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ABSTRACT
As of May 10, 2021, according to SPAC Alpha, there were 315 special purpose acquisition company (SPAC) IPOs
completed YTD — more than 100 per cent higher than the number of SPAC IPOs in the previous four years
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wenty years ago, there was tremendous
I speculation in the equity market when hun-
dreds of very early-stage companies (often
referred to as “dot-coms”) were doing IPOs, fueled
largely by enthusiasm from retail/day traders.
I remember this period vividly because back then,
I was one of the bankers that worked on many
of those tech/internet IPOs. During this period,
I would often get into a taxi in San Francisco (yes,
people used taxis back then) to race from one
meeting to the next with these dot-coms; and
when the driver found out I was a banker, he would
often describe his best dot-com trades and ideas.
In late 2000, this “bubble” burst, and today this
period is often referred to as the tech (or dot-com)
bubble. Twenty years later, similar characteris-
tics seem to now exist in the SPAC market. To
give a perspective on how big the SPAC market
has become, note that the number of traditional
company IPOs! in the US averaged just over 150
per year. It compares to 315 IPOs — just in the
SPAC market — that had been completed by May
10, 2021, raised by December 2020 to $ 77.6 billion,
with another 56 on file vs a total of 59 SPAC IPOs
completed in 2019. See Figure.

! An initial public offering, IPO, or stock market launch is the

first sale of stock by a private company to the public. IPOs are

often issued by smaller companies in search of the capital nec-
essary to expand their operation but are also often performed

by larger, privately owned companies looking to become pub-
licly traded on stock exchanges. China has recently emerged as

a leading IPO market, but the United States remains the lead-
ing country worldwide, by number of company IPOs. The larg-
est IPO in the U.S. so far was that of Alibaba Group Holding in

2014, in which 21.77 billion U.S. dollars was raised.
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In March of last year, in our Strategic Equity Fi-
nance class, David Erickson got a question from a
student about SPACs. He asked, “Will we talk about
SPACs in this course?” At that point, while there had
been a couple of high-profile SPAC mergers com-
pleted in the recent months, including Virgin Ga-
lactic and DraftKings, the equity market had started
to tumble as the coronavirus pandemic was taking
hold. I responded somewhat dismissively, “We’ll talk
about it later in the term, but SPACs are not a very
big part of the equity market.”

Fast forward to now, and David has received
numerous inquiries from private equity firms and
hedge funds interested in my view as to whether
they should “sponsor” a SPAC. His apologies to that
student back in March (as maybe he was prescient
about what was to follow later in the year).

While the SPAC market has been around for about
twenty years, it really took off in 2020, with all of
these SPAC IPOs as well as SPAC mergers announced
exceeding over $ 125 billion in volume, according to
Axios. So, what has caused this emergence? Before
we talk about the emergence of SPACs this year, let’s
clarify what a SPAC is (and isn’t).

What Is a SPAC?
A SPAC (short for special purpose acquisition com-
pany and often referred to as a “blank check com-
pany”) raises equity in a traditional IPO process.
This shell company is formed to search for and
merge with a private company (or companies); the
company usually has up to two years to complete a
merger, often referred to as an IBC — Initial Busi-
ness Combination. A “sponsor,” often consisting of
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former corporate executives (and in more recent
cases, private equity firms), acquires a stake in the
SPAC. Historically, the sponsor’s stake is around
20% of the SPAC. The SPAC sponsor, including the
SPACs management team, is responsible for run-
ning the operations of the SPAC and finding a pri-
vate company to combine. The 80% balance of the
SPAC ownership is what is sold in the IPO to public
investors. These proceeds raised are held in escrow
until the completion of the business combination
or the expiration of the SPAC.

