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The pros, cons and ncentives

behind t
sweep

he first quarter of 2021 was

a special one for US capital

markets. There were 378 initial

public offerings (IPOs), raising
almost $140 billion in total. That's more
than twice as many and 25 times as
much money as in any full calendar year
between 2003 and 2019.

Although the pace has become less
frenetic, 2021 is fighting back against the
narrative that private markets are the
main game in town when it comes to
companies raising money.

After a two decade period where the
number of public companies fell by
almost half?, this a welcome resurgence.

But peeling back the onion reveals there
is more to it than meets the eye.

SPAC-man is eating the IPO
market

These headline figures dramatically
overstate the number of companies that
have joined the stock market recently.
79% of IPOs by number and 69% by
value in the first quarter were by what
are known as SPACs - Special Purpose
Acquisition Companies. SPAC-mania has
died after that heady quarter, but on a
year to date basis, these figures are still
63% and 51%.

SPACs are different to regular companies.
They have no commercial operations

Duncan LAMONT,

Head of Research and
Analytics, Schroders
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when they IPO. Instead they raise a sum
of money with the intention of buying
an operating business within a specified
period of time, normally two years. If they
don't, and are unable to get shareholders
to grant an extension, they are wound up
and cash is returned to shareholders.

Other names for SPACs include “blank
check companies” and “cash boxes", for
obvious reasons.

Companies which started life as SPACs
include space tourism company, Virgin
Galactic, fantasy sports and betting

company, DraftKings, and electric truck
company, Nikola.
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Figure 1: SPAC fundraising as a % of total US fundraising
Source: SPAC Analytics. Data to 28 September 2021
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Some of the main features of a SPAC are
explained below but it should be fairly
obvious that an IPO of a SPAC does not
automatically lead to an increase in the
number of public companies. It leads to
the possibility of this happening, but only
if a deal is done. A SPAC is nothing more
than a cash shell when it IPOs.

The popularity of SPACs has soared, for
reasons explained later. Between 2003
and 2019, an average of 17 SPACs a year
listed on the US stock market, with the
high point being 66 in 2007. Last year,
there were a record-breaking 248 SPAC
IPOs.

2021 has obliterated that record. 443
have listed in the first nine months of the
year (297 of which came in the first three
months alone). The amount of money
raised this year so far has also overtaken
last year's record total. The $127 billion of
SPAC IPOs in 2021 is more than the was
raised across 2003-19 combined! The
wave of SPACs turned into a tsunami.

SPACshavealsobeenattractingincreasing
interest in Europe, with Amsterdam being
the most popular listings venue. Listings
rules are also being changed in London
to make it more SPAC-friendly. However,
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European activity has been a drop in the
ocean compared with the US. There have
been only 26 SPAC IPOs in Europe this
year, raising $6.6 billionz.

The mechanics of a SPAC

A SPAC is set up by a management team,
knowns as its sponsor(s). They raise
money from investors in an IPO, usually at
a price of $10 per share.

For each share that is bought in the IPO,
investors also receive an extra kicker,
known as a “warrant”. These give holders
the right to buy a fraction of a share from
the company at a specified price on a
specified date in the future. They normally
can't be exercised until some time after
a merger has been consummated.
However, they can be traded separately
from the shares and will be worth more if
the share price rises.

There is no visibility on what company
might be acquired (this is a regulatory
requirement). A SPAC's prospectus often
includes some wording about the type of
company or industry it intends to focus
on, but there's nothing to stop it going in a
totally different direction.
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Figure 2: Annual value of US IPOs: SPACs vs non-SPACs, $m
Source: SPAC Analytics, Schroders. As of 28 September 2021

1/ https://www.schroders.
com/en/uk/tp/markets2/
markets/what-is-the-point-of-
the-equity-market/

2/ https://www.reuters.com/
world/europe/europes-ipo-
market-roars-back-life-where-
are-spacs-2021-09-27/

