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Public Law 99-514
99th Congress

An Act
To reform the internal revenue laws of the United States. _O[CI;I{%—TE:S«??
Be it enacted by the Senate and House of Representatives of the
United States of America in Congress assembled, T;axgl;gform Act
1986.
SECTION 1. SHORT TITLE; TABLE OF CONTENTS. 26 USC 1 of seq.

(a) SHorT T1TLE.—This Act may be cited as the “Tax Reform Act of
1986".
(b) TABLE oF CONTENTS.—

TITLE I—INDIVIDUAL INCOME TAX PROVISIONS

Subtitle A—Rate Reductions; Increase in Standard Deduction and Personal
Exemptions
Sec. 101. Rate reductions.
Sec. 102. Increase in standard deduction.

Sec. 103. Increase in personal exemptions.
Sec. 104. Technical amendments.

Subtitle B—Provisions Related to Tax Credits

Sec. 111. Increase in earned income credit.

Sec. 112. Repeal of credit for contributions to candidates for public office.
Subtitle C—Provisions Related to Exclusions

Sec. 121. Taxation of unemployment compensation.
Sec. 122. Prizes and awards.
Sec. 128. Scholarships.

Subtitle D—Provisions Related to Deductions

Sec. 131. Repeal of deduction for 2-earner married couples.
Sec. 132. 2-percent floor on miscellaneous itemized deductions.
Sec. 133. Medical expense deduction limitation increased.

Sec. 134. Repeal of deduction for State and local sales tax.
Sec. 135. Repeal of deduction for adoption expenses.

Subtitle E—Miscellaneous Provisions

Sec. 141. Repeal of income averaging.

Sec. 142. Limitations on deductions for meals, travel, and entertainment.

Sec. 143. Changes in treatment of hobby loss, etc.

Sec. 144. Deduction for mortgage interest and real property taxes allowabie where
parsonage allowance or military housing allowance received.

Subtitle F—Effective Dates
Sec. 151. Effective dates.

TITLE IH—PROVISIONS RELATING TO CAPITAL COST

Subtitle A—Depreciation Provisions

Sec. 201. Modification of accelerated cost recovery system.
Sec. 202. Expensing of depreciable assets.
Sec. 203. Effective dates; general transitional rules.

Subtitle B—Repeal of Regular Investment Tax Credit

Sec. 211. Repeal of regular investment tax credit.
Sec. 212. Effective 15-year carryback of existing carryforwards of steel companies.
Sec. 213. Effective 15-year carryback of existing carryforwards of qualified farmers.
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Subtitle C—General Business Credit Reduction

221. Reduction in tax liability which may be offset by business credit from 85
percent to 75 percent.

Subtitle D—Research and Development Provisions

231. Amendments relating to credit for increasing research activities.
232. Extension of credit for clinical testing expenses for certain drugs.

Subtitle E—Changes in Certain Amortization Provisions

241. Repeal of 5-year amortization of trademark and trade name expenditures.

242. Repeal of amortization of railroad grading and tunnel bores.

243. Deduction for bus and freight forwarder operating authority.

244, Treatment of expenditures for removal of architectural barriers to the
handicapped and elderly made permanent.

Subtitle F—Provisions Relating to Real Estate

251. Modification of investment tax credit for rehabilitation expenditures.
252. Low-income housing credit.

Subtitle G—Merchant Marine Capital Construction Funds
261. Provisions relating to merchant marine capital construction funds.

TITLE III—CAPITAL GAINS

Subtitle A—Individual Capital Gains

301. Repeal of exclusion for long-term capital gains of individuals.
302. 28-percent capital gains rate for taxpayers other than corporations.

Subtitle B—Repeal of Corporate Capital Gains Treatment
311. Repeal of corporate capital gains treatment.

Subtitle C—Incentive Stock Options

321. Repeal of requirement that incentive stock options are exercisable only in
chronological order; modification of $100,000 limitation.