One of the nuances with the SPAC structure
is that the sponsor typically has two years (from
its IPO) to complete a combination, or else the
investors can redeem their shares. If this happens,
the sponsor gives back the money held in escrow
and will lose on the cost of the IPO and expenses
to date. As a result, it could be argued that the
SPAC sponsor is highly motivated to complete an
acquisition, even potentially if the quality of the
company they are acquiring is of lesser quality.
It will probably be the case in more than a few
acquisitions that have been announced (as well
as those to be announced).

Why Have SPACs Emerged This Year?
A combination of factors has caused this SPAC ac-
tivity to explode in 2020, including:

Financing for many private companies be-
came more difficult in the latter half of 2019.
Part of this could be attributed to the struggles
of “unicorns” — Lyft, Uber, and Slack — that went
public earlier in 2019 but did not trade well in the
latter half. Additionally, the high-profile debacle
of WeWork, filing to IPO in August 2019 and then
having to be restructured by October at a fraction
of its previous valuation, created more scrutiny on
companies looking to IPO. Thus, it caused many
potential IPO candidates to pause their plans. At the
same time, the venture financing market became
more difficult when the biggest source of venture
financing in the last few years, Softbank, got very
quiet as it was “licking its wounds” as the largest
shareholder of WeWork, Uber and Slack. With the
IPO becoming more difficult and with less liquidity
in the private venture market, the market became
more price-sensitive and selective for many private
companies. As a result, some of these companies
started looking for alternative sources of financing.

Retail investors embraced more specula-
tive, volatile stocks. Early this year, two of the
best-performing stocks daily were Tesla and Virgin
Galactic. While the “cult” following of Tesla’s stock
has been well documented in recent years, Virgin
Galactic — which in recent months had started trad-
ing after merging with venture capitalist Chamath
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Palihapitiya’s first SPAC — developed its own cult

following. Even though it was already aggressively

valued, Virgin Galactic’s stock (SPCE) went from

$ 11.70 on January 02 to $ 38.79 on February 20 —
more than 330% in less than two months. Then,
DraftKings started trading in late April, following

the completion of its merger with the Diamond

Eagle Acquisition SPAC, and five weeks later had

traded up more than 250 per cent. And as the “Rob-
inhood cohort” (as these aggressive retail trad-
ers are called today vs e-/day traders back in the

1999/2000 tech bubble) continued to make money

on these more speculative names, they got even

more aggressive. Instead of waiting for a merger to

be completed, they also started speculating on the

IBC announcements. One example of this specula-
tion is TPG Pace Beneficial Finance SPAC (Ticker:

TPGY), which, after announcing its acquisition of
EVBox, opened up 245 per cent the next trading

day. While EVBox, the leading charging platform

for EV cars in Europe, is the latest company in the

“hot” EV/AV space that announced its intention to

be acquired by a SPAC, 245 per cent is still a huge

“pop,” and that was probably absorbed by many in

the Robinhood cohort of traders. This retail inter-
est is not limited to SPACs; they have also been

actively speculating in the IPO market and even in

Bitcoin’s rise in the last month. As SEC Chairman

Jay Clayton noted in an interview on CNBC about

the speculation happening in the market, “There

is a new paradigm. There are more retail investors

participating in the market than ever before.”

With interest increasing, supply follows. The
need for capital from some of these private com-
panies combined with enthusiasm for SPACs from
investors has generated more interest from SPAC

“sponsors” — and as a result, more SPAC IPOs have
come.

Additionally, as data from SPAC Alpha shows,
there had been 104 SPAC mergers announced as of
December 14, 2020, 48 of which have been com-
pleted. This compares to 28 completed in 2019.
Currently, 221 SPACs have completed their IPOs
(some of which were done in 2019) and are looking
for an acquisition target.

Like it is with all markets after they have had a
significant run, the SPAC market will likely see a
correction soon. With all of this supply, SPAC spon-
sors have gotten even more aggressive and have
announced mergers with an increasing number of
earlier-stage companies.

40

Where Does the SPAC Market Go from Here?
While there is still a lot of enthusiasm for SPACs
as I write this, with new SPAC IPOs being filed
and mergers/IBCs announced daily, the SPAC
market, like with all markets after they’ve had a
significant run, will likely see a correction soon.
What could cause this?

