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Bob Linder Dave Gergen told me this morning
that he was discus sing the possibility of doing
a statement on this bill.
TrudY 9/3/76
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at the Gerald R. Ford Presidential Library

THE WHITE HOUSE

ACTION

WASHINGTON

Last Day: September 13

September 2, 1976

MEMORANDUM FOR

THE

FROM:

JIM

SUBJECT:

- Extension of 1976 tax
and tax treatment of
buy or sell securities

Attached for your consideration is H.R. 3052, sponsored
by Representative Rostenkowski.
The enrolled bill would continue until September 15, 1976,
the individual tax withholding rates and related individual
and corporate estimated tax provisions which expired on
September 1, 1976. The bill would also exclude from the
unrelated business income tax income which an exempt
organization receives in cases where an option to buy or
sell securities is allowed to lapse or is terminated.
Additional information is provided in OMB's enrolled bill
report at Tab A.
OMB, Max Friedersdorf, Counsel's Office (Lazarus) Bill
Seidman and I recommend approval of the enrolled bill.
RECOMMENDATION
That you sign H.R. 3052 at Tab B.
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON. D.C. 20503

SEP

2 1976

MEMORANDUM FOR THE PRESIDENT
Subject:

Enrolled Bill H.R. 3052 - Extension of 1976 tax
withholding rates and tax treatment of options
to buy or sell securities
Sponsor - Rep. Rostenkowski (D) Illinois

Last Day for Action
September 13, 1976 - Monday
Recommend action as soon as possible
Purpose
To extend to September 15, 1976, certain provisions of the
Tax Reduction Act of 1975 and to exclude from the unrelated
business income tax income which an exempt organization
receives in cases where an option to buy or sell securities
is allowed to lapse or is terminated.
Agency Recommendations
Office of Management and Budget

Approval

Department of the Treasury

Approval ( I::forma1J ;r)

Discussion
H.R. 3052 would continue until September 15, 1976, the individual
income tax withholding rates and related individual and corporate
estimated tax provisions which expired on September 1, 1976.
The extension of these rates and related provisions is required
because Congress has failed to complete action on the Tax
Reform Act (H.R. 10612), now in conference. In the absence of
this extens'ion, individual withholding rates would return to
the higher levels in effect prior to the enactment of the 1975
Tax Reduction Act.

,

2

The enrolled bill would also make a change in the application
of the unrelated business income tax to income which a tax
exempt organization receives from writing options to buy or
sell securities in cases where the option is allowed to lapse
or is terminated. Under current law, premiums received by
these organizations for options which are "exercised" are
treated as capital gains and are excluded from the unrelated
business income tax as part of the general tax exclusion for
these organizations' investment income. Premiums for options
which are allowed to lapse or are terminated are generally
treated as ordinary income, however, and are subject to the
unrelated business income tax. The enrolled bill would add
gains from the lapse or termination of options to buy or sell
securities to the exempt category of income for tax exempt
organizations. The report of the House Ways and Means
Committee states that the Committee believes the current tax
treatment of income received from lapsed options is "inconsistent with the generally tax-free treatment accorded to exempt
organizations' income from investment activities." The
Administration has previously gone on record as supporting
this provision of the enrolled bill.

~In-if~
/Assistant Directoyfor
Legislative Reference
Enclosures

,

THE WHITE· HG.~USE
ACTION MEMORANDUM

Da.te:

9/

FOR ACTION:

LOG NO.:

WASHINGTON

Time:

Bill Seidm
Ken Lazarus
Paul Leach ,.

400pm

cc (for infc;rma.tion): Jack Marsh

Jim Connor
Ed Sclunults

FROM THE STAFF SECRETARY
Time:

DUE: Da.te: .lagtudlber 2

530pm

SUBJECT:

H.R. 3052-Extension of 1976 tax withholding rates
and tax treatment of options to buy or sell securities

ACTION' REQUESTED:
- - For Necessa.ry Action

_ _ For Your Recoinmenda.tions

- - Prepa.re Agenda. a.nd Brief

- - Dra.ft Reply

--x- For Your Comments

- Dra.ft Rema.rks

REMARKS:

please return to judy johnston, ground floor west winq

'

PLEASE ATTACH THIS COPY TO MATERIAL SUBMITTED.
If you ha.ve a.ny questions or if you a.nticipa.te a.
delay in submitting the required ma.teria.l, plea.se
~ lephone the Sta.ff Socreta.ry immediately.

K. R. COLE, JR.
For tlw~dent

LOG NO.:

WA S U I S G TO N

2

Date:

--

FOR A(

Time:

N:

400pm

6

cc (for information) : Jack Marsh
Bill Seidman
Ken Lazarus
Jim Connor
Ed Schmults
PaulFrie<;iersdorf
Leach
Max
~ 1 · \

FROM THE STAFF SECRETARY
Time:

DUE: Date: September 2

530pm

SUBJECT :

H.R. 3052-Extension 6f 1976 tax withholding rates
and tax treatment of options to buy or sell securities

ACTION REQUESTED:
--For Necessary Action

--For Your Recommendations

- - Prepare Agenda. a.nd Brief

- - Dra.ft Reply

~For

- - Draft Remarks

Your Comments

REMARKS:

please return to judy johnston, ground floor west wing

'

PLEASE ATT.:S.CH THIS COPY TO

!\~ATE::::!.Z\L

SUBMITTED.