, Subtitle D—Straddles
331. Year-end rule expanded.
TITLE IV—AGRICULTURE, ENERGY, AND NATURAL RESOURCES

Subtitle A—Agriculture

401. Limitation on expensing of soil and water conservation expenditures.

402. Repeal of special treatment for expenditures for clearing land.

403. Treatment of dispositions of converted wetlands or highly erodible
croplands.

404. Limitation on certain prepaid farming expenses.

405. Tax treatment of discharge of certain indebtedness of solvent farmers.

Subtitle B—Treatment of Oil, Gas, Geothermal, and Hard Minerals

411. Treatment of intangible drilling costs and mineral exploration and devel-
opment costs.

412. Modification of percentage depletion rules.

413. Gain from disposition of interests in oil, gas, geothermal, or other mineral
properties.

Subtitle C—Other Provisions

421. Extension of energy investment credit for solar, geothermal, ocean ther-
mal, and biomass property.

422. Provisions relating to excise tax on fuels.

423. Ethyl alcohol and mixtures thereof for fuel use.

TITLE V—TAX SHELTER LIMITATIONS; INTEREST LIMITATIONS

Subtitle A—Limitations on Tax Shelters

501. Limitations on losses and credits from passive activities.
502. Transitional rule for low-income housing.
503. Extension of at risk limitations to real property.
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Subtitle B—Interest Expense
511. Limitations on deduction for nonbusiness interest.

TITLE VI-CORPORATE PROVISIONS

Subtitle A—Corporate Rate Reductions
601. Corporate rate reductions.

Subtitle B—Treatment of Stock and Stock Dividends

611. Reduction in dividends received deduction.

612. Repeal of partial exclusion of dividends received by individuals.

613. Nondeductlhlllty of stock redemption expenses.

. 614. Reduction in stock basis for nontazed portion of extraordinary dividends.

Subtitle C—Limitation on Net Operating Loss Carryforwards and Excess Credit
Carryforwards
Seec. 621. Limitation on net operating loss carryforwards.

Subtitle D—Recognition of Gain and Loss on Distributions of Property in
Liquidation
631. Recognition of gain and loss on distributions of property in liquidation.
632. Treatment of C corporations electing subchapter S status.

633. Effective dates.
634. Study of corporate provisions.

Subtitle E—Other Corporate Provisions’

641. Special allocation rules for certain asset acquisitions.
642. Modification of definition of related party.

643. Treatment of amortizable bond premium as interest.
644. Provisions relating to cooperative housing corporations.
645. Special rules relating to personal holding company tax.
646. Certain entitles not treated as corporations.

647. Special rule for disposition of stock of subsidiary.

Subtitle F—Regulated Investment Companies

651. Excise tax on undistributed income of regulated investment companies.
652. Treatment of business development companies.

653. Amendments to qualification rules.

654. Treatment of series funds as separate corporations.

655. Extension of period for mailing notices to shareholders.

656. Protection of mutual funds receiving third-party summonses.

657. Certain distributions not treated as preferential dividends.

Subtitle G—Real Estate Investment Trusts

661. General qualification requirements.

662. Asset and income requirements.

663. Definition of rents.

664. Distribution requirements.

665. Treatment of capital gains.

666. Modifications of prohibited transaction rules.

667. Deficiency dividends of real estate investment trusts not subject to penalty
under section 6697.

668. Excise tax on undistributed income of real estate investment trusts.

669. Effective dates.

Subtitle H—Taxation of Interests in Entities Holding Real Estate Mortgages

. Taxation of real estate mortgage investment conduits.

672. Rules for accruing original issue discount on regular interests and similar
debt instruments.

673. Treatment of taxable mortgage pools.
674. Compliance provisions.
675. Effective dates.

TITLE VII—ALTERNATIVE MINIMUM TAX

701. Alternative minimum tax for individuals and corporations,
702. Study of book and earnings and profits adjustments.
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TITLE VIII—ACCOUNTING PROVISIONS

Subtitle A—General Provisions

Limitation on use of cash method of accounting.

Simplified dollar-value LIFO method for certain small businesses.

Capitalization and inclusion in inventory costs of certain expenses.

Modifications of method of accounting for long-term contracts.

Repeal of reserve for bad debts of taxpayers other than financial institu-
tions.

Taxable years of certain entities.

Subtitle B—Treatment of Instaliment Obligations

Allocation of indebtedness as payment on installment obligation.
Disallowance of use of installment method for certain obligations.

