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401(K) LOAN OVERVIEW

It's happened to the best of us. One minute everything is fine, the next you're staring into the face
of arather large and unexpected bill and you have no idea how you are going to pay for it.
Unforeseen events can wreak havoc on our financiailvedlg and force us to do things we

might not otherwise do with our money. If this is you, you might have optibpsu've been
contributing to your employerds retirement pl
loan.

Note that while most plans do allow loans, they are not required to offer them. Talk with your
benefits office or 401k provider to be sure.

Also, keep in mind that just because you do have a loan available to you, that does not
necessarily make it the best option if you happen to need money. Many times, it's the completely
wrong thing to do. Loans are considered a benefit in a 401(k) plathdyuare intended to be

used inlast resortsituations.

If you do have a strong financial need for it, you should probably consider it. Unfortunately,
we've seen retirement funds depleted in the form of loans for things like vacations and home
remodelsnot exactly the reasons they were intended for.
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Be wise. If you're considering a loan, try to limit its use to help you through times of financial
hardship. These might include prevention of eviction or foreclosure on your place of residence,
medical expases that are outside the realm of your ability to pay, or repairing damage to your
home caused by natural disasters. These are just ideas. Of course, every situation is different, and
some things are more urgent to some people than others. Use youdgmeu regarding the

severity of your particular situation.

On the other hand, if you're trying to fund your trip to Hawaii, or if you've been eyeing that high
definition T.V., a loan from your 401(k) should be the furthest thing from your mind. If you ca
afford it from the money in your savings account or othernainement account, you shouldn't

be buying it anyway.

Read our article on why a 401k loan can be a detritoeytur retirement

BORROWING FROM 401(K) PLANS

While borrowing from401k plans may be an option for you, you cannot obtain an unlimited
amount from your account. Rather, the IRS has established rules that allow a plan participant to
take no more than 50% of his or estedbalance up to a maximum of $50,000 in a rolling 12
month period. In other words, take the highest cumulddaebalance you've had in the last 12
months and subtract it from $50,00Matis your maximum available.

Your employer mayave established additional rules such as a limit on the number of loans you
can have outstanding at any one time, a maximum number of loans you can take each year, or a
minimumloan amountou must take in each instance (usually $1,000). Some employets d

even allow borrowing from 401k plans, and some have restrictions ortypeadf moneyou

can borrow against (i.e. employer match, profit sharing, etc.)

Let's see some examples:

Judy has a vested balance of $20,000 and wants to take the mabkianuamailableto her in her
401(k). This one's easy because, if you remember, a participant can borrow no more than 50% of
their vested balance.

In this case, the maximum that Judy can borrow is $10,000.

John has a vested balance of $230,000 and watdka@dhe maximum loan that is available to
him. This one's a little trickier. Remember that although you can borrow up to 50%rof you
vested balance, you are limited to a maximum of $50,000.

In this case, the maximum that John can borrow is $50,000.
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Jare has a vested balance of $125,000 and already has two loans outstanding which she has had
for a couple of years. Loan 1 has a current balance of $10,000, and loan 2 has a current balance
of $15,000. How much is available?

If you said $25,00@the maximun$50k minus the total outstanding of $25k), you are close, but
not exactly correct. Remember, the maximum of $50,000 is reduced by the highest cumulative
loan balance you've carried within the last 12 months.

Let's sayl2 months ago, Jane's two outstagdoans were valued at $32,000. You would then
simply subtract $32k from $50k to get the amount availdblthis case she would have
$18,000 available, not the $25,000 you may have initially thought.

As you can see, if you decide to go borrowing @ik plans, there are some restrictions set
forth by both the IRS as well as your employer. Talk to your employer or 401k provider to get
find out exactly how much is available to you.

TYPES OF 401(K) LOANS

Generally speaking, there are two typedoainsavailableto you in a 401k. They are called
general purposlansand principal residence loans.

As the name suggests, general purpose loans can be used for any old reason whatsoever; there
are no limitations for its use. If you need it to pay for hospitéd that you can't afford, you can

do it. If you need it to pay for your plane tickets to Hawaii, you can do that, too (though we do
adviseagainstthis).

Principal residence loans, on the other hand, can only be used toward the down payments and
closirg costs on a primary residence. You cannot use this loan type for remodeling your current
home, nor can you use it to purchase a second home or vacation home.