If you have ar:v Cr'.le •ions or i£ vou anticipate a.
ciela·• in su...,r.u~:nr. ·.•
·i:):::;uucci !':'ateriol. piease
telephone t.ne Stai.:: Sec..:i!fary immediately.

-.

iEXECUTIVE OFFICE OF THE

PRESIDENT
, OFFICE OF MANAGEMENT AND BUDGET

DATE:

TO:

Bob Linder

FROM:

Jim Frey

9-2-7 6

Attached is the Treasury views
letter on H.R. 3052, for inclusion
in the enrolled bill file.
Thanks.

OMB FORM 38
REV AUG 73

'

DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

20220

ASSISTANT SECRETARY

Dear Sir:
This is in response to your request for the views of the Treasury
Department on the enrolled bill H. R. 3052.
The second section of the enrolled bill would extend until September 15 the individual income tax withholding tables which expired on
September l. Due to the failure of Congress to complete action on
the pending Tax Reform Bill (H. R. 10612), which includes provisions
for extending the tax cuts voted last December, a temporary extension
of the withholding tables is necessary to prevent an increase in
withholding taxes at this time.
The withholding tax extension is being adopted without accompanying
tax liability changes and, should Congress fail to enact an extension
of the tax cuts, this action could result in some increased mismatching
of withholding taxes and the tax liabilities of individual taxpayers.
However, the Treasury Department believes that the resulting increased
disparity between withholding tax collections and tax liabilities would
be manageable. Of course, it is expected that Congress will enact an
extension of the tax cuts, so that an extension of the present withholding tax rates will in the long run facilitate a correct matching
of withholding tax collections and tax liabilities. Section two of the
bill also makes necessary technical changes in the individual and
corporate estimated tax provisions. In the judgment of the Treasury
Department, an extension of the withholding tax tables is the most
appropriate action at the present time.
The first section of the enrolled bill would make a minor amendment
to section 512 of the Internal Revenue Code. Under present law, premiums
received for options which are exercised are treated as part of the gain
or loss from the sale of the property involved. Thus, such premium is
generally treated as a capital gain or loss. However, in cases where
options are allowed to lapse without being exercised the premium is
generally taxed as ordinary income.

'

- 2 In the case of most exempt organizations section 512(b) of the
Code excludes from the definition of unrelated business taxable income
certain categories of investment income. The types of investment
income excluded include dividends, interest, annuities, royalties, and
capital gains from the sale of investment assets. In general, ordinary
income items are not excluded. As a result, exempt organizations which
write options to buy and sell as part of their investment programs
obtain inconsistent tax treatment of their income from these activities
depending upon whether or not the written options are exercised or
are allowed to lapse.

It is argued that this difference in tax treatment between income
from lapsed options and income from exercised options is not warranted
since the writing of options on securities in both of these circumstances
is essentially an investment-type activity. What is more, the act which
triggers the income characterization is not under the control of the
exempt organization. Whether premium income will be treated as
capital gain or ordinary income depends upon whether or not the holder
of the option decides to exercise it.
In order to provide consistent tax treatment for premium income
realized by an exempt organization, section one of lL R. 3052 amends
section 512(b)(5) of the Code to exclude from the term "unrelated
business taxable income" all gains on the lapse or termination of
options to buy or sell securities, when those options have been written
in connection with the exempt organizationrs investment activities.

Treasury did not oppose the enactment of section one of lL R. 3052.
This position is the same as was taken by Treasury on a similar bill
(IL R. 11196, 92d Cong., 2d Sess.) which was reported favorably out
of the Ways and Means Committee on February 7, 1972 (IL R. Report
No. 92-826). This provision will have no effect, or at most a negligible
effect, on the revenues.
The Treasury Department recommends that the President approve
H. R. 3052.
Sincerely yours,

(-:A~

m . Wo.SIJ-o.ru
p~

Charles M. Walker
Assistant Secretary
Director, Office of Management and Budget
Attention: Assistant Director for
Legislative Reference, Legislative
Reference Division
Washington, D. C. 20503
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LOG NO.:

WASHINGTON

Date:

';j2

----·

f'Ofl: -ACTION:

Time:

Bill Seidman
Ken Lazarus
Paul Leach
Max Friedersdorf

400pm

cc (for information): Jack Marsh

Jim Connor
Ed Schmults

FROM THE STAFF SECRETARY
Time:

DUE: Date: September 2

530pm

SUBJECT:

H.R. 3052-Extension of 1976 tax withholding rates
and tax treatment of options to buy or sell securities

ACTION REQUESTED:
· - - For Necessary Action

- - For Your Recommendations

- - - Prepare Agenda and Brief

- - Draft Reply

~-

- - Draft Remarks

For Your Comments

REMARKS:
please return to judy johnston, ground floor west wing

Recommend approval.
Barry Roth
9/2/76

'

EXECUTIVE OFFICE OF THE PRESIDENT

'•

OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, D.C. 20503

s

2 1975

MEMORANDUM FOR THE PRESIDENT
Subject:

Enrolled Bill H.R. 3052 - Extension of 1976 tax
withholding rates and tax treatment of options
to buy or sell securities
Sponsor - Rep. Rostenkowski (D) Illinois

Last Day for Action
September 13, 1976 - Monday
Recommend action as soon as possible
Purpose
To extend to September 15, 1976, certain provisions of the
Tax Reduction Act of 1975 and to exclude from the unrelated
business income tax income which an exempt organization
receives in cases where an option to buy or sell securities
is a+lowed to lapse or is terminated.
Agency Recommendations
Office of Management and Budget

Approval

Department of the Treasury

Approval'.: : :~~- '~.

