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Retirement Plan Loans:

Borrowing from the Bank of You

Welcome to our Fifteen Minute Finance presentation on Retirement Plan Loans.
When you need money, you often think of borrowing from a bank. But there are
other options available, including borrowing money from yourself. Most workplace
retirement plans allow you to borrow from your own account. Although this may be
appealing, it’s important to realize that there are some clear disadvantages as well as
advantages to borrowing from your account.

Here to help flesh out these ideas are John and Sue. They are a hypothetical
couple that we use to help bring life to the strategies discussed in each of
these presentations. Their ages may change from one presentation to another
to suit the situation. Remember: Not all the details discussed here may
pertain to your plan or your situation.
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Plan Loans: Worth Thinking About
APPEALING ASPECTS

Repay yourself
No bank approval
Low interest rate:
Prime Plus One

Easy to do

Sue: Hey, John, | was thinking that we could take a different approach to paying for
that kitchen renovation we’re planning. You know how we were thinking of getting a
home equity loan for $20,000? What if | borrowed the money from my 401(k) plan
account? That way, | wouldn’t have to go through the whole bank loan review
process. We wouldn’t need to have any credit checks done. And we wouldn’t even
need to say why we want the money. It seems pretty easy. And then when | repay the
loan, I'd basically be paying myself back by putting the money back into my
retirement account. What do you think, John? Does it sound like a good plan?

John: Yeah, Sue. | think I'm following you. It all sounds pretty good to me.

Sue: Yeah, but to be honest, | do have some concerns.

John: O.K. Sue, don’t keep me in suspense. What are they?
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Plan Loans: Worth Thinking About
SOME DRAWBACKS

Repay with after-tax S-year repayment term,

dollars = double taxation except for a primary residence

Minor fees — Repay with level

application, payments throughout

maintenance the loan period

Sue: John, | thought you’d never ask! O.K. Here are some of my concerns about taking
money out of my account as a loan. First, the repayment term is quite short. It’s just
five years. That could mean higher monthly loan payments, which might mean we
have less money available for other expenses. There are also some minor fees
involved: First, a loan application fee and then a small annual loan maintenance fee.
When | repay the loan, I'll need to repay it in level payments through payroll
deduction throughout the term of the loan. And one thing that we should really think
about is that because we’ll repay the loan with regular after-tax dollars, and the
money in the account was initially deferred from my salary before tax was taken out,
when | eventually withdraw from the account for good, I’'m going to have to pay taxes
on the same money again. That’s called double taxation.
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Plan Loans: More Food for Thought

| Things to condider:

= Minimum loan $1,000; Magimum loan =
SO% of yowr account balance or $50,000

- Dor't migs a payment or loan will be in default
after grace peviod

« If you leave vour job, loan balance dve in 6O dayg,
or taxable distvibution

- 107 penalty if vnder age 59'fs ercept 45T plang .

- [§ yov die, loan balance treated a¢ dictribution
i ‘1 /

John: Wow, Sue. This doesn’t seem quite so straightforward or such a sure bet any
more. Let’s look more closely at the rules...

| see there’s a $1,000 minimum loan and you can borrow up to half of your account
balance, or up to $50,000. If you miss a payment and don’t pay within the grace
period, which is the next calendar quarter after a payment is missed, the loan will be
in default and considered a distribution. Oh, here’s another rule to be aware of. If you
leave your job, you’ll have to repay the balance of your loan in 60 days or you’ll have
to pay taxes on it as a distribution from your account. And if you’re under age 59 %,
you’ll owe a 10% early withdrawal penalty. Also, if you die, the loan balance will be
treated as a distribution from the plan and will be taxed, which means less money
will be distributed to your heirs.
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Plan Loans: Pros & Cons — Summary

ADVANTAGES

* Borrow for any reason

* No credit check

* Low interest rate

* Less paperwork

* No immediate taxes due
* Pay interest to yourself

Sue: 0.K. So, | guess we need to think about this some more before rushing into
action. There may be as many reasons NOT to borrow from my account as there are
reasons to borrow from it. On the plus side, | can borrow for any reason and there’s
no credit check needed. The interest rate is low. There’s less paperwork. There aren’t
any taxes due right away because the loan isn’t considered a taxable distribution from
the plan. And | pay interest to myself instead of to a bank.
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Plan Loans: Pros & Cons — Summary

ADVANTAGES DISADVANTAGES
* Borrow for any reason * Fees
« No credit check * Interest is not tax-deductible
« Low interest rate = Max?mum 5-year repayment
L « period

- 2SS Ppaperwork

D + Difficult to keep up with plan
* No immediate taxes due contributions while repaying
» Pay interest to yourself loan

» Left with less take-home pay
* Money isn't growing in the
account while on loan

John: And if | can quickly list the drawbacks, there are some fees involved, the loan
interest isn’t tax-deductible, unlike a home equity loan, you’ll need to repay the loan
in full within five years. That may limit us financially, and especially, it could make it
harder for you to keep up with your contributions to the retirement plan while you're
repaying the loan. At the very least, you’ll have less take-home pay. And there’s
another really important aspect, which is that the money you borrow won’t be
earning a possible return and growing, like it could be if it was in the account and
fully invested. Over the course of time, those lost earnings could add up quite a bit.
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SUMMARY

- A lot of ‘H’i;Vlg_Q to think. about

- For more in{m’maﬁon
- Review your plan’g booklet
— §Fcalc with your bonofi+§ chmécn%a’ﬁ\/o

ON THE WEB:

http://financialplan.about.com/od/retirementplanning/a/401kloan.htm
http://moneycentral.msan.com/articles/ratire/basics/d714.asp

http:i/f/www.bankrate.com/calculators/retirement/borrow-from-401k-calculator.aspx

Sue: There really are a lot of things to think about when considering taking a loan
from your retirement plan. To get more information about retirement plan loans, I'm
going to review the booklet that summarizes the plan’s features.

John: You can also talk with your employer’s benefits representative for details on
current fees and the interest rate. And the Internet has some good articles and
calculators.

Sue: That sounds like a plan, John!
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Thank you
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