Subtitle C—Other Provisions

Income attributable to utility services.

Repeal of application of discharge of indebtedness rules to qualified busi-
ness indebtedness.

Repeal of deduction for qualified discount coupons.

Inclusion in gross income of contributions in aid of construction.

TITLE IX—FINANCIAL INSTITUTIONS

Limitations on bad debt reserves.

Interest incurred to carry tax-exempt bonds.

Termination of special 10-year carryback rules for certain financial insti-
tutions; new special carryover rules for certain losses.

Repeal of special reorganization rules for financial institutions.

Treatment of losses on deposits or accounts in insolvent financial institu-
tions.

TITLE X—INSURANCE PRODUCTS AND COMPANIES

Subtitle A—Policyholder Issues

Repeal of exclusion for interest on installment payments of life insurance
proceeds.

Exclusion from income with respect to structured settlements limited to
cases involving physical injury.

Denial of deduction for interest on loans from certain life insurance
contracts.

Deduction for nonbusiness casualty losses covered by insurance allowable
only if claim filed.

Subtitle B—Life Insurance Companies
Repeal of special life insurance company deduction.

1012. Repeal of tax-exempt status for certain organizations providing commer-

1013.

1021.
1022.
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1024.

1025.

1031.

cial-type insurance.
Operations loss deduction of insolvent companies may offset distributions
from policyholders surplus account.

Subtitle C—Property and Casualty Insurance Companies

Inclusion in income of 20 percent of unearned premium reserve.

Treatment of certain dividends and tax-exempt interest.

Discounting of unpaid losses and certain unpaid expenses.

Repeal of protection against loss account; revision of special treatment
for small companies; combination of parts II and IIIL.

Study of treatment of property and casualty insurance companies.

Subtitle D—Miscellaneous Provisions

Physicians' and surgeons’ mutual protection and interindemnity arrange-
ments or associations.
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TITLE XI—PENSIONS AND DEFERRED COMPENSATION; EMPI OYEE
BENEFITS; EMPLOYEE STOCK OWNERSHIP PLANS

Subtitle A—Pensions and Deferred Compensation

ParT I—LiMITATIONS ON TAX-DEFERRED SAVINGS
SUBPART A—RULES APPLICABLE TO IRAS

1101. Limitations on IRA deductions for active participants in certain pension
plans.

1102. Nondeductible contributions may be made to individual retirement plans.

1103. Spousal deduction allowed where spouse has small amount of earned
income.

SUBPART B—OTHER PROVISIONS

1105. $7,000 limitation on elective deferrals.

1106. Adjustments to limitations on contributions and benefits under qualified
plans. '

1107. Modifications of section 457.

1108. Special rules for simplified employee pensions.

1109. Deductible contributions permitted under section 501(c)18) plan.

ParT II—NONDISCRIMINATION REQUIREMENTS
SUBPART A—GENERAL REQUIREMENTS

1111. Application of nondiscrimination rules to integrated plans.
1112. Minimum coverage requirements for qualified plans.

1113. Minimum vesting siandards.

1114. Definition of highly compensated employee.

1115. Separate lines of business; compensation.

SUBPART B—OTHER PROVISIONS

1116. Cash or deferred arrangements.

1117. Nondiscrimination requirements for employer matching contributions
and employee contributions.

1118. Benefits treated as accruing ratably for purposes of determining whether
plan is top-heavy.

1119. Modification of rules for benefit forfeitures.

1120. Nondiscrimination requirements for tax-sheltered annuities.

PART III—TREATMENT OF DISTRIBUTIONS

1121. Minimum distribution requirements.

1122, Taxation of distributions.

1123. Unliform additional tax on early distributions from qualified retirement
plans.

1124, Election to treat certain lump sum distributions received during 1987 as
received during 1986.

ParT IV—MISCELLANEOUS PROVISIONS

1131. Adjustments to section 404 limitations.
1132. Excise tax on reversion of qualified plan assets to employer.
1133. Tax on excess distributions.