,_

'

r
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Discussion
H.R. 3052 would continue until September 15, 1976, the individual
income tax withholding rates and related individual and corporate
estimated tax provisions which expired on September 1, 1976.
The extension of these rates and related provisions is required
beGause Congress has failed to complete action on the Tax
Reform Act (H.R. 10612), now in conference. In the absence of
this extension, individual withholding rates would return to
the higher levels in effect prior to ·the enactment of the 1975
Tax Reduction Act.

Attached document was not scanned because it is duplicated elsewhere in the document
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94TH CoNGRESS} HOUSE OF REPRESENTATIVES {
REPORT
2d Session
No. 94-1134

TAX TREATMENT OF CERTAIN OPTION INCOME OF
EXEMPT ORGANIZATIONS

MAY

14, 1976.-Committed to the Committee of the Whole House on the
State of the Union and ordered to be printed

Mr. ULLMAN, from the Committee on Ways and Means,
submitted the following

REPORT
[To accompany H.R. 3052]

The Committee on Ways and Means, to whom was referred the bill
(H.R. 3052) to amend section 512(b) (5) of the Internal Revenue
Code of 1954 with respect to the tax treatment of the gain on the lapse
of options to buy or sell securities, having considered the same, report favorably thereon with an amendment and recommend that the
bill as amended do pass.
The amendment 1s as follows :
Page 2, beginning in line 4, strike out "after January 1, 1975" and
insert in lieu thereof "on or after January 1, 1976, in taxable years
ending on or after such date".

I.

SIDIMARY

The bill (H.R. 3052) deals with the application of the unrelated
business income tax to income which an exempt organization receives
from writing options to buy or sell securities in cases where the option
is allowed to lapse, or is terminated. Under present law, premiums
:received for opt10ns which are "exercised" are treated as part of the
gain or loss on the sale of the property involved-that is, usually
as capital gain or loss. However~ premiums for options which are
allowed to lapse or are terminated. generally are treated as ordinary
income, In the case of most exempt organizations, capital gains-which
include premiums from exercised options-are excluded from the
unrelated business income tax as a part of the ~eneral exclusion for
these organizations' investment income. In additiOn, most tax~exempt
organizations are not taxed on dividend or interest income. Tliis
bill adds gains from the lapse or termination of options to buy or
sell securities to the exempt category of income for exempt organizations (except for those categories of organizations taxed on invest67~06

2
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ment income). This bill does not change the treatment of exercised
options.

II.

GJ:mERAL STATE:I~1ENT

Present law
"With the exception of social clubs and employees' beneficiary as.c;ociations,1 the investment income of exempt organizations generally
is not subject to the tax on unrelated business income. 2 The types of
investment income sources listed as being free of this tax include
dividends, interest, annuities, royalties, and capital gains from the
sale of investment assets.
The tax treatment of income which an exempt organization receives
from writing options to buy or sell securities depends on whether
the option is exercised, lapses, or is terminated. If a "call" option written by an exempt organization on a security in connection with its investment activities is exercised and the security is required to be sold
by the exempt organization, the premium received for the option is
treated as part of the gain or loss from the sale of the security. In this
case the entire gain on the sale-including thefremium on the optionrealized by the exempt organization is free o tax because under present law (sec. 512(b) (5) of the Internal Revenue Code of 1954) the
term "unrelated business taxable income" excludes all gains or losses
from the sale, exchange, or other disposition of property (except in the
case of inventory and property held for sale to customers). Similarly,
if a "put" option written on the security in connection with an exempt
or~anization's investment activities is exercised and the security is reqmred to be purchased by the exempt organization, the premium income received for the optiOn is treated as reducing the purchase prioo
of the security. Subsequently, if the security is sold, this reduced purchase frice means a larger capital gain (or smaller capital loss) on the
sale o the security, which, as not~d above, is excluded :from the tax
base of the exempt organization. .
On the other hand, if an option written by the exempt organization
(in the case of either a put or a call) is not exercised and the option
lapses, the premium which the exempt organization receives generally is treated as ordinary income rather than as income from
the sale of property. 3 As a result, the premium received by an exempt
• In this report further references to "exempt organizations" do not Include theee two
categories (sees. 501(c) (7) and (9)).
• In the case of "debt financed property", different rules apply and the investment Income
may be taxable in part. Those rules are dealt with under section 514 of the Internal
Revenue Code of 1954 and are not amended by this bill.
Also, private foundations are taxed on investment Income under section 4940, This blll
does not change the rules with regard to that tax.
• Present law (see. 1284(a)) provhles that gain or losaln the case of the sale or exchanll,'e
of an option is to be given the same treatment as would the gain or loss on the sale of the
property to which the option relates. However, under sec. 1284(b), If the option holder
fails to exercise the option, this provision indicates that only In the case of a loss is the
failure to be treated as having the same character as t.he underlying property. Where there
Is a gain on the failure to exercise an option, the regulations provide (sec. 1.1284--1 (b))
that this gain represents ordinary Income to the writer of the option (even though the
payment of the premium by the holder of the lapsed option results In a capital lo~s to that
bolder). In private letter rulings, the Service has held that an option writer's gain from
the explra t!on or Ja,pse, and his gain or loss from a cl011ing transaction on an option Is
ordinary Income or loss.
Under present law (sec. 1234(c}) gain from the lapse of an option written a!! part of a
"straddle" (a simultaneously granted combination of an option to buy and an option to
sell the same quantity of a security at the same price during the same period of tim'e, Is
treated as gain from the sale or exchanJ~:e of a capital asset held for not more than 6
months on the date that the o.ptlon expired (see Treas. Regs. § 1-1284--2(!), example .(8) ).
Consequently, option lapse Income from "straddles" Is already excluded from unrelated
business taxable Income of exempt Orl!'anlza tiona (other than in the case 'of social clubs.
employees' beneficiary associations, and private foundations, and ether than ln the case of
debt-Ananeed prQPerty, 8.11 noted above).
H.R.1184

