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LOANS FROM QUALIFIED PLANS

Structuring Loans From Qualified Plans : How to
Handle the Strict Tax Rules

By Joseph R. Pozzuolo, Attorney, Pozzuolo & Perkiss, P.C.,
Philadelphia, Pennsylvania, specializing in tax, estate, corporate,

and pension law

Introduction
.1 Employer-sponsored qualified retirement plans are still an important
employee benefit. Loans from these plans can be a source of liquid funds
for participants, especially when alternative sources of cash are either
unavailable or subject to delays, points, or higher interest charges . For
many participants, loans are the only way to obtain use of vested benefits
or accounts before retirement or some other distribution event Moreover,
non-key participants of retirement plans who receive loans secured by
qualifying mortgages are entitled to an income tax deduction for interest
paid on the loan, while the interest they pay is received by the plan tax-
free. But interest is not deductible to the extent that the loan is secured
by a participant's elective pretax contributions under a 401(k) plan or
made to a key employee .

To counsel clients effectively on the use of these loans, practitioners
must have a grasp of the strict rules that must be adhered to in the
structuring of loans and the inclusion of provisions in plan documents .

Employees can still obtain loans from qualified corporate pension or
profit-sharing plans, provided (1) they are participants of the plan; and
(2) the plan expressly authorizes loans to participants or their beneficiaries . [

Loans from corporate plans to participants and their beneficiaries that
meet certain statutory requirements 2 may be tax-free . These loans are
exceptions to the general rule that treats loans as distributions .3 (Distribu-
tions to participants are generally subject to ordinary income tax and a
10% early distribution penalty, if the distributions are made before the
recipient reaches age 59%2 and are not otherwise excepted .) To avoid
being treated as taxable distributions, however, loans from qualified plans
must meet the rigid requirements imposed by the Code and Regulations .

Prohibited Transaction Rules
.2 A prohibited transaction is a transaction between the qualified retire-
ment plan and a party in interest or disqualified person that is specifically
prohibited by the Code .
3 Party in interest. A party in interest is any of the following :

1 . A fiduciary, counsel, or employee of the plan .
2 . A person providing services to the plan .
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¶301.3 RETIREMENT PLANNING

3 . The employer of any employees covered by the plan .
4 . An owner, direct or indirect, of 50% or more of the employer or

employee organization whose members are covered under the plan .
5 . A spouse, ancestor, lineal descendant, or spouse of a lineal descendant

of anyone in the above categories .
6. An employee organization that has members covered by the plan .
7 . A corporation, partnership, trust, or estate where 50% or more of

the control is held, directly or indirectly, by persons in the above
categories .

8 . An employee, officer, director, or 10%-or-more shareholder of any
one in category (2), (3), (6), or (7) above .

9 . A 10%-or-more partner or joint venturer of any one in (2), (3), (4),
(6), or (7) above .

Generally, all parties in interest are disqualified persons except for
counsel to the plan, employees of the pension plan, and employees of
the employer maintaining the plan. Employees who earn at least 10% of
the total yearly wages of an employer, however, are also disqualified
persons .

.4 Penalty tax. Generally, the lending of money or extension of credit
between a qualified retirement plan and a party in interest or disqualified
person is a prohibited transaction subject to a penalty tax of 10% of the
amount involved in each prohibited transaction for each year from the
time the transaction occurs until (1) it is corrected, (2) a deficiency notice
is mailed, or (3) the date on which the tax is assessed, whichever is
earliest. 6

All disqualified persons who participate in the prohibited transaction
(other than a fiduciary acting only as such) are liable individually and
together for the full tax .

If the transaction is not corrected within the tax period, an additional
tax of 100% of the amount involved is imposed. The tax period begins
on the date the prohibited transaction occurs and ends on the date the
transaction is corrected or the date of a mailing of a notice of deficiency
with respect to the tax or the date on which the tax is assessed .' Furthermore,
failure to file the required Form 5530 for a prohibited transaction can
subject a taxpayer to an additional penalty .'

Also, an act of self-dealing involving the use of money may be treated
as giving rise to multiple acts-one on the day the transaction occurs
and separate ones on the first day of each tax year within the period and
thus, to multiple, pyramiding penalties . t o

Moreover, if a loan from a qualified retirement plan does not follow
the strict de minimis exception requirements for loans to plan participants
3012
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or beneficiaries, it is treated as a taxable distribution . Additionally, such
a taxable distribution may be subject to the 10% additional tax on early
distributions under IRC §72(t)" and a 15% excise tax imposed on excess
distributions under IRC §4980A(a) .

A specific ERISA exemption is allowed from the broad prohibited
transactions rules for loans available to all plan participants or beneficiaries
other than sole proprietors, partners owning more than 10% of either the
capital interest or the profit interest in such partnership, or their spouses
and certain other relatives or more-than-5% shareholder/employees of S
corporations under certain circumstances." An individual, however, may
apply to the Department of Labor for an administrative exemption from
the prohibited transaction under ERISA §408(d) .

