THE REVIVAL OF
SPAC ARBITRAGE
WHAT DISTINGUISHES SPECIAL PURPOSE ACQUISITION COMPANIES?
WHERE DO THE INVESTMENT OPPORTUNITIES AND RISKS LIE?
WHY ARE THEY SO POPULAR?

Even though they first appeared more than 15 years ago, SPACs - an acronym for Special
Purpose Acquisition Company - are still largely unknown to the broader investor community.
Over the last three years, and especially since the market turbulence caused by Covid-19
in the first quarter of 2020, SPACs have become increasingly common. They have enabled
many companies to go public without much red tape.
For investors, SPACs offer promising investment opportunities. SPAC arbitrage ranks
amongst the least risky investments available and contains an attractive upside kicker on
top.

INTRODUCTION
Following the market turbulence caused by Covid-19 in the
first quarter of 2020, SPACs (Special Purpose Acquisition Companies) have become more widely known to investors. The
growth of these companies, which are attractive for arbitrage
transactions, has been going on for some time.
In 2020, SPACs are now setting new records in terms of volume and absolute size: As of early November 2020, 170 SPACs
had already gone public this year, raising a record amount of
almost USD 63 billion. Prominent figures, including Paul Ryan,
the former speaker of the House of Representatives, have
launched SPACs. In July, hedge fund manager Bill Ackman
launched a USD 4 billion SPAC, the largest SPAC to date. Investors involved in SPAC arbitrage have already achieved returns
of 20% and more this year.
This article will first describe SPACs and their characteristics.
Next, we will discuss possible reasons for their increasing popularity and give an insight into their history. Finally, the article
outlines SPAC investment opportunities and risks, particularly
concerning SPAC arbitrage strategies.

WHAT IS A SPAC?
A SPAC is a shell company that raises capital in an initial public
offering ("IPO") and uses this capital to acquire a privately
held company not yet identified at the time of the IPO. The
time spent searching for an acquisition target is limited to a
predetermined time frame. In the merger, the SPAC typically
acquires a minority stake in the target company, thereby indirectly enabling it to go public. Post-merger, the former SPAC
continues to exist as a publicly listed, fully operating company.
US SPACs are tpically domiciled in Delaware. Their size varies
between USD 40 million and USD 800 million. Outside of the
US, the appearance of SPACs is very limited.
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HOW DOES A SPAC WORK?
The lifespan of a SPAC can be divided into three phases: 1)
the IPO phase, 2) the target search phase, and 3) the actual
business combination or merger phase.
INITIAL PUBLIC OFFERING
In a SPAC IPO, investors receive SPAC units usually for USD 10
per share. Each SPAC unit consists of one share and (a fraction
of) a warrant. These warrants offer investors the opportunity to purchase additional shares at a fixed price of typically
USD 11.50 per share after the SPAC has successfully merged
with an operating company. Should the newly listed company
perform well, this is an attractive option for the fundamentally-oriented SPAC investor.
SPAC units are traded as a single security for the first few
weeks. After that, the units are split, and the stocks and warrants trade independently.
The capital raised in the SPAC IPO is held in a trust account.
The use of such a trust account is tightly governed, with the
capital typically being invested in short-term US government
bonds.
The SPAC manager, also referred to as the sponsor, may not
use these funds to finance operations. The capital raised during the IPO phase remains untouched in the trust account and
is only used to acquire a company or to repay investors if they
so desire.
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THE TARGET SEARCH
The manager provides the working capital required to operate
the SPAC through a subscription of private placement warrants. Also, the sponsor purchases so-called founder shares
at par value at the time of the SPAC IPO. Upon completion
of a successful business combination, the founder shares are
converted into 20% of the operating company's equity. 1 If
successful, they represent a significant profit potential for the
sponsor.
SPACs are required to complete a business combination within a specified period. The stock exchange regulations allow
a period of up to three years to find an acquisition target.
Most SPACs, however, only stipulate a period of 24 months.
However, the management may request a deadline extension
from investors in order to be granted more time to identify an
acquisition target. To create an incentive for SPAC investors
to approve the extension, the sponsor will deposit additional
capital into the trust account. SPAC investors usually agree to
an adequately compensated deal extension.
In normal times,2 successful mergers succeed in approximately
90% of the cases. If the sponsor fails to execute a business
combination, the SPAC will be liquidated, and the capital will
be reimbursed to the investors. However, the investors' warrants, the founders shares, and the sponsor's private placement warrants will expire worthless. Consequently, there is
a significant financial incentive for a sponsor to enter into a
successful transaction with a prosperous company. On the one
hand, this represents an important alignment of interests between the sponsor and the SPAC investors. On the other hand,
it might also induce the sponsor to rush towards the next best
acquisition target near the end of the term. However, as explained in the next section, SPAC investors can easily address
this risk by refusing to approve a merger with an undesirable
company.
BUSINESS COMBINATION/MERGER
In the final of the three life cycle phases, the SPAC and the
acquisition target merge to form a listed company. The business combination phase is initiated with the announcement of
the acquisition target. After that, SPAC investors usually have
about three months to assess and get a clear picture of the
company to be acquired. At the end of this period, investors
can give written notice whether they want to agree to the acquisition and - entirely independently of the views expressed in
the first question – whether they want to redeem their investments. SPACs must offer each investor individually the right to
redeem their shares for their part of the funds held in the trust
account. This is a safety net for any SPAC investor: no matter
whether they like the company they are buying or not, they can
redeem their shares for USD 10 plus accrued interest, regardless of what the other SPAC investors do.
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DEVELOPMENT OF THE SPAC MARKET
In the 1990s, so-called blind pools or blank check companies
existed, which can be considered the ancestors of SPACs. At
that time, these vehicles' reputation was justifiably questionable, as there were fraudsters, unqualified sponsors and brokers involved with them. No wonder these vehicles quickly disappeared again. In the years 2003 and 2004, the first SPACs
emerged which can be compared to the ones of today. Their
structures, however, were less mature than they are today. In
2007, SPACs reached the first peak, with over 60 IPOs, raising
a total of around USD 12 billion.
FIGURE 3: NUMBER OF SPACS GOING PUBLIC SINCE 2002
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During the global financial crisis (2008-2009), SPAC IPOs utterly collapsed. Following only one IPO in 2009, SPACs returned
in 2010 with improved structures for investors. In addition, an
increasing number of private equity companies emerged as
sponsors. Without attracting much public attention, the number of IPOs continued to grow and, in 2019, almost reached
the highest level in over ten years. In 2019, SPACs raised approximately USD 13 billion in IPOs, 3 which accounted for about
25% of the total capital raised through IPOs in the US.
SPACs have not only developed in terms of size. Their structures have also changed, and this in a positive sense.
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One important change was to detach the redemption claim
for the capital in the trust account from the vote on the actual
business combination. Previously, a SPAC investor could only
redeem their shares if they voted against the merger, which in
some instances prevented the merger from going ahead and
thus caused unnecessary adverse effects for the sponsor. Furthermore, the number of warrants investors receive per unit
has decreased from 2 to 1 or even to a fraction of a warrant.
Today, there is usually sufficient demand for SPACs, so investors no longer have to be lured in with a large number of
warrants.

