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SPACs, PFICs, and Phantom Regulations

by Craig A. Hillier and Martin Milner

The number of special purpose acquisition 
companies (SPACs) formed outside the United 
States has increased dramatically over the last 
several years. A SPAC is formed to raise equity 
capital through an initial public offering to acquire 
an operating business within two years. Typically, 
a SPAC is formed by a sponsor who contributes 
capital in exchange for sponsor shares and 

warrants. The SPAC then raises capital from 
investors in an IPO by issuing units comprising 
common stock and warrants.

When there is a reasonable likelihood that the 
ultimate target will be foreign, it is often beneficial 
to form the SPAC as foreign to ensure that the 
target’s foreign operations do not become subject 
to the entirety of the U.S. tax system.1 Foreign 
SPACs are likely to become even more popular if 
the U.S. income tax rate increases to 28 percent as 
proposed by President Biden. While a foreign 
SPAC may result in ongoing tax efficiencies after 
an acquisition of a target operating business (a de-
SPAC transaction), it introduces complexities for 
U.S. persons owning interests in it. For instance, 
U.S. investors must contend with the passive 
foreign investment company rules in sections 1291 
through 1298.2

Following an IPO, a SPAC’s assets are 
composed almost entirely of cash raised in the IPO 
and held in the SPAC’s trust account. That cash is 
considered a passive asset for PFIC purposes and 
often causes a foreign SPAC to fail the PFIC asset 
test of section 1297(a)(2) (because the SPAC has at 
least 50 percent passive assets). Further, a SPAC’s 
income is generally interest income until the de-
SPAC transaction is completed. That may cause a 
foreign SPAC to fail the PFIC income test of 
section 1297(a)(1) (because it has at least 75 
percent passive income). Thus, a foreign SPAC 
will often be a PFIC unless it can complete its de-
SPAC transaction in the same year as the IPO and 
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1
In some situations, a domestic SPAC can combine with a foreign 

target so that the surviving foreign corporation is not an inverted 
corporation treated as a domestic corporation under section 7874(b). 
Even so, forming a SPAC as foreign can avoid the complexity of 
navigating the section 7874 inversion rules.

2
U.S. investors who are U.S. shareholders under section 951(b) may 

be able to avail themselves of the PFIC-subpart F overlap rule of section 
1297(d).
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otherwise qualify for the start-up exception of 
section 1298(b)(2).

Assuming a foreign SPAC is a PFIC, it is 
generally beneficial for a U.S. investor to make a 
qualified electing fund election under sections 
1293 and 1295. A QEF election preserves the 
ability to receive long-term capital gains rates and 
avoid the draconian deferred interest charge rules 
of section 1291. The cost of making that election 
for a foreign SPAC is limited as a result of the 
small amount of interest earned on the cash raised 
in the IPO and the short time frame between the 
IPO and de-SPAC transaction.

A de-SPAC transaction frequently involves at 
least one tax-free transaction under section 368 or 
351, with the SPAC combining with or acquiring 
the target. Also, when a foreign SPAC wants to 
acquire a U.S.-headquartered company, it will 
typically domesticate to the United States before 
the de-SPAC transaction. In those transactions, 
U.S. investors who did not make a timely QEF 
election for stock in a foreign SPAC must often 
consider whether nonrecognition under section 
368 or 351 is available.

Further, the PFIC rules have specific 
requirements for nonrecognition transactions, 
under which transactions that would otherwise 
be tax-free could be taxable.3 A U.S. investor in a 
foreign SPAC that is a PFIC would be subject to 
sections 1291(f) and 1298(a)(4), but only if the 
statutes are self-executing — that is, operative in 
the absence of implementing final regulations. 
Even if the statutory provisions are not self-
executing, several interesting questions remain. 
This article discusses each of them in turn.