.

org!Ulizat.ion on a lapsed option generally is subject to the unrelated
busmess mcome tax.
Until recently, put and call options were traded exclusively "overt~e-counter" through put and call brokers The over-the-counter optiOns are contr~cts between the spec~c bu.Yer a~d specific writer.. This
means that while the buyer can exerCise his optiOn any time he wishes,
the ~riter ?annot termi~ate his obligation except by repurchasing the
specific option he has written.
In 1973, trading began on listed options on the Chicago Board Opt~ons Exc~ange (CBOE). Unlike over-the-counter options, listed options consist of two contracts-one between the buyer and the CBOE
and the other between the writer and the CBOE. A writer of a listed
option can terminate his obligation by buyin~ a listed option identical
to ~he one he has written. This is called a 'closing purchase transactiOn." The OBOE then cancels the two identical options. Currently
the CBOE, the American Stock Exchange and the PhiladelphiaBaltimorewWashington Stock Exchange all list call options, and they
are expected soon to begin trading put options. Gain on an offsetting
"closing purchase transaction" is also treated as ordinary income under
present law.
Reasom for change
.An opti.on writer .cannot for~s~e wheth~r the purcha5er (holder)
will ex~rc~se the o.pt10n. In additiOn, a wpter may determine that its
eco~lOmiC mteres.t 1s be~ se_rved by ~xecutmg a closing purchase transactiOn on an option whiCh It has wntten. Your committee believes that
it is inappropriate to tax income from options which are written bv
exe~pt o!ganizations and which lapse or are terminated, as unrelated
busmess mcome merely because such lapse or termination income is
ca;tegorized as ordinary income. Taxing such income is inconsistent
w1th the generally tax-free treatment accorded to exempt organizations' income from investment activities.
&;,planation of bill
The bill amends p~esent law (sec. 512(b) (5)) to exclude :from the
term. "u~related business taxable income" all gains on the lapse or
termmabon of options to buy or sell securities,' when the options have
bee~ :v.ritten in connection ~itp. the exempt organization's investment
actiVIties. The rule of the blll1s to apply, whether or not the option is
"covered", Thus, the term "unrelated business taxable income" is to
exclude all :premiums received by an exempt organization on options
which it writes under these circumstances, regardless of whether the
option is exercised, lapses, or is terminated.
This bill has the effect of overriding for the future a 1966 Internal
Revenue Ser~ice fuling 5 ~hat ."income rea~ized by the organization
from unexercised call' optiOns 1s * * * subJect to the unrelated business i!lcol!le tax * * *. It is imma«:r?-al that ~ncome received by the
o.rgan!zat10n from the sale of securities resultmg from exercised options IS excluded from the base of the unrelated business income by
·
section 512 (b) of the Code."
• For th,~ll purpo1e, the deftnttlon of a aecurib te that provided by 1ectton 1236 (e) of the
Code, u any share of atoclr ln any corporatlon, certllleate of stock or interest in an7
eo~rat!on, note. bond, debenture1 01: evidence of indebtedness, or any evidence or an
•xu. Rnl. 66-4'7, 1966-1 CB 149.
H.R.1184
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It is not intended that this treatment be available if the exempt
organization writing the options takes such an active role in this
activity that its options can be regarded as inventory or as being held
for sale to customers in the ordinary course of its trade or business, or
if the underlying securities on which the options are written constitute
inventory or are being held for sale, etc. ; such activities go beyond
the concept of production of investment income that is intended to be
exempted. Also, it is not intended that this bill detract :from the court's
decision in Randtill Foundation v. Rirlrlell,6 that securities trading can
be so large a part of the activities of an organization that the organization fails to meet the statutory test of bemg 'organized and operated
exclusively :for religious, charitable, scientific," etc., purposes and thus
does not qualify for ex<>m.ption :from tax.

