‘That’s

how I stay working in fashion.””

Thanks!

1 When I wrote that on Jan. 27, Wonderland’s TIME token was down about 96%
from its peak in November 2021. It fell about another 97% between January
and now.

2 One of Cineworld’s problems is that it agreed to buy Canadian movie-theater
company Cineplex Inc. just before Covid, and then tried to get out of the
deal after Covid. It argued that Cineplex was not operating “in the
ordinary course of business,” because it shut down theaters due to Covid.
The Canadian court was not impressed and awarded Cineplex more than $1
billion of damages.
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