
T he humble revolving credit facility has become an increasingly popular 
investment for credit-orientated private investment funds. This trend has 
been driven by the growing liquidity in the bank loan market, the attractive 

yields and security of credit investments generally, and the economics of so-called 
“net-back” transactions, which pair nicely with the desired return profile of these 
investment funds.

This article begins with a brief overview of revolving credit agreements (“revolv-
ers”) and the economics of these net-back transactions, and then attempts to 
unravel the timing and tax character of net-back payments—an inquiry that is 
not as straight-forward as it might first appear.

I. Background

A. Revolver Mechanics and Economics
Financial institutions frequently enter into revolvers with borrowers and gener-
ally do so as part of broader lending transactions. Under the terms of a typical 
revolving credit agreement, the borrower has the right to borrow up to a fixed 
balance (the “commitment”) and this right to borrow remains outstanding for a 
fixed duration (the “commitment period”).

If the borrower exercises its right to borrow, the terms of the revolving credit 
agreement provide the loan’s interest rate, maturity date, and other financial 
covenants governing the rights and obligations of the parties under the lending 
arrangement. That is, all is agreed to and fixed upfront. The borrower is not 
required to borrow the entire commitment at one time. Furthermore, if a bor-
rower repays a loan, and the commitment period has not yet expired, the borrower 
can re-borrow the amount (up to the original undrawn commitment balance). 
Frequently, any outstanding loans under the revolving credit facility mature at 
the end of the commitment period.

In exchange for granting borrowers the aforementioned rights under a revolving 
credit agreement, borrowers typically pay the financial institution an upfront and 
nonrefundable fee (an “upfront commitment fee”). An upfront commitment fee 
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generally is calculated based on the commitment balance 
and commitment period, as well as the credit quality of the 
borrower. Again, the borrower is not required to borrow 
under the revolving credit agreement, and if a borrower can 
receive more favorable financing from another financial 
institution or lender at the time it desires to borrow, the 
borrower can choose to do so.

In addition to the upfront commitment fee described 
above, borrowers typically pay an unused commitment 
fee over the term of the revolver (typically quarterly). The 
unused commitment fee is usually equal to the product 
of (i) an interest rate and (ii) the undrawn balance of the 
commitment. Unused commitment fees are sometimes 
referred to as “ticking fees” or simply “commitment 
fees.”1 While these unused commitment fees are an 
important part of the economics of a revolver, they are 
not the subject of this article and any references to the 
term “upfront commitment fee” herein are in reference 
only to the nonrefundable upfront fee described above, 
unless otherwise specified.

Many revolvers provide for a variable rate of inter-
est (e.g., indexed to Secured Overnight Financing Rate 
(“SOFR”)) if drawn, such that the rate of interest fluctu-
ates with market conditions. In addition, many revolvers 
are senior to other term loans and borrowings, and in this 
sense are fairly secure. Revolvers also typically provide for 
strong protections and financial covenants for financial 
institutions committing to lend.

B. Net-back Transactions
In so-called “net-back” transactions, an investment fund 
agrees to take on (in a secondary market transaction) 
a financial institution’s place as lender under a revolv-
ing credit agreement (generally through a participation 
arrangement). In exchange for taking on a revolver com-
mitment, the investment fund receives a nonrefundable 
payment (a “net-back payment”) from the financial 
institution. In these transactions, the investment fund 
also is entitled to receive any interest on drawn balances 
as well as any ticking fees or unused commitment fees on 
undrawn balances. Because investment funds’ economic 
performance is generally evaluated based on its return 
on capital, some funds seek to execute a “capital light” 
investment strategy, acquiring undrawn revolvers to 
minimize capital requirements. Therefore, in many cases 
these investment funds receive net-back payments without 
making an immediate cash outlay (and may in fact, never 
be required to make a cash outlay on account of a draw 
by the borrower).

By way of a simple example, assume that a financial 
institution has a pre-existing commitment under an 

unfunded revolver and that half-way through the term an 
investment fund agrees to take on the unfunded revolver 
in a secondary market transaction. Assume further that 
the financial wherewithal of the borrower has not declined 
since the time that the financial institution committed 
to the terms of the revolver. That is, if hypothetically the 
revolver had been fully drawn it would not trade in the 
secondary market at a discount. Assume further that the 
financial institution received an upfront commitment 
fee in connection with the revolver of $100x. In order to 
compensate the investment fund for assuming the fund-
ing obligation under the revolver, and the associated risk, 
the financial institution here might pay the investment 
fund a net-back payment of $50x (i.e., pass-through half 
of the upfront commitment fee it received, given that 
half of the term of the revolver remains). This amount is 
nonrefundable; that is, even if the borrower ultimately 
repays any future advances under the revolver, or if the 
revolver expires unfunded, the investment fund is entitled 
to retain the $50x net-back payment as well as any ticking 
fees or unused commitment fees paid by the borrower 
prior to maturity.2

Most investment funds engaged in net-back transactions 
take the position that they are not engaged in a trade or 
business for U.S. federal income tax purposes3 and accord-
ingly also classify any revolvers acquired in these secondary 
market transactions as capital assets.4

C. Tax Questions Raised by Net-back 
Transactions
A significant tax issue for investment funds engaged in 
net-back transactions is determining the proper timing 
of income inclusion as well as tax character of the net-
back payments received. In the investment fund context, 
this question is significant because capital gain income is 
favored by all investor classes. For example, foreign inves-
tors generally are not subject to U.S. net income tax on 
capital gain not derived in connection with a U.S. trade or 
business,5 and capital gain (even if U.S. sourced) generally 
is exempt from U.S. withholding tax. 6 In addition, capital 
gain income generally is not unrelated business taxable 
income (“UBTI”) to U.S. tax-exempt investors (unless 
debt-financed),7 and taxable investors may benefit from 
favorable long-term capital gain rates as well as possible 
deferral of income/gain inclusion.