H In compliance with clause 2(1) (4) of Rule XI of the Rules of the
ou~e o.f ~epresentatives, your committee states that the enactment
of tlu.s b1l11s not expected to have an inflationary impact on prices and
costs m the operation of the national economy.
V. CHANGES IN ExiSTING LAw MADE

In compliance with clause 3 of rule XIII of the Rules of the House
of Representatives, changes in existing law made by the bill as reported, a.re shown as follows (existing law proposed to be omitted is
~mclos!'ld m black brackets, new matter is printed in italics existing law
m whrch no change is proposed is shown in roman):
'

Effective date

INTERNAL REVENUE CODE OF

This amendment applies to gains from options which lapse or are
terminated after January 1, 1976, regardless of whether the exempt
organization involved is a calendar year taxpayer or a fiscal year
taxpayer.

*
*

IV. OTHER MATTERS REQUIRED To BE DiscussED UNDER HousE RULES
In compliance with clause 2 (l) ( 3) of the Rule XI of the Rules of the
House o£ Representatives, the following statements are made:
With respect to subdivision (A), relating to oversight findings, it
was as a result of your committee's oversight activity concerning the
treatment of investment income received by exempt organizations that
it concluded that the provisions of this bill are appropriate so as to
equalize the tax effects o.£ what are essentially similar types of income.
With respect to subdivision (B), your committee states that the
changes made to existing law by this bill involve no new budget
authority or new or increased tax expenditures.
With respect to subdivisions (C) and (D), your committee advises
that no estimate or comparison has been submitted to your committee
by the Director of the Congressional Budget Office relative to any
of the provisions of H.R. 3052 nor have any oversight findings or
recommendations been submitted to your committee bv the Committee
on Government Operations with respect to the subject matter of
H.R. 3052.
244 F. 2d 803 (C.A. 9, 1957).
H.R.ll34

*

*
CHAPTEJt

IN REPORTING THE BILL

In compliance with clause 7 of Rule XIII of the Rules of the House
of Representatives, the following statement is made relative to the
effect of this bill on the revenues. Your committee estimates that this
bill will have at most a small effect (under $1,000,000) on the revenues.
The Trea.sury Department agrees with this statement.
In compliance with clause 2(1) (2) (B) of Rule XI of the Rules
of the House of Representatives, the following statement is made
relative to the vote of the Committee on reporting the bill. This bill,
as amended, was ordered reported by voice vote.
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SUBTITJ,E A-INCOME TAXF-8

III. EFFECT OF THE BILL ON THE REVENUES AND vOTE OF TBB
CoMMITTEE

THE BILL, AS REPORTED

BY

*

*

*

1-NORMAL

*

*

TAXES

*

•
AND

SURTAXES

*

*

*

PART III-TAXA'ITON OF BUSINESS INCOME OF CERTAIN EXEMPT

ORGANIZATIONS

*

*

*

*

(a)

***

*

*

*

*

*
*
***
*
*

(b) MoDIFICATIONS.-

•

*

SEC. 512. UNRELATED BUSINESS TAXABLE INCOME

.

*

*

*

*

*

•

( 5) There shall b~ exc~~ded all gains or losses from the sale, exchange, or other. d1spos1t10n of property other than( A) stock .m tra~e or. ot~er property of a kind which would
properly be mclud1ble m mrentory if on hand at the close of
the taxable year, or
(!J) property held primarily for sale to customers in the
ordmary course of the trade or business.

The:e shall 0;l8o be ezclurled all gains on the lapse or termination
of opttons, ~!t~n by the organization in connection with it8 investment actw~tzes, to buy or sell securities (as defined in section

1236(c) ).
This Pn;rag~aph sJ::all not apply with respect to the cutting of timber wh1eh ls cons1dered, on the application of section 631 as a
sale or exchange of such timber.
'

*

*

*

*
0

*

*
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Calendar No.I IOS
94TH

CoNGRESS

~dSession

SENATE

}

{

REPORT

No. 94-1172

TAX TREATMENT OF CERTAIN OPTION INCOME OF
EXEMPT ORGANIZATIONS

AUGUST

26, 1976.-0rdered to be printed

Mr. Lmw, from the Committee on Finance,
submitted the following

REPORT
[To accompany H.R. 3052]

The Committee on Finance, to which was referred the bill (H.R.
3052) to amend section 512 (b) ( 5) of the Internal Revenue Code of
1954 with respect to the tax treatment of the gain on the lapse of
options to buy or sell securities, having considerecl the same, reports
favorably thereon without amendment and recommends that the biH
do pass.

I.

SuMMARY

The bill (H.R. 3052) deals with the application of the unrelated
business income tax to income which an exempt organization receives
from writing options to buy or sell securities in cases where the option
is allowed to lapse, or is terminated. Under present law, premiums
received for options which are "exercised" are treated as part of the
gain or loss on the sale of the property involved-that is, usually
as capital gain or loss. However, premiums for options which are
allowed to lapse or are terminated generally are treated as ordinary
income. In the case of most exempt organizations, capital gains-which
include premiums from exercised options-are excluded from the
unrelated business income tax as a part of the general exclusion for
these organizations' investment income. In addition, most tax-exempt
organizations are not taxed on dividend or interest income. This
bill adds gains from the lapse or termination of options to buy or
sell securities to the exempt category of income for exempt organizations (except for those categories of organizations taxed on investnient income). This bill does not change the treatment of exercised
options.
57-QlO