Section 1291(f) generally requires that as 
provided in regulations, transfers of PFIC stock 
result in gain recognition despite any other 
provision of law. The initial version of section 
1291(f) from the Tax Reform Act of 1986 stated, 
“Gain shall be recognized on any disposition of 
stock in a passive foreign investment company.” 
In the 1988 Technical and Miscellaneous Revenue 
Act, the language of section 1291(f) was revised to 
apply to any transfer of PFIC stock “where (but 
for this subsection) there is not full recognition of 

gain the excess (if any) of — (1) the fair market 
value of such stock, over (2) its adjusted basis, 
shall be treated as gain from the sale or exchange 
of such stock and shall be recognized 
notwithstanding any provision of law.” In 
explaining the intent of section 1291(f), the 
TAMRA conference report says, “The conferees 
intend this regulatory authority to be exercised in 
cases where the deferred tax and interest inherent 
in the appreciation of PFIC stock are potentially 
avoidable” and do not intend that authority to be 
exercised when “there is no potential to avoid the 
deferred tax and interest.”

Section 1298(a)(4) similarly provides that as 
provided in regulations, options to acquire stock 
are treated as exercised for the PFIC regime. 
According to the Senate and conference reports, 
that provision, also added by TAMRA, is 
intended to be an antiabuse rule.

No final or temporary regulations have been 
issued under section 1291(f) or 1298(a). However, 
in 1992 Treasury issued proposed regulations 
(REG-209054-87) that if finalized, would apply 
retroactively to that year. The proposed 
regulations provide a general rule requiring gain 
recognition on transfers of PFIC stock with 
exceptions for specific transactions. They would 
also treat any U.S. person holding an option to 
purchase PFIC stock as a holder of PFIC stock for 
applying the PFIC regime to a disposition of the 
option. Because Treasury has not finalized the 
1992 proposed regulations, taxpayers must 
determine whether sections 1291(f) and 1298(a)(4) 
are operative. In other words, absent final 
regulations, may a court create and apply 
“phantom regulations” to give effect to those 
sections?

In some circumstances, a court may create and 
apply phantom regulations to give effect to the 
statute and legislative intent if Treasury has not 
issued final regulations in accordance with its 
grant of mandatory or discretionary authority.4 
However, countervailing factors include giving 
effect to the notice and comment procedures and 

3
That issue also arises for warrants because the section 1295 

regulations provide that a QEF does not apply to options. See reg. section 
1.1295-1(b)(2)(iii).

4
See Amandeep Grewal, “Substance Over Form? Phantom 

Regulations and the Internal Revenue Code,” 7 Hous. Bus. & Tax J. 42, 45 
(2006) (citing Branstad v. Veneman, 212 F. Supp. 2d 976, 994 (N.D. Iowa 
2002); and Twenty Four Hour Fuel Oil Corp. v. United States, 38 F. Supp. 2d 
217, 222-223 (E.D.N.Y. 1999), vacated, 47 F. Supp. 2d 1103 (1999)).
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other requirements of the Administrative 
Procedure Act (APA).

To determine if a statute is self-executing, 
courts and the IRS historically have applied one of 
several approaches.5 Under one approach, courts 
examine the plain meaning of the statute and the 
legislative history to determine if there is a 
sufficiently clear rule to apply.6 In the seminal case 
of International Multifoods,7 the statute provided 
sourcing rules on income (but not losses) arising 
from the sales of personal property. The statute 
contained a mandatory delegation of regulatory 
authority. Further, the legislative history revealed 
that Congress intended residence-based sourcing 
to be used for losses realized on the sale of 
personal property, and proposed regulations 
would have provided a similar result. The court 
found the statute to be self-executing.

Under a second approach, courts have held 
that some taxpayer-favorable statutory provisions 
are self-executing, claiming that depriving the 
taxpayer of a benefit clearly intended by Congress 
would be inequitable. (The PFIC provisions 
discussed here are generally taxpayer-
unfavorable and would not be assessed under this 
approach.) Under a third approach, and as first 
articulated by the Tax Court in Estate of Neumann,8 
courts may apply a “whether versus how” test. 
Under the test, if a delegation relates to whether a 
specified result should occur, the statute generally 
is not self-executing — that is, the regulations 
should determine whether a particular result 
occurs. If the delegation relates to how that 
specified result should occur, the statute generally 
is self-executing.

Neumann involved whether the generation-
skipping transfer tax applied to the transfer of 
U.S. property to the grandchildren of a 
nonresident alien decedent. The statute contained 
a mandatory delegation, which the court found 
related to how a particular result should occur. 
Ultimately, the court concluded that the statute 
was self-executing.