In the case of a principal residence loan it is not uncommon to have to provide proof to either
your benefits office or your 401k provider that you are using the money to purchase a primary
residence. If you do have to provide proof, you will probably need to provide them a copy of the
sales agreement andimortgage contract good faith estimate gined by both the buyer and

seller is also acceptable documentation, though not by itself. It should be accompanied by a sales
agreement. Check with your employer since acceptable documentation will vary by plan.

As you can see, with two types of loans &fae in your 401k, there isn't much to research.
Your best bet is to keep all loans outstanding for as little time as possible if you absolutely must
take one.

There are plans that do allon401(k) loansfor very specific reasons; most likely hardship reasons.
Hardship reasons, per the IRS, include: Purchase of primary residence (which would be covered
NOTE: undera principal residence loan if available), prevention of eviction or foreclosure from primary

Page 3of 7
©2008, Guideto-RetirementPlans.cong All rights reserved




401(k)Loans Tutorial | 2008

residence, expenses related to pesecondary education (tuition and books, but generally not room and
board), and medical expenses NOT covered by insurance. Some plans may also allow additional types that
cover expenses related to the damage of a primary residce from natural disasters (created in response to
Hurricane Katrina), and funeral expenses.

401(K) LOAN REPAYMENTS

If you do borrow against your 401(k), you will need to understand the 401(k) loan repayment
process. The amount of time in which you have pay a loan back will vary depending on the
type of loan you get. There are generally two types of loans: general purpose, and principal
residence.

If you take a general purpose loan, expect to have the 401k loan repayment last no more than 5
years fom when you take it out. This is a hard and fastdruleere are no exceptions to this. The

IRS has set very strict rules regarding this. Since the average person changes jobs every few
years, there is a distinct possibility that you will move to anotitemjithin that 5 year period

and be required to pay the loan back in full or face a default. Be careful. (okay, so there are some
exceptions, especially if you are oteave of #sence

Principal residence loans have much longer repayment terms. Many principal residence loans
can be taken out for up to 30 years; the same length as a mortgage. This is an incredibly long
time, please refrain from doing this! Not only are your ckearaf defaulting the loan much
greater (you donét expect to be working for
will simply kill the return on your 401kivestmentsPlease reviewur article on why loans are

badto see the #effects of taking loans out, especially for this length of time.

If you can't adhere to the 401k loan repayment policy, or you separate from service and can't pay
the loan back immediately, th@an will bedefaultedor deemed, and you witlay taxesn the
default as ordinary income.

When requesting the loan you can generally choose any length of time that yoo aske the

loan outstanding, within the specified limits of the plan. Keep in mind that some plans limit the
increments in which the loan can be taken. For example, a plan may allow you to take the loan
for any period of time in monthly increments; otheray require 6 month increments, or even
yearly increments. You'll need to talk with your benefits office or plan provider for details.

Before you take a loan, you should always ask yourself if you think you will still be working for
the same company whil@u are still repaying your loan. Or, you should ask yourself if you will
be able to pay it back if yodo leave. If the answer is no, then taking a 401k loan is probably not
a good idea.
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LEAVE OF ABSENCE AND THE AFFECT ON LOAN REPAYMENTS

You work very had. And sometimes you need to take a break from work in order to recharge
yourself. Other times your health, or the health of a loved one may force you to take a break
from work.

Taking a leave of absence (LOA) is fairly commonplace nowadays, but it etistes a difficult
decision to make. You have a laundry list of things you need to consider before going on leave,
but if you have &01(k) loan make sure to add that to the list as well.

There's good news and there's bad news. The good news is tlainypoastpone making

payments to youlbanfor 12 months while you are on leave without facing the possibility of

your loan defaulting and becoming a taxable event. If you choose, you can even arrange to make
payments on your loan while you are out in ordestay current. Work with your benefits office

to determine best repayment method.

The bad news is that when you return from leave, or when 12 months have gone by (whichever
comes first) you have to play catch up. Since the loan still must be repidid éyd date you

chose when you took the loan out, you will either need to make a lump sum payment to become
current, or your loan must be-agnortized to maintain the same payoff date.

A re-amortization is generally the more common option since you migthbe able to afford to
make a lump sum paymeiespecially if you were out of work for 12 months. Although this is
stating the obvious, remember that when your loan-#&wertized, your payments will increase
substantially. There isnt much you canatmut this. The increased payments are required in
order to maintain a consistent payoff date.