34

Magazine des Professions Financiéres et de Economie


https://www.schroders.com/en/uk/tp/markets2/markets/what-is-the-point-of-the-equity-market/
https://www.schroders.com/en/uk/tp/markets2/markets/what-is-the-point-of-the-equity-market/
https://www.schroders.com/en/uk/tp/markets2/markets/what-is-the-point-of-the-equity-market/
https://www.schroders.com/en/uk/tp/markets2/markets/what-is-the-point-of-the-equity-market/
https://www.reuters.com/world/europe/europes-ipo-market-roars-back-life-where-are-spacs-2021-09-27/
https://www.reuters.com/world/europe/europes-ipo-market-roars-back-life-where-are-spacs-2021-09-27/
https://www.reuters.com/world/europe/europes-ipo-market-roars-back-life-where-are-spacs-2021-09-27/
https://www.reuters.com/world/europe/europes-ipo-market-roars-back-life-where-are-spacs-2021-09-27/

3(0- Dossier

Investors in a SPAC are putting their
money and confidence behind the
sponsor's ability to source and execute
a deal. Although, that said, they have the
opportunity to get their money back at
the time of the acquisition of the private
entity if they don't want to remain invested
(explained below).

Sponsors typically get around a 20% stake
in the SPAC in return for a relatively small
cash investment e.g. $25,000 (although
these terms are becoming less generous
for sponsors as the market develops). This
is how they make their money. If the SPAC
is successful, their shares will be worth a
significant amount.

One of the interesting features of a SPAC is
that money raised in the IPO is ringfenced
in a trust account and invested in Treasury
bills. The trust account can only be used
for a limited number of activities, including
being put towards an acquisition. This
provides a degree of protection for
investors that sponsors won't spend it.

Sponsors also usually purchase additional
warrants at the time of the IPO - the extra
from this cash (often several millions of
dollars) is used to cover the IPO expenses
and ongoing expenses, without having to
touch other investors' $10 per share.

The sponsors then have a period of
time, usually two years, to complete an
acquisition. During this time, investors can
buy and sell shares in the SPAC in the open
market like any other public company.

If/when a target is found, shareholders
vote on the deal. At this point, they also
have the right to redeem their shares and
be repaid from the trust account - at $10
per share plus interest. This also provides
a degree of protection for investors: if you
don't like the deal you can get your money
back.

At this time the SPAC usually has to raise
additional money to complete the deal
because: 1) the target company is often
larger than the SPAC (2-4 times as large as
the SPAC IPO proceeds in most cases); and
2) some of the money in the trust account
has to be spent redeeming shares.

The sponsor may provide some of this but

most of the time new investors are brought
in, in what is known as a Private Investment
in Public Equity (PIPE) investment. SPAC
shareholders typically end up holding a
minority stake in the merged entity.

Assuming the deal is approved and
finance raised, the merger takes place
and the SPAC starts trading as a new
company, under a new ticker.

Why have SPACs become so
popular?

In order to answer this it is important to
understand the priorities of the various
participants. These are summarised
below:

Private companies

Potential to sell themselves for a higher
price than in a traditional IPO

IPOs are normally priced to encourage a
jump in the share price on the first day of
trading (known as an IPO “pop"). This leads
founders to feel that they have “left money
on the table". In contrast, a merger with a
SPAC can be negotiated at a fair value.

Private companies are able to use forward
looking statements when marketing
themselves to a SPAC, something which
is particularly appealing for fast growing
companies. A traditional IPO prospectus
only shows historical financials to avoid
any legal liability if forecasts are not met.
Mergers, however, have a legal ‘safe
harbour” from any such liability.

Private companies which are more
complicated or which investors might
have more difficulty valuing might be put
off an IPO over fears that they wouldn't
fetch as much as they think they're worth.
Ina SPAC merger, they can sellthemselves
to those SPACs which are fronted by
sponsors with relevant expertise, who
will be able to understand and value their
business better.

More certainty on pricing than in an IPO:
The acquisition price will be negotiated
with the sponsor and set out in the merger
agreement. This compares with an IPO
where underwriters set a range but that
range moves around depending on
market conditions.
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Faster than traditional IPO route:

A SPAC merger can take place in five or
six months compared with 12-24 months3
for an IPO.

