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Is yours a charitable organization as described in section 

501(c)(3) of the IRS Code? If so, you’re eligible for a tax-
exempt loan. Such loans have more favorable interest 
rates than taxable loans. On the other hand, federal law 

imposes some unfavorable costs and restrictions on tax-
exempt loans. 

Is a Tax-Exempt Loan Right for You?
How do you decide whether to borrow on a tax-exempt or 
a taxable basis? First, compare the difference in interest 
rates. To decide what interest rate you can expect on a tax-
exempt loan, ask yourself these questions:
•  How credit-worthy is your organization?
•  What assets do you have available to pledge as 

collateral for the loan?
•  What is the term of the loan?

•  What federal and state income tax rates will apply 
over the term of the loan?

Next, consider the costs of a tax-exempt loan over a 
conventional bank loan. These costs (which we’ll consider 
in more detail below) include:
•  fees to whomever issues the loan
•  the bank application fee
•  loan fees or an underwriter’s commission
•  various legal counsel costs
•  fees associated with retaining a trustee
•  costs for drafting and printing the required documents. 
These transaction costs can be hefty. And there are also 
less quantifiable costs of tax-exempt financing. For one 
thing, you’ll need to comply with federal tax requirements 
(discussed below). There also may be ongoing reporting 
requirements for the benefit of your lenders.
This article will help you weigh the advantages and 
disadvantages of borrowing on a tax-exempt basis. With 
this information in hand, you’ll be able to decide which type 
of loan is best for you.

Do the Benefits of Tax-Exempt 
Loans Outweigh the Costs?
If	you’re	thinking	of	borrowing	money,	here’s	
what	you	need	to	know.
By Walter R. Calvert & Davis V.R. Sherman

“Are the more favorable 
rates worth the restrictions 

imposed?”
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How Will Your Tax-Exempt Loan 
Be Structured?
Borrowing on a tax-exempt basis is more complicated than 
the typical bank loan. To qualify for tax exemption, the loan 
must be issued by a government entity with the proceeds 
re-loaned to your organization. The issuer of the loan will 
most likely be a state or local government entity located in 
your geographical region. This government entity assumes 
no obligation on the debt. Rather, it serves as a mere conduit 
to pass the loan proceeds on to you. For this reason, such an 
arrangement is referred to as “conduit borrowing.”
The loan will typically be in the form of bonds, although 
other financing structures (such as tax-exempt leases) may 
also be used. The simplest tax-exempt financing structures 
are bank placements. Here, the transaction resembles a 
conventional taxable bank loan in many respects. The 
structure is relatively simple because there’s only one holder 
of the loan instrument – the bank. The bank performs all the 
administrative and oversight functions. Bank placements 
are usually more cost-effective than other structures.
To obtain the best possible interest rate, the tax-exempt 
loan may be marketed to multiple bondholders via either a 
public offering or a private placement. Either approach is 
more complex than a direct bank placement. Because there 
will be multiple bondholders who are passive lenders, a bond 
trustee (usually the trust department of a bank) is needed. 
This trustee will represent the interests of the bondholders 
and administer the bond terms.
Marketing the bonds requires an underwriting agent, usually 
provided by an investment bank. The bonds are sold in 
accordance with a prospectus called the “Official Statement.” 
Official Statements are expensive to draft, because they 
require collective effort from lawyers and must include legal 
assurances of accuracy and compliance with securities laws. 
Your lawyer and accountant will need to draft the parts of 
the statement that describe your organization’s operations 
and finances. If this is your first time borrowing, this draft 
will be particularly time-consuming. The time spent on this 
draft will be a large part of the fee.

How Can You Lower the Costs?
One way to save money on a tax-exempt loan is to obtain a 
credit rating from one or more national credit rating agencies 
(including Standard & Poor’s, Moody’s, and Fitch). A good 
credit rating will help the underwriters obtain a better 
interest rate from the bond purchasers. 
If you have a weak credit rating, you may be able to save 
money by “enhancing” your credit. This enhancement may 
be in the form of a bond insurance policy or a letter of credit 
issued by a financial institution. Credit enhancement lifts 
the rating on the bonds. You receive a better interest rate in 
return for agreeing to pay the insurance premium or letter 
of credit fees. Deciding whether credit enhancement will 
be cost-effective is usually the job of the underwriters and 
your organization’s financial advisor. 