If your original loan payoff date comes due while you are on leave, you must pay the whole
thing off then. You cannot wait until the end of your 12 month pdoadake the payment. If

you fail to do this, your loan will default and be treated as a taxable distribution to you in that
year, and you will likely owe a 10% penalty, too.

Military Leave of Absence

There is one general exception to the above rulgsulfvent on a leave of absence for military
reasons, you can postpone making repayments for the entire time you are on leave, not just the
standard 12 month maximum.

When you return to work, your payments will begin again and continue from the poin¢they |
off. The biggest thing to note is that usually any accrued interest will be tacked on to the
outstanding loan balance, making payments slightly higher.

You can avoid this by continuing to make payments while you are on leave if that is something
that s feasible, but it is certainly not required. The upside is that your loan will not have to be
reamortized to account for the fAmissedo repay
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INTERESTRATESAND FEES

Understandingt01(k) loaninterest as well as the fees you will be paying shoulddre@al part

of your decision as to whether or not you are going to take a loan from your 401k. You want to
know this information much the same way as you would want to know the rates and fees from a
bank.

Yes, on a 401k loan you do pay interest. But the upside here is that you do not pay the interest to
your bank or even your 401k provider. Rather, you pay the interest back into your own account
all of it. This is certainly an advantage over taking a libam a bank (at least on the surface).

The 401kloan interestate you pay varies from plan to plan, but it is quite common for plans to
charge 1% over the federal prime rate. So, if prime is sitting at 6%, youinteaest ratevill be
7%.

We've alsaseen plans that charge a flat percentage regardless of what the prime rate is. And
these plans usually set the rates fairly higtometimes 9% or 10%. These plans reason that they
set the rates so high so the loan has less of a negative impact onithigapartince they are

paying themselves back so much more than at the usually lower rates. There is no right or wrong
when it comes to interest rates. The plan is simply required to justify its decision if the need ever
arises.

Feesare a slightly diffeent story. Any fees that you are required to pay for taking a loan usually
go to the 401k provider for the cost to administer the loan, not back into your account. Sorry!

There are generally two types of fees that must be p#@nassuance feand amannual
administrative fee. The costs of these fees vary greatly from plan to plan. Each can cost
anywhere from a few dollars to a hundred dollars.

As a plan participant, the amount you pay in fees depends on a)how much the 401k provider
charges for the titself, and b)whether your employer helps pay for any of it or not.

Il n some cases your employer might pick up the
have to pay any fees. Other employers may pick up only a portion of it, or none at all.

Consider everythinglO1k loan interest and feéefore forging ahead and digging into your
retirement accourfor some extra money. A little thought goes a long way!

LOAN DEFAULT RISK

Being the "victim" of a 401k() loan default is not fun. Let's talk alwlat that really means to
you so there are no surprises come tax time when the IRS is knocking on your day and asking for
their money.

Unfortunately, jobs are not always secure and if you have a loan outstanding, the risk of a 401k
loan default is greatrou might be asked to leave, or you might find a better offer someplace
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else and you end up leaving before you ever thought you would. This happens all the time. It's
not the end of the world. Life is unpredictable, so it's very difficult to plan fory&utshould at
leastpreparefor it.

If you leave service from your employer you should make every effort to repay any outstanding
loan balance you have. As a matter of fact, when you take out a 401k loan, you should always try
to build a fsneneywso you @an paypthelloandoff io full if there is ever a need to.
Avoiding a 401k loan default should be top priority.

Generally, you are given only 90 days from when you leave service to repay your fiohn in

(you probably won't be able to makerie payments, but you should check just in case). You

will be required to repay the loan earlier than 90 days if you decide to distribute the account and
roll the money over to another retirement vehicle before your 90 days are up.

If you don't repay yor loan after separation of service, the outstanding balance will be in default
and treated as a taxable distribution to you in the year in which it occurs (this is because you've
never paid taxes on the money before). You will receive a-FOffim to indude with your

income tax returns, and you may be required to pay Uncle Same a 10% early withdrawal penalty
as well.

This is ahorrible deal. Not only have you now lost the opportunity for that money to work for
you in the form of compounding interest,ue also paid taxes and penalties on it now, too. Not
to mention that you have just sha@hianged yourself in retirement funds.

Be careful!

Page 7 of 7
©2008, Guideto-RetirementPlans.cong All rights reserved




