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V4 END OF CHAPTER CASE STUDY:

SHELL GAME: STK STEAKHOUSE CHAIN GOES
)] PUBLIC THROUGH A REVERSE MERGER

Case Study Objectives: To Illustrate

* Some of the motivations for “going public”
* The mechanics of reverse mergers
« Risks and rewards associated with reverse mergers.

1L MERGERS AND ACQUISITIONS VALUATION AND MODELING

390 10. ANALYSIS AND VALUATION OF PRIVATELY HELD FIRMS

Introduction

With growth slowed by limited resources, a robust stock market, and intensifying investor
interest in high-end restaurant dinning chains, One Group LLC, the owner of steakhouse
chain STK faced a critical decision. Should the firm go public now and dilute their owner-
ship stake or continue to rely on their financial resources and risk missing an opportunity to
enter the public stock market? This is a choice commonly faced by fast growing successful
privately held firms.

One Group is a hospitality holding company that develops and operates upscale restaurants
and lounges. It opened its first restaurant in New York City in 2004. Its primary brand is STK.
Managing member," Jonathan Segal, owns about 35% of the firm and has additional ownership
stakes in subsidiaries operated by the holding company. With annual revenue of more than $130
million (up from $6 million in 2006), STK is a New York-based steakhouse restaurant that mar-
kets itself to women with the mantra “STK is not your daddy’s steakhouse.” In a departure from
steakhouses typically serving huge steaks, STK focuses on serving smaller portions to its targeted
female clientele. STK has seven locations in major metropolitan areas and a hospitality business
providing food service for restaurants, bars, and hotels. STK plans locations in Washington, DC,
Chicago, Dubai, London, and Montreal. Longer term, the firm intends to launch a chain of
smaller, less expensive restaurants under the name Rebel STK. To realize these objectives, One
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, Group knew it needed additional fundin;

The Decision

Q The timing appeared to be right. The broad stock market indices were up by almost 30%
during the first 9 months of 2013 over the same period the prior year. Niche high-end restaurant
chains appeared to be in vogue. In mid-2013, Del Frisco’s Restaurant Group undertook an IPO at
$13 per share. Since then its shares have risen by 40%. In early October 2013, hedge fund
Barrington Capital took a 28% stake in Darden Restaurants Inc. urging the dining conglomerate
to separate its faster growing Capital Grille and Eddie V's from its larger restaurant chains
through spin-offs or divestitures.

Committed Capital Acquisition Group (CCAC), a special purpose acquisition company
(SPAC), seemed to offer an immediate vehicle for entering the public stock market. SPACs are
shell or so-called blank-check companies that have no operations but which raise funds through
an initial public offering with the intention of merging with or acquiring companies. SPACs often
raise additional funds by issuing warrants enabling investors to buy additional shares in the
SPAC at a later date at a preset price.” On October 16, 2013, One Group LLC merged with
CCAC in a deal that converted the privately held firm to a public company in which CCAC
investors paid One Group owners a combination of CCAC common shares and cash. The merger
occurred simultaneously with a private equity placement (often referred to as private investment
in public equity) to raise cash.

The investors valued the deal at $5 per share giving the firm a market value of about $118
million or as much as $147 million if warrants are exercised before expiration. Warrants are
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issued by firms and grant their holders the option but not the obligation to buy stock in the
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> in either selling their shares for cash, owning even a relatively small portion of a financially
I d viable company to recover their initial investments, or in transferring the shell’s liabilities to new
investors. Alternatively, the private firm may merge with an existing special purpose acquisition
Q company already registered for public stock trading.

In a merger, it is common for the surviving firm to be viewed as the acquirer, since its
shareholders usually end up with a majority ownership stake in the merged firms; the
other party to the merger is viewed as the target firm as its former shareholders often hold
only a minority interest in the combined companies. In a reverse merger, the opposite
happens. Even though the publicly traded shell company survives the merger with the pri-
vate firm becoming its wholly owned subsidiary, the former shareholders of the private firm
end up with a majority ownership stake in the combined firms. While conventional IPOs can
take months to complete, reverse mergers can take only a few weeks. Moreover, as the reverse
‘merger is solely a mechanism to convert a private company into a public entity, the process is
less dependent on financial market conditions because the company often is not proposing to
raise capital.