Often taxpayers and their tax advisors jump to conclu-
sions here based on a cursory analysis of the relevant tax 
law. Some consider net-back payments as an immediate 
income inclusion, although this is probably a minority. 
Others accept that net-back payments should be treated 
as a basis adjustment, but consider any gain at maturity 
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of an undrawn revolver as short-term capital gain because 
the payments are “similar to” option premiums, given that 
the Code provides for such result in the case of certain 
options (as discussed below).8 For the reasons articulated 
below, however, it appears that net-back payments may 
be treated as producing long-term capital gain upon 
expiration of an undrawn revolver—a result favored by 
all investor classes.

II. Tax Analysis
There currently is no Internal Revenue Service (“IRS”) 
guidance or judicial decisions directly addressing the 
treatment of net-back payments. In the absence of direct 
guidance, most practitioners (and the courts) look to 
the tax treatment of analogous transactions to inform 
the appropriate tax treatment of a given transaction.9 
Accordingly, the first step in determining the correct tax 
analysis here is finding the appropriate analogy.

In this regard, it appears that net-back payments are very 
similar to upfront commitment fees—in particular, both 
payments are made to compensate the relevant lender (be 
it the originating financial institution or the later invest-
ment fund) for the fact that it may be required to fund the 
revolver at unfavorable terms in the future given that the 
interest rate and other terms for draws under a revolver are 
fixed.10 Whether a fee is paid upfront to the originating 
financial institution (i.e., an upfront commitment fee), or 
paid later to the acquiring investment fund (i.e., a net-back 
payment), the fees are similar in this regard. In fact, many 
market participants describe the net-back payments as a 
“passing through” of the upfront commitment fee econom-
ics to the revolver purchaser. Given the similarities between 
upfront commitment fees and net-back payments, it seems 
as if the tax authorities addressing upfront commitment 
fees are an obvious analogy and likely the first place one 
should look when determining the tax character and tim-
ing of net-back payments.

The upfront commitment fee analogy is also supported 
by the authorities governing the tax treatment of induce-
ment payments, and the analysis below first examines 
this inducement payment authority and then analyzes 
the treatment of upfront commitment fees on revolvers 
under current law.

A. Inducement Payments
Net-back payments are made to induce investment funds 
to assume the future funding obligations of the selling 
financial institutions under the revolvers. Simply put, in 
this sense a seller (the financial institution) of property is 
paying a buyer (the investment fund) an amount in order 

to induce the purchase or acquisition of the property in 
question (the revolver). When the IRS and Treasury have 
considered situations where a third-party makes a payment 
to induce a buyer to acquire a specific asset or assume a 
liability, the inducement payments are generally treated 
as a purchase price or basis adjustment.

For example, in Rev. Rul. 73-559,11 the taxpayer (Fannie 
Mae) agreed to purchase from the originator (a bank) 
loans that bore inadequate coupon interest at an above-
market price, provided that a third party (Ginnie Mae) 
pay the taxpayer a ‘‘fee’’ at the time of purchase equal to 
the difference between the purchase price paid and the 
fair market value of the acquired loans. The IRS ruled that 
the amount received by the purchaser was not a separate 
item of income to the purchaser when received; rather, it 
functioned in substance as an adjustment to the purchaser’s 
initial cost basis in the acquired loans.

In TAM 9726001,12 a financial institution purchased a 
large portion of loans from a failing institution, assuming 
liabilities and receiving assets, and as compensation for 
assuming the various liabilities, the purchaser received 
certain “Federal financial assistance” payments. The IRS 
acknowledged that such payments would reduce the basis 
in the loan assets acquired.

Relevant Treasury Regulations likewise do not provide 
for upfront taxation in the context of certain financial 
instruments. For example, Reg. §1.446-6(e)(2) allows 
taxpayers to treat an “inducement fee” paid to purchas-
ers of a noneconomic residual interest in a REMIC to 
be treated in a manner similar to market discount (i.e., 
essentially as a purchase price adjustment on the residual 
interest acquired). In addition, Reg. §1.446-3(h)(3) pro-
vides that payments made in connection with notional 
principal contract assumptions (including the assumption 
of underwater swaps) must be amortized over the term of 
such contract. Notice 89-21,13 which was a precursor to 

The economic similarities between 
net-back payments and upfront 
commitment fees provide for a 
close analogy, such that the tax law 
governing upfront commitment fees 
should govern the tax treatment of 
net-back payments.
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Reg. §1.446-3, reached a similar conclusion and specifi-
cally stated that immediate income recognition does not 
clearly reflect income.14

Case law also holds that certain payments made to 
the acquirer of property are not income but instead 
represent a reduction in the cost basis of such property. 
For example, in Freedom Newspapers,15 the Tax Court 
held that a payment by a third party to a buyer that 
induced the buyer’s acquisition of the property consti-
tuted a reduction in the basis of the acquired property as 
opposed to a taxable payment. In Freedom Newspapers, 
a broker agreed to pay a buyer a fee if a certain event 
subsequent to the buyer’s purchase did not come to frui-
tion. The broker intended to induce the buyer to make 
the purchase as offered by the seller because the broker 
would be entitled to certain commissions on the sale 
if sold in accordance with the seller’s terms. The later 
event did not occur and the broker therefore ended up 
paying the fee to the buyer, which the buyer treated as 
a reduction to its basis in the property purchased. The 
IRS challenged the buyer’s treatment asserting that 
the broker’s payment should be ordinary income. The 
Tax Court found that the payment should reduce the 
buyer’s adjusted basis in the purchased property as the 
purchase was induced by the broker’s side agreement. 
The Tax Court also held alternatively that the payment 
should reduce the buyer’s adjusted basis in the purchased 
property because the broker’s subsequent payment was 
sufficiently tied to the actual purchase such that its 

characterization must be made by reference to the actual 
purchase transaction.

A common theme is clear—when inducement payments 
are made they are treated in a manner similar to a payment 
made in connection with the acquisition of the property 
in question. Thus, amounts received in connection with 
the acquisition of a loan are treated as an adjustment to 
the purchase price of the loan; amounts received to assume 
an underwater swap are treated in the same manner as an 
upfront payment on a swap; and amounts received from 
a seller in connection with the acquisition of property 
are treated by the buyer as a reduction in the cost basis 
of the property.