Reduced regulatory burden:

The regulatory demands on a private
company in a SPAC merger are less
onerous (and hence less costly) than in an
IPO.

IPO investors

Because investors in a SPAC IPO have the
option to redeem their shares for what
they paid for them plus interest, they
essentially have a money back guarantee.
In addition, they have a warrant, which
may turn out to be worth a lot if the SPAC
is a success. The warrant is akin to a risk-
free bet on the success of the SPAC.

This attractive payoff profile means that
SPACs are very appealing to those who
participate in their IPOs.

Most SPAC IPO investors, who are
predominantly institutional investors (and
overwhelmingly hedge funds), choose the

risk-free option. Across the 47 SPACs that
merged between January 2019 and June
2020, redemptions amounted to 73% of
IPO proceeds in the median case*.

When SPAC-mania was at its peak,
this proportion fell to 10%, but it's been
back above 50% in the third quarter.
In one recent case, the merger of
Locust Walk Acquisition SPAC with the
biopharmaceutical company, eFFECTOR
Therapeutics, an incredible 97% of shares
were redeemed.

In addition to the payoff profile appealing
to IPO investors, there is also a view that
investors who are involved in a SPAC from
the outset could have an opportunity to
own a bigger stake in the ultimate merged
company than they'd be able to achieve
in the traditional IPO route. Usually, the
number of shares that investors are
granted in a traditional IPO is less than
they apply for, due to excess demand.

Sponsors

Because they take a 20% stake in the
SPAC for a minimal investment, sponsors
love SPACs. They can make hundreds of
millions of dollars® for only a small upfront
stake.

Importantly, sponsors are incentivised to
get a deal done. Any deal. Even one that
is bad for investors could make them a
lot of money, and would be preferable to
liquidating the SPAC. Understanding this
incentive is important.

So what’s not to like?

Companies like them, sponsors like them,
and their IPO investors like them. So what's
not to like? Several things, actually.

Investing after the IPO is not as
great a deal

First, while IPO investors get shares and
warrants, anyone who buys shares in the
aftermarket only gets shares. That is a far
less appealing prospect.

SPAC share prices can increase above
their $10 IPO price. Buying at such lofty
prices is like saying you have so much
confidence in the sponsor that you are

3/ https://www.pwc.com/
us/en/services/deals/blog/
spac-boom.html

4/ https://www-cdn.law.

stanford.edu/wp-content/

uploads/2021/01/SSRN-
id3720919.pdf

5/ https://www.ft.com/
content/9b481c63-f9b4-
4226-a639-238{9faeddic
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happy to pay a premium to invest in them
(remember at this stage all the SPAC isis a
trust account filled with $10 per share and
the sponsor). This might turn out well. But
it also might not. And you could suffer a
loss even if you redeem your shares, as
then you'd only get back $10 plus interest.

There is a risk people are taken in
by famous names

Given that the success or failure of a
SPAC rests on the strength of its sponsor,
they are often backed by individuals
with strong reputations and high public
profiles. For example, industry leaders,
private equity dealmakers, investment
bankers and even.. celebrities.

Celebrities such as NBA star, Shaquille
O'Neal, MLB star Alex Rodriguez, and
popstar Ciara, have all launched SPACs.
This is where the risk lies. So much so that
the SEC even put out an alert®, warning

investors:

It is never a good idea
to invest in a SPAC just
because someone famous
sponsors or invests in
it or says it is a good
investment. »

Cost

Underwriters' fees for a SPAC are typically
2% of the amount raised upfront with a
further 3.5% contingent on a deal taking
place. This 5.5% is less than the 7% often
charged for a traditional IPO. This looks a
good deal.

But, given that a high proportion of
shareholders typically redeem their
shares, this means that the SPAC
ultimately gets to "keep” a fraction of the
IPO proceeds.

Let's say a SPAC raises $100 million,
making underwriting fees $5.5 million
if a deal takes place. But, assuming

that redemptions amount to 50% of the
amount raised, the company will only get
its hands on $50 million (plus interest). In
this example, underwriting fees work out
as 11% of the effective IPO proceeds.