What’s the Process for Completing a 
Tax-Exempt Loan?
You should initiate your loan six to nine months ahead of 
the day you need the borrowed funds. Before taking any 
action, obtain written approval from your board of directors. 
The next step is to apply to the appropriate loan issuer. You 
have a choice of local government agencies or state bond 
lending authorities. Your counsel is usually best situated to 
advise you on the choice of issuer and also to negotiate terms.
Once you’ve selected the loan issuer, you’ll need to complete 
the required paperwork. Loan issuers often require a general 
application and a separate tax diligence questionnaire to 
prove your eligibility for the loan.
After you’ve finished the paperwork, the loan issuer will 
complete the approval process required by law. This process 
includes:
•  publishing a notice of the proposed financing
•  holding a hearing permitting public comment on the 

proposed financing
•  gaining formal approval of the financing by a publicly 

elected official.
All parties will then work together to prepare the Official 
Statement, which details the terms of the bonds. You and 
your advisors will be most concerned with Appendix A of 
the Official Statement. This appendix asks you to describe 
your organization and its financial condition in detail. The 
purpose of Appendix A is to help potential lenders decide if 
your organization can repay its debts.
After the Official Statement is complete, the underwriters 
will use it to market the bonds to potential purchasers. 
They’ll sift through offers and choose the bondholder that 
offers the best deal. The underwriters will then sell the 
bonds on a date established in the offering materials.
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“Begin six to nine months 
ahead of the day you need 

the funds.”
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“You must show that you’re 
complying with arbitrage 

requirements”
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Once the pricing and other terms of the bonds are finalized 
by completion of the sale, the documents will be prepared 
for signing. On the closing date, all the bond documents will 
be completed and signed. The net bond proceeds will now 
be available for your use.

Who Will Be on the Finance Team, and 
What Are Their Roles?
A variety of professionals will be engaged in the transaction. 
Each party – the loan issuer, the bank, and the underwriter 
– will have its own counsel. Occasionally, the parties may 
consent to have a single counsel represent two of the parties 
to reduce fees and create efficiencies. 
You’ll need to retain your own legal counsel. Your counsel 
must be familiar with tax-exempt financing and able to 
give the opinions required to assure your eligibility for the 
loan. If you’re taking out a loan to finance real estate and 
construction projects, your counsel must be competent in 
these areas as well.
Your accountant’s role will depend on the financing structure 
chosen. A simple loan structure may only require copies 
of your financial records. Bonds sold in a public offering 
will need to be accompanied by your audited financial 
statements, and your auditors may also need to consult 
on other financial issues. Additionally, you may want 
your accountant to help with tax-related calculations and 
certifications necessary to support your tax compliance 
certificate as required by the loan issuer’s counsel.

What Are the Federal Tax Law 
Requirements?
Federal law imposes a variety of conditions on tax-
exempt loans. The following is an overview of the main 
requirements: 
You must use at least 95% of your loan to fulfill your 
organization’s tax-exempt purposes. The 95% requirement 
leaves a 5% allowance (often referred to as the “private 
business use allowance”) that must cover: 

• issuance costs funded from loan proceeds
•  any uses of bond proceeds in an unrelated trade or 

business activity by your organization or by third parties 
that aren’t tax-exempt 501(c)(3) organizations.

You can use no more than 2% of the loan to pay 
transaction costs incurred in connection with issuing 
the bonds. If issuance costs exceed the 2% limit, then 
you need to fund them out of your own equity or take on a 
separate, taxable borrowing (often called a “taxable tail”) 
to fund the excess. You may elect to pay all issuance costs 
with equity to preserve the full 5% allowance – a good idea 
because you’ll thus preserve flexibility for unexpected uses 
of the bond proceeds that may arise.

Take Financing into 
Your Own Hands
Take a look at these articles at NonprofitWorld.org:

The Secret to Financing Your Capital Project (Vol. 25, 
No. 3)

How to Find the Perfect Auditor (Vol. 23, No. 3)

IRS Clarifies Tax-Exempt Bonds for Nonprofits 
(Vol. 18, No. 1)

Need a CPA at Little Or No Cost? Five Ways to Find 
Help (Vol. 28, No. 2)

How to Get the Most from Your Banking Relationship 
(Vol. 33, No. 2)

Where to Find Free Legal Assistance (Vol. 26, No. 2)

You’ll need to file Schedule K, Supplemental Information 
on Tax-Exempt Bonds, along with your annual income tax. 
Schedule K requires you to report how you’re using the funds. 
You must also show that you’re complying with arbitrage 
requirements. You may need outside advisors to help you 
supply this information. 
You must adhere to these requirements as long as the debt 
is outstanding. You and the loan issuer should adopt written 
procedures detailing how compliance will be assured.

Is It Worth the Cost?
Historically, 501(c)(3) organizations have found that the 
benefits of tax-exempt loans outweigh the costs and burdens. 
In the current economic environment, the process requires 
special scrutiny to be sure that the better tax-exempt interest 
rates merit the additional costs. You should be especially 
cautious if yours is a small organization. A financial advisor 
can be invaluable in helping you make this decision. Your 
legal counsel can also help you evaluate your options and 
make the best possible choice. 

Walter R. Calvert, Esq. (wrcalvert@Venable.com) and 
Davis V.R. Sherman, Esq. (dvsherman@Venable.com) are 
attorneys with Venable LLP Law Offices. This article is 
not intended to provide legal advice or opinion and should 
not be relied on as such. Legal advice can only be provided 
in response to a specific fact situation.

“Tax-exempt borrowing is 
more complicated than the 

typical bank loan.”
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