These inducement payment authorities support treat-
ing net-back payments in the same manner as upfront 
commitment fees. That is, as an inducement to the 
party assuming the revolver commitment to stand by 
and provide the loan at fixed and agreed-upon terms, 
even if that commitment occurs later by means of a 
net-back payment as opposed to simply at inception 
by means of an upfront commitment fee. This analogy 
is further supported by the fact that, as noted above, 
many parties view net-back payments as “passing 
through” the upfront commitment fee economics to 
the new funding party.

However, in situations where factually the net-back 
payment can be said to represent something other than 
an amount attributable to the original upfront commit-
ment fee (e.g., situations where the net-back payment is 
intended to compensate for service arrangements between 
the parties or a below-market ticking or unused commit-
ment fee), the analogy to upfront commitment fees may 
be less clear.16

If the analogy to upfront commitment fees is correct, 
however, that then raises the question as to the proper 
tax treatment of such upfront commitment fees under 
current law.17

B. Upfront Commitment Fees
The tax treatment of upfront commitment fees is admit-
tedly not entirely clear. In IRS guidance and judicial 
decisions, amounts labeled as “commitment fees” have 
been characterized either as (i) “similar to” an option 
premium or (ii) as a payment for services, depending on 
the context. For the reasons described below, however, 
characterizing upfront commitment fees as “similar to” 
an option premium seems to be most appropriate in 
the context of revolvers and, by extension, for net-back 
payments made in respect of the acquisition of exist-
ing revolvers. This treatment (at least with respect to 

As a result, and when it comes to 
determining tax character, Code Sec. 
1234(b)—a rule specific to option 
contracts—would not seem to apply 
to net-back payments. Instead, when 
an undrawn revolver expires it would 
appear that the net-back payments 
could be treated as long-term 
capital gain under Code Sec. 1234A. 
This is significant for U.S. taxable 
investors, who strongly prefer long-
term capital gain treatment.

14
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upfront commitment fees) is consistent with prevailing 
market practice and appears to be the view of most tax 
practitioners.18

1. Characterization as “Similar to” an Option

a) Options, generally. In a traditional put option, the 
option writer provides the option holder the right to 
sell property to the option writer for a specified price 
(the “exercise price”) at a future date.19 The courts have 
defined an option contract as requiring the “following 
two elements: (1) a continuing offer to do an act, or to 
forbear from doing an act, which does not ripen into a 
contract until accepted; and (2) an agreement to leave 
the offer open for a specified or reasonable period of 
time.”20

In exchange for the option writer agreeing to enter 
into the contract, the option writer will generally receive 
a payment (referred to as a “premium”). Under current 
tax law, a premium is not taxable when received. Rather, 
the option writer takes the premium into account when 
either the option holder exercises the option or the option 
expires unexercised.21 If the option holder exercises a put 
option, and the option contract is not cash settled, the 
option holder must purchase the underlying property 
for the exercise price. The option holder’s basis in the 
acquired property is equal to the exercise price minus 
the premium. Thus, the premium payment is taken 
into account by the option writer through a reduction 
in the acquired property’s basis.22 If the option lapses 
unexercised, the option writer recognizes income on the 
date of lapse.23

The policy rationale for treating a premium payment 
as an “open transaction” results from the uncertainty as 
to whether the option writer and holder will recognize 
gain or loss on the overall arrangement. For example, 
while the writer of a put option receives a premium pay-
ment on the date the parties enter into the contract, if 
the referenced property has depreciated significantly in 
value on the date the holder exercises the option, the 
option writer has recognized a loss on the overall transac-
tion.24 As the IRS stated in Rev. Rul. 58-234, “[s]ince the 
[option writer] assumes such obligation, which may be 
burdensome and is continuing until the option is termi-
nated, without exercise, or otherwise, there is no closed 
transaction nor ascertainable income or gain realized by 
an [option writer] upon mere receipt of a premium for 
granting such an option.”25

b) Freddie Mac. In Freddie Mac, the Tax Court 
supported the notion that a payment denoted as a 

“commitment fee” can qualify as a premium payment 
paid by an option holder to acquire a put option. The 
taxpayer entered into contractual agreements with loan 
originators in which the taxpayer agreed to purchase 
mortgage loans from the loan originators at a specified 
price. However, the loan originators were not obligated 
to sell the mortgage loans. In exchange for receiving the 
right (but not the obligation) to sell the mortgage loans, 
the loan originators paid the taxpayer a non-refundable 
commitment fee.

When concluding that the commitment fee should 
be treated as a premium payment, the Tax Court first 
answered the question of whether the arrangement 
between the loan originators and taxpayer qualified as an 
option contract for federal income tax purposes. When 
answering the question in the affirmative, the Tax Court’s 
opinion looked to the fact that the loan originators had 
an unconditional right to sell the mortgage loans to the 
taxpayer, and the potential value to the loan originator 
(and future determinant to the taxpayer) depended on 
the uncertainty of future events (e.g., changes in the 
value of the referenced mortgage loans). Thus, the Tax 
Court agreed that both the form of the transaction, as 
well as the transaction’s economic substance, satisfied the 
requirements to be treated as an option contract. Given 
that the contractual agreement (in substance) qualified 
as an option contract, the taxpayer could treat the com-
mitment fee as a reduction in the basis in the acquired 
mortgage loans, or if the contractual agreement expired 
unexercised, recognize the commitment fee as income 
on the expiration date. That is, open transaction treat-
ment applies.

c) IRS guidance. The IRS has also addressed the treat-
ment of commitment fees paid by a future borrower to 
a loan originator. Taking a slightly different approach 
from the court in Freddie Mac, the IRS guidance 
concludes these arrangements are “similar to” option 
contracts, such that open transaction treatment ought 
to be similarly applicable.26 For example, in Rev. Rul. 
81-160 the taxpayer entered into an agreement in which 
it would issue loans to a counterparty over a specified 
period of time.27 As consideration for entering into the 
arrangement, the counterparty charged the taxpayer a 
commitment fee. The IRS concluded the commitment 
fee was:

[S]imilar to the cost of an option, which becomes 
part of the cost of the property acquired upon exer-
cise of the option. Therefore, if the right is exercised, 
the commitment fee becomes a cost of acquiring the 
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loan and is to be deducted ratably over the term of 
the loan.... If the right is not exercised, the taxpayer 
may be entitled to a loss deduction under section 165 
of the Code when the right expires.