More recently, in 2016, the Tax Court 
determined that a statutory provision with a 
discretionary delegation was not self-executing.9 
It examined section 170(f)(8)(A), which generally 
denies a deduction for a charitable contribution of 
at least $250 unless the taxpayer substantiates the 
contribution with a contemporaneous written 
acknowledgement from the donee organization. 
However, section 170(f)(8)(D) provides an 
exception to the substantiation requirement if the 
donee files a return containing specified 
information in accordance with regulations “as 
the Secretary may prescribe.” At issue was 
whether section 170(f)(8)(D) was self-executing in 
the absence of implementing regulations.

The court determined that the delegation was 
discretionary and that the legislative history 
revealed that Congress did not intend section 
170(f)(8)(D) to apply in the absence of regulations. 
According to the history, Congress understood 
that donee reporting raised significant policy 
concerns that Treasury would need to address if it 
were to implement the rule. The court concluded 
that because Congress intended Treasury to 
exercise its discretion in resolving policy issues 
regarding the implementation of section 
170(f)(8)(D), the statute could not be applied 
without further guidance.

The IRS also has addressed the issue of 
phantom regulations. For instance, in ILM 
201650012 and ILM 201009013, it examined the 
statutory text and legislative history of the 
relevant provisions and applied the whether 
versus how test. Importantly, before the issuance 
of the 1992 proposed regulations, the IRS had 
issued some letter rulings indicating that it 
considered section 1291(f) self-executing.10

Given that background, we return to the 
original question. Are sections 1291(f) and 
1298(a)(4) self-executing? Both provisions are 
taxpayer-unfavorable and provide that the rules 
apply to the extent provided in regulations. A 

5
See Grewal, supra note 4, at 42; and Phillip Gall, “Phantom Tax 

Regulations: The Curse of Spurned Delegations,” 56 Tax L. 413 (2003).
6
See Grewal, supra note 4, at 47.

7
International Multifoods Corp. v. Commissioner, 108 T.C. 579 (1997).

8
Estate of Neumann v. Commissioner, 106 T.C. 216 (1996).

9
15 West 17th Street LLC v. Commissioner, 147 T.C. 557 (2016).

10
See LTR 8946048 (noting that unless otherwise provided in 

regulations under section 1291(f), a gift of appreciated PFIC stock results 
in gain recognition to the donor); and LTR 9007014 (noting that section 
1291 does not apply to a foreign person and thus section 1291(f) does not 
apply to override the application of section 332 or 337 under the facts of 
the ruling; however, that could suggest that the IRS would have viewed 
section 1291(f) as self-executing if U.S. persons were involved).
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court examining the legislative history may be 
able to determine some rules that Congress 
intended to apply in specific fact patterns. For 
instance, the legislative history of section 1291(f) 
reveals that Congress intended a gift of PFIC stock 
to a foreign person to be taxable. However, the 
TAMRA conference report indicates that 
Congress did not intend an otherwise nontaxable 
reorganization in which PFIC stock is exchanged 
for PFIC stock to result in gain recognition. 
Further, the 1992 proposed regulations generally 
give effect to that legislative intent. Under that 
view, a court could argue that the present fact 
pattern is similar to International Multifoods (in 
which there was a clearly ascertainable rule 
supported by proposed regulations).

However, International Multifoods involved a 
statute with a mandatory delegation, while the 
PFIC statutory provisions contain discretionary 
delegations. As noted, some case law and IRS 
guidance indicate that a discretionary delegation 
should not be considered self-executing. With the 
PFIC rules, Treasury has the discretion to 
determine if regulations should be issued, but the 
regulations it issued have remained in proposed 
form for almost 30 years without completion of 
the APA notice and comment procedures. In the 
absence of final regulations, the statutes arguably 
lack implementing rules. On balance, sections 
1291(f) and 1298(a)(4) appear to require 
implementing regulations to be operative. Thus, 
until regulations under section 1291(f) are 
finalized, some U.S. investors might want to take 
the position that the PFIC rules do not cause an 
otherwise tax-free de-SPAC transaction to be 
taxable.