Plan participants and beneficiaries may receive loans from a qualified
retirement plan and be exempted from the prohibited transaction penalties
provided the following conditions specified in IRC §4975(d)(1) are met :

1 . Loans made by the plan are available to all participants and beneficia-
ries of deceased participants on a reasonably equivalent basis .

2 . Loans are not made available to highly compensated employees in an
amount greater than the amounts made available to other employees .

3 . Loans are made in accordance with specific plan provisions regarding
such loans .

4. The loans bear reasonable rates of interest .
5 . The loans are adequately secured .

This loan exemption from the prohibited transaction rules, however, is
not an exemption from the other fiduciary standards of ERISA . Thus,
loans may be made only if they are otherwise a prudent investment of
plan funds and do not destroy the diversified nature of the fund's invest-
ments. Further, there is no exemption from the rules regarding plan
qualification. For example, a plan may not be established and all of the
assets immediately loaned to participants . This type of activity is a violation
of the exclusive-benefit rule of IRC §401(a) .

De Minimis Requirements

.5 Within limits, rank-and-file employees can obtain tax-free loans from
their retirement plans .

.6 Dollar caps. IRC §72(p)(2)(A) expressly provides for tax-free loans
to participants in qualified corporate and Keogh retirement plans, other
than sole proprietors, owner-employees, or more than 5% shareholders/
employees of S corporations, if the outstanding balance of loans to the
participant are not in excess of the lesser of the folowing :
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¶301.6 RETIREMENT PLANNING

• $50,000, reduced by the principal amount paid on any outstanding
loan during the one-year period immediately preceding the date the
loan is made .

• The greater of $10,000 or one-half of the participant's vested accrued
benefit under the plan, 13 determined without regard to any accumulated
deductible employee contributions as defined by the Code ."

Loans equal to or less than the above limit fall within the "de minimis"
exception to the general rule characterizing loans as taxable distributions .
Loans in excess of this limit are treated as taxable distributions .

.7 Repayment terms . The de minimis exception applies only to loans
that, by their terms, are either (1) repayable within five years ; 15 or (2)
used to acquire, within a reasonable time, determined at the time the loan
is made, a principal residence for the participant .' 6

If the loan agreement is silent as to the terms of repayment, the loan
will be recharacterized by the IRS as an immediately taxable distribution ."
Moreover, extension of the time for repayment of a five-year loan violates
the five-year rule, causing the outstanding balance on the date of the
extensions to be taxed as a distribution ."

All loans from qualified plans must be amortized in level amounts,
with payments of both principal and interest at least quarterly . 19

Although the Code does not expressly require any specific term for
repayment of loans used for principal residences, the lending agreements,
promissory note, and mortgage documents for such loans should, of course,
provide specific terms for repayment . The terms should be similar to those
offered by commercial lending institutions for similar residential mortgage
loans. Evidence of the rates offered by commercial mortgage lenders
should be retained by the plan administrator as backup documentation .
Also the Regulations require, as a pre-condition to the qualification of all
plans, that plans contain a definite formula for the distribution of benefits 20
Therefore, if there is an unspoken understanding that the loan is not to
be repaid, or if there is no legitimate debtor-creditor relationship, the IRS
could disqualify the plan for violating the "definite formula for distribu-
tion" requirement21 and treat the loan as a taxable distribution .

As further evidence that loans are in fact loans and not withdrawals,
the plan administrator should require the employee to submit a loan
application that describes in detail the intended use for the loan and the
credit standing of the applicant . This statement describing the intended
use of the loan also serves as evidence that the purpose of the loan
required a repayment term of five years or less . If possible, the plan
administrator should also include a provision in the debt instruments
providing for repayment through payroll deductions .
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Interest Rates

.8 To satisfy the prohibited transaction rules of the Code, 22 loans from
qualified plans must bear a reasonable rate of interest, determined under
market conditions at the time of the loan.23 If a loan is made at less than
the market rate of interest, the plan administrator may violate his or her
fiduciary requirements under ERISA . 24

With a defined contribution plan, such as a money purchase pension
plan or profit sharing plan, a breach occurs because a loan may not be
a prudent plan investment . Under ordinary loan provisions, the participant
borrows money from the plan's general assets and provides the plan trustee
with a promissory note . The recipient's vested account serves as collateral .
The note becomes an asset of the plan . If the note does not bear an
adequate rate of interest, it is not a prudent plan investment . The plan
administrator will have breached his or her duty to the plan participants
as a whole to earn a reasonable rate of interest for them on the plan
assets. Under ERISA §409, a breach of the fiduciary duty by a plan
administrator subjects the plan administrator to personal liability for the
losses caused by the breach and the loan recipient may have to pay an
excise tax . 25

OBSERVATION: To ensure that earnings on loans to participants
are substantially equal to the market rate, plan administrators may
want to require that loans bear a variable rate of interest tied to the
prime rate. This would enable the plan administrator to conform the
interest earned on loans from the plan to the market rate at certain
times of the year .