As we saw back in 2000 with the tech bubble,
the fraying started as more and more dot-coms
went public, and the stocks of those companies
that had just done their IPOs started to trade
poorly. As a result, investors began to lose money,
and eventually, they lost their enthusiasm. It
eventually caused the dot-com IPO market to
seize up, as more struggled to complete their
IPOs. To parallel what could happen in the SPAC
market, we will likely first start to see some of
the mergers completed in recent months struggle
from a trading perspective. I would assume that
it would start with some of these earlier stage/
pre-revenue companies. Why these companies?
Because it is likely that with all of the SPAC IPOs
out there looking for targets, some of these spon-
sors probably stretched to get deals done with
some earlier-stage companies that may not quite
be ready to be public. At the same time, with all
of the SPAC IPOs completed, there will likely be
a correction, as many of these companies look-
ing for acquisitions will likely fail to complete a
merger/IBC.

That is having been said, what 2020 has taught
us is that SPACs are a viable way for some private
companies to go public in the future. Just like we
saw from the tech bubble, some great companies
emerged from this period, and the quality of tech-
nology and internet IPOs that have come since has
improved dramatically. I would expect the same
type of positive evolution to occur in the SPAC
market going forward.

According to Wharton finance professor Joao
Gomes SPACs have been one of the “most spec-
tacular” developments in financial markets in recent
years. He moderated a recent Wharton Executive
Education virtual event titled “Understanding
SPACs,” where Wharton finance professors Nikolai
Roussanov and Itamar Drechsler explained how
SPACs work and their pros and cons for investors.

“These so-called ‘blank-check companies’ proved
a hit with investors and many young private com-
panies wishing to go public as well as several top
celebrities,” Gomes added.
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How Does a SPAC Work?

SPACs are entities with no commercial operations
of their own and are created by investors — called
sponsors — to buy operating companies they con-
sider promising. In recent years, SPACs have been
active in the sectors of electric vehicles, green
technology, consumer-oriented technology, com-
munications, and retail.

A SPAC is a publicly listed shell company that is
created to merge with a private operating company.
The merger creates a single entity that will trade
publicly and thus give a public listing for the private
operating company. When SPACs raise their initial
capital, they are not required to identify the operat-
ing companies they plan to buy; the SPAC’s selling
proposition is based on the reputation of its sponsors.

From the time a SPAC lists and raises money
through an IPO, it has 18 to 24 months to find a
private operating company to merge with. If a SPAC
cannot find an acquisition target in the given time, it
liquidates and returns the IPO proceeds to investors,
who could be private equity funds or the general
public. SPACs usually find those target companies.

Investors in the IPO of a SPAC typically buy what
are called units for $ 10 each. The unit consists of
a common share, which is regular stock, and a de-
rivative called a warrant. Warrants are call options,
and they allow investors to buy additional shares at
specified “exercise” prices. After the merger with the
shell company, both the shares and the warrants are
listed and traded publicly.

If some SPAC investors change their minds and
do not want to participate in the merger with the
shell company, they could redeem their shares and
get back the $ 10 they paid for each. However, they
can retain the warrants.

To increase the amount of cash available for the
operating company that has been taken public, it is
common for SPAC sponsors to bring in institutional
investors to buy additional shares. These are called
PIPEs, or “private investment in public equity,” which
typically are large mutual funds, pension funds, and
sovereign wealth funds.

SPACs vs IPOs: Which Is a Better Route?

For private companies, a merger with a SPAC is
seen as a better route to go public than undertak-
ing their own IPOs. Roussanov explained the main
advantages and disadvantages of the SPAC route to

go public. He said: “The public equity markets de-
mocratize access to capital for entrepreneurs and

also democratize access to investment opportuni-
ties for investors.”. “Over the last couple of decades,
we have seen a dramatic decline in the number of
publicly-listed and publicly-traded companies in
the US from the peak of about 8,000 in the late
1990s that coincided with the Nasdaq tech boom
to about half of that, if not less, in the early to
mid-2000s and 2000 teens.”

