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After a period of astounding growth in the special purpose
acquisition company (SPAC) market, FINRA recently joined the
SEC in announcing further scrutiny of broker-dealers and their
affiliates involved in SPAC offerings, releasing a targeted exam
letter earlier this month." In this alert we provide an overview of
SPACs, the evolution of regulatory review of this activity to date,
and some key takeaways from FINRA’s guidance.

REGULATORY HISTORY

SPACs (also known as “blank check companies”) are shell-type
entities formed with the purpose of raising capital through an
initial public offering (IPO) to acquire an existing private
company. SPACs are an attractive capital raising mechanism
for investors because of their speed and efficiency in bringing a
company to market, and they theoretically provide early
investment access (with accompanying alpha, and risk) to a
broader population. However, they require far fewer disclosures
than a traditional IPO, including omitting much information about
the target’s business operations and finances. They also
include what is viewed by some as inherent conflicts of interest
and can tempt participants into cutting corners to accelerate the
process, as SPAC sponsors stand to greatly profit if a
transaction is completed before a two-year expiration period.
Finally, as the SPAC market is currently saturated with sponsors
seeking targets, there is some concern that those sponsors are
settling for less-than-ideal investments to complete a deal. For
these reasons, among others, as the SPAC market has grown,
regulators have shown increasing interest in policing the market.

The SEC announced its SPAC sweep in March of this year
when the Enforcement Division began reviewing selected SPAC
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transactions and scrutinizing banks’ internal policies and procedures related to SPACs.? Since then, SEC
Chair Gary Gensler has made numerous public statements concerning the heightened risks that SPACs
present for investors, and has instructed his staff to propose rules and guidance in light of the surge in SPAC
activity.® In July, the SEC announced its first settlement with a SPAC, it's sponsor, and others for fraud
charges based on the failure to disclose material information in the SPAC’s proxy statement.* A rising tide of
civil litigation has followed the regulatory action, including suits in Delaware courts that challenge the business
judgment rule,® and a suit in August calling into question whether SPACs are truly ‘blank check’ companies,
or whether they should be alternatively considered investment companies and regulated accordingly.®

Soon after the vocal SEC activity, in a Securities Industry and Financial Markets Association webcast on July
22, FINRA announced its intention to initiate its own SPAC sweep.” FINRA President and CEO Robert Cook
expressed interest in reviewing SPACs specifically because of the conflicts of interest that they present.®
Cook’s statements are consistent with FINRA'’s earlier guidance concerning SPACs that warned that investors
“should be aware of the potential for conflicts of interest between SPAC sponsors and SPAC shareholders”
due to the risk of “potential misuse of funds and potential fraud through misrepresentation or omissions
regarding the prospects of the target company.”®

FINRA’S TARGETED EXAM LETTER

FINRA'’s targeted exam requires broker-dealers and their affiliates to provide information on SPAC activities
over a three-year period, from July 1, 2018, through September 30, 2021. In particular, FINRA will examine,
among other things, firms’ policies and procedures and other internal guidance concerning twelve SPAC-
related areas of interest:

e public offerings;

e qualified independent underwriters;
e due diligence;

e suitability;

e conflicts of interest;

e private securities transactions;
e employee trading;

e information barriers;

e watch and restricted lists;

e research reports;

e outside business activities; and

e communications with customers regarding corporate events or shareholder votes and research
reports.

FINRA will also be reviewing firms’ training in these same areas.
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TRENDS AND TAKEAWAYS

Because SPACs have only two years to identify and acquire a target, the recent rise in SPACs will lead to
many acquiring their targets in the midst of FINRA’s sweep. There have been almost 500 SPACs in 2021
alone, following 248 in 2020, and 59 in 2019."° Crucially, however, more than half of this year's SPACs—
approximately 300—occurred in the first quarter, followed by a decline to around 60 SPACs in the second
quarter, and roughly 90 SPACs in the third quarter, respectively.'" With two changes to the SEC’s accounting
guidance on SPACs this year thus far, these numbers demonstrate the impact of increased regulatory
scrutiny on the formation of new SPACs."? And while a relatively small amount of registered broker-dealers
appear to have engaged in SPAC activities as of yet, FINRA’s sweep indicates an enhanced interest in these
activities and the likelihood of further inquiries ahead. If past is prologue, FINRA’s SPAC sweep is likely to
broaden by way of both target firms and topic areas.

Broker-dealers and their affiliates should do the following:

e anticipate investigations at a systems-and-processes level to ensure firms have the proper framework in
place to conduct the activity, as well as on a deal-specific level to ensure prior and current transactions
are conducted in accordance with regulatory expectations;

e consider the potential disclosure obligations and create a framework to ensure various stakeholders
have an opportunity to weigh in on potentially material information that SPAC participants need to know;
and

e closely monitor the changing enforcement and regulatory landscape, along with the civil litigation in this
space, as significant changes necessitating modifications could come as a result of new precedent.
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