Even if the PFIC provisions are not self-
executing, several interesting issues remain. First, 
it is possible that the proposed regulations under 
section 1291(f) could be finalized retroactively to 
make taxable any tax-free de-SPAC transaction 
occurring on or after April 1, 1992.11

Second, a U.S. investor concluding that those 
PFIC provisions are not self-executing must 
determine if anything happens to the so-called 
PFIC taint. Under section 1298(b)(1), stock is 
treated as stock in a PFIC if at any time during the 
U.S. shareholder’s holding period the corporation 
or any predecessor was a PFIC without a QEF 
election. Therefore, once a foreign SPAC is treated 
as a PFIC, it taints the U.S. shareholder’s stock in 
that corporation forever unless the U.S. 
shareholder purges it.12 That PFIC taint thus 
attaches to a successor corporation, whether 
foreign or potentially domestic.13 In addressing 
that issue, a taxpayer should keep in mind that the 
TAMRA conference report indicates that section 
1291(f) was not intended to apply when the PFIC 
taint can be preserved. Because of the punitive 
nature of the interest charge rules under section 
1291, preserving nonrecognition treatment may 
prove costly to a U.S. shareholder in the long run 
if the PFIC taint is not purged, particularly in an 
environment in which interest rates are rising.

Until additional guidance is issued, a U.S. 
investor in a foreign SPAC that is a PFIC should 
consider both the technical and practical 
implications of the PFIC rules on a tax-free de-
SPAC transaction. Different U.S. investors may 
take different positions on the same de-SPAC 
transaction. To receive deferral, it may often be 
beneficial to conclude that sections 1291(f) and 
1298(a)(4) are not self-executing. In those 
instances, the U.S. investor must determine any 
impact of the transaction on the SPAC shares’ 

11
While a taxpayer likely does not have a duty to amend a return to 

account for regulations finalized after filing, consideration should be 
given to the implication of retroactive finalization on the statute of 
limitations for the return. Under section 6805(c)(8), the limitations period 
for a shareholder’s entire return will remain open for any period for 
which the reporting requirement under section 1298(f) is not met. Under 
section 1298(f), failure to file Form 8621 can cause the statute of 
limitations for the entire return to cease to run until the missing 
information is supplied.

12
See sections 1298(b)(1) and 1291(d)(2).

13
PFIC taint may also be implicated under section 1291(e), which 

generally requires that unless inconsistent with section 1291(f) 
regulations, rules similar to the former foreign investment company 
(FIC) rules of section 1246 apply for section 1291 purposes. Former 
section 1246(c) generally provided that as provided in regulations, stock 
of a non-FIC foreign corporation is treated as FIC stock if the basis of the 
non-FIC stock is determined by reference to the basis of the FIC stock 
(for example, as a result of receiving the non-FIC stock in a 
nonrecognition exchange). Likewise, former section 1246(d) provided 
that as provided in regulations, stock of a domestic corporation that 
holds FIC stock is treated as FIC stock in the same proportion that the 
investment in FIC stock held by the domestic corporation bears to its 
total assets. Applied in the PFIC context, section 1291(e) creates the 
possibility that non-PFIC stock received in a nonrecognition transaction 
may be treated as PFIC stock. Frustratingly, no final, temporary, or 
proposed regulations have been issued under either section 1291(e) or 
former section 1246, which leads to the question whether section 1291(e) 
is self-executing. For a discussion on the self-executing nature of section 
1291(e), see New York City Bar Association Committee on Taxation of 
Business Entities, “Report Offering Proposed Guidance Regarding the 
Passive Foreign Investment Company Rules,” at 70-75 (Sept. 21, 2009).

©
 2021 Tax Analysts. All rights reserved. Tax Analysts does not claim

 copyright in any public dom
ain or third party content.

For more Tax Notes® Federal content, please visit www.taxnotes.com. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
  



TAX PRACTICE

TAX NOTES FEDERAL, VOLUME 171, MAY 10, 2021  873

PFIC taint, a determination subject to further 
ambiguities. In other instances, it may be more 
practical to follow the proposed section 1291(f) 
regulations to ensure nonrecognition or even 
recognize gain to avoid the risk of a future PFIC 
taint. Regardless of the position taken, a U.S. 
investor should consider whether its chosen 
position must be consistent with its other PFIC 
investments. Companies engaging in de-SPAC 
transactions must also consider whether the 
different positions taken by U.S. investors require 
ongoing tracking of the PFIC status of their shares 
(including the PFIC status of any subsidiary 
shares). 
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