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Finally, the proposed rules drop the
Notice requirement that an active bank
be a group member for 5 years before its
income may count towards satisfaction
of the gross income tests. Since PFIC
status is determined annually, the IRS
and Treasury believe that whether a
group is a banking group should depend
only on its status during the current
taxable year.

H. Income From Nonbanking Activities
As in the Notice, § 1.1296–4(j) of the

proposed regulations provides that
income derived from the conduct of
activities other than banking activities
described in § 1.1296–4(f)(2) and
income from assets held for the conduct
of such activities are nonpassive only to
the extent provided in section 1296.

J. Effective Date
Section 1.1296–4 is proposed to be

effective for all taxable years beginning
after December 31, 1994. However,
taxpayers may apply § 1.1296–4 to a
taxable year beginning after December
31, 1986, but must consistently apply
§ 1.1296–4 to such taxable year and all
subsequent years. While application of
§ 1.1296–4 to a year beginning after
December 31, 1986, cannot affect the tax
liability of a taxpayer for any closed
taxable year, a taxpayer may apply
§ 1.1296–4 to a closed taxable year for
the purpose of determining whether a
foreign corporation is a PFIC in
calculating the taxpayer’s liability for an
open taxable year.

II. Exception for Income Earned in a
Securities Business

A. General Rule
Section 1.1296–6(a) of the proposed

regulations provides generally that
securities income earned by an active
securities dealer, active securities broker
or qualified securities affiliate is
nonpassive. As required by section
1296(b)(3)(C), the rules apply only for
purposes of determining whether a
controlled foreign corporation (as
defined in section 957(a)) is a PFIC with
respect to its United States shareholders
(as defined in section 951(b)), or for
purposes of determining whether an
asset is passive under section
956A(c)(2).

B. Active Securities Dealer and Active
Securities Broker

Under § 1.1296–6(b)(1), an active
dealer or broker is a dealer or broker
that meets certain licensing
requirements.

Section 1.1296–6(c) defines a
securities dealer as a dealer in securities
within the meaning of section 475(c)(1).
Under § 1.1296–6(d), a securities broker

is a foreign corporation that stands
ready to effect transactions in securities
and other financial instruments for the
account of customers in the ordinary
course of its trade or business during the
taxable year. A securities dealer or
broker is licensed under § 1.1296–6(b) if
it possesses a U.S. license to do business
as a securities dealer or broker in the
United States or if it is licensed or
authorized in the country in which it is
chartered or incorporated to conduct
one or more securities activities
described in § 1.1296–6(e)(2) with
residents of that country. The conduct
of such activities must be subject to
bona fide regulation, including
appropriate reporting, monitoring and
prudential requirements, by a securities
regulatory authority that regularly
enforces compliance with such
standards.

C. Securities Income & Securities
Activities

Section 1.1296–6(e)(1) provides
generally that securities income means
the gross income derived from the active
conduct of any securities activity that
constitutes a trade or business. The list
of securities activities contained in
§ 1.1296–6(e)(2) generally is consistent
with the legislative history to section
1296(b)(3)(A). See H.R. Rep. No. 111,
103d Cong., 1st Sess. 704 (1993).

Section 1.1296–6(e)(2)(iv) includes as
an additional securities activity the
maintenance of a capital deposit
required under foreign law as a
prerequisite to acting as a broker in that
jurisdiction. Without this rule, a broker
that is not also a dealer could be a PFIC
under section 1296(a)(2) even though
the majority of its income is commission
income. This rule applies only if
significant restrictions exist on the use
of its capital. Thus, working capital will
not qualify as a deposit for purposes of
this rule.

In general, only income from
transactions entered into with, or on
behalf of, persons with whom the
corporation has a dealer-customer
relationship may be treated as
nonpassive. Section 1.1296–6(g) adopts
without change the definition of dealer-
customer relationship contained in the
bank rules.

Under § 1.1296–6(h) of the proposed
regulations, income and gain from a
security identified as held for
investment under section 475(b)(1)(A)
or which is not held for sale within the
meaning of section 475(b)(1)(B) is
passive. Because the identification rules
of sections 475(b) and 1.475(b)–1T and
1.475(b)–2T apply, the rules governing
identification of inventory securities in
Notice 88–22, 1988–1 CB 489 and

Notice 89–81, 1989–2 CB 399 do not
apply with respect to taxable years
beginning after September 30, 1993.
However, the inventory identification
rules of Notice 89–81 and Notice 88–22
will continue to apply for taxable years
beginning before October 1, 1993.

D. Matched Book Income
Section 1.1296–6(i) of the proposed

regulations provides special rules for
determining a securities dealer’s income
from certain matched transactions.
These rules are adopted in order to
eliminate a potential opportunity for
abuse that arises from the manner in
which a matched book repo business is
conducted by securities dealers.

A matched transaction is defined as a
sale and repurchase agreement with
respect to the same security, entered
into by the controlled foreign
corporation in the active conduct of its
trade or business and properly treated as
offsetting agreements in a matched
book. In a typical repurchase agreement
a taxpayer sells a security and, at the
same time, agrees to repurchase an
identical security from the purchaser at
a price in excess of the taxpayer’s sales
price. In a reverse repurchase
agreement, a taxpayer purchases a
security and concurrently agrees to sell
an identical security to the seller at a
price in excess of the taxpayer’s
purchase price. A taxpayer who keeps a
matched book generally enters into
offsetting repurchase and reverse
repurchase agreements involving
identical securities. Such taxpayers act
as intermediaries by matching persons
who need cash for a short period with
those who need securities for the same
period.

Under the proposed regulations,
securities income includes only the net
(not gross) income from matched
transactions. Without the proposed
regulation’s netting rule, related groups
that are predominantly engaged in
passive activities could easily meet the
gross income tests contained in the
qualified affiliate rules because a CFC
conducting a matched book business
will earn large amounts of gross income,
even though net economic income from
matched book activities is
comparatively small.

E. Affiliates of Dealers or Brokers
Like banks, securities dealers and

brokers frequently operate through
separately incorporated subsidiaries that
may not qualify independently as active
securities dealers or brokers but which
form part of an integrated securities
business conducted by an active dealer
or broker. Accordingly, the proposed
regulations contain rules that extend the