This “similar to” language is also present in informal IRS 
guidance on commitment fees.28 Shortly after the release 
of Rev. Rul. 81-160, the IRS concluded in a technical 
advice memorandum that the same analysis should apply 
to the recipient of the fee, stating:

It is recognized that Rev. Rul. 81-160 is concerned 
with the treatment of a loan commitment fee to the 
borrower, while the instant situation is concerned with 
the lender’s treatment. However, the character of the 
loan commitment fee should be the same on both the 
income and expenditure side. We therefore conclude 
that the annual fee which relates to the availability of 
money rather than its use, is payment for a property 
right and not for services.29

2. Characterization as a Service Payment
There are some court cases and IRS rulings, however, where 
commitment and similar fees have been characterized as 
income for services or have otherwise been required to be 
included into income upfront.

a) Chesapeake Fin. Corp. In Chesapeake Fin. Corp.,30 
the Tax Court held that amounts labeled as commitment 
fees paid to a mortgage banker using the accrual method 
of accounting should be included in income when due 
or received as service income. However, the transactions 
examined in Chesapeake Fin. Corp. are likely distinguish-
able from revolver commitments. In Chesapeake Fin. Corp., 
the taxpayer was not the lender. Rather, the loans were 
funded by institutional investors and the taxpayer was paid 
a commitment fee to serve as a middleman between the 
institutional investors and the borrowers. In its capacity 
as a middleman, the taxpayer provided a variety of ser-
vices when arranging the financing agreement, and was 
compensated for these services through the commitment 
fee. Therefore, the recipient of the commitment fee did 
not bear an economic risk associated with the value of 
the underlying property, and consequently the arrange-
ment was not “similar to” an option contract. Instead, the 
payment appears to have been directly attributable to the 
services provided by the taxpayer in arranging the financ-
ing between the institutional investors and borrowers. In 

fact, the Freddie Mac opinion states “in Chesapeake Fin. 
Corp., there was apparently no argument and certainly no 
consideration or discussion by the Court about whether 
the fees might constitute option premiums.”31

b) YA Global. In YA Global,32 the Tax Court concluded 
that the taxpayer, a Cayman Islands partnership, was 
engaged in a U.S. trade or business on account of its 
lending and underwriting activities, which were carried 
out through its U.S. manager, who was an agent of the 
Cayman Islands partnership. During the tax years at issue, 
the partnership invested primarily in convertible deben-
tures, standby equity distribution agreements (“SEDAs”), 
and other securities of microcap and low-priced public 
companies trading on the over-the-counter public markets 
(investments like these sometimes are described as private 
investments in public securities). In a typical SEDA, the 
taxpayer committed to purchase a maximum dollar value 
of a company’s stock over a fixed period (typically two 
years). The purchase price for the stock generally was 
discounted to 95–97 percent of the stock’s market price 
at the time of purchase.

In concluding that the taxpayer was engaged in a U.S. 
trade or business, the Tax Court placed significant empha-
sis on the fact that the taxpayer was paid fees to enter 
into transactions with portfolio companies, such as the 
upfront payments that were made to enter into SEDAs. 
The taxpayer argued that the fees paid by the portfolio 
companies under SEDAs were premium paid for put 
options.33 The Tax Court disagreed with the taxpayer’s 
characterization, stating:

… SEDA commitment fees can be readily distin-
guished from premiums paid in a typical put option. 
The premium paid for a put option generally com-
pensates the writer for the risk that it will be called 
upon to purchase the subject property at a price 
that proves to be more than the property is worth 
when the option is exercised…By contrast, the price 
YA Global would pay for stock issued for a SEDA 
advance would almost certainly (and by apparent 
design) be at a discount to the market price. A SEDA 
would seldom, if ever, require the partnership to 
purchase stock for a price in excess of its value at the 
time of purchase.34

Notably, the Tax Court cited Freddie Mac with approval 
but distinguished YA Global’s situation from that consid-
ered by the court in Freddie Mac:

16
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In Freddie Mac, we treated as option premiums com-
mitment fees that originators of mortgages paid to 
the taxpayer for the option of selling it mortgages. 
Although the agreement between the taxpayer and 
originators provided a formula for determining 
the price the taxpayer would pay for a mortgage if 
an originator chose to sell it, the exact price could 
not be determined when the parties executed the 
agreement. Instead, that price would depend on the 
movement of interest rates between the execution 
of the agreement and any sale of the mortgage. But 
the formula had the effect of requiring the taxpayer 
to pay a minimum price…Therefore, the agreement 
protected the originator from declines in the value 
of the subject mortgage due to increases in interest 
rates beyond the specified yield…when YA Global 
entered into a SEDA, it did not have any exposure 
to price fluctuations prior to the time of `exercise' 
(when it acquired stock from the issuer), because it 
always bought stock at a discount to the prevailing 
market price…[u]nlike a put option, SEDAs…
did not protect issuers against the risk of a decline 
in their stock price (due to the floating purchase 
price)….

Unlike upfront commitment fees on a revolver, the SEDA 
payments considered by the court did not have one of the 
quintessential requirements of an option contract—that 
there be risk of loss to the option grantor. Therefore, YA 
Global is distinguishable from situations where such risk 
is present.35

c) Rev. Rul. 70-540
(i) Summary. Rev. Rul. 70-540,36 Situation 3, describes a 
transaction in which a lender agreed to make a mortgage 
loan to a borrower in the amount of $20,000 with a term 
of 25 years at a stated annual interest rate of 8 percent. In 
consideration for the lender’s agreement to make the loan 
at a specified date and at a specified rate of interest, the 
borrower paid the lender $200 (commitment fee) with 
funds not originally obtained from the lender. The com-
mitment fee was not refundable in any event and would 
not be applied to reduce any other charge (e.g., points, 
stated interest, or other fees).