THE SPAC MARKET IN 2020
A volatile equity market, substantial uncertainties regarding
the development of Covid-19, and the hunger for new growth
companies led to a surge in SPACs in 2020. By early November, the 170 IPOs with USD 62.7 billion in raised capital have
reached a level significantly above previous highs according
to SPACInsider. In the third quarter of 2020 the number of
SPACs coming to market was almost equal to the number of
traditional IPOs.4 The average size of a SPAC IPO in 2020 has
reached almost USD 370 million. This compares to an average
of USD 234 million per IPO in 2018 and 2019. Today, every
large investment bank has a department specialised in SPACs,
which is not far behind that of traditional IPOs.
FIGURE 4: AVERAGE IPO SIZE OF SPACS (IN USD MILLION)
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SPACS COMPARED TO TRADITIONAL IPOS
For certain companies, SPACs have recently emerged as a valid
alternative to a traditional IPO. One of the most frequently
cited advantages of going public with a SPAC is the reduced
administrative effort and, consequently, a considerably shorter
process. Furthermore, particularly for growth companies, it is
possible to communicate the projections for sales or EBITDA
in a SPAC listing, which is rare in traditional IPOs. This significantly reduces the uncertainties for interested investors. Also,
SPACs allow for more flexibility in adjusting critical transaction
conditions to increase demand. However, the greater flexibility
of SPACs also has the disadvantage that a sponsor can push
through a business combination when there is little demand.
This can lead to extremely low trading volumes after the merger.
For further differences between an IPO via a SPAC and a traditional IPO, please refer to the table below.
TABLE 1: SELECTED CHARACTERISTICS OF A COMPARATIVE ANALYSIS OF SPACS AND IPOS
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In principle, two types of investment in SPACs can be distinguished: On the one hand, SPAC arbitrage and, on the other hand, fundamentally-oriented investments which focus on
finding a promising privately held company and a correspondingly good post-merger development of that company.
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At the end of October 2020, the SPAC universe consisted of
slightly more than 200 vehicles, of which more than 150 are
still looking for an acquisition target according to Accelerate
Financial Technologies Inc.
Internet based and digital business models as well as companies in the field of sustainable energy consumption, which will
only make their first profits in a few years, can raise money
and go public relatively easily and efficiently via SPACs. Additionally, SPACs offer other features that companies value in
light of today's uncertainties regarding economic, health, and
other issues.
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This article focuses on SPAC arbitrage. Fundamental investing
in SPACs has different risk/return characteristics and has not
always delivered convincing results in the past.
SPAC ARBITRAGE
SPAC arbitrage builds on the attractive asymmetry of these
investment vehicles: Once an interesting acquisition target is
found, the investor has the opportunity to benefit from a premium on the value of the trust account. If the company proposed for the merger is considered unattractive by the market,
the shares can be redeemed at Net Asset Value ("NAV"), i.e.,
the paid-up capital plus accrued interest. In short, SPAC arbitrage gives the investor an option on a business combination
that is going to be favourably received by the market without
having to pay a large premium.
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The performance on a SPAC investment consists of two value
drivers: 1) yield and 2) optionality.
1)