This also would avoid violations of Department of Labor regulations
issued in July 1989, which require all loans from qualified plans to bear
interest commensurate with the interest rates charged by persons in the
business of lending money for loans made under similar circumstances .26

Deductibility of Interest

.9 The deductibility of interest paid by a loan recipient to a qualified
plan is, of course, determined by how the proceeds are used . To the extent
the interest is personal interest, it is not deductible . Interest on loans
secured by mortgages on first and second homes is generally still deductible,
provided the loan is not to a key employee or secured with elective
deferrals under a qualified cash-or-deferred arrangement or a tax-sheltered
annuity . 27

OBSERVATION: Notwithstanding the strict rules that apply and
the loss of the personal interest deduction, borrowing from a qualified
plan is almost always the cheapest and quickest source of cash. In
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a closely held corporate framework, the loan recipient, in effect,
receives the benefit of the interest payments . In addition, borrowing
from commercial lending institutions will usually involve a higher
rate of interest, processing delays, and points or upfront fees that are
not incurred when borrowing from a qualified plan .

OBSERVATION: Should a defined contribution plan allow each
participant to invest his or her account balance and if the borrower
is a "non-key employee," the plan and the borrower's account will
be receiving the interest tax-free, 28 which makes charging a higher
rate of interest advantageous .

Nondiscrimination

.10 The prohibited transaction rules also contain two nondiscrimination
provisions :

•

	

Loans must not be made available on a basis that discriminates in
favor of highly compensated employees 29

•

	

All loans must be adequately secured .3o

Loans from qualified plans cannot be secured by more than 50% of a
participant's vested accrued account or benefit of the participant on whose
behalf the loan is made without violating the Code's prohibition of
assignment or alienation of benefits . 3 ' Loans, however, should also be
secured by the borrower's execution of apromissory note in favor of the
plan, providing for a definite repayment schedule-preferably through
payroll deductions-and the immediate repayment of any unpaid balance
on termination of employment . '

Security

.11 Because loans to participants may exceed the recipient's account
balance (that is, if less than $10,000) and because retirement plans are
often an important part of a participant's estate plan, plan administrators
or loan recipients, or both, may want to require, as a condition of the
loan, the acquisition of decreasing term life insurance during the period
of repayment .

Miscellaneous Rules

.12 All plans of one employer and all plans of separate employers that
are considered under common control or members of a controlled or
affiliated service group under IRC §414(b), (c), or (m) are treated as a
single plan for purposes of the "de minimis" provisions ." Also, it may
be necessary for loans for personal, family, household, and agricultural
purposes of up to $25,000 to meet the requirements of the Truth-In-Lending
Act, which requires disclosure of basic credit information, including the
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dollar amounts and annual percentage rate of the finance charge on loans
from qualified retirement plans, and information regarding the procedure
for repayment. Also, the participant must be given a notice permitting
rescission of the loan agreement within a specified period (usually three
business days) .

Under IRC §417, married participants in qualified pension plans must
receive their benefit payments in the form of a joint-and-survivor annuity
in the absence of a valid waiver . This rule is subject to an exception,
contained in IRC §417(e), that allows the plan to distribute to the partici-
pants the present value of any joint and survivor annuity as long as it is
not in excess of $3,500 . IRC §417 prohibits plan distributions of the
present value of joint and survivor annuities in excess of $3,500 unless
both the plan participant and spouse consent to the distribution .

The spousal consent requirement extends to loans from qualified plans
if, by the terms of the plan or loan documents, the loan is secured by
part of an accrued benefit. 33 It is essential that the plan obtain the consent
of a current spouse at the time of a loan secured by some portion of the
participant's accrued benefit if IRC §401(a)(11) applies to the participant .

Plan Provisions

.13 Any qualified plan that provides loans to participants should (1)
contain language that provides for loans, but only in compliance with the
rules discussed above; (2) require a participant to submit an application,
on a form provided by the plan, that identifies the purpose of the loan
and the intended term for repayment ; (3) require execution by the loan
recipient of a promissory note in favor of the plan that provides for the
market rate of interest, definite repayment terms (preferably through payroll
deductions), immediate repayment on termination of the recipient's employ-
ment, and a specific term for repayment conforming to the repayment
requirements of IRC §72(p) .

Qualified profit-sharing plans may provide that if a participant fails to
make a timely repayment of a loan, the loan may be characterized as a
hardship withdrawal if the loan was used for (1) educational expenses for
undergraduate education for the participant or for his or her dependents ;
(2) medical expenses (to the extent not otherwise reimbursed under medical
care programs) incurred by the participant or his or her dependents ; or
(3) expenses for the purchase of or major alterations to a principal
residence . 34

In addition, the plan may provide that if a participant defaults in
repayment, foreclosure will not occur until a distributable event (for
example, death, termination, or retirement) .
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