The ruling states that, under the above circumstances, 
the commitment fee is a charge for agreeing to make 
funds available to the borrower rather than for the use or 
forbearance of money and, therefore, is not interest. The 
ruling then concludes that the commitment fee should 

be included into income by an accrual method taxpayer 
when the commitment fee is due or received, if earlier.

(ii) Distinguishable facts. The contract described in Rev. 
Rul. 70-540 is different than a typical option arrange-
ment. With a traditional put option, the option writer 
provides the option holder the right, but not the obliga-
tion, to sell property to the option writer for a specified 
price at a future date.37 Rev. Rul. 70-540 considers a 
payment made in consideration for an agreement to 
make a loan on a date certain, i.e., “effective November 
12, 1970.” This phrase indicates that the making of a 
mortgage loan on November 12, 1970, was an obligation 
and therefore hardwired—not a transaction that could be 
undertaken at the option of the would-be borrower. As 
noted, in order to constitute an option for tax purposes 
the holder of a purported option cannot be required 
or compelled to exercise the option—the commitment 
fees described in Rev. Rul. 70-540 appear to lack this 
essential characteristic. Accordingly, the commitment 
fees described in Rev. Rul. 70-540 appear to be distin-
guishable from upfront commitment fees paid in respect 
of a typical revolver.

(iii) Ongoing validity. Revenue rulings are the IRS’ posi-
tion and are binding on the IRS (but not taxpayers) until 
revoked or made obsolete. A revenue ruling can become 
obsolete as a result of a regulation or court cases, even 
prior to it being formally revoked.38

Rev. Rul. 70-540 relied on Rev. Rul. 56-136 to support 
its conclusion. However, Rev. Rul. 56-136 was revoked 
by Rev. Rul. 81-160, which treated a commitment fee 
similar to a premium payment on an option contract. 
Because the technical underpinning of Rev. Rul. 70-540’s 
commitment fee analysis was revoked, some practitioners 
question its ongoing validity in the context of commit-
ment fees.39

It is also worth noting that in 1970 it was the IRS’ 
position that an accrual method lender was required to 
recognize upfront lending fees into income when due 
or received if the funds to make the payment were not 
obtained from the lender (e.g., they were not withheld 
from the proceeds transferred to the borrower).40 In Rev. 
Rul. 70-540, the borrower paid the commitment fee 
with funds “not originally obtained from [the lender].” 
Therefore, in light of the IRS’ overarching position on fees 
paid with funds that were not obtained from the lender 
at that time, it was reasonable for the IRS to conclude 
that the commitment fees considered in the ruling were 
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required to be taken into account currently. However, this 
position was later obsoleted by the regulations finalized 
in 1994 dealing with original issue discount (the “final 
OID regulations”) that treat fees incident to a lending 
transaction (other than payments for property or ser-
vices) as OID that is subject to accrual over the term of a 
debt.41 It is therefore possible that Rev. Rul. 70-540 was 
obsoleted by the final OID regulations even if it was not 
formally revoked.

Another possibility is that Rev. Rul. 70-540 is not 
obsolete, but its ongoing validity is limited to the hold-
ing that commitment fees are not a form of interest and, 
therefore, has no bearing on other tax principles including 
the open transaction doctrine that applies to options. As 
noted above, it is likely that the fact pattern in the ruling 
is not similar to that of an option, such that the option 
principles can be reconciled with a conclusion in the rul-
ing (at least prior to the government’s change in position 
with respect to the treatment of prepaid loan fees) applying 
the accrual method “all-events” test to the commitment 
fee at issue. More recent guidance supports this view. In 
particular, TAM 8543004 cites Rev. Rul. 70-540 as sup-
port for the proposition that commitment fees are not 
paid as consideration for the use of money and then notes 
that commitment fees should be accounted for similar to 
option premiums by both the lender and the borrower 
under Rev. Rul. 81-160. Nowhere in the guidance does 
the IRS suggest Rev. Rul. 70-540 might be a source of 
contrary authority.42

d) Reg. §1.1273-2(g)(2)(i). The final OID regulations 
also address certain commitment fees paid by a borrower 
to a lender. Reg. §1.1273-2(g)(2)(i) states:

In a lending transaction to which section 1273(b)(2) 
applies, a payment from the borrower to the lender 
(other than a payment for property or for services pro-
vided by the lender, such as commitment fees or loan 
processing costs) reduces the issue price of the debt 
instrument evidencing the loan. However, solely 
for purposes of determining the tax consequences 
to the borrower, the issue price is not reduced if 
the payment is deductible under section 461(g)(2). 
(emphasis added)

While it is not entirely clear whether the italicized lan-
guage refers to commitment fees as being an example 
of services or as a payment for property, the italicized 
text could be read consistent with the conclusion that 
commitment fees for loans where the funding is already 

committed are properly treated as a property right. In this 
regard, the language in a prior version of the proposed 
regulations is instructive as it provides, in contrast, as 
follows:

In a lending transaction to which section 1273(b)(2) 
applies, a payment from the borrower to the lender 
(other than a payment for services provided by the lender, 
such as commitment fees or loan processing costs) shall 
reduce the issue price of the debt instrument evidenc-
ing the loan.43 (emphasis added)

The proposed regulation clearly uses the term “com-
mitment fee” to refer to a payment for services.44 The 
change from the proposed to the final OID regulations 
was the addition of the term “property” to the phrase 
describing what is carved out of the definition of OID.45 
This can be seen as endorsing the view that commitment 
fees in situations where the funding of the loan is not a 
foregone conclusion are payments for a property right. 
At a minimum, and although perhaps not entirely clear, 
the parenthetical language of the final OID regulations 
could be interpreted consistent with treating upfront 
commitment fees as payments for property.