The growth of private equity perhaps contributed
to that the decline in the number of publicly listed
companies. Roussanov added: “There is also a sense
that going public has become costlier for firms, both
in terms of the monetary cost that the company
founders bear and in terms of the time it takes to
go public.” Companies go public at later stages of
their life, perhaps because they must prove their
feasibility in the marketplace, he noted.

At the same time, there seems to be pent-up de-
mand for capital from “small and young firms with
maybe great new innovative ideas,” Roussanov said.
They probably find it harder to raise money through
additional stages of, say, venture capital, but they
are not yet ready for the IPO process, he added. “For
a young, capital-hungry, but pre-revenue firm, the
IPO route is not usually available.”

According to Roussanov the SPAC route is the only
viable way for those firms to both raise capital and
acquire a public listing in a fairly short period. The
speed of completion of a SPAC deal is dramatically
shorter than the usual IPO process that involves
roadshows and a book-building process, he added.

According to Drechsler the long lead time for an
IPO may mean that a firm may miss market windows
where potential investors are flush with cash and
looking for opportunities. “Instead, if you find a
SPAC that will merge with you, that can happen in
a couple of months.”

Roussanov also added that the SPAC model has
become popular because “in some ways, it is fulfilling
a need” for both firms going public and investors”.

“There has been a pent-up demand from investors,
in particular retail investors who have been excluded
from participation in the early stage of the life cycle
of many of these innovative firms that turned out
to be huge successes.” He pointed out that much of
the promise in a startup is realized in its early stages.

For companies early in their life cycle, another
disadvantage with IPOs is that they are not legally
allowed to make projections or forward-looking
statements on their performance. Firms filing for
IPOs are only allowed to report historical financial
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performance, but with startups, “it’s all a bet on the
future,” Drechsler said.

By contrast, SPACs as mergers have “safe har-
bour” or protection from legal liability for for-
ward-looking statements, Drechsler pointed out.
Not surprisingly, SPACs are called blank-check
companies because of those lower disclosure re-
quirements.

As Drechsler noted, the SPAC route has enabled
startups like Newark, Calif.-based Lucid Motors to
raise capital, although the electric vehicle maker
is “not even selling any cars at this point.” Lucid,
which is billed as a rival to Tesla, raised $ 4.4 billion
in February 2021 with a $ 24 billion enterprise valu-
ation and plans to begin production in the second
half of this year.

Regulators Paying Attention

As with all booms, the popularity of SPACs has at-
tracted regulatory scrutiny. The Securities and Ex-
change Commission (SEC) “is worried that there’s
too much frothiness in SPACs,” Drechsler noted.
He pointed to the SEC recently opening to inter-
pretation whether SPACs are IPOs in disguise and
if they should be granted safe harbour in making
financial projections.

In a recent statement, the protection from legal
liability SPACs have in making financial projections
raises “significant investor protection questions,”
wrote John Coates, acting director in the SEC’s di-
vision of corporate finance. (Such SEC statements
represent only the author’s views.) That [regulatory
attention] has potentially introduced uncertainty
into the SPAC wave.

“The SEC is watching the situation and reassessing
how heavily it should regulate SPACs going forward,”
said Roussanov. “So far, they’ve employed a light
touch, but now they’ve said that the safe harbour
exemption does not mean that you cannot be sued
for saying something that turns out to be patently
wrong.”

According to Roussanov the SEC is likely to
push for “market self-discipline rather than
heavy-handed regulation, unless some major
blow-ups occur where investors suffer dramatic
losses and retail investors, in particular, suffer
large losses.” Drechsler added: “Maybe we should
deliberately change some laws rather than just
waiting for something to happen and interpreting
it after the fact.” He pointed out that during the
dot-com boom of the late 1990s, the IPO frame-

42

2

work did not prevent investors from investing in
dud companies.

