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primary residence, the term is usually 10 to
15years.

401 (k) Loans:
Borrowing

How Much Can I Borrow?
50% of vested
Less than $100,000
balance

from Your Future

Greater than $100,000

$50,000

If you need funds to cover an unexpected expense, taking a loan from your 401(k) account
may sound appealing. Although many retirement
plans offer these loans, borrowing from your 401
(k) comes with unique risks and costs that can
seriously compromise your long-term retirement
savings. If you’re considering a 401(k) loan, it’s
critical to weigh the pros and cons.

Pros and cons of 401(k) loans
401(k) loans do have some attractive features
that may make them a viable option, depending
on your situation. For example:
•

They’re relatively cheap and easy to obtain.
(You’re essentially borrowing from yourself
and paying yourself back with interest.)

401(k) loan basic
Taking a loan from your 401(k) is essentially borrowing from your future to finance other goals
today. To avoid dipping into your retirement account, it’s wise to have enough cash saved in an
emergency fund to cover at least three months of
living expenses. (Ideally, your emergency fund
should cover six months of expenses.) If you
don’t have any cash reserves, it makes sense to
explore other alternatives—such as credit cards
or bank lines of credit—before tapping into your
retirement funds.

•

The interest rate is determined by the plan
but is usually based on the prime rate, plus 1
or 2 percent.

•

There are no restrictions on the amount
you’re eligible to borrow (within the maximum
loan limit) or what you may borrow the money for.

•

There are no credit checks, and paperwork is
usually minimal.

•

Payments are typically deducted from your
payroll checks automatically.

•

You can choose which plan investments to sell
in order to make cash available for your loan.

But if borrowing from your 401(k) is your only
option in a financial emergency, it’s important to
understand how these loans work:

•

•

•

You can borrow as much as half of your vested account balance, up to a maximum of
$50,000, assuming you have no outstanding
loans in the previous 12 months.
If you’ve taken another 401(k) loan in the last
12-month period, you will be limited to 50
percent of your vested account balance, or
$50,000, minus the outstanding loan balance
in the preceding 12-month period—whichever
is less.
Most loans must be paid back over a 5-year
period, but if you use the loan to purchase a

Unfortunately, the downsides of 401(k) loans often outweigh these advantages:
•

If you default on your loan, the unpaid portion
will be treated as an age-based distribution,
subject to ordinary income tax, as well as a
10-percent early withdrawal penalty for those
under age 59½.

•

If you lose your job or leave the company,
your plan may require full repayment of the
loan within 60 days. If you cannot repay the
loan, it will be considered defaulted.
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•

There’s no flexibility to change the loan repayment terms.

•

You pay interest on the loan with after-tax
dollars, and that money will be taxed again
when you begin taking distributions in retirement.

•

In order to make your loan payments, you will
likely reduce the amount you contribute to
your 401(k), diminishing your long-term retirement savings.

•

By pulling money out of your account, you
reduce the valuable benefits of compounding
interest.

A note on taxes
As mentioned above, interest payments on a 401
(k) loan are not tax-deductible. Unlike pretax 401
(k) deferrals, which reduce your taxable income,
the interest you owe on your plan loan is paid
back to your 401(k) with after-tax dollars. Since
you will be taxed again on that money when you
withdraw it in retirement, it is technically taxed
twice. Even though this cost may be relatively
minor, it’s another factor to consider.
A plan of last resort
Before you tap into your 401(k), be sure to ask
yourself the following questions:
•

Are you facing a true financial emergency?

•

Have you explored all of your available credit
options, including home equity loans?

•

IRS Benefit Plan Limits for 2020
On November 6, 2019, the Internal Revenue Service released Notice 2019-59, announcing cost-of
-living adjustments that affect contribution limits
for retirement plans and retirement accounts in
2020. The list below, although not exhaustive,
highlights key changes that retirement plan sponsors should be aware of, as well as some limitations that remain unchanged from 2019.
The table below displays the 2019 and 2020 limits for a host of tax breaks:

401(k) Plan Limits for 2020
401(k) Elective Deferral Limit1

Are you prepared to take responsibility for
how much you borrow and pay back, without
a credit check or the oversight of a bank?

•

Have you considered the potential impact on
your tax liability if you borrow more than you
can afford and default on your loan payments?

Over time, borrowing from your 401(k) can disrupt your financial well-being. All too often, people use 401(k) accounts as a personal slush fund
while disregarding the long-term consequences.
Although taking out a 401(k) loan may make
sense in some circumstances, it’s essential to
consider all of your options to ensure that you’re
not shortchanging your future.

2020 Limit

$19,000

$19,500

$6,000

$6,500

$56,000

$57,000

Compensation Limit3

$280,000

$285,000

Highly Compensated Employee Income Limit

$125,000

$130,000

Key Employee Officer Limit

$180,000

$185,000

IRA and Roth Limits
IRA and Roth Contribution
Limit

$6,000

$6,000

$1,000

$1,000

Catch-Up Contribution2
Defined Contribution Dollar
Limit

Do you plan to stay at your job for the next
several years and feel that your employment
is secure?

•

2019 Limit

Catch-Up Contribution2

1

Employee deferrals to all 401(k) and 403(b) plans must be aggregated for purposes of this limit.
2

Contributors must be age 50 or older during the calendar year.

3

All compensation from a single employer (including all members
of a controlled group) must be aggregated for purposes of this
limit.
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