As can be seen, the term “commitment fee” has been 
used to describe payments made pursuant to a number 
of different, and highly dissimilar, financial contracts.46 
Substance and context matter, such that the term 
may have different meanings depending on the exact 
situation involved. The foregoing highlights the fact 
that certain commitment fees can be characterized, in 
appropriate circumstances, as a payment for services. 
In Chesapeake Fin. Corp.,47 the term “commitment 
fee” was used to refer to fees received in exchange for 
services in arranging loans for the construction and 
permanent financing of commercial projects. The tax-
payer was never the lender, and the commitment fees 
there were not consideration for agreeing to make funds 
available to the borrower. In addition, the final OID 
regulations already contemplate that commitment fees 
can be treated as a payment for services. In this regard, 
even if the addition of the term “property” to the final 
OID regulations was not intended to directly relate to 
the reference to commitment fees, as noted above an 
alternative explanation is that the IRS and Treasury may 
have intended for the fees described in Reg. §1.1273-
2(g)(2)(i) to represent fees similar to the fees at issue in 
Chesapeake Fin. Corp.48 In appropriate circumstances, 
the IRS has used the term commitment fee to describe 
payments, “charged for making money available for a 
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loan, regardless of whether money is actually borrowed, 
rather than a fee for any of the enumerated services.”49 
Therefore, even under an interpretation that Reg. 
§1.1273-2(g)(2)(i) uses the term “commitment fee” as 
an example of a service payment, the regulation would 
not preclude treating the commitment fees in a manner 
similar to option premium payments in appropriate 
circumstances. Rather, under this interpretation the 
regulation is best viewed consistent with other IRS 
guidance on items labeled commitment fees, as standing 
for the proposition that certain types of fees described 
as commitment fees (but are very different from upfront 
commitment fees on a revolver) could represent pay-
ments for services.

3. Conclusion as to the Appropriate 
Characterization of Revolver Commitment 
Fees

Under a typical revolver, the financial institution is 
required to lend to a borrower at specified terms and 
is paid an upfront commitment fee for agreeing to do 
so. The borrower, however, is given the right, but not 
the obligation, to borrow. The borrower may never elect 
to borrow pursuant to the revolver, which therefore 
may expire unused. When a financial institution enters 
into a revolver, it is therefore not possible to ascertain 
whether profit/gain or loss will be realized (overall) by 
the financial institution on the transaction. An upfront 
commitment fee is paid on the date the financial insti-
tution and the borrower enter into a revolving credit 
agreement, and is generally based on the credit quality 
of the borrower (among other factors) at that time. 
The borrower’s credit worthiness, however, is subject 
to change, and if the revolver specifies a fixed rate of 
interest, market interest rates likewise are subject to 
change. Accordingly, the set terms at which the finan-
cial institution agrees to lend may be below-market 
when a later borrowing, if any, occurs. For example, if 
a borrower’s credit worthiness declines from the date 
the parties entered into the revolver, and the borrower 
exercises its right to borrow, the financial institution 
will have purchased property (a loan) for less than its 
fair market value.50 Similarly, if the revolver provides for 
a fixed rate of interest and interest rates move upward, 
the financial institution will have purchased property 
(i.e., provided a loan) at a below-market rate of interest. 
However, if a revolver expires unexercised, the financial 
institution will realize a profit/gain in the amount of 
the upfront commitment fee (which is nonrefundable). 

Therefore, it is not possible to determine the financial 
institution’s overall profit/gain or loss with respect to 
such commitment fee until the expiration of the com-
mitment period.

The reason for the open transaction doctrine, as first 
annunciated in Burnet v. Logan,51 is to delay the taxation 
of a transaction for which the amount of gain or loss is 
uncertain. The open transaction doctrine is a “rule of 
fairness designed to ascertain with reasonable accuracy 
the amount of gain or loss realized upon an exchange, 
and, if appropriate, to defer recognition thereof until 
the correct amounts can be accurately determined.”52 
Since its inception, the open transaction doctrine has 
been applied to a wide variety of contracts and transac-
tions for which the amount of gain or loss cannot be 
ascertained.53

To summarize, the economics of the upfront commit-
ment fees on a revolver are similar to those of a put option 
writer. If the underlying property’s value declines by more 
than the option premium and the option is exercised, the 
writer of the option will have purchased property for less 
than its fair market value, and the writer would realize a 
taxable loss if it sold the property.54 However, if the put 
option expires unexercised, the option writer would real-
ize a gain in the amount of the option premium. Because 
gain or loss on a revolver cannot be ascertained until the 
option to borrow is exercised or the commitment period 
expires, upfront commitment fees should be afforded open 
transaction treatment either under an analogy to option 
transactions (to which they are similar) or by looking to 
general tax principles underlying the open transaction 
doctrine.

The situations in which commitment fees were charac-
terized by the courts and IRS as a payment for services 
are factually distinguishable from upfront commit-
ment fees paid in respect of a revolver and are either of 
questionable ongoing validity or able to be reconciled 
with the conclusion stated above on the basis of factual 
differences.

4. Tax Consequences of Treating 
Commitment Fees as “Similar to” Option 
Payments

a) Timing. Under an approach analogizing upfront com-
mitment fees to the general taxation of options, such fees 
should be subject to open transaction treatment and there-
fore should be taken into account only when/if there is a 
draw on the revolver or when/if the commitment period 
expires. For example, if a borrower exercises its right to 
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borrow under a revolver, the upfront commitment fee 
would reduce the lender’s basis in the loan and be taken 
into account over the life of the loan.55 To the extent the 
upfront commitment fee is not allocated to a draw under 
the revolving credit facility, however, such a fee appears to 
result in profit/gain only when the commitment period 
expires.

b) Tax character
(i) Financial instrument character, generally. Generally, 
the tax character of gain or loss realized upon termination 
of lapse of a financial instrument is determined by refer-
ence to the character of the underlying reference asset.56 
Therefore, if loans to be made under a lending commit-
ment (such as a revolver) would be capital assets, the 
character of the gain realized with respect to an upfront 
commitment fee upon the lapse of a commitment period 
should be capital. In the context of revolvers, there are two 
separate provisions of the Code that could provide for this 
result: Code Secs. 1234A and 1234(b).

