Retirement plan loans: pros and cons

In Shakespeare@amlet, PoloniuscounselsONeithema borrower,nor a lenderbe.C8age
advicewhenconsideringa loanfrom a 401(k)or othercompanyretirementplanNespecially
consideringthe fact thatwith thesekinds of loansyou areactuallyboth borrowerandlender,
makingyour decisiontwice aswrong from Polonius@oint of view.

And, in mostcasesyou neverwould considerwithdrawing fundsfrom your company
retirementplanaccount.After all, the whole purposeof makingcontributionsis to watch
your moneygrow continuouslyuntil you reachretirement.If you leaveyour moneywhereit
is, themorethatyou havegrowing tax deferredthe biggerthereward.

Still, accordingto recentstatistics,somewhereébetweenl7% and20% of participants
eligible for a planloan haveobtainedone.

Overview

If you areconsideringa loan from your retirementplan, thefirst stepis to find out the details
of your companyplanO#an requirementsHere, we highlight the featuresthat mostplan
loanshavein common.

Loan size. Generally,plan participantsare permittedto borrow 50% of their account
balance up to a maximumof $50,000.

Repayment. In mostcases/ou arerequiredto repaytheloanin 60 equalmonthly
installmentswithin a five-yearperiod. (Exception:A longerrepaymengperiod may be
permittedwhenloan proceedsare usedto obtaina mortgagdor a primaryresidence.)

Most companiegrovidefor loanrepaymenthroughpayroll deductions However,your loan
may berepaidatanytime.

Interest. Theinterestthatyou will payon yourloanis determinedvhenyou receive
theloan. Interestratesvary plan by planbut usually areexpressedn termsof the prime
rateNOprimeplus one,Gor example.

Minimums. Almost always,a minimum loanamountis establishedy theplan. A

commonminimum is $1,000.

Positives and negatives

But thereis a certainappealto borrowingfrom your retirementplan account.First, you are
makinginterestandprincipal paymentgo yourself. And planloanscertainlyareconvenient
and relativelyeasyto obtainquickly. ThereOksspaperworkthanthetypical loan
application.



Ontheotherhand,your accountmight not continueto grow asyou would like it to.
The interesthatyou pay may be lessthanthe returnthatyou could earnby choosingother
plan investments.

But thereally badnewscomesif you donOtepaytheloan accordingto plan
requirementsThe unpaidportion of your loanwill be consideredataxabledistributionfrom
your account.triggeringanincometax liability and,if you areunderage59 1/2, anadditional
10% OearlydistributionGpenalty.

Another choice: hardship withdrawals

Most plansoffer participantsanotherchoiceif they wantto tap their retirementaccount:a
hardship withdrawal. ItOsa pathlessfrequentlytraveled. Why?

First, theamountthatyou withdraw is subjectto incometax and,usually,a 10%
penaltyaswell.

Secondhardshipwithdrawalsare not easyto obtain. You mustbe ableto establish
thatyou havean Oimmediateand heavyfinancial need@or fundsfor: (1) medicalexpenses
not coveredy insurancej2) the purchaseof a principalresidence(3) postsecondaryuition;
or (4) avoidingeviction. (Someplansmay include additionalneedssuchasfuneralandchild
supportexpenses.)

Third, you mustshowthatthereareno otherresourcesvailableto meetyour
expensesincluding aloan from the companyplan.

Four,onceyou takea hardshipvithdrawal, you arebarredfrom participationin your
companyplanfor atleast12 months.

Alternatives?

In sum,you shouldconsiderall your alternativesheforechoosingto borrow from the
companyplan.If you area homeownemith significantequity in your home,explorea home
equityloan. Theremay be a bonuswith this kind of loan: Theloaninterest,within certain

limits, may be tax deductible.
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