In reality, the median underwriting fee
has been 16% of the non-redeemed IPO
proceeds’. In the extreme case of the
Locust Walk SPAC mentioned earlier, it
worked out as more than 100%2. Not so
cheap after all.

Investors who redeem their shares for
cash do not suffer this cost, as they
get their money back. It is the ongoing
business and its shareholders who take
the pain.

Performance

There are some SPACs which go on to
deliver very strong returns. One of the
most successful is DraftKings (which
merged with Diamond Eagle Acquisition
SPAC in April 2020). Its share price is close
to $50 (and was as high as $72 in March),
a handsome return on a $10 investment.
Many others have delivered returns of
several hundred percent® to investors.

However, most do not fare so well. A
recent academic paper found that most
underperform the wider market after
a deal is struck®. Interestingly they
find that results are far better for "high
quality sponsors", which they define to be
individuals who are affiliated with a private
assets fund with more than $1 billion of
assets, or who have been a CEO or other
senior officer at a Fortune 500 company.

One sign of waning enthusiasm for
SPACs in recent months is that 90% of
the SPACs that listed in the US in the first
eight months of 2021 are currently trading
below their IPO price.

So are SPACs to be welcomed or
feared?

For investors, the money back guarantee
associated with SPAC IPOs gives them a
clear attraction.

In addition, those IPO investors have a seat
at the table when the SPAC is looking to
raise additional money to complete an

6/ https://www.sec.gov/
oiea/investor-alerts-
and-bulletins/celebrity-
involvement-spacs-investor-
alert

7/ https://www-cdn.law.

stanford.edu/wp-content/

uploads/2021/01/SSRN-
id3720919.pdf

8/ https://www.ft.com/
content/6bld70db-edae-
474c-bd6f-bb60dfa99c51

9/ https://www.
spacanalytics.com/

10/ https://www-cdn.law.

stanford.edu/wp-content/

uploads/2021/01/SSRN-
id3720919.pdf
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acquisition. And they have access to a high
level of quality information to help make
an informed decision. Some investors may
also judge that participating in the IPO will
enable them to achieve a bigger stake
in the company than they'd manage in a
traditional IPO.

SPACs are a relatively efficient route to
market for young companies with limited
track records. But clearly “buyer beware”
and appropriate levels of due diligence
are essential.

It's less clear cut when it comes to
investing in the aftermarket, especially
since investors should always remember
that they are essentially blank check
companies. You are putting all your faith in
the sponsor. Some will do well, but most
are unlikely to, and it won't be easy to tell
which are which. But whatever you do,
please follow the SEC's advice of never
investing solely on the back of a celebrity
endorsement.

However, despite some of the issues
raised in this article, | am actually in favour
of what SPACs might ultimately enable.
And that is a more thriving stock market.

For too long, private companies have
been put off joining the stock market.
This has been partly because of the cost
and hassle of an IPO™. If this decline can't
be averted, | have grave concerns about
where it might lead us. If high quality
companies reject the stock market, or
delay joining until they are more mature,
slower growing businesses, then it is
stock market investors who are likely
to suffer. More returns will be captured
by private investors, including private
equity, at the expense of public markets.
And it is ordinary savers who will feel
this pain most. Private equity is simply
too expensive and inaccessible for most
individuals.

| believe that any kind of innovation in the
IPO process which encourages companies
to think more seriously about becoming a
public company is to be welcomed. And
SPACs deliver on that. Direct listings are
worth a mention here too.

So yes, be discriminating between them.
Try to avoid getting caught up in hype.
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Even ignore them completely if you wish,
and wait until they merge with a company
before you give them the time of day.

11/ https://www.schroders.

' ) com/en/insights/economics/
But don't lose sight of the longer term

benefits that a thriving public market can
bring. SPACs can be part of the solution. &

the-elon-musk-dilemma-aka-
the-stockmarket-cost-benefit-
trade-off/
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