Roussanov agreed that the IPO process is “prob-
ably ripe for reform.” However, with SPACs, the role
of sponsors makes a difference in that their payoff
depends on the firm doing well. “Typically, SPAC
sponsors don’t just cash out and leave; they stick
around for some time,” he said. “The reputation
of the SPAC sponsor is on the line when they are
acquiring a company. The investors who buy into
a SPAC are essentially buying into the skill and the
reputation of the SPAC sponsor.”

Drechsler also suspected “a design flaw” in how
SPAC units are structured. Each SPAC unit that an
investor buys for $ 10 comprises a share and a war-
rant. The investor can redeem the share and recoup
the $ 10 investment but gets to retain the warrant
(typically a fraction like one-half or one-third of a
warrant) that they can convert into shares. “It’s like
you buy a pair of sneakers, you try them, you don’t
like them, you bring them back, but you keep the
shoelaces, and you get your money back.”

Drechsler continued: “This is essentially an arbi-
trage. If every unit holder redeemed, there would be
no merger, there would be no money left in there, and
the warrants wouldn’t be worth anything. The only
way the strategy does any better than breakeven is if
some people stay invested and the people who redeem
essentially piggyback on them.”

Itamar Drechsler says, “It’s like you buy a pair
of sneakers, you try them, you don’t like them, you
bring them back, but you keep the shoelaces, and
you get your money back.”

When warrants are converted into shares, they
allow the SPAC sponsor to raise more capital; they
are also a way to “potentially compensate the SPAC
sponsor,” Drechsler said. Gomes pointed out that much
attention is focused on statements by SEC officials on
the accounting treatment for warrants in recent weeks.

Mixed Performance

SPACs have had mixed performance outcomes.
Drechsler pointed to a recent University of Florida
study which showed that while investors in SPAC
IPOs earned 9.2 per cent a year, returns for inves-
tors in merged companies have ranged from losses
of up to 15 per cent and earnings of up to 44 per
cent on warrants.

Roussanov described the SPAC sponsor’s com-
pensation of 20 per cent of the capital of the publicly
listed entity as “a very high-powered incentive.” Of
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course, if the venture fails, the sponsor loses eve-
rything, he noted.

Many SPACs have been set up by venture capitalists
or private equity firms that are intimately familiar with
select industries, Roussanov noted. For instance, the
CEO of Lucid Motors, Peter Rawlinson, was formerly
the vice president of vehicle engineering at Tesla and
chief engineer of its Model S car.

Tempered Days Ahead
Even as the SEC weighs more regulation, the SPAC
boom will give way to some moderation over time,
according to Roussanov. “We could see some of the
froth disappearing from this market for the same

reasons that we might see the valuations decline

across the broad cross-section of markets,” he said.
He noted that the prevailing setting has “a unique

confluence” of low-interest rates, dramatically re-
duced uncertainty since the pandemic began in

March 2020, and “lots of investors with liquidity,
cash sitting in their accounts, not knowing what to

put them in.”

That setting may not last for long, as inflation
begins to pick up and the Federal Reserve may in-
crease interest rates, Roussanov noted. “Eventually,
that could drive down valuations across the board.
It could make this whole SPAC sector shrink back
to its pre-2019 size.”
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Mouemy SPAC npouBeTaert 1 cywiectsyet in nysbipb SPAC?
D3Bup, IpukcoH, Utamap Opekcnep, Hukonaii PycaHos, YKoao ®. lomelu

