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CFOs who have taken private companies public via special purpose acquisition companies
(SPACs) could face uncharted waters in complying with income tax accounting and financial
disclosure requirements. 

“SPACs are continuing to generate a lot of traction both in their initial public offerings and
subsequent mergers with nonpublic entities,” which means additional challenges as companies
prepare to close the books for the quarter, Mark Jerusalem of PwC said March 16 during his
firm’s podcast. 

SPACs — a renewed craze that’s continued from 2020 — are shell companies that provide
private operating entities an alternative to a traditional initial public offering, with myriad benefits
amid complexities and uncertainties. SPACs formed this year total 297 and have raised about
$97 billion, surpassing the 2020 full-year results and heightening competition among the
sponsors looking to complete a merger transaction.

Jerusalem noted several benefits SPACs offer private companies, including “access to capital,
the potential to sell a bigger stake in the company, greater market certainty, flexible deal terms,
and access to experienced managers with the potential to share resources.” 

In transactions involving a SPAC, sponsors raise a blind pool through an IPO and hold the
funds in a trust account. Investors don’t know what they are investing in (other than perhaps
the industry or geographic region), and the sponsor generally has 18 to 24 months to find a
private operating company. If a target is found, the shareholders vote on the deal; otherwise,
the funds are returned to them. 

The target companies, also called OpCos, go public through a business combination commonly
referred to as a de-SPAC transaction. SPAC shareholders typically have an option to redeem
their shares and forgo ownership in the post-merger publicly traded operating company. 

Merging with a SPAC comes with potential challenges including increased costs, loss of control,
and needing to have policies and processes to address the various accounting, financial
reporting, and SEC filing requirements for the transaction, Jerusalem said. 

Complications arise for target entities in accounting for and disclosing income taxes because of
the SEC’s requirement to file Regulation S-X-compliant annual and interim statements, along
with combined pro forma financial statements, Ciro Buttacavoli of Grant Thornton LLP said
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during a March 18 webcast sponsored by his firm. 

Among the accounting issues for the de-SPAC transaction are assessing which entity — the 
SPAC or the OpCo — is the “accounting acquirer” and determining whether the transaction is
considered a reverse merger under generally accepted accounting principles, Jerusalem said. 

Acquirer or Acquiree? 

The structure for the de-SPAC transaction varies, but the most basic form results in the SPAC
legally acquiring the OpCo by issuing new shares and at times providing additional cash to the 
OpCo owners in exchange for 100 percent of their equity in the target company, Buttacavoli
said. 

Buttacavoli noted that the number of newly issued SPAC shares typically “represents a
substantial percentage and might even well exceed 50 percent of the SPAC’s outstanding
shares after the transaction.” 

That feature, along with other factors, including the ongoing composition of the board and
management, often results in the former OpCo owners acquiring control of the SPAC and being
the accounting acquirer under Financial Accounting Standards Board guidance on business
combinations provided in Accounting Standards Codification (ASC) Topic 805, Buttacavoli
explained. He said that’s a simplified analysis, noting that “determining the accounting acquirer
usually requires the exercise of significant judgment” and consideration of all facts and
circumstances. 

If the OpCo — the legal acquiree — “is determined to be the accounting acquirer of the SPAC,
the transaction is accounted for in a manner that is similar to a reverse acquisition” — also
referred to as a reverse recapitalization in the guidance in ASC 805-40, Buttacavoli explained. 

“Because OpCo is often determined to be the predecessor for SEC filing purposes, the SEC
staff expects OpCo’s financial statements to be presented as if it was OpCo’s initial registration
statement,” Buttacavoli said. That means ensuring the financial statements comply with
Regulation S-X requirements for a public company — including providing U.S. GAAP disclosures
for segment reporting, earnings per share, and income taxes, he explained. 

‘Deeper Dive’ Required 

The OpCo may need “to take a much deeper dive into accounting for income taxes than it may
have previously taken” to comply with the SEC’s reporting requirements following the de-SPAC
transaction, according to Buttacavoli. 

Buttacavoli said that’s because the OpCo, for example, may have historically been a
passthrough entity for federal and state income tax purposes. Passthroughs typically don’t
recognize income taxes, and therefore have never prepared an income tax provision for
financial reporting purposes under the guidance in ASC 740. 

Even if the OpCo was a privately held company that wasn’t treated as a passthrough entity for
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income tax purposes, its tax department, if it has one, might need to devote significant attention
to the income tax provision and compile and disclose information that it hasn’t previously had to
prepare, Buttacavoli warned. 

Buttacavoli pointed out that the SEC requires only public companies to include the more
detailed income tax disclosures in their financial statements — namely, the components of
deferred income taxes and the statutory tax rate reconciliation. 

SEC Regulation S-X, Rule 4.08(h), requires public companies to provide a reconciliation in
dollar amounts or percentage points that explains the difference between the federal statutory
income tax rate and effective tax rate based on GAAP, separately disclosing any item that
amounts to more than 5 percent of what the company’s federal income tax provision would be
under GAAP and based on the statutory rate. 

Further, the OpCo might be required to present “interim or stub period financial statements” in
its SEC filing, which would likely require it to determine for the first time the estimated annual
effective tax rate, among other things, Buttacavoli said. 

For interim financial reporting periods, a business entity applies its estimated annual effective
tax rate to year-to-date operating results to determine the income tax or benefit applicable to
its ordinary income or loss. Management also determines “discrete items” that are recognized
in the period in which they occur and not through the rate calculation. 

Beware Earnings Call Gaffes 

While business owners and CFOs might be caught up in the transaction dynamics, they should
be wary of challenges and potential foot faults as the target entity transitions to being a public
company, according to Karen Snow of Nasdaq Inc. 

Speaking during a February 9 webcast hosted by Deloitte Tax LLP, Snow said that in taking a
company public, “the most painful thing to watch is a company out of the gate having misguided
the street and blow up on their first earnings call.” 

It takes a long time to recover from that misstep, so management should be “very measured in
how they approach guidance,” Snow advised. “In a SPAC transaction, that gets a little bit tricky,
because don’t forget, you shared your forward-looking numbers to get the valuation that you
were hoping to get.” 

Will Braeutigam of Deloitte & Touche LLP, who joined Snow on the webinar, emphasized the
importance of CFOs understanding what it takes to produce the company’s first earnings
release or Form 10-Q or 10-K “in an orderly fashion, so [they] can stay listed on the
exchange.” 

SPAC CFOs might not “fully understand and grasp all of the SEC requirements . . . once they
identify their target,” and so won't be aware of the timing and process for completing a deal,
Braeutigam said. Further, some target companies won’t be eligible for purchase via a SPAC
transaction because they’re unable to satisfy those requirements, he added. 
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Braeutigam said that when advising target CFOs, he tries to “debunk some of the myths,”
particularly about the process being fast. 

The complicated economics of SPAC transactions make it more difficult to analyze the financial
statements and pro forma statements, Braeutigam said, adding that the required disclosures for
the de-SPAC transaction are generally “much more onerous” than a traditional IPO, often to the
surprise of the OpCo CFO. 

The target CFO should begin assessing the tax issues early because “once the process starts
in earnest . . . you’re trying to basically cram a year’s worth of work into a period of
months,” Michael Daniels of Deloitte Tax said during the webcast. 

With numerous concurrent workstreams, it will be difficult to get people’s attention, “because
they are juggling so many tasks to get to the finish line,” Daniels said.
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