Client Alert - December 2001

New Loan Rules Effective January 1, 2002

New rules affecting participant loans from qualified retirement plans are effective for loans made on or after January 1, 2002. Under the new rules, IRS has established specific time limits for participants to make up prior missed loan repayments. Failure to make repayments within this "cure period" will result in a "deemed distribution" of taxable income charged to the participant. An additional 10% penalty will also apply if the participant has not attained age 59½.

A. Deemed Distribution: 

In general, loans from retirement plans are treated as "deemed distributions" (subject to income taxation) UNLESS the loan satisfies specific legal requirements.

1. General Requirements 

The prior rules regarding loans remain in effect:

a. Loan must not exceed 50% of a participant's vested balance 

b. In no event may the loan exceed $50,000. This overall maximum is reduced by the highest unpaid balance of any prior loan(s) in the twelve month period prior to the new loan. 

c. The loan must bear a reasonable rate of interest. Generally, prime plus 1% to 2% is acceptable. 

d. The term of the loan cannot exceed five (5) years (longer periods are allowed for the purchase of a principal residence). 

e. Loan repayments must be made at least quarterly in level amounts that amortize principal plus interest over the term of the loan. It is generally recommended that loan repayments be conditioned upon payroll deduction to ensure the required repayments are timely made. 

2. Cure Period 

The deadline to repay a missed loan payment is the last day of the calendar quarter following the calendar quarter during which the payment was missed.

3. Exception 

A plan may allow a suspension of loan repayments for employees on a valid leave of absence for a period of up to one year (longer for military service) provided:

a. interest continues to accrue on the unpaid loan balance, 

b. loan repayments commence upon re-employment, 

c. the original length of the loan cannot be extended beyond the length of the period of leave, and 

d. in no event may the period extend beyond five (5) years from the date the loan was originally made. 

The Loan Agreement prepared by Schloss & Co. is intended to comply with all requirements applicable to participant loans.
B. Additional Regulatory Changes: 

In general, loans from retirement plans are treated as "deemed distributions" (subject to income taxation) UNLESS the loan satisfies specific legal requirements.

1. Effect of a "Deemed Distribution 

In addition to the income taxation of the unpaid loan, interest continues to accrue on the unpaid balance. Although such accrued interest is not treated nor taxed as an additional loan, it must be counted as part of the unpaid balance for purposes of determining the maximum amount of any subsequent loan.

Example:
If a participant fails to repay a loan and the outstanding balance is $40,000, a deemed distribution of $40,000 is taxable income. If the interest rate is 10%/year and the participant desires a new maximum loan one year later, the outstanding balance is $44,000 (the unpaid loan balance of $40,000 plus 10% interest equal to $4,000). Assuming the participant's vested plan benefit is $100,000 or more, the maximum loan would be $6,000 ($50,000 overall maximum minus $44,000 outstanding balance).

2. Legally Enforceable Agreement
A loan agreement is not valid unless it specifies the date and amount of the loan and the repayment schedule. It is also permitted to be in an electronic medium, so long as the participant is afforded certain safeguards.

3. Loan for Principal Residence
The requirement that a loan be repaid within five (5) years does NOT apply to loans used to acquire a principal residence. The "principal residence plan loan" need not be secured by the residence. (This is principally due to the loan being secured by the participant's plan benefit.)

4. Leave of Absence
Loans repayments may be suspended for a period of up to one (1) year (longer for military leave under proposed regulations) for a participant on a bona fide leave of absence. The leave can be without pay, or with pay so long as the net take home pay is less than the loan repayment. Interest must continue to accrue during the leave, the suspension of repayments cannot extend the original term of the loan beyond five (5) years and the amount of repayments after the leave cannot be less than the amount prior to the leave. Thus, if the original term of the loan was for five (5) years, payments would have to be increased or the participant would owe a final "balloon" payment equal to the outstanding balance at the end of the original five (5) year term.
C. Proposed Rules 

IRS also has issued proposed regulations that may be relied upon until finalized. Although compliance with proposed regulations generally is not mandatory, it is highly advisable, as IRS usually views such compliance favorably on audit.

Some of the more important issues covered by the proposed rules are as follows:

1. Multiple Loans
A participant may not have more than two loans during a year. A year can be a calendar year, plan year or any other twelve month period designated in the plan document.

2. New Loans after Deemed Distribution
If a participant fails to repay a loan and receives a deemed distribution, any subsequent loans must either:(a) be repaid via payroll withholding under a legally enforceable agreement between the plan, the participant and the employer, or(b) be secured by collateral in excess of the normal 50% of the participant's vested balance.

3. Refinancing Loan
A loan used to repay an existing loan must not extend beyond the original term of the loan being repaid and the amount of the loan must not exceed the otherwise permissible maximum (see item A.1.(b) above).

Note: If the term of the new loan extends beyond the term of the original loan, the maximum amount of the new loan must be adjusted to reflect the outstanding balance of both loans.
REMINDER
Another significant change affecting loans from retirement plans to sole proprietors, partners and S-Corporation shareholders becomes effective January 1, 2002. Under the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA '01), such loans are no longer Prohibited Transactions. This change is intended to apply to new loans made in plan years beginning on or after January 1, 2002, as well as existing loans made prior to that date. However, such pre-existing loans will still be Prohibited Transactions for plan years beginning before January 1, 2002 and, thus, subject to excise taxes of up to 15% on the amount involved.
