
   

   
                          

   

ORANGE COUNTY BUSINESS JOURNAL
   

  
   

Vol. 44, No. 18 May 3-9, 2021T H E  C O M M U N I T Y  O F  B U S I N E S S

O C B J . C O M

TM

Reprinted with the permission of the Orange County Business Journal

                                                                                                               CFO Awards M   

What is a SPAC?
A special purpose acquisition company, which is formed for the purpose of
merging with an operating business (we’ll use the term “target” in this article)
typically by 24 months after the SPAC’s IPO. Notable companies that have
merged with SPACs (and are now publicly traded) include DraftKings, Utz Brands,
Fisker, and Virgin Galactic, to name a few. 

Why do I need to be aware of SPACs?
In Q1 2021, over 300 SPACs have gone public, raising over $90 billion dollars.
This is more than all of 2020 (both in terms of number of SPAC IPOs and
proceeds raised), which itself was hailed as the year of the SPAC. As of the time
of this writing, there are over 430 SPACs actively looking for private company
targets. If your company is considering an IPO, it may receive some interest from
one or more SPACs. 

Has the SEC pumped the brakes on SPACs?
Yes, but there are still hundreds of active SPACs looking to complete a business
combination within the next year or two and, as a result, owners of private
companies may see interest from SPACs.

Traditionally, SPAC warrants were classified as equity. In April 2021, the SEC
issued a staff statement suggesting that warrants should instead be classified as a
liability in financial statements  due to certain features of these warrants.

The SEC staff noted that warrants must be indexed to the entity’s stock in order to
be classified as equity under applicable accounting rules. After evaluating a fact
pattern related to warrants issued by a SPAC, the SEC noted the warrants terms
provided for different settlement amounts depending on the characteristics of the
warrant holder. Because the holder of the warrant should not be an input into the
pricing of an option on equity shares, the SEC staff believes the warrants should
not be classified as equity.

SPACs that have already completed their IPO may need to analyze whether their
warrants contain the provisions that have been identified as problematic by the
SEC staff. If so, the SPACs and their auditors may need to analyze the impact on
financial statements and whether the impact is material and requires a
restatement of the financial statement.

What are some key considerations in negotiating a de-SPAC transaction?
While there is not much historical data to frame negotiations, there are some key
issues to think through.

Valuation/Earnout
Unlike a traditional underwritten IPO (which has pricing and market risks), in a de-
SPAC transaction, the valuation of the target company is fixed in the merger
agreement. Valuation tools used in traditional M&A transactions can be used in
the SPAC context.

If the parties disagree on valuation, they can use an earnout to bridge the gap. In
2020, slightly more than half of deals contained an earnout for the target
stockholders. In de-SPAC transactions, the parties have another lever to pull.
They may bridge any valuation gaps by negotiating whether or not (and to what
extent) the SPAC sponsor’s shares may vest, with shares forfeited if milestones
tied to stock price are not attained.

Of the de-SPAC transactions that closed in 2020, 59% of them required the
sponsor to subject its shares to vesting or forfeiture and, of these deals, over 80%
had vesting periods of 5 years or less, with almost 20% imposing vesting
requirements that are tied to stock price. And of those deals that resulted in
sponsor forfeiture, almost half required forfeiture of both founder shares and
warrants.

Mix of Consideration/Purchase Price Adjustment
In a de-SPAC transaction, the merger consideration will almost always consist of
some stock consideration. In 2020, only 2% of closed de-SPAC transactions were
cash-only. The number of deals that were stock only versus a mix of stock and
cash were roughly equal. In 2020, the percentage of cash comprising the merger
consideration, on average, was around 20%.

In 2020, almost three quarters of closed deals had no post-closing purchase price
adjustment mechanism and no escrow. Of the minority of deals with an escrow,

Issues in Negotiating SPAC Mergers
however, the most common use of the escrow was to secure indemnity
obligations, followed by an escrow for purposes of purchase price adjustment.

Indemnification
It is no surprise that only 30% of closed de-SPAC transactions in 2020 had seller
indemnification provisions and only 30% had a termination fee. In 2021, it will not
be a surprise if these percentages trend downward.

Cash
In a de-SPAC transaction, each stockholder has the option to redeem its shares at
the closing of the business combination for a pro rata portion of the cash held in
the trust account. As a result, the amount of cash at the closing will be unknown
and target companies are reluctant to close without a minimum cash closing
condition. In 2020, approximately 80% of deals had a closing minimum cash
condition.

SPACs typically raise capital through PIPEs to ensure that the minimum cash
closing condition will be satisfied. If PIPE proceeds are not enough to make up the
difference, a renegotiation may occur and target companies should be prepared
for this possibility. One potential way to minimize the risk is to get commitments
from PIPE financiers at the signing of the business combination agreement, if
possible. In 2020, of the deals that required additional financing, over half were
PIPE-only financings. 

Post-Closing Board Composition
Most post-closing boards of directors of the combined business entity will be
staggered. In 2020, approximately 70% of post-closing boards were staggered,
with the typical size range of the board around 7 to 9 directors. In just over half of
post-closing boards, SPAC sponsors designated one or two directors.

What considerations should a target company keep in mind if it will go
public via a SPAC transaction?
A target company must have two to three years of financial statements, audited in
compliance with the rules of the Public Company Accounting Oversight Board
(PCAOB). As a result, even if a target company has audited financial statements,
additional audit procedures may be required before financial statements are ready
to be filed with the SEC. A PCAOB audit will often be a gating item and thus early
discussions regarding financial statement and audit readiness will take place.

In addition, a target company should analyze whether it has people, procedures
and systems required to handle the regular demands (which include speed and
accuracy) of public reporting, including necessary internal controls and
procedures. 

A target company must also ensure it has the necessary corporate governance
policies, procedures, and practices that meet public company compliance
requirements, including those of the applicable stock exchange.

Target company stockholders should balance the potential upside of continuing to
own a significant portion of the post-combination business against the cost and
distraction of operating a public company and the need for immediate liquidity
after closing.
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