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How Do 401(k) Loans Work?
Most 401(k) plans allow you to borrow from your funds, but there are risks associated with these loans.
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Think twice about cutting into your retirement funds. (Getty Images)
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When you face a �nancial need such as a major home repair, a college tuition bill or an overload of credit card debt, it can be tempting to
tap into your 401(k). You may think borrowing your own money could be less dangerous than owing money to someone else.
Unfortunately, 401(k) loans can create both short- and long-term �nancial hazards.

Missing out on long-term appreciation can damage your retirement prospects
(https://money.usnews.com/money/retirement/401ks/articles/your-guide-to-retirement-planning). Short-term, you could trigger tax
consequences if you don't repay your loan according to the rules. Worse, if you leave your job with an unpaid 401(k) loan, your repayment
schedule is moved up dramatically.

"While it's possible under some circumstances to take out a 401(k) loan with minimal impact, our research has found that if you take out
one loan, you're more likely to take out another," says Katie Taylor, vice president of thought leadership for Fidelity Investments in
Smith�eld, Rhode Island. "You're also more likely to decrease your retirement contributions while you're repaying the loan. It's the
behavior that follows taking the loan that can erode your retirement savings." 

401(k) Loan Details
 
Technically, a 401(k) loan isn't a loan, since the only lender involved is you. You're accessing your retirement funds early and then
replacing them – with interest – to replenish your savings.

The IRS and your employer set the rules for borrowing from your 401(k). Companies are not required to offer 401(k) loans, although
Taylor says the vast majority do.

IRS rules set a maximum loan amount of 50 percent of your vested balance or $50,000, whichever is less. In other words, if you have
$40,000 in your 401(k), you can borrow a maximum of $20,000. However, those with a vested balance less than $20,000 are allowed to
borrow up to $10,000.

[Read: The Best Personal Loans of 2018 (https://loans.usnews.com/personal).]

Your vested amount includes your personal contributions to your retirement account and the amount of your company match you could
access if you left the company today, says Taylor. For example, if your company requires you to stay six years to be fully vested and you
left after three years of employment, your 401(k) balance would be limited to your contributions unless the company prorates your
vesting, in which case you would have a portion of the company match.
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The IRS requires 401(k) loans to be repaid within �ve years, with a payment plan established at the time you borrow the money. However,
repayment can be extended to 15 years, according to your employer's plan, if the loan was taken out to purchase a house.

RELATED CONTENT
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While the IRS requires that payments be made at least quarterly, 401(k) plan administrators can establish their own rules. Most people
repay the loan with payroll deductions. There are no prepayment penalties on 401(k) loans.

Your contributions to a 401(k) are made with pretax dollars, but your payroll deductions for a loan repayment are made with after-tax
dollars.

Unlike other types of borrowing, you aren't subject to a credit check since you are tapping into your own assets. Most plan administrators
set a low interest rate for repayment that is not based on your creditworthiness, typically the prime rate or the prime rate plus 1 percent,
says Taylor. In addition, 401(k) plan administrators typically set fees for loans, including origination, administration or maintenance fees,
or a combination of fees.
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Although IRS rules allow more than one 401(k) loan at a time as long as the combined balance doesn't exceed the maximum, most plans
allow you to take out another loan only after the �rst loan has been repaid. Taylor says 70 percent of plan sponsors require borrowers to
have only one loan at once.

Hardship Distribution or Loan
 
The IRS also allows the option of a hardship withdrawal from your 401(k) that does not need to be repaid, but you must be able to prove
that you need money for a speci�c purpose as de�ned by the IRS or your employer's plan. While you don't need to repay the money, it will
be treated as income, so you'll pay income taxes on the withdrawal, says Elijah Kovar, a �nancial advisor and founding partner of Great
Waters Financial in Rich�eld, Minnesota.

"You're losing the tax-deferred status of the money when you take a hardship distribution," says Kovar. "You won't be able to pay it back,
either, since you'll be limited to your annual contribution to your retirement account."

The IRS prohibits people from contributing to their 401(k) for six months after taking out a hardship distribution, which further erodes the
balance of the account. If you're younger than 59 1/2, you may be subject to a 10 percent tax penalty for an early distribution, according
to the IRS.

"Some of the typical reasons for a hardship withdrawal are medical expenses, to avoid eviction or foreclosure, to purchase a house or for
tuition-related expenses," says Kovar.

[Read: The Best Bad Credit Personal Loans (https://loans.usnews.com/bad-credit).]

A hardship distribution must be approved by your employer, and you'll have to prove that you don't have other assets available for the
expense. 

[RELATED: 401(k) Mistakes to Avoid (https://money.usnews.com/money/retirement/401ks/articles/401k-mistakes-to-avoid)]
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