In recent years, private equity investors have found the comparative ease of the reverse
‘merger process convenient, because it has enabled them to take public their investments in both
domestic and foreign firms. The story of the rapid growth of Chinese firms has held considerable
allure for investors prompting a flurry of reverse mergers involving Chinese-based firms. With
speed comes additional risk. Shell company shareholders may simply be looking for investors to
take over their liabilities such as pending litigation, safety hazards, environmental problems, and
unpaid tax liabilities. To prevent the public shell’s shareholders from dumping their shares
immediately following the merger, investors are required by US law to hold their shares for a
specific period of time following closing.

What follows is a description of a reverse merger with a shell corporation. The shell corpora-
tion in this instance is a SPAC established by the investment group Committed Capital
Acquisition Corporation (CCAC) through an initial public offering in 2011. The expressed
purpose of the SPAC, which holds only cash raised from the public offering and its own com-
‘mon shares, is to acquire operating companies. SPAC shareholders make money when the SPAC
liquidates through a public offering or sale to strategic investors at a later date,
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Companies that become public through a reverse merger with a shell company are not
permitted to list on a major public securities exchange until certain conditions have been satis-

©eo% v




image5.png
(& https://vicwer geu.edu/RZUDEG p-ac ergers. = & ft Ak O

Edit View Favorites Tools Help
| Dayforce HCM M The Centers for Families a... g Social Work Web Links - S... %) v 5 @ Es 0 @ v Pagev Safetyv Tools~

41 of 783

1IL. MERGERS AND ACQUISITIONS VALUATION AND MODELING

g

PRACTICE PROBLEMS AND ANSWERS

2. What are corporate shells, and how can they create value? Be specific.
3. What were the options available to One Group LLC to raise capital to finance their expansion

plans?

4. Discuss the pros and cons of each. Be specific.

5. Discuss the pros and cons of  reverse merger versus an IPO.

6. Why is it lkely that shares trade at a discount from their value when issued if investors
attempted to sell such shares within 1 year following closing of the reverse merger?

7. What is the purpose of One Group ultimately listing of a major stock exchange such as
NASDAQ?
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ADDITIONAL CASE STUDY RECOMMENDATIONS
(SEARCH HARVARD BUSINESS SCHOOL PUBLISHING
SITE BY NAME OF CASE: hbsp.harvard.edu)

National Logistics Management: Founder
Decisions, Lynda M. Applegate, Elizabeth
Collins, Revision Date: May 1, 2008,
Product Number: 807125, Source: Harvard
Business School, hbsp harvard.edu.
Subjects Covered: Private Business
Exit Strategies, Decision Making, Private
Equity, Venture Capital.
OPK Capital Corporation: An
Introduction to Search Funds, Stewart
‘Thornhill, Tevya Rosenberg, Publication
Date: January 7, 2009, Product Number:
909MO6-PDE-ENG, Source: Ivey
Publishing, hbsp harvard.edu.
Acquisition Corporations, Financing.
Jim Sharpe: Extrusion Technology, Inc,,
H. Kent Bowen, Barbara Feinberg,
Publication Date: December 3, 2012,
Product Number: 697079, Source: Harvard
Business School, hbspharvard.edu.

Subjects Covered: LBO, Small Business
Management, Change Management,
Value Creation.

Namaste Solar, Anne T. Lawrence,
Anthony I Matthews, Publication Date:
June 1, 2010, Product Number: 910M49-
PDF-ENG, Source: Ivey Publishing, hbsp.
harvard.edu.

Subjects Covered: Acquiring Small
Businesses, Culture Issues, Financing
Growth.

LightWorks Optics, Anne T. Lawrence,
Anthony I Mathews, Erik Noyes,
Publication Date: December 12,2008,
Product Number: BAB144-PDE-ENG,
Source: Babson College, hbsp-harvard.edu.

Subjects Covered: Exit Strategies for
Small Business Owners, Selling to an
ESOP trust, ESOPs.
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