1135. Deferred annuities available only to natural persons.

1136. Profits not required for profit-sharing plans.

1137. Requirement that collective bargaining agreements be bona fide.

1138. Penaity on underpayments attributable to overstatement of pension
liabilities.

1139. Interest rate assumptions.

1140. Plan amendments not required under January 1, 1989,

1141. Issuance of final regulations.

1142. Secretary to accept applications with respect to section 401(k) plans.

1143. Treatment of certain fishermen as self-employed individuals.

1144. Acquisition of gold and silver coins by individual retirement accounts.

1145. Requirement of joint and survivor annuities and preretirement survivor
annuities not to apply to certain plan.

1146. Treatment of leased employees.

1147, Tax treatment of Federal Thrift Savings Fund.
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Subtitle B—Employee Benefit Provisions

PART I—NONDISCRIMINATION RULES FOR CERTAIN STATUTORY EMPLOYEE BENEFIT

PLaANS

Sec. 1151. Nondiscrimination rules for coverage and benefits under certain statu-
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tory employee benefit plans.

Part II—OTHER PROVISIONS

Deductibility of health insurance costs of self-employed individuals.

2-year extension of exclusions for educational assistance programs and
group legal plans.

$5,000 limit on dependent care assistance exclusion.

Tax treatment of faculty housing.

Limitation on accrual of vacation pay.

Treatment of certain full-time life insurance salesmen.

Extension of due date for study of welfare benefit plans.

Exclusion from gross income of certain military benefits.

Subtitle C—Changes Relating to Employee Stock Ownership Plans

1171,
1172,
1173.
1174,
1175.
1176.
1177.

1201.
1202.

1203.
1204.
1205.

1211.
1212,
1213.
1214.
1215.
1216.

Repeal of employee stock ownership credit.

Estate tax deduction for proceeds from sales of employer securities.
Provisions relating to loans used to acquire employer securities.
Requirements for employee stock ownership plans.

Additional qualification requirements.

Special ESOP requirements.

Transition rules.

TITLE XII—FOREIGN TAX PROVISIONS

Subtitle A—Foreign Tax Credit Modifications

Separate application of section 904 with respect to certain categories of
income. '

Deemed paid credit under sections 902 and 960 determined on accumu-
lated basis.

Clarification of treatment of separate limitation losses.

Foreign taxes used to provide subsidies.

Lil;lel;'taﬁ(igé?]n carryback of foreign tax credits to taxable years beginning

ore .

Subtitie B—Source Rules

Determination of source in case of sales of personal property.

Special rules for transportation income.

Source rule for space and certain ocean activities.

Limitations on special treatment of 80-20 corporations.

Rules for allocating interest, etc., to foreign source income.

l-year modification in regulations providing for allocation of research
and experimental expenditures.

Subtitle C—Taxation of Income Earned Through Fereign Corporations

1221.
1222,

1223.
1224.
1225.

1226,
1227,

1231.
1232.
1233.
1234.
12856.
1236.

Income subject to current taxation.

Testing controlled foreign corporations and foreign personal holding com-
panies by value and voting power.

Subpart F de minimis rule.

Repeal of special treatment of possessions corporations.

Only effectively connected capital gains and losses of foreign corporations
taken into account for purposes of accumulated earnings tax and per-
sonal holding company provisions.

Deductions for dividends received from certain foreign corporations.

Special rule for application of section 954 to certain dividends.

Subtitle D—Special Tax Provisions for United States Persons

Modifications to section 936.

Treatment of certain persons in Panama.

Provisions relating to section 911 exclusion.

Foreign compliance provisions.

Treatment of certain passive foreign investment companies.

Treatment of interest on obligations of the United States received by
banks organized in Guam.



PUBLIC LAW 99-514—O0CT. 22, 1986 100 STAT. 2091

Subtitle E—Treatment of Foreign Taxpayers

Sec. 1241. Branch profits tax.

Sec. 1242. Treatment of deferred payments and appreciation arising out of business
conducted within the United States.

Sec. 1243. Treatment under section 877 of property received in tax-free exchanges,
ete.

Sec. 1244. Study of United States reinsurance industry.

Sec. 1245. Information with respect to certain foreign-owned corporations.

Sec. 1246. Withholding tax on amounts paid by partnerships to foreign partners.

Sec. 1247. Income of foreign governments.

Sec. 1248. Limitation on cost of property imported from related persons.

Sec. 1249. Treatment of dual residence corporations.

