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SPACs: Private Equity Goes Public

Apocalypse? Or, just an evolutionary stage for private equity?

by Mark Working & Dror Bareket

opinions. Most are related to whether

SPACs constitute a good investment.
With short sellers growing, many are betting
they are not. Before coming to any conclusions
about SPACs, it is important to separate the
chatter about investment risk and understand
how this might apply to an owner’s decisions
when approached by a SPAC.
BACKGROUND ON SPACS

A Special Purpose Acquisition Company,
or SPAC, is purely a structure for raising capital
and, as such, is neither inherently good nor bad.
A SPAC is a company formed for the purpose
of combining with one or more businesses.
The unique aspect of a SPAC is that it is cre-
ated to become a public entity and recent rule
changes have contributed to their popularity.
The founder forms the company, capitalizing
it with enough to “take it public.” In the IPO,
funds are raised with the net proceeds, after
paying expenses, held in a trust account until
released to fund a business transaction. These
initial investors earn warrants, or “free” equity,
which has attracted early investors. There are
some constraints on these funds. The SPAC
has two years to find a target and negotiate a
merger before having to return the trust funds
to investors and, once a combination is negoti-
ated, the transaction must be approved by SPAC
shareholders. Shareholders who do not approve
are bought out, with the remaining sharehold-
ers converting their trust account interests into
shares of the public company, effectively mak-
ing the target a publicly traded company.

Why doesn’t the private company just go
public itself? Speed, cost, and confidentiality. In
some transactions, the target can become public
within two to three months. A traditional IPO
for the same business would be approximately
twice as long. Because the SPAC has no history
and very simple financial statements, and the
sale of shares is considered “easier”, the cost of
the initial public offering (IPO) is lower than for
an operating company to go through the same
process. Disclosure of the target is not made
public until after the transaction, whereas in a
traditional process, disclosure is made public
when the company files its registration state-

E verybody is talking about them. Lots of

ment with the Securities and Exchange Com-
mission (SEC). Therefore, if the deal does not
go through, all information is protected.

The sponsor is the key party to all of this.
The sponsor creates the initial company, arrang-
es funding for the IPO stage, finds the target,
negotiates the combination, and arranges the
transaction. For that, the sponsor receives war-

A Special Purpose Acquisition
Company, or SPAC, is purely
a structure for raising capital
and, as such, is neither
inherently good norbad. A
SPAC is a company formed for
the purpose of combining with
one or more businesses.

rants that are converted to equity in the public
company. A “standard” promote interest is 20%
of outstanding shares after the combination
transaction. Most recent SPACs have been spon-
sored by private equity fund managers although
there is no restriction on who can be a sponsor.
MARKET ACTIVITY

IPOs represent a market opportunity for a
company to raise capital. When public equity
markets are highly valuing company profits,
companies that can access that market and
have capital needs will try do so. It appears that

is exactly what is happening now. Non-SPAC
IPOs have been relatively stable in number for
the last twenty years with the exception being
after the bursting tech bubble in 2000 and the
great reset in 2008, although the actual amount
of dollars reached its highest point in 2020.
SPACs, on the other hand, had not been a “real
thing” until they started gaining popularity in
2017 and exploded in 2020, with the number
of SPACs dwarfing non-SPAC IPOs, and the
dollar amount of proceeds also exceeding that
taken by non-SPACs. New SPACs have already
equaled the 2020 number in the first quarter of
2021 and the pipeline is full.

The dynamics of going public through a
SPAC have some unique attributes. First of all,
the sponsors already have raised public capital
and are motivated to spend it. We have com-
mented numerous times about the pressure
private equity has to invest committed capital.
SPAC:s are private equity on steroids. When a
SPAC undergoes its IPO, it cannot have a deal
with a target lined up without triggering a dif-
ferent set of SEC requirements. Therefore, the
clock is running when the IPO occurs. Two
years pass, and the money is returned. It might
seem like a long time, but it isnt to find, negoti-
ate and close a deal. There are two other moti-
vating factors for sponsors to find and complete
transactions. The sponsor earns actual equity
(approximately 20%) in the target once a deal
occurs. This is in comparison to the private eq-
uity practice of earning 20% of the gain subject
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