The yield is based on the untouched capital from the IPO,
which is invested in risk-free US government bonds via a
trust account. In combination with a fixed term offering
the possibility to redeem the SPAC shares at NAV, this gives
investors a basis yield equivalent to the short-term yield on
US government bonds. The NAV of a SPAC typically starts
at USD 10 when it goes public and increases over time
based on accrued interest rate income. US government
bonds provide an annualised yield of approximately 0.15%
in the current low interest rate environment. Therefore,
the expected yield on SPACs is currently extremely low.
The basic yield on SPACs can be increased by purchasing
them in the market at a discount to its NAV. SPACs often
show a discount to NAV because they are less liquid than
government bonds, which offer the same yield. Investors
seek to be compensated with a higher yield in return for
owning the less liquid asset; a typical example of an illiquidity premium that arbitrageurs can take advantage of.
In addition to structural reasons for a discount, there are
also short-term deviations from NAV. For example, during
the market panic triggered by Covid-19 in March 2020,
many SPACs traded at a significant discount of up to 10%
to NAV. Investors were forced to sell SPACs to gain liquidity. SPAC arbitrage investors could buy them in the market
at annualised yields of 5 to 10% while still participating
in the appreciation optionality. However, such excellent
entry opportunities are the exception rather than the rule.

2)

The second performance driver associated with SPACs is
optionality. This relates to the return that a investor can
earn in addition to the yield on the trust account. Such an
advantage can occur if the sponsor announces a business
combination with a target deemed attractive by the market. Such an announcement may attract new investors to
the SPAC shares and significantly boost the share price
above the NAVas the market starts to factor in the (future)
profits of the acquisition target into the SPAC price.

The detailed implementation of a SPAC arbitrage trade is described below:
The investor acquires either SPAC units or shares during the IPO
or later on the secondary market. Secondary market transactions are preferably carried out at a discount to NAV to achieve
a yield greater than the one from US government bonds. The
warrants received on the purchase of SPAC units are sold in the
market to reduce the initial price.
When an acquisition target is announced, the market's reaction to the potential merger will be considered. If a favorable
deal is announced where the SPAC share price exceeds its NAV,
the shares are sold immediately, and the appreciation optionality is locked in.
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If the deal is not considered attractive by the market and the
shares do not trade above the NAV, the investor will be able to
return the SPAC shares, receive the NAV plus interest and close
the position. If the SPAC does not announce an acquisition
target before the agreed deadline or if too many investors vote
against the acquisition in the event of an unattractive merger,
the SPAC will be liquidated, and the investor will also receive
the NAV plus interest.
In the event of a shareholder resolution to extend the SPAC
lifespan, the capital of a SPAC arbitrageur will be tied up
longer. However, he or she is compensated for this with a higher return. As a rule, the sponsor will deposit additional funds
into the trustaccount (often USD 0.03 per month and share).
FUNDAMENTAL INVESTMENTS IN SPACS
Longer-term, fundamental investments in SPACs beyond
the business combination have delivered very mixed results.
A study by Goldman Sachs shows that after the acquisition,
SPAC shares could not beat the S&P 500 and Russell 2000 on
average over the next quarter, the following half-year, and the
following year. However, this statement overlooks the wide
dispersion of results: The 75th percentile SPAC performed 22
percentage points better than the S&P 500, while the 25th
percentile SPAC lost 69 percentage points in comparison. Furthermore, the study did not consider any warrants, which can
serve as a yield booster for SPAC investors and can make the
above results appear more advantageous for SPACs.