2
II.

3

GENERAT.. STATEMENT

Present law
With the exception of S?cial clubs and employees.' be!leficiary associations 1 the investment mcome of exempt orgamzatwns generally
]s,not s~bject to the tax on ~nrelated b~siness mcome.~ The types of
investment income sources hsted as bemg free of th1s. tax mclude
dividends, interest, annuities, royalties, and capital gams from the
sale of investment assets.
..
Thetax treatment of income which an exempt organization receives
from writing options to buy 01: sell S?curities .depend~ on . wheti:er
the option is exercised, lapses, or IS termu:ate~. If a "ca~l·' op~wn. wl:ltten by an exempt organiza~ion on a security ~n c<;mnectl?n with Its mvestment activities is exermsed and the security. 1s reqmred to b~ sol_d
by the exempt organiza~ion, the premium received for th~ option
treated as part of the go.m or loss fron~ the sale of ~he secunty. I~ this
case the entire crain on the sale-includmg the premmm on the optionrealized by thooexempt organization is free of tax be;ause under present law (sec. 512(b) (5) of the I~tternal.,Revenue Code~£ 1954) the
term "unrelated business taxable mcomw excludes all gams or losses
from the sale~ exchano-e, or other disposition of property ( exce_Pt _in the
ease of inventory amf property held for sale to customers). Similarly,
if a "put" option written on the security in connection with an exempt
oro-anization's investment activities is exercised and the security is required to be purchased b:y th~ exempt organiz11;tion, the premium ~n
eome received for the option IS treated as red
the purchase price
of the security. Subsequently, !f the ~ecurity is sod, tl:is reduced pur~
chase price means a larger capital gam (or smaller capital loss) on the
sale of the security, which, as noted tlbove, is excluded from the tax
base of the exempt organization.
On the other hand, if an option written by the exempt organizat~on
(in the case of either a put or a call) is not exercised and the opt10n
lapses, the premium which the exempt organization receives generally
is treated as ordinary income rather than as income from the sale of
property. 3 As n resuit, the premium r<:'ceived by an exempt organiza-

:s

1 In this report further references to "exempt organizations" do not include these two
categories (sees. 501(c) (7) and (9) ).
• In the case of "debt financed property", different rules apply and the investment income
mav be taxable in part. Those rules are dealt with under section 514 of the Internal
Revenue Code of 1954 and are not amended by this blll.
Also, private foundations are taxed on Investment Income under section 4940. This blll
does not change the rules with regard to that tax.
n Present law (sec. 121!4 (a) ) provides th·a t gain or loss in the case of the sale or exchange
of an option is to be given the same treatment as would the gain or loss on the sale of the
property to which •the option relates. However, under sec. 1234(b), if the option holder
fails to' exercise the optl.on. this provision Indicates that only In the case of a loss is the
fRllure to be treated as having the same character as the underlying property. Where there
is a gain ou the failure to exercise an option, the regulations provide (sec. 1.1234-1 (b))
that this gnin represents .ordinary income to the writer of the option (even though the
payment of the premium by the holder of the lapsed option results In a capital loss to that
llOider). In private letter rulings, the Service has held that an option writer's gain from
the expiration or lapse, 1tnd his gain or loss from a closing transaction on an option Is
ordinary income or loss.
Under present law (sec. 1234 (c)) gain from the lapse of an option written as part of .a
"straddle" (a simultaneously granted combination of an option to buy and an option to
sell the same quantity of a ~eeurity at the same price during •the same period of time, is
treatE>d aR gain from the sale or exchftnge of ·a capital asset held for not more than tt
months on the date that the option expired (see Treas. Regs. § 1Xl284-2(f), example {3) ).
Consequ•mtly, option lapse income from "straddles" Is already excluded from unrelated
business taxable incolile of exempt organizations (other than in the ease of social clubs,
employees' beneficiary •~tssoci·ations, and private foundations, and other than in the case of
debt-financed property. as noted above).
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tion on a lapsed option generally is subject to the unrelated busineso;
income tax.
.
"
Until recently, put and call options were traded exclusively overthe-counter" through put and call ~rokers. The over-.the-co~mter OJ?~
tions are contracts between the specific buyer and specific writer. ThiS
means that while the buyer can exercise his option any time he wishes,
the writer cannot terminate his obligation except by repurchasing the
specific option he has written. .
.
,.
.
In 1973 trading began on hsted optwns on the Cmcago Board Op·
tions Exchange (CBOE). Unlike over-the-counter options, listed options consist of two contracts-one between the buyer and the C~OE
and the other between the writer and the CBOE. A writer of a listed
option can terminate his obligation by buying a listed option identical
to· the one he has written. This is called a "closing purchase transaction." The CBOE then cancels the two identical options. Currently
the CBOE, the American Stock Exchange and the PhiladelphiaBaltimore-\Vashington Stock Exchange all list call options, and they
are expected soon to begin trading put options. Gain on an offsetting
"closing purchase transaction" is also treated as ordinary income under
present law.
Reasons for change
An option writer can foresee whethPr the pmchaser (holder)
will exercise the option. In addition, a writer may determine that its
economic interest is best served by executing a closing purchase transaction on an option which it has written. The committee believes that
it is inappropriate to tax income from options which are written by
exempt organizations and which lapse or are terminated, as unrelated
business income merely because such lapse or termination income is
categorized as ordinary income. Taxing such income is inconsis~ent
with the generally tax~free treatment accorded to exempt orgamzations' income from investment activities.
Ernplanation of bill
The bill amends present hnv (sec. 512(b) (5)) to exclude from the
term "unrelated business taxable inconHI~' all gains on the lapse or
termination of options to buy or sell securities, 4 when the options have
been written in connection with the exempt organization's investment
actiyities. The rule of the bill is to apply, whether or not the option is
"covered". Thus. the term "unrelated business taxable income" is to
exclude all preniiums received by an exempt organization on options
which it writes under these circumstances, regardless of ·whether the
option is exercised, lapses, or is terminated.·
·
This bill has the effect of overriding :for the futnre a 1966 Internal
Revenue Service rnling 5 that "income realized by the organization
from unexercised 'call' options is * * * subject to the unrelated business income tax * * *. It is immaterial that income received bv the
organization from the sale of securities resulting from exereise(l op•For this purpose, the tlefinltlon of a security is that provided by section 1236(c) of the
Code, as "any share of stock in any corporation, certifieate of stock or interest in nny
corporation, note, bond, debenture, or evidence of indebtedness, or any evidence or an In·
•terest In or right to subscribe to or purchase any of the foregoing."
• Rev. Rul. 66-47, 1966-1 CB 149.

