Case Study—Retirement Accounts
Borrowing from a 401(k) plan can prove to be an option some clients are reluctant to consider even if the circumstances require that a loan otherwise be obtained from an outside source.  Others, however, may wish to consider the option in order to finance a major purchase or cover unforeseen emergency expenses—and there are pros and cons that these taxpayers should be apprised of before making the decision to borrow.

Your clients, Ted and Ellen, are a couple in their early 40s who are considering taking out a loan from their 401(k) in order to finance the down payment on their new home.  Unfortunately, Ted and Ellen have not yet sold their current home, but have already chosen their new home and want to ensure that they will not lose that home to another buyer.  They would like to take a $30,000 loan from Ted’s 401(k), which has grown to approximately $450,000 over the years.  

While a bank loan could be possible, they would like to receive the funds as soon as possible and are concerned about the impact on their credit scores.  Further, they feel that they will sell their current house quickly and think they will be able to repay the loan with the proceeds.  They have read that there are many potential downsides to borrowing against a 401(k), however, and would like you to help evaluate the advisability of the strategy.  How do you advise?
Expert Analysis Using Tax Facts Online
While 401(k) loans generally have a bad reputation, for a financially responsible individual who has a short-term need for additional funds, a 401(k) loan can provide an appealing option. 
Tax Facts Online can help taxpayers like Ted and Ellen who are considering the 401(k) plan loan option.  As discussed in Question 3848, a 401(k) plan is not required to provide for plan loans—and even if the plan does, the value of the loan cannot exceed (1) the greater of $10,000 or 50 percent of the account balance or (2) $50,000, whichever is less.  As a result, Ted’s 401(k) is large enough so that a $30,000 loan would be permissible if the plan itself allows for plan loans.  Importantly, however, Question 3852 explains that the full amount of the loan must be repaid in full within five years in order to avoid potential penalties.
Like Ted and Ellen, many individuals who take out 401(k) loans do so in order to finance a real estate investment.  The benefit of this strategy may be most apparent for taxpayers who are in Ted and Ellen’s situation, and are buying and selling homes at the same time—the 401(k) loan can be used as a bridge to pay expenses related to the new home until the proceeds from the sale of the old home are received—eliminating the necessity of obtaining additional bank financing.

For many taxpayers who have unforeseen expenses, or wish to finance a large purchase, a 401(k) loan may be attractive because no credit check is required (as would be with a traditional bank loan) and interest rates may be more favorable than other options.  Further, the loan will not impact  Ted and Ellen’s credit rating and can usually be obtained fairly quickly.  However, there may be disadvantages that should be carefully considered before Ted and Ellen settle on using the 401(k) loan option.

Importantly, they should consider their ability to repay the loan balance within a short time frame while continuing to make contributions to the 401(k).  Generally, the loan balance must be repaid within five years and payments must be made at least quarterly (special rules apply in the case of a 401(k) loan taken out to finance a principal residence).  Importantly, Ted and Ellen should consider how repaying the loan balance within five years might inhibit the ability to make further contributions to the plan—thus reducing the eventual overall account value at retirement—if their current home does not sell as quickly as anticipated.

One of the major objections to using a 401(k) loan to finance non-retirement expenses is the opportunity cost of the loan.  Because the funds are withdrawn from Ted’s 401(k), the available balance is reduced—as is the corresponding growth factor.  In a market upturn, Ted and Ellen could miss out on investment growth that would have otherwise increased the overall value of the 401(k).

Further, if Ted and Ellen miss a payment and cannot pay for 90 days or more, the money is taxed as a distribution and can be subject to the additional 10 percent penalty tax (because they are under age 59 ½).  If Ted leaves his job (or is fired), the loan must be repaid within 60 days in order to avoid taxes and penalties.
While a 401(k) plan loan may not be the perfect solution, for financially conscientious taxpayers like Ted and Ellen, it may provide a viable option in order to avoid incurring additional outside debt—if repayment can be accomplished quickly and responsibly.
Thumbs up/Thumbs down

What are your thoughts on:

1. The Internet access tax ban, set to expire October 15?
a. Bloink: The ban should be made permanent.  Imposing a tax on something as basic and desirable as widespread Internet access makes very little sense—we tax gasoline to promote conservation, we tax cigarettes to discourage their use, but in this digital age the burdens definitely outweigh the benefits of taxing Internet access. THUMBS DOWN
b. Byrnes: An Internet access tax is one of those taxes that would disproportionately burden lower income taxpayers and could result in an even wider gap between the well-off and the poor.  Access to the Internet is simply a necessity—not only is the Internet the go-to place for almost any information that a taxpayer could desire, it’s also the standard place to find jobs and career tools.  Imposing a tax on that access places an undue burden on lower income taxpayers who may already be at an educational disadvantage. THUMBS DOWN
2. The impact of the exemptions to the new DOL fiduciary standards?
a. Bloink: The objection is that the various exemptions gut the effectiveness of the fiduciary standards generally, but I don’t think this will be the case.  Even the best interests contract exemption, which would allow advisors to use existing fee structures if they enter an agreement with the client promising to act in that client’s best interests, still requires that the advisor act in the client’s best interests and disclose any conflicts of interest—which is the goal of the fiduciary rules themselves.  THUMBS UP
b. Byrnes:  Some of the exemptions are necessary.  For example, the exemption for advisors who provide general retirement education is necessary to ensure that everyday, middle class taxpayers still have access to retirement planning advice.  Exempting advisors who do not provide advice as to specific investments preserves that access.  I worry that some of the other exemptions could be manipulated to avoid application of the fiduciary standards, but that remains to be seen. THUMBS UP
3. The impact of the new Medicare income-based surcharge income brackets?
a. Bloink: The result of the new modifications is to catch more seniors in the top Medicare income brackets, where the highest surcharge rates apply.  These increases can catch seniors by surprise, but since they won’t become effective until 2018, there is still time to take steps to reduce income that is counted for these purposes in 2016 (2018 premium costs are based on 2016 income).  Apparently these increases were part of a larger compromise to improve the way that Medicare pays doctors—which could lead to an overall increase in the quality of healthcare for seniors. THUMBS UP
b. Byrnes: As Professor Bloink pointed out, there’s still time to plan—this means that seniors who are on the border between two income brackets can move money around to recognize less income in 2016 and beyond (say by buying an annuity to provide for income rather than taking higher IRA withdrawals).  As a result, this probably isn’t going to produce as much revenue as legislators might have anticipated. THUMBS UP