AHHOTALIUA
Mo coctosituio Ha 10 mas 2021 ., no gaHHbIM SPAC Alpha, ¢ Hauana roga 6bino nposeseHo IPO (Initial Public Offering —
MNpepBapuTenbHag nybnnyHag odepra No NOANMUCKE Ha aKLMM MPOEKTMPYEMOM KoMnaHuK) 315 komnauuii B popme
npuobpeTteHns cneumanbHoro HasHayeHus (SPAC). 1o o3HauvaeT poct 6onee uem Ha 100% ot konnyectsa IPO SPAC 3a
npeablayume Yetbipe rona. ABTopbl UcCienytoT «B3pbiB» pbiHka SPAC B 2020 r. M aHanM3MpyoT pa3nnyHble rMnoTesbl
M NPOrHO3bl Ha Bamxkanwme rogpl. Ocoboe BHMMaHME aBTOPbI YAENAIOT OLEHKe BeposTHOCTU Toro, uto |PO SPAC moryT
CTaTb 04epesHbIM PUHAHCOBbIM Ny3bIpEM.
Kniouessie cnosa: IPO; SPAC; cnnsHums

OB ABTOPAX
[3BUA, DPUKCOH — CTapLUMIA HAYYHbIV COTPYAHUK M npenoaasatens GuHaHcoB PuHaHcoBoro dakynsteTa YOPTOHCKOWM
LKonbl NeHCMNbBaHCKOro yHMBEpCUTETA. SIBNSETCS TakKe COAMPeKTopoM LleHTpa nHHoBaumi B 061acTM GUHAHCOB UM.
CTvBeHca, npenopasaTeneM NpaBa Ha opuanMYeckoM dakynbreTe [TeHCMIbBAHCKOrO YHUBEpCUTETA.

Wramap Opekcnep — poueHT kadenpbl GrHaHCcoB OUHAHCOBOro dhakynbTeTa YOPTOHCKOM LWKOAbI [TeHCMIbBAHCKOTO
YHUBEpCUTETA. SIBNSETCS TakKe Hay4YHbIM COTPYAHMKOM HauuoHanbHoro 61opo 3KOHOMMYECKUX UCCNefoBaHUIA U BTO-
pbIM akapemuyeckum ampektopom Certified Investment Management Analyst® (CIMA®) Certification. Ceptudukauus
CIMA® — 370 egMHCTBEHHAA KBanMdumKaLms, pazpaboTaHHasa cneumanbHo ans GUHAHCOBOro NpodeccnoHana, KoTopblii
XOYeT AOCTUYb ONPELEeNEHHOMO YPOBHS KOMMETEHTHOCTM B Ka4YeCTBE MPOABUHYTOTO KOHCY/IBTAHTA MO MHBECTULUAM.

Hukonaw PycaHoB — nonyuunn cteneHb 6akanaspa matemMatmku B [apeapackom konnepxke B 2001 . u JOKTOPCKYHO CTe-
neHb No duHaHcam B YnkarckoM yHuepcutete B 2008 r. MNpodeccop GUHAHCOB, akafAeMUYECKUIA KOHCYIbTAHT, UMeeT
MBA no cneuuanbHOCTU KKONMYECTBEHHbIE (DUMHAHCBI». SIBNSETCS aKafeMMYeCckuM AMPeKTopoM nporpaMmel «Wharton
on the Markets». [lpenoaaet B oHnanH-nporpamme Wharton Executive Education «MHBecTULMOHHbIE CTpaTeruun
u ynpasneHue noptdenems». CoBMecTHo ¢ MTamapom [lpekcnepom siBnsieTcs akageMmyeckum gupektopom Certified
Investment Management Analyst® (CIMA®) Certification.

Xoao ®. lomews — nokTop dunocoduu. lNpodeccop GUHaAHCOB 1 SIKOHOMUKMI. SIBNSETCS 3aBenyoLLnM Kadenpon OrHaH-

coBoro akysnbreTa YOPTOHCKOW LUKObI [TeHCUMNbBAHCKOrO YHMBEPCUTETA. DKCMEPT N0 B3aMMOCBA35SM Mexay Koprnopa-
TUBHOM NOMUTUKON, GUHAHCOBBIMM PbIHKAMM U MAaKPO3KOHOMMKOW.
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