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Are you considering a loan against your 401(k)-retirement account? If so, you need to stop and think about this in a few ways, and none are more important than what this type of loan will cost you. Yes, this will be a very short booklet but one filled with concepts that could save you tens of thousands of dollars over your working career. And help you avoid a decision that could lead to significantly less money for retirement. We will look at 401(k) loans and the laws and regulations behind them. Then we will compare a 401(k) loan to two more traditional bank loans. And finally, I am hoping you will see the reason why a 401(k) loan may not be the best route for you and what the ultimate costs are over the decades until you retire.
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Why I Wrote this Booklet
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I wrote this brief booklet to covey the importance of not taking a loan out against your retirement 401(k) or similar account. Yes, these loans are easy to obtain, but they do come with many potential hazards. These hazards can be immediate if you lose your jobs and having to instantly repay your loan to avoiding the loss of thousands of dollars when you take out such a loan against your retirement balance. I am hoping that this brief booklet sheds some light on the pitfalls of such a loan.

What makes me qualified to write such a book ask? I have over 20 years of experience in financial areas with the federal government covering a wide range of topics. And as far as my education, I hold a Master's of Financial Planning, a Master's in Accounting, and an MBA. Currently, I am pursuing a doctoral degree in Business Administration, so I am educated in the formal sense as well as having read countless books on finance and financial matters. All of this has allowed me to form a unique approach to investments that I think anyone can and will understand.

At the end of the booklet, I will explain how you will be able to gain access to my email newsletter and receive some free valuable gifts made available to those who purchase my books.
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What is a 401(k), and How Do the Loans Work?
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First, a 401(k) is a retirement plan that is administered for your employer by a plan administrator where you can defer the taxes on contributions you make to the plan. Then when you retire or reach age 59 ½, you are eligible to begin to make withdrawals from the plan and pay ordinary income taxes on these payments. In many instances, your employer will make a matching contribution to your account as a percentage of what you contributed in order to encourage employees to participate in the plan. The government developed the idea for these plans in the 1980s as a way for companies to diverge from traditionally defined benefit plans or pension to retirement plans that the employee is mainly responsible for or defined contribution plans. 

While there are technically two types of defined contribution plans your workplace may offer, we will be assuming that you are making contributions to a Traditional 401(k) plan and not a ROTH 401(k) plan. The reason is the traditional 401(k) is a tax-deferred plan which reduces your income tax in the year you contribute. Then you pay ordinary income taxes in retirement on the withdrawals you make. With a ROTH 401(k) account, you pay the taxes now and enjoy tax-free income in retirement, paying no taxes on the withdrawals. Now not all workplace plans will offer both types of 401(k)s, but if they offer a single 401(k) option, it will most likely be the Traditional plan.

And like what is offered in the plan for investments, the plan administrator either allows loans against your 401(k) balance or they will not. And yes, that means that not all plans allow you to take a loan against your 401(k) balance. Which if you bought this booklet, you are most likely considering which I hope to have changed your mind by the time you finish reading this booklet and go with a more traditional route.

But before we get into why you should not take out a loan against your retirement 401(k), we will look at how these destructive loans work and are set up. If your plan administration does allow for a 401(k) loan, you will be allowed to borrow 50% of the balance or up to $50,000 for a basic loan. You then must repay these loans within five years, or you will incur a 10% penalty for early withdrawal in addition to any taxes owed. If you take the loan out for the purposes of securing real estate, you will have to repay the loan within 15 years or face the same penalties and taxes. In both cases, you will borrow the funds from your own 401(k) balance and repay yourself with a small interest payment applied to your account.

So, what happens if you pay the loan back within the time frame? You are simply putting the money back into your account in addition to the small interest payment you made to yourself. And as I alluded to earlier, if you do not repay the loan within the established five or 15 years, you will be assessed a 10% penalty on the unpaid balance and owe ordinary income taxes as well on the unpaid balance. But what if you change jobs or lose your job while you have an outstanding 401(k) loan? Well, here, the answer is fairly simple but not necessarily unpainful. You will owe the full outstanding balance back to the plan administrator within 60 days or face the 10% penalty and any ordinary income taxes associated with the outstanding balance.

And as we will see soon, paying back the loan and facing penalties and taxes are not the only ways in which a 401(k) loan will cost you. There is the issue of double taxation and lost opportunity costs. But we will look at those aspects in the following section of this booklet. Now that you know the basics of 401(k) 's and how the loans work, let us now examine the costs of these loans.
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The True Cost of 401(k) Loans
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Now the fact that you can take a 401(k) loan out with no credit checks and at an extremely low-interest rate can make them appealing. And as just mentioned, the cost of losing or leaving your job can be severe to you as the borrower of such a loan. Depending on how much your outstanding loan balance is when you lose or the in the change your employment takes place, it can mean some serious outlays of cash for you at a time when you might least be able to handle it. On a large outstanding loan, a 10% penalty and the related ordinary income taxes can be thousands of dollars.  This may occur at a time when you may not be able to afford simply paying back the loan. Yes, you have 60 days to repay the loan, but that does not always mean you will financially able to depending on why you lost or changed jobs in the first place.

For the rest of this booklet, we will make some general assumptions that are pulled from the real world to make things a little easier to explain and hopefully understand. On the following fictional 401(k) loan, we will assume that your plan's administrator charges a nominal fee for taking out the loan. I work for the federal government, and under the Thrift Savings Plan loan system, there is a $50 fee for taking out a loan against your TSP balance. So, we will not worry about that as part of our true costs but know that in many instances, the plan administrator may charge a small or nominal fee. Then there is the interest rate you will repay yourself for the life of the loan. In these instances, it is definitely cheaper than a cash advance on a credit card, which can be as high as 25% or more. And most signature loans at financial institutions which are generally around 12% or higher depending on your credit score. So how much interest do you pay yourself for a 401(k) loan? Over the previous several years, that has been below 5%, and as of May 2019 for the TSP, it is 2.5%. And in our example loans, the amount borrowed will be $30,000, paid back in 26 installments a year for the five-year maximum allowed. The loan payments are generally deducted directly from your paycheck as the plan administrator has your employer's and your permission to make these deductions to repay the loan.

Now for a comparison bank loan, we will examine two generally accepted plans for these types of loans, a 12% and 18% interest rate paid back monthly for the same five years. But interest rates are not the only costs associated with a 401(k) loan, but they are the ones the majority of people are aware of and think about. What are the other costs of these loans? Well, there are taxes and lost opportunity costs to consider. For these examples, we will assume a 22% marginal tax rate, which means you make between $39,476 and $84,200 for individuals and between $78,951 and $168,400 for married couples filing jointly. So not out of the realm of reality under the new tax law. Then for the final aspect of the example loans, we will use a standard 9.75% for an annual return from an investment in a diversified low-cost index fund such as the S&P 500.

Now we will look at the numbers behind our three sample loans, the one 401(k) loan, and the two bank loans. In looking at these three loans, we will examine not only the cost of repaying the loan but the tax consequences and lost opportunity costs of taking out a loan against your 401(k). The tax issue and the lost opportunity costs will be the more complicated aspects of the examples, but we will get through them just fine. 

First, we will look at the costs of the two bank loans as they do not have the major lost opportunity costs of the 401(k) loans. But know, any time you pay someone or a financial company for anything, there are lost opportunity costs associated with those payments or purchases. A lost opportunity cost is a lost ability for your money to work for you and your interests instead of paying for something or someone and losing your money's ability to make a return for you.

A simple example is you save $4,000 and buy a reliable used car for $10,000, or you spend the full $14,000 for a new car. In this simple example, you lose the ability to make money on
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