s.n.
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tions is excluded from the base of the unrelated business income by
section 512 (b) of the Code."
·
It is not intended that this treatment bB available if the exempt
organization writing the options takes such an active role in this
activity that its options can be regarded as inventory or as being held
for sale to customers in the ordimiry course of its trade or business, or
if the underlying securities on which the options are written constitute
inventory or' are being held for sale, etc.; such activities go beyond
the concept of production of investment income that is intended to be
exempted. Also, it is not intended that this bill detract from the court's
decision in Randall Foundation v. Riddell, that securities trading can
be so large a part of the activities of an organization that the organization fails to meet the statutory test of being "organized and operated
exdusively for religious, charitable, scientifict etc., purposes and thus
does not qualify for exemption from tax.
Effectit•e date
This amendment applies to gains from options which lapse or are
terminated after ,January 1, 1976 regardless of whether the exempt
organization involved is a calendar year taxpayer or a fiscal year
taxpayer.

III.

CosTs

oF CAHRYING OuT THI~ BrLL AND
IN REPORTING

Vm'E oF
H.R. 3052

THE Co:t\BH'l'TEE

Re·IJenue cost
In compliance with section 252 (a) of the Legislative Reorganization
Act of 1970~ the following statement is made relative to the costs
incurred in carrying out H.R. 3052. The committee estimates that
this bill will have at most a small effect (under $1,000,000) on the
revenues. The Treasury Department agrees with this statement.
In aceordance with section 403 of the Congressional Budget Act of
1974, the Director of the Congressional Budget Office has not made
an estimate or comparison of the estimates of the cost of H.R. 3052,
but has examined the committee's estimates and agTees with the meth~
ods and the dollar estimates resulting therefrom. c
Vote of the corrw&ittee.
In compliance with section 133 of the Legislative Reorganization
Act of 1946, the following statement is made relative to the vote by
the committee on the motion to report the bill H.R. 3052, was ordered
reported by a voice vote.
Tax ewpenditu1·es
1Vith respect to the effects of the committee amendment on tax
~xpenditures during the next five fiscal years, the following statement
IS made:
In accordanee with section 308 (a) ( 2) of the Congressional Budget
Act of 1974, after consultation with the Director of the Congressional
Budget Office, the committee states that the changes made to existing
law by this bill involve no new budget authority or new or increased
tax expenditures.
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IV.

CHANGES IN ExiSTDW

LAw

In compliance with subsection 4 of rule XXIX of the Standing
Rules of the Senate, changes in existing law made by the bill, as re·
ported, are shown as follows (existing law proposed to be omitted is
enclosed in black brackets, new matter is J?rinted in italics, existing law
in which no change is proposed is shown m roman):

INTERNAL REVENUE CODE OF
¥

*

*

*

*

1954

*

>!>

*

*

SuB'l'lTU~ A-INCOME TAXES

*

"'

*

*

*

CHAPTER 1-NORl'tiAL TAXES AND SURTAXES

*

*

*

*

*

*

..

PART III--TAXATION OF BUSINESS INCO::\rE O:t' CERTAIN EXE:M:PT
ORGANIZA'l'IONS

*

*

*

*

*

*

*

SEC. 512. UNRELATED BUSINESS TAXABLE INCOME.

(a)

*
(b)

*

***
*
*

*

*

*

*

***

MODIFICATIONS.-

*

,..

*

•

•

( 5) There shall be excluded all gains or losses :from the sale, exchange, or other disposition of property other than( A) stock in trade or other property of a kind which would
properly be includible in inventory if on hand at the close of
the taxable year, or
(B) property held primarily for sale to customers in the
ordinary course of the trade or business.
There shall also be excluded all gaiW:J on the lapse or term·ination
of options, 'Written by the organization in connection 1nith its investment activities, to buy OP sell seourities (as defined in section
11!36(e) ). This paragraph shall not apply with respect to the cut·
ting of timber which is considered, on the application of section
631, as a sale or exchange of such timber.