Subtitle F—Foreign Currency Transactions
Sec. 1261. Treatment of foreign currency transactions.

Subtitle G—Tax Treatment of Possessions

ParT I—TREATMENT OF GUAM, AMERICAN SAMOA, AND THE NORTHERN MARIANA
) IsLANDs

Sec. 1271. Authority of Guam, American Samoa, and the Northern Mariana Islands
to enact revenue laws.

Sec. 1272. Exclusion of possession source income from the gross income of certain
individuals.

Sec. 1273. Treatment of corporations organized in Guam, American Samoa, or the
Northern Mariana Islands.

PaARrT II—TREATMENT OF THE VIRGIN ISLANDS

Sec. 1274. Coordination of United States and Virgin Islands income taxes.
Sec. 1275. Virgin Islands corporations allowed possession tax credit.

Pagt III--Cover OvER oF INncoME TAXES
Sec. 1276. Cover over of income taxes.

ParT IV—EFFECTIVE DATE
Sec. 1277, Effective date.

TITLE XIII-TAX-EXEMPT BONDS

Subtitle A—Amendments of Internal Revenue Code of 1954

Sec. 1301. State and local bonds.
Sec. 1302. Repeal of provisions relating to general stock ownership corporations.

Subtitle B—Effective Dates and Transitional Rules

Sec. 1311. General effective dates.

Sec. 1312. Transitional rules for construction or binding agreements, ete.

Sec. 1313. Transitional rules relating to refundings.

Sec. 1314. Special rules for certain bonds issued before August 16, 1986.

Sec. 1315. Transitional rules relating to volume cap.

Sec. 1316. Provisions relating to bonds provided special rules under prior revenue
acts.

Sec. 1317. Other transitional rules.

Sec. 1318. Transitional rules for specific facilities.

Sec. 1319. Definitions, etc., relating to effective dates and transitional rules.

TITLE XIV—TRUSTS AND ESTATES; UNEARNED INCOME OF CERTAIN
MINOR CHILDREN; GIFT AND ESTATE TAXES; GENERATION-SKIPPING

TRANSFER TAX
Subtitle A—Income Taxation of Trusts and Estates

Sec. 1401. Grantor treated as holding any power or interest of grantor’s spouse.

Sec. 1402. Limitations to reversionary interest rule exceptions.

Sec. 1403. Taxable year of trusts to be calendar year.

Sec. 1404. Trusts and certain estates to make estimated payments of income taxes.

Subtitle B—Unearned Income of Certain Minor Children
Sec. 1411. Unearned income of certain minor children.
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Subtitle C—Gift and Estate Taxes

Information necessary for valid special use valuation election.

Gift and estate tax deductions for certain conservation easement dona-
tions.

Conveyance of certain real and personal property of decedent to charita-
ble foundation treated as charitable contribution.

Subtitle D—Generation Skipping Transfers

New tax on generation-skipping transfers.
Related amendments.
Effective dates.

TITLE XV—COMPLIANCE AND TAX ADMINISTRATION

Subtitle A—Revision of Certain Penalties, Etc.

Penalty for failure to file information returns or statements.
Increase in penalty for failure to pay tax.

Amendments to penalty for negligence and fraud.

Increase in penalty for substantial understatement of liability.

Subtitle B—Interest Provisions

Differential interest rate. .
Interest on accumulated earnings tax to accrue beginning on date return
is due.

Subtitle C—Information Reporting Provisions

Requirement of reporting for real estate transactions.

Information reporting on persons receiving contracts from certain
Federal agencies.

Returns regarding payments of royalties.

TINS required for dependents claimed on tax returns.

Tax-exempt interest required to be shown on return.

Subtitle D—Provisions Relating to Tax Shelters

Modification of tax shelter ratio test for registration of tax shelters.

Increased penalty for failure to register tax shelters.

Penalty for failure to include tax shelter identification number on return
increased to $250.

Increased penalty for failure to maintain lists of investors in potentially
abusive tax shelters.

Clarification of treatment of sham or fraudulent transactions under sec-
tion 6621(c).

Subtitle E—Estimated Tax Provisions

Current year liability test increased from 80 to 90 percent for estimated
tax payments by individuals.

