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Investment companies known as SPACs are the latest hot offering from Wall Street. We have been getting 
questions about how they work and whether they are a good investment. SPAC stands for Special Purpose 
Acquisition Company. It is a publicly traded shell company with a planned two-year life that holds only cash. Its 
purpose is to find a private company to merge with and thereby effectively take it public. The private company 
takes the SPAC’s place on the stock exchange.

There are currently hundreds of SPACs either doing deals or hunting for companies with which to merge. 
Green energy, technology and electric vehicles are especially popular areas for SPACs right now. According 
to Dealogic, SPACs have accounted for about 70% of all IPOs in the first quarter of 2021 and have created 
renewed interest in IPOs in the last year or so.

A SPAC is created by a sponsor that forms a corporation and takes it public in an initial public offering (IPO). 
SPAC sponsors are typically a private equity firms or former company CEOs. Sponsors receive 20% of post-
IPO equity (called the “promote”) as compensation for work they do for the SPAC, as well as warrants and 
shares that they purchase concurrent with the IPO event. Going public through a SPAC is attractive to target 
companies because they can promote their firm’s growth prospects and finalize their value with a small number 
of people in private negotiations, without the normal regulatory scrutiny and last-minute price fluctuations 
common in traditional IPOs.

SPACs have been around for decades and were once thought of as a “back door” method of going public. They 
have now become mainstream and promoted as a faster and cheaper way to go public. This might be good for 
private equity firm sponsors (who get 20% of a potential deal for next to nothing) and target companies, but 
what about the investing public?

As it is with many popular investment ideas, the investing public seems to get the worst part of the deal. The 
recent track record of SPACs illustrates the bottom line: according to Renaissance Capital, of the 107 SPACs that 
have gone public since 2015 and executed mergers, the average return on their common stock has been -1.4%. 
During the same period, the average return of companies that went public through IPOs was 49%, the firm says.

Some of the drawbacks of SPACs are highlighted in a March 2021 paper by three law professors at Stanford 
University and New York University, Michael Klausner, Michael Ohlrogge and Emily Ruan. First, they find that 
the cost structure of SPACs was much higher than traditional IPOs, with a median total cost (promote, warrants/
rights and underwriting) of about 14%. The 25th percentile cost was about 10%, while the 75th percentile cost 
was about 21%, in all cases much higher than that of a traditional IPO.

Second, the two-year life structure of a SPAC creates misalignment of incentives between the sponsor 
and investors. As a SPAC nears the end of its life, the sponsor has an incentive to enter into a deal that is 
unprofitable for investors rather than to liquidate and return investors their money. The fact that a sponsor’s 
original investment is used to cover underwriting costs and expenses exacerbates the misalignment.
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Third, reviewing SPAC returns back to 2010, there was never a year in which SPAC mergers outperformed the 
Russell 2000 index (the median post-merger market cap of firms in the 2019-20 Merger Cohort was $500 
million, similar to the $580 million median market cap for firms listed on the Russell 2000 Index).

Klausner, Ohlrogge and Ruan conclude: “SPAC sponsors have proposed losing propositions to their 
shareholders, which is one of the concerns raised by the incentives built into the SPAC structure. Sponsors do 
quite well, even where SPAC shareholders have experienced substantial losses.” They added: “It is difficult to 
believe that it is a sustainable arrangement. At some point, SPAC shareholders will become more skeptical of 
the mergers that sponsors pitch.”

In April of this year, the Securities and Exchange Commission issued a bulletin and made comments about 
concerns they have about SPACs being too risky for individual investors. This has slowed SPAC IPOs in the last 
two months and it remains uncertain if any regulatory changes will be made. While it would be nice to see IPO 
volume recover to pre-financial crisis levels, we do not see SPACs being a sensible part of a prudent investor’s 
portfolio.

As always, thank you for you continued trust and confidence. 

Warm regards,

Daniel C. Goldie  Dirk G. Gilliard
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This material is presented solely for informational and educational purposes and does not constitute investment, 
legal, or tax advice, or a recommendation or solicitation to buy or sell a security. Information from sources deemed 
reliable, but its accuracy cannot be guaranteed. Performance is historical and does not guarantee future results. The 
investments and strategies discussed in this letter may not be suitable for all investors. An investor’s portfolio should 
be based upon the specifi c investor’s circumstances and goals. Information contained in this letter does not serve as 
the receipt of, or a substitute for, personalized investment advice from Buckingham Strategic Wealth. 

Historical performance results for investment indices and asset classes are provided for general comparison and 
educational purposes only and does not represent our performance or the fees and expenses associated with 
managing a portfolio. Individuals cannot invest directly in any index. All information contained herein is current as 
of the date of this letter and is subject to change without notice. 

A bond’s value may fl uctuate based on interest rates, market conditions, credit quality and other factors. You may 
have a gain or a loss if you sell your bonds prior to maturity. Of course, bonds are subject to the credit risk of the 
issuer. Small-cap and value stocks are typically more vulnerable to fi nancial and market risks and uncertainties than 
large-cap stocks and the market as a whole. Small-cap stocks may trade less frequently and in lower volume than 
large-cap stocks and may be more volatile and less liquid. Value stocks may have greater fi nancial risk and leverage 
than other securities and are often distressed for one or more reasons. Investing in foreign securities involves 
greater risks than investing in U.S. securities. These additional risks may include currency fl uctuations, potential 
political instability, tax and other restrictions on foreign investors, less regulation, and less liquidity. Diversifi cation 
does not guarantee a profi t or protect against loss. 
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