*

*

*

*

0
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H. R. 3052

RintQ!,fourth «rongrrss of tht llnittd ~tatrs of gmtrica
AT THE SECOND SESSION

Begun and held at the City of Washington on Monday, the nineteenth day of January,
one thousand nine hundred and seventy-six

Sln Sltt
To amend section 512 (b) {5) of the Internal Revenue Code of 1954 with respect
to the tax treatment of the gain on the lapse of options to buy or sell
securities.

Be it enacted by the S(mate and H O'u8e of Representati1;es of the
United States of Am,erk:a in Congress assembled, That (a) section
512(b) (5) of the Internal Revenue Code of 1954 (relating to modifications to unrelated business taxable income) is amended by inserting
after the first sentence the following new sentence: "There shall also
be excluded all gains on the lapse or termination of options, written
by the organizatiOn in connection with its investment activities, to buy
or sell securities (as defined in section 1236 (c)).".
(b) The amendment made by subsection (a) shall apply to gain from
options which lapse or terminate on or after January 1, 1976, in taxJ
able years ending on or after such date.
SEc. 2. (a) The following provisions of the Internal Revenue Code
of 1954 are amended by striking out "September 1, 1976" and inserting
in lieu thereof "September 15, 1976":
( 1) section 3402 (a) (relating to income collected at source) ;
(2) section 6153(g) (relating to installment payments of estimated income tax by mdividuals); and
(3) section 6154(h) (relating to installment payments of estimated income tax by corporations).
(b) Section 209 (c) of the Tax Reduction Act of 1975 is amended by
striking out "September 1, 1976" and inserting in lieu thereof "September 15, 1976".
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Speaker of the House of Representatives.

Vice President of the United States and
President of the Senate.

THE WHITE HOUSE
WASHINGTON

September 6, 1976
MEMORANDUM FOR THE PRESI
FROM:

JIM

SUBJECT:

Tax

Attached for your approval is a statement to
be issued today with your views on the tax
situation.
You will recall that you signed the withholding
tax extension on Friday.
The statement has been reviewed and approved by
Jim Lynn, Paul O'Neill, Bill Seidman (Roger Porter),
and Bob Hartmann.

- - - - -Disapprove

'

STATEMENT BY THE PRESIDENT
In signing into law a brief extension of tax
withholding rates, I call the Nation's attention
once again to the continuing inability of the Congress
to meet the real needs of the American taxpayer.

For many months, the Congress has been struggling
with the issue of tax reduction and tax reform.

Most

Americans agree that both are necessary.

In January I expressed my own view that one of
the most important advances this Congress could make
would be to restrain the growth of Federal spending
and return the savings to the taxpayers in the form
of a $10 billion permanent and additional reduction
in income taxes.

During the year I have also recommended to the
Congress in the strongest possible terms the need for
reform of estate and gift taxes, so that family farms
and small businesses would not be wiped out upon death
in the family.

As I have said many times, we must relieve the
burdens on all taxpayers and make our tax system more
equitable.

'

2

Unfortunately, the Congress has become ensnarled
in the rewriting of detailed provisions of the tax
code and has failed to recognize the broad interests
of the country;
It has failed to grant additional tax relief;
It has failed to put adequate restraints on
spending;
-- It has failed to protect family farms and
small businesses from the burdens of heavy taxation.

The bill that I am signing is only a bandaid -- a
15-day respite so that the Congress can hopefully
complete action on a more comprehensive tax package.
I urge that the Congress use this time wisely -- that
it consider the needs not just of the special
interests, but of all the American people.

I pledge

that I shall do everything I can to assist in this
effort.

'

'

.
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FOR IMMEDIATE RELEASE

Office of the White House Press Secretary

THE WHITE HOUSE
STATEMENT BY TaE PRESIDENT
In signing into law a brief extension of tax withholding
rates, I call the Nation's attention once again to the
continuing inability of the Congress to meet the real needs
of the American taxpayer.
For many months, the Congress has been struggling with the
issue of tax reduction and tax reform. Most Americans
agree that both are necessary.
In January I expressed my own view that one of the most
important advances this Congress could make would be to
restrain the growth of Federal spending and return the
savings to the taxpayers in the form of a $10 billion
permanent and additional reduction in income taxes.
During the year I have also recommended to the Congress in
the strongest possible terms the need for reform of estate
and gift taxes, so that family farms and small businesses
would not be wiped out upon death in the family.
As I have said many times, we must relieve the burdens on
all taxpayers and make our tax system more equitable.
Unfortunately, the Congress has become ensnarled in the
rewriting of detailed provisions of the tax code and has
failed to recognize the broad interests of the country:
It has failed to grant additional tax relief;
It has failed to put adequate restraints on spending;
It has failed to protect family farms and small
businesses from the burdens of heavy taxation.
The bill that I am signing is only a bandaid -- a 15-day
respite so that the Congress can hopefully complete action
on a more comprehensive tax package. I urge that the Congress
use this time wisely -- that it consider the needs not just
of the special interests, but of all the American people. I
pledge that I shall do everything I can to assist in this
effort.
#
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