Certlain tax-exempt organizations subject to corporate estimated tax
rules.

WaiverA of estimated penalties for 1986 underpayments attributable to
this Act.

Subtitle F—Provisions Regarding Judicial Proceedings

Limitations on awarding of court costs and certain fees modified.
Failure to pursue administrative remedies.

. Tax Court practice fee.

Clarification of jurisdiction over addition to tax for failure to pay amount
of tax shown on return.

Authority to require attendance of United States marshals at Tax Court
sessions.

Changes in certain provisions relating to special trial judges.

Effect on retired pay by election to practice law, etc., after retirement.

Authorization for appeals from interlocutory orders of the Tax Court.

Changes relating to annuities for surviving spouses and dependent chil-
dren of Tax Court judges.

Subtitle G—Tax Administration Provisions

Suspension of statute of limitations if third-party records not produced
within 6 months after service of summons.
Authority to rescind notice of deficiency with taxpayer’s consent.
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1563. Authority to abate interest due to errors or delays by the Internal Reve-
nue Service.

1564. Suspension of compounding where interest on deficiency suspended.

1565. Certain service-connected disability payments exempt from levy.

1566. Increase in value of personal property subject to certain listing and
notice procedures.

1567. Certain recordkeeping requirements,

1568 Disclosure of returns and return information to certain cities.

1569. Treatment of certain forfeitures.

Subtitle H—Miscellaneous Provisions

1571. Withholding allowances to reflect new rate schedules.
1572. Report on return-free system.

TITLE XVI—EXEMPT AND NONPROFIT ORGANIZATIONS

1601 Certain distributions of low cost articles and exchanges and rentals of
member lists by certain organizations not to be treated as unrelated
trade or business.

1602. Educational activities at convention and trade shows.

1603. Tax exemption for certain title-holding companies.

1604. Exception to membership organization deduction rules.

1605 Tax-exempt status for an organization introducing into public use tech-
nology developed by qualified organizations.

1606 Definition of government official.

1607. Transition rule for acquisition indebtedness with respect to certain land.

1608. Treatment of certain amounts paid to or for the benefit of certain institu-
tions of higher education.

TITLE XVII—MISCELLANEQUS PROVISIONS

1701 Extension and modification of targeted jobs credit.

1702. Certain diesel fuel taxes may be imposed on sales to retailers.

1703 Gasoline tax generally collected at terminal level.

1704. Exemption from social security coverage for certain clergy.

1705. Applicability of unemployment compensation tax to certain services per-
formed for certain Indian tribal governments.

1706. Treatment of certain technical personnel.

1707. Exclusion for certain foster care payments.

1708. Extension of rules for spouses of individuals missing in action.

1709. Amendment to the Reindeer Industry Act of 1937.

1710. Quality control studies.

1711. Adoption assistance agreements under adoption assistance program:
payment of nonrecurring expenses related to adoptions of children with
special needs.

TITLE XVIII—TECHNICAL CORRECTIONS
18090. Coordination with other titles.

Subtitle A—Amendments Related to the Tax Reform Act of 1984

CHAPTER 1—AMENDMENTS RELATED T0 TrrLE I OF THE AcT

1801 Amendments related to deferral of certain tax reductions.

1802. Amendments related to tax-exempt entity leasing provisions.

1803. Amendments related to treatment of bonds and other debt instruments.
1804. Amendments related to corporate provisions.

1805. Amendments related to partnership provisions.

Sec- 1806. Amendments related to trust provisions.
ec.
Sec.
Sec.
Sec.
Sec.
Sec.

1807. Amendments related to accounting changes.

1808. Amendments related to tax straddle provisions.

1809. Amendments related to depreciation provisions.

1810. Amendments related to foreign provisions.

1811. Amendments related to reporting, penalty, and other provisions.
1812. Amendments related to miscellaneous provisions.

CHAPTER 2—AMENDMENTS RELATED TO TiTLE II OF THE ACT

1821. Amendments related to section 211 of the Act.
1822. Amendments related to section 216 of the Act.
1823. Amendment related to section 217 of the Act.
1824. Amendment related to section 218 of the Act.
1825. Amendments related to section 221 of the Act.
1826. Amendments related to section 222 of the Act.




















