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ALTERNATIVES TO CONVENTIONAL IPOS

By Lee R. Petillon

Petillon Hiraide & Loomis LLP

Two unconventional methods of going public, once remote variations, have increased significantly in frequency and size in recent years, possibly due to the increased complexity, cost, and minimum market size of conventional IPOs. These are Special Purpose Acquisition Companies and Rule 144A offerings:

SPECIALPURPOSEACQUISITIONCOMPANIES(SPACS)

Background

SPACs arei nvestment vehicles that are essentially blank check companies sold in a registered public offering whose purpose is to find and acquire an operating company with the offering proceeds. Ironically, SPACs are reincarnations of small “blank check” companies that flourished in the 1980s, typically raising anywhere from $100,000 to $1 million, and issuing penny stocks. These vehicles were the subject of much abuse and were
Consequently discredited until the SEC shut them down by the adoption of Rule

419, effective in April 1992.

Rule 419 applies to all blank check companies that issue penny stocks with a price of less than $5 and whose issuers have net tangible assets of less than

$5 million or an average annual revenue of less than $6 million for the last three years. Rule 419 requires that the proceeds of the offering be deposited into escrow (less 10% of the proceeds for administrative expenses) until an acquisition is found whose fair value represents atleast 80% of the offering proceeds. All investors have the right to consent to the acquisition, and if they donot, their funds must be returned to them. If no acquisition occurs within 18 months, all funds must be returned to investors.

These restrictions basically closed down blank check offerings, until in the mid-1990s a small New York investment banking firm, EarlyBirdCapital, Inc., revived the concept in a reincarnation called a Special Purpose Acquisition Company. These were much larger SPACs that were exempt from Rule 419 by requiring that net tangible assets exceed $5 million or average annual revenues of the target exceed $6 million. Although technically exempt from Rule 419, SPACs voluntarily followed most Rule 419 restrictions.

Terms of Current SPACs

Today, SPACs are sold commonly in $8 to $10 units, each unit consisting of one common share and one warrant, trading either as units or as separate common shares and warrants on the OTC Bulletin Board and/or the American Stock Exchange once the public offering has been declared effective by the SEC. Typical terms are as follows:

•
98% to 100% of gross proceeds are held in trust pending consummation of the acquisition.
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•
The acquisition must occur within 18 to 24 months from the IPO; otherwise, the SPAC will be dissolved and the assets held in trust returned to the public investors.
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•
The acquisition target must have a fair market value of at least 80% of the SPAC’s net assets.

•A majority of shareholders must approve the combination with no more than 20% to 40% of the shareholders voting against the acquisition and requesting their money back.

•
An amendment to the registration statement providing full disclosure of the proposed acquisition, including complete audited financials, is provided to all investors.

•
SPACs are usually led by an experienced management team with expertise in the industry targeted. The management team typically invests between 3% and 5% of the amount raised in the public offering, and receives 20% of the equity in the SPAC at the time of offering.

•
The management team receives no salaries, finders ’fees or other cash compensation prior to the acquisition and does not participate in the liquidating distribution if the SPAC fails to consummate the acquisition.

•
SPACs are prohibited from consummating an acquisition target that is affiliated with an insider unless an outside fairness opinion is obtained.

SPACs vs. Reverse  Mergers

Although SPACs are similar to reverse mergers, SPACs, with a clean public shell (as opposed to preexisting companies in reverse mergers that may have a problematic history), more experienced management teams and sponsors, and a built-in institutional investor base (typically hedge funds and investment
banks), are more acceptable in the financial marketplace.

Also, SPACs typically raise substantially more money than reverse mergers. Today, the average SPAC raises about $180 million, compared to an average of $5 million raised through a reverse merger.

Growth of SPACs

Growth of SPACs and their gross proceeds has increased dramatically since 2003 when one SPAC went public with about $24 million of gross proceeds. In 2004, 12 SPACs went public with gross proceeds of $491 million, increasing to 66 with gross proceeds of $11.7 billion, in 2007 when the average deal size doubled to $183 million and accounted for 23% of the total IPO market. SPACs gained credibility with increased size and more participation by large underwriters, such as CitiGroup, Deutsche Bank, Credit Suisse, Merrill Lynch, UBS, and Banc of America Securities. The largest SPAC was Liberty Acquisition, which raised $1.03 billion in December 2007.

Local SPACs

In January 2008, Consumer Partners Acquisition Company, based in Santa Monica, filed for a $125 million IPO. Another local SPAC, Endeavor Acquisition Corp., raised $130 million in 2005 and acquired American Apparel, Inc. in April 2007 for $244 million.

While average SPAC returns were only 2.4%, the large deals did much better. SPACs that went public in 2007 and had a pending acquisition produced an average return of 18.9%, according to DeaLogic, a financial database.

Current Scoreboard

Since 2003, disposition of the 148 blank check SPACs that have gone public is as follows:

69 completed acquisitions

7 liquidations

72 are looking for acquisitions until their deadlines are up

RULE 144A OFFERINGS

Rule 144A, adopted by the SEC in 1990, permits companies to issue their securities without registration provided that all the purchasers are “qualified institutional buyers,” i.e., sophisticated institutional investors such as hedge funds, insurance companies investment companies, and investment advisors with at least $100 million under management.


Although most of the $2 trillion issued and outstanding in Rule 144A offerings represents debt, in 2007, $300 billion of equity was issued under Rule 144A compared to $215 billion for conventional IPOs, according to DeaLogic. Many of these were for private offerings in companies that were already public, but a subset, “pre-initial public offerings” (PIPOs), since 2002, accounted for 83 Rule 144A offerings raising $282 million.

In 2005, Morgan Stanley sold Aventine Renewable Energy (formerly the bio-fuel operations of Williams Companies) in a Rule 144A offering through a PIPO for $275 million.

NASDAQ recently announced its “Portal Alliance,” a database that provides price information to buyers and sellers of Rule 144A shares.

Some mutual funds such as T.Rowe Price and Fidelity hold baskets of Rule 144A offerings.

These two financing methods, while unconventional, may be suitable for some companies that for one reason or another determine a conventional IPO is either not possible or too costly. 