WHAT ARE THE RISKS OF SPAC ARBITRAGE?
At first glance, arbitrage investments in SPACs appear to carry little downside risk. SPAC arbitrage may be viewed as an
option to potentially benefit from a successful merger of the
SPAC with a company for which there is nothing to pay, but
with which, to the contrary, a return can still be generated. On
closer examination, it becomes clear that SPAC arbitrage is not
equal to a "free lunch".
SPAC arbitrageurs have to live with limited liquidity. The average daily trading volumes per SPAC are below one million
traded shares in the longer run. Recently, however, this number has been increasing in line with the broader interest in
SPACs. It should also be noted that volumes rapidly multiply
when an acquisition target is announced or when discounts
to NAV increase.
Moreover, SPACs exhibit highly pro-cyclical patterns in terms
of the quantity in which they occur and the amount of upside potential from mergers with successful companies. SPACs
have become established in recent years at the major Wall
Street banks and are unlikely to disappear in the future. But
in periods of weak market conditions, they will not be numerous. Sponsors will probably have more difficulty finding good
takeover candidates, and investors will be less euphoric about
merger announcements. This will bring SPAC arbitrage returns
back to more sustainable levels than those currently observed.
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During difficult market periods, SPAC shares' prices are likely to decrease slightly and, therefore, not provide support for
the portfolio. However, the potential loss is limited due to the
redemption mechanism at NAV plus interest and is thereforetemporary only.
Other risks originate from the operational side. If a SPAC investor misses important deadlines, such as filing for a redemption,
the investment's nature quickly changes from a market neutral
position to a directional bet.

1

The resulting dilution of the SPAC investors' capital is
cushioned by the warrants issued to the SPAC investors at the
time of the IPO.
2 In the crisis year of 2008, many SPACs failed to find acquisition targets and were consequently liquidated.
3 www.spacinsider.com/stats, retrieved on 31.10.2020.
4 Source: Bloomberg.

The risks of fraud around the trust account could be observed
in the 1990s. Since 2003/2004, however, SPAC specialists have
not been aware of a single case where the trust account's capital was not guaranteed contractually and in full. Because of
the complete segregation of the trust accounts from other assets, the detailed contractual framework, and the well-established brokerage houses such as Goldman Sachs, JP Morgan,
etc., which maintain such trust accounts, the risk of fraud is
kept at a low level.
The sheer number of SPACs and the attention they have received recently have led to certain distortions in the market.
Private companies now have the market power to choose
among different SPACs and negotiate favourable conditions.
This reduces the upside potential for SPAC arbitrageurs at the
time of the announcement of the acquisition target
.

CONCLUSION
SPAC arbitrage has long offered specialised investors stable
return potential in the mid to upper single-digit percentage
range. Simultaneously, the probabilities of loss are very low
unless one is forced to liquidate the SPAC at an inopportune
time. Unnoticed by the broad investor community, SPACs have
steadily gained in importance in recent years and have set new
size records during the current year. The still specialised yet
much broader interest in SPACs has enhanced their liquidity
and return potential. The uncertainty and market developments caused by Covid-19 have further increased the attractiveness of SPACs and have generated double-digit annualised
returns for SPAC arbitrage specialists in recent months. SPAC
returns have always been cyclical, and the current hype is
likely to ease. Nonetheless, SPAC arbitrage is an investment
strategy with attractive returns and low risk, which should be
considered an integral part of a portfolio of market-neutral
strategies.
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IMPORTANT LEGAL INFORMATION

THE INFORMATION CONTAINED IN THIS DOCUMENT IS FOR EDUCATIONAL PURPOSES ONLY AND IS NOT INTENDED TO AND SHALL NOT IN ANY WAY CONSTITUTE
AN INVITATION OR RECOMMENDATION TO BUY OR SELL ANY INVESTMENT(S).
THIS DOCUMENT HAS BEEN FURNISHED TO YOU FOR INFORMATION PURPOSES
ONLY. IT IS NOT DIRECTED AT PERSONS IN OTHER COUNTRIES WHOSE NATIONALITY OR PLACE OF RESIDENCE PROHIBITS ACCESS TO SUCH INFORMATION UNDER
CURRENT LEGISLATION.
THE VALUE OF AN INVESTMENT CAN FLUCTUATE. PAST PERFORMANCE IS NOT A
RELIABLE INDICATOR OF CURRENT OR FUTURE PERFORMANCE.
Although Progressive Capital Partners Ltd ("Progressive") believes that the information provided in this document is based on reliable sources, it cannot assume
responsibility for the quality, correctness, timeliness or completeness of the information contained in this document.
The entire content of this document including any returns, statistics, charts and
general information in this document have been prepared by Progressive.
This document does not purport to contain all of the information that an interested
party may desire and this disclaimer cannot disclose all risks. In all cases, interested
parties should conduct their own investigation and analysis of any information described and of any data set forth in this document. In particular, it is recommended
for interested parties to check that the information provided is in line with his/her
own circumstances with regard to any legal, regulatory, tax or other consequences,
if necessary with the help of a professional advisor.
Progressive is an Asset Manager of Collective Investment Schemes and a Representative of Foreign Collective Investment Schemes, authorised and supervised by the
Swiss Financial Market Supervisory Authority FINMA. Progressive is a member of the
Alternative Investment Management Association (AIMA). For further information
about Progressive please visit www.progressivecapital.com.
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