Code Sec. 1234A provides:

Gain or loss attributable to the cancellation, lapse, 
expiration, or other termination of a right or obli-
gation (other than a securities futures contract, as 
defined in section 1234B) with respect to property 
which is (or on acquisition would be) a capital asset 
in the hands of the taxpayer shall be treated as gain 
or loss from the sale of a capital asset.57

Revolvers and other lending commitments are “obliga-
tions” with respect to property (i.e., loans that would 
be made under the lending commitment).58 Assuming 
the loans acquired pursuant to a draw under a revolver 
would be capital assets in the hands of the revolver funder, 
Code Sec. 1234A would apply in the absence of another 
controlling character provision. In situations where Code 
Sec. 1234A applies, the character of such gain or loss as 
long term or short term is determined by reference to the 
holding period of the contract.59

Code Sec. 1234(b) provides:

In the case of the grantor of the option, gain or loss 
from any closing transaction with respect to, and gain 
on lapse of, an option in property shall be treated as 
gain or loss from the sale or exchange of a capital asset 
held not more than 1 year.

For this purpose, property is defined to mean “stocks and 
securities (including stocks and securities dealt with on 

a “when issued” basis), commodities, and commodity 
futures.”60

Code Secs. 1234A and 1234(b) could both be applied 
to options on property (as defined). If the revolver com-
mitment were held for more than one year and expired 
undrawn, Code Sec. 1234A would generally result in 
long-term capital gain and Code Sec. 1234(b) would 
result in short-term capital gain. For tax-exempt and for-
eign investors, this distinction is relatively unimportant. 
However, U.S. taxable investors strongly prefer long-term 
capital gain treatment.

Under general principles of statutory construction, 
Code Sec. 1234(b), if applicable, should control over Code 
Sec. 1234A because it is the more specific provision.61 
However, for the reasons discussed below, good arguments 
can be made that Code Sec. 1234(b) is not applicable to 
upfront commitment fees paid in respect of revolvers.

(ii) Legislative history of Code Sec. 1234(b), Code 
Sec. 1234A, and related provisions. In 1976, Congress 
amended Code Sec. 1234 to include special rules for 
determining the character of gain or loss from a closing 
transaction for a grantor of an option on property.62 These 
rules are similar to what is now Code Sec. 1234(b). At 
the time of the 1976 legislative change, the IRS had ruled 
that income from the lapse of an option was ordinary 
income. The legislative history indicates that the new rule 
was intended to prevent taxpayer character electivity.63 
The legislative history also provides examples of various 
straddle strategies and includes examples of option transac-
tions that would be addressed by the legislation.64 In each 
of the examples provided, the options reference publicly 
traded stock (IBM and Ford Motor Company stock) 
and are listed on an exchange (Chicago Board Options 
Exchange, American Stock Exchange, Philadelphia-
Baltimore-Washington Stock Exchange).65 The genesis 
of the change in law appears to be the growth of options 
markets, which provided taxpayers with a low-cost means 
of entering into options and the ability to enter into clos-
ing transactions to terminate them.66

As part of the same legislation, Congress amended 
Code Sec. 856(c) to change the manner in which 
“amounts received or accrued as consideration for enter-
ing into agreements to make loans secured by mortgages 
on real property or on interests in real property” were 
treated for real estate investment trust purposes.67 The 
title of this legislative amendment was “commitment 
fees.”68

In 1981, Congress enacted Code Sec. 1234A to limit the 
scope of the extinguishment doctrine.69 Congress stated 
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that “a change in the sale or exchange rule is necessary 
to prevent tax-avoidance transactions designed to create 
fully-deductible ordinary losses on certain depositions of 
capital assets, which if sold at a gain, would produce capital 
gains.”70 Congress considered the ordinary loss inappropri-
ate because it believed that the settlement of a contract to 
deliver a capital asset is economically equivalent to a sale 
or exchange of the contract.71

In 1993, Congress amended Code Sec. 512(b)(1) to 
exclude from the definition of UBTI “amounts received 
or accrued as consideration for entering into agreements 
to make loans.”72 Similar to the amendments to Code Sec. 
856 described above, the title of this legislative amendment 
was “commitment fees.”73 As part of this same legislation, 
Code Sec. 512(b)(5) was amended to change the treatment 
of option transactions. As amended, Code Sec. 512(b)(5)  
excludes from the definition of UBTI “all gains or losses 
recognized, in connection with the organization's invest-
ment activities, from the lapse or termination of options 
to buy or sell securities (as defined in section 1236(c)) 
…” Prior to the legislation, the provision read as follows: 
“There shall also be excluded all gains on the lapse or 
termination of options to buy or sell securities (as defined 
in section 1236(c)) written by the organization in connec-
tion with its investment activities.” Note that Code Sec. 
1236(c) defines the term “securities” extremely broadly so 
as to include in effect any loan.74

(iii) Analysis. Code Sec. 1234A applies to a variety of 
financial instruments and contracts—its only requirement 
is that the underlying instrument be a capital asset in the 
hands of the taxpayer. Assuming that loans made pursu-
ant to a revolver would be capital assets, this requirement 
should be met.

By contrast, Code Sec. 1234(b) applies only to contracts 
that are “options” that reference “stocks and securities 
(including stocks and securities dealt with on a ‘when 
issued’ basis), commodities, and commodity futures.” In 
the case of revolvers, it does not appear that either of these 
requirements are met.

