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As the economy recovers from the COVID-19 pandemic, 
independent school boards are turning their attention to projects 
delayed in the past two years such as the construction of new 
facilities and the renovation of existing facilities. There are a 
variety of ways independent schools can secure the resources 
necessary to finance projects. Schools recognized as charitable 
or educational organizations under Section 501(c)(3) of the 
Internal Revenue Code are eligible to borrow on a tax-exempt 
basis.

To provide more guidance and understanding on the benefits of 
tax-exempt financing for independent K-12 schools, I spoke with 
Patrick Scott of Obermayer Rebmann Maxwell & Hippel LLP, a 
Philadelphia-based law firm. Pat is a partner in Obermayer’s 
Business & Finance Department where he represents borrowers, 
lenders, and issuers in both conventional and tax-exempt loan 
transactions. He and his colleagues at Obermayer have worked 
with Malvern Bank and our clients on a number of occasions.

Mark Cohen

Pat, why is tax-exempt financing a particularly beneficial tool for 
independent K-12 schools to use in fundraising?

Pat Scott

First, some background: Tax-exempt bonds are issued and sold 
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by a government entity or a “conduit issuer” that is formed by the government (such as a 
county industrial development authority). The bonds are purchased by a bank, such as 
Malvern Bank, or other investors. The proceeds of the sale of the bonds are then loaned to 
the 501(c)(3) organization, which uses the borrowed funds to finance projects that are 
consistent with the organization’s charitable or educational purposes. Examples of authorized 
projects are capital projects such as acquiring property, constructing a new building, or 
renovating an existing building or facilities.

If a project qualifies for tax-exempt financing, the interest income paid to the lender on the 
borrowed money is exempt from federal income tax, so the lender can offer the borrower a 
rate that is lower than that of traditional bank financing. In our experience, the interest rate will 
typically be 67% of the market rate for regular taxable loans. This is an immediate interest 
savings over the life of the loan of around 33% when compared to a traditional loan.

Additionally, if a tax-exempt transaction is valued at under $10 million, it can be structured as 
“bank-qualified” financing, which provides additional tax benefits to the lender or note holder. 
In such a case, the bank can purchase the notes and deduct a portion of its carrying costs if it 
borrows money or has to reserve capital in order to purchase the notes. This type of financing 
structure works only if the conduit bond issuer does not intend to issue more than $10 million 
in tax-exempt debt during that calendar year. If the project meets these requirements, there 
can be further rate savings that would be passed along to the school.

Mark Cohen

This appears to be an excellent financing option for independent schools. Why don’t more 
schools take advantage of this financing tool?

Pat Scott

Three reasons occur to me immediately. First, a school may have its own access to capital 
through a foundation or endowment, so it has no need to borrow money at all.

Secondly, there are a number of restrictions on the use of proceeds in tax-exempt financing 
that can add costs to the loan. (More about that later.)

Thirdly, depending upon the loan, a variety of fees may apply. With a tax-exempt loan, the 
school may save on interest costs over the life of the loan, but if the size of the loan isn’t very 
large or the term of the loan isn’t very long, a school might pay more in closing costs than it 
would save in interest over the life of the loan. Not all projects will benefit from a tax-exempt 
loan, so each project and loan package must be carefully analyzed to ensure that the interest 
reduction advantages make up for any additional loan costs.
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Mark Cohen

What are the limitations on what K-12 schools can use the borrowed funds for?

Pat Scott

The funds can be used for projects consistent with the school’s charitable mission such as the 
construction or renovation of classroom buildings, administrative office buildings, and athletic 
facilities; land acquisition; architecture or engineering fees; and more.

The Internal Revenue Code permits tax-exempt financing to support projects related to the 
organization’s “property.” This is generally interpreted to mean capital expenditures.

The funds cannot be used to fund the organization’s “regular operating expenses.”

Additionally, funds can’t be used for any portion of a school project that benefits a private 
enterprise. For example, if a school plans to build a gymnasium that also includes a private, 
profit-making enterprise such as a coffee shop, fast-food business or other profit-making 
retailer, the tax-exempt financing cannot be applied to the profit-making retailer. The financing 
of the project must be structured in such a way that it only benefits the tax-exempt portion of 
the project; otherwise, the financing will run afoul of limitations on private use under the 
Internal Revenue Code.

Mark Cohen

What kind of organizations are eligible for tax-exempt financing? Is there a difference 
between a nonprofit and a 501(c)3 organization?

Pat Scott

That’s a good question.

A nonprofit is organized under state law and its purpose is to serve some nonprofit, charitable 
mission. Private individuals don’t own shares in the nonprofit and don’t benefit from 
shareholder distributions. But not all nonprofits qualify as 501(c)(3) organizations, which the 
IRS has recognized as being exempt from federal income tax. Just because you’re a nonprofit 
under state law doesn’t mean you’re going to be exempt from federal income tax. 

Nonprofits need to meet certain criteria to qualify as a 501(c)(3) under federal guidelines – 
and the typical stipulations are that the organization has a “charitable, educational, or 
scientific” mission. Generally, most independent K-12 schools qualify as 501(c)(3) entities 
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because of their educational missions. But some independent schools must go through a due-
diligence process to prove they are worthy of the 501(c)(3) designation.

As you can see, while tax-exempt financing can be a very useful fund-raising tool for 
independent K-12 schools, there are a number of considerations that must be taken into 
account based upon the individual school’s circumstances before making a financing 
decision.

If you need to raise capital for your independent K-12 school project, let’s start the 
conversation! Please contact me, and we’ll discuss the best financing tool for your school’s 
specific needs.

Mark Cohen  
Senior Vice President, Independent School Division, Malvern Bank 
610.695.3659 (O) 
610.675.8876 (C) 
MCohen@MyMalvernBank.com
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