With respect to the requirement that the contract be an 
“option,” it should be noted that the IRS has consistently 
described lending commitments as “similar to” options 
and as “property rights” as opposed to “option rights” 
or “option contracts.” This suggests that while the IRS 
believes there are sufficient similarities to invoke open 
transaction principles, the IRS has purposely stopped 
short of treating the lending commitments as actual 
options for all purposes. This view is unsurprising given 
the economic differences between lending commitments 

and typical option arrangements. For one, prior to the 
exercise of a lending commitment the property underly-
ing the arrangement does not exist—that is, the property 
referenced by the lending commitment (i.e., the loan) 
is created via exercise. This is unlike a typical option 
arrangement, where the property that is the subject of the 
option is currently in existence.75 This distinction explains 
why the court in Freddie Mac described purchase com-
mitments as options without the “similar to” qualifier. In 
that situation, the purchase commitment provided for 
the acquisition of loans that had already been originated 
by a third party (the lenders)—thus, the exercise of those 
commitments did not create the property subject to the 
option. Another economic difference arises from the fact 
that options are typically unilateral contracts that can be 
exercised upon demand, whereas lending commitments 
are generally subject to conditions precedent that must be 
met before there is a requirement to lend.76 The economic 
differences between lending commitments and options are 
further magnified in the context of revolvers, where there 
exists the ability to borrow, repay, and re-borrow. We are 
not aware of traditional option arrangements that provide 
for similar rights.

The conclusion that lending commitments are not 
actual options is also strongly supported by the legisla-
tive history described above. For example, the legislative 
history has consistently labeled “amounts received or 
accrued as consideration for entering into agreements 
to make loans” as “commitment fees.”77 When Congress 
amended Code Sec. 512 in 1993 to treat commitment 
fees as excluded from UBTI, it did so under Code Sec. 
512(b)(1), rather than clarifying the existing rules for 
option transactions under Code Sec. 512(b)(5). For two 
reasons, this suggests that Congress did not believe that 
commitment fees were payments pursuant to an option 
transaction. First, the need to change the statute sug-
gests that commitment fees were not already covered by 
Code Sec. 512(b)(5), which prior to the legislation read 
as follows: “There shall also be excluded all gains on the 
lapse or termination of options to buy or sell securities (as 
defined in section 1236(c)) written by the organization 
in connection with its investment activities.” As noted 
above, essentially all loans are Code Sec. 1236(c) securi-
ties, such that Code Sec. 512(b)(5) would have already 
excluded commitment fees from UBTI if they were prop-
erly regarded as option premiums. Courts have been clear 
that, where possible, “a statute ought, upon the whole, 
to be so construed that, if it can be prevented, no clause, 
sentence, or word shall be superfluous, void, or insig-
nificant.” 78 Because the change to Code Sec. 512(b)(1)  
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would not have been needed if lending commitments 
were options, the basic rules of statutory interpretation 
indicate they are not appropriately characterized as option 
contracts. Second, and relatedly, had Congress believed 
that lending commitments were option contracts but 
thought that the question was in need of clarification, one 
would have expected commitment fees to be addressed 
in Code Sec. 512(b)(5) (the rule for options) rather than 
Code Sec. 512(b)(1). Therefore, the position of the com-
mitment fee rule in the statutory text also suggests that 
commitment fees are not option premiums.

Even assuming the revolver commitment could be 
considered an option, there is the separate requirement 
in Code Sec. 1234(b) that the option reference “stocks 
and securities (including stocks and securities dealt with 
on a ‘when issued’ basis), commodities, and commodity 
futures.” Here, the only category in which revolver loans 
could reasonably be placed is “securities.” The term security 
has been given various definitions, and some (but not all) 
would include within that term any loans made under a 
revolver. For example, the definition of a security under 
Code Sec. 1236(c) would include any debt instrument. 
However, the term “securities” was not defined in Code 
Sec. 1234(b) by cross-reference to this broad definition, 
which suggests an intentional act on the part of Congress 
to use the more colloquial definition of that term, which 
would be consistent with an interpretation requiring 
exchange trading.79 The intention to use the term “secu-
rity” consistent with its commonly understood meaning, 
rather than a particular tax definition, is underscored by 
the fact that Code Sec. 1236(c) is in an adjacent statute 
and numerous other provisions do include a specific cross-
reference to Code Sec. 1236(c).80 This interpretation is also 
supported by examples in the legislative history, which all 
involve liquid publicly traded instruments. Loans under 
revolvers are not liquid or widely traded assets (i.e., assets 
commonly considered securities). In addition, although 
we do not practice securities law, we understand that 
revolver draws are also not “securities” for securities law 
purposes or commonly considered securities by market 
participants.81 Although not controlling for tax purposes, 
this suggests that revolver loans are not “securities” in the 
colloquial sense of the word, which as noted, is presumably 

the meaning Congress intended when enacting Code 
Sec. 1234(b),

In light of the foregoing, it appears that Code Sec. 
1234A, and not Code Sec. 1234(b), should be controlling 
in the context of upfront commitment fees and similar 
payments (such as net-back payments).82 If that is correct, 
and circling back to the simple example above where the 
original financial institution paid an investment fund a 
$50x upfront net-back payment to assume an existing 
revolver in a secondary market transaction, it appears 
that this amount could produce long-term capital gain 
to the investment fund if the remaining commitment 
period was over a year and if the revolver expired at the 
end of such period undrawn, with such gain deferred 
until expiration.83

C. Implications for Net-Back Payments
The economic similarities between net-back payments 
and upfront commitment fees provide for a close 
analogy, such that the tax law governing upfront com-
mitment fees should govern the tax treatment of net-
back payments. Although not entirely clear, most tax 
practitioners (and the authors of this article) believe 
that upfront commitment fees should be treated in 
a manner similar to options and subject to the open 
transaction doctrine. It therefore follows that from a 
timing perspective similar treatment should be afforded 
to net-back payments—that is, held open until the 
earlier of a draw on the revolver or expiration of the 
commitment period.84

But a transaction “similar to” an option is not the same 
as an option. As described above, there are significant 
differences between revolvers and traditional option con-
tracts and the legislative history supports an interpretation 
that lending commitments are not synonymous with 
options. As a result, and when it comes to determining tax 
character, Code Sec. 1234(b)—a rule specific to option  
contracts—would not seem to apply to net-back pay-
ments. Instead, when an undrawn revolver expires it would 
appear that the net-back payments could be treated as 
long-term capital gain under Code Sec. 1234A. This is 
significant for U.S. taxable investors, who strongly prefer 
long-term capital gain treatment.
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