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contract is a plan or contract the 
terms of which are substantially the 
same as the successor plan or contract. 

Q–4: What is the definition of em-
ployee contributions for purposes of 
section 72(e)(7)? 

A–4: For purposes of section 72(e)(7), 
employee contributions are those 
amounts contributed by the employee 
and those amounts considered contrib-
uted by the employee under section 
72(f). For example, amounts contrib-
uted to a section 401(k) qualified cash 
or deferred arrangement, pursuant to 
an employee’s election to defer such 
amounts, are employer contributions 
to the extent that such amounts are 
not currently includible in gross in-
come. In addition, deductible employee 
contributions under section 72(o) are 
disregarded in their entirety (i.e., 
treated as neither employee contribu-
tions nor employer contributions) in 
determining whether substantially all 
the contributions are employee con-
tributions. 

Q–5: How is the 85 percent test of sec-
tion 72(e)(7) applied to a qualified plan 
or contract? 

A–5: (a) Except as provided in para-
graphs (b), (c), and (d), the 85 percent 
test is applied separately with respect 
to each contract under section 72. 

(b) If a single qualified plan described 
in section 401(a) or section 403(a) com-
prises more than one contract under 
section 72, regardless of whether such 
plan includes multiple trusts or com-
binations of profit-sharing and pension 
features, these contracts are aggre-
gated for purposes of applying the 85 
percent test. Thus, if substantially all 
of the contributions under a qualified 
plan comprising two contracts under 
section 72 are employee contributions, 
section 72(e)(5)(D) shall not apply to 
non-annuity distributions under either 
of the contracts. 

(c) With respect to the plans main-
tained by the Federal Government or 
by instrumentalities of the Federal 
Government, the 85 percent test shall 
be applied by aggregating all such 
plans. This aggregation rule applies 
only to those plans that are actively 
administered by the Federal Govern-
ment or an instrumentality thereof. 
Thus, if a plan of the Federal Govern-
ment is administered by a commercial 

financial institution, it would not be 
aggregated with other plans of the Fed-
eral Government and its instrumental-
ities for purposes of applying the 85 
percent test. 

(d) In the case of a contract described 
in section 403(b), the 85 percent test is 
applied separately to each such con-
tract. 

Q–6: Is a loan from a qualified plan or 
contract described in section 72(e)(7) 
treated as a distribution under section 
72(e)(4)(A)? 

A–6: Yes. Pursuant to section 
72(e)(4)(A), if an employee receives, ei-
ther directly or indirectly, any amount 
as a loan from a qualified plan or con-
tract described in section 72(e)(7), such 
amount shall be treated as a distribu-
tion from the plan or contract of an 
amount not received as an annuity. 
Similarly, if an employee assigns or 
pledges, or agrees to assign or pledge, 
any portion of the value of any quali-
fied plan or contract, such portion 
shall be treated as a distribution from 
the plan or contract of an amount not 
received as an annuity. 

Q–7: Does the five percent penalty for 
premature distributions from annuity 
contracts, as described in section 72(q), 
apply to distributions from a qualified 
plan or contract described in section 
72(e)(7)? 

A–7: No. 
Q–8: When is section 72(e)(7) effec-

tive? 
A–8: Section 72(e)(7) is effective for 

amounts received or loans made on or 
after October 17, 1984. For purposes of 
this effective date provision, loan 
amounts outstanding on October 16, 
1984, which are renegotiated, extended, 
renewed, or revised after that date gen-
erally are treated as loans made on the 
date of the renegotiation, etc. 

[T.D. 8073, 51 FR 4314, Feb. 4, 1986; 51 FR 7262, 
Mar. 3, 1986] 

§ 1.72(p)–1 Loans treated as distribu-
tions. 

The questions and answers in this 
section provide guidance under section 
72(p) pertaining to loans from qualified 
employer plans (including government 
plans and tax-sheltered annuities and 
employer plans that were formerly 
qualified). The examples included in 
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the questions and answers in this sec-
tion are based on the assumption that 
a bona fide loan is made to a partici-
pant from a qualified defined contribu-
tion plan pursuant to an enforceable 
agreement (in accordance with para-
graph (b) of Q&A–3 of this section), 
with adequate security and with an in-
terest rate and repayment terms that 
are commercially reasonable. (The par-
ticular interest rate used, which is 
solely for illustration, is 8.75 percent 
compounded annually.) In addition, un-
less the contrary is specified, it is as-
sumed in the examples that the 
amount of the loan does not exceed 50 
percent of the participant’s nonforfeit-
able account balance, the participant 
has no other outstanding loan (and had 
no prior loan) from the plan or any 
other plan maintained by the partici-
pant’s employer or any other person re-
quired to be aggregated with the em-
ployer under section 414(b), (c) or (m), 
and the loan is not excluded from sec-
tion 72(p) as a loan made in the ordi-
nary course of an investment program 
as described in Q&A–18 of this section. 
The regulations and examples in this 
section do not provide guidance on 
whether a loan from a plan would re-
sult in a prohibited transaction under 
section 4975 of the Internal Revenue 
Code or on whether a loan from a plan 
covered by Title I of the Employee Re-
tirement Income Security Act of 1974 
(88 Stat. 829) (ERISA) would be con-
sistent with the fiduciary standards of 
ERISA or would result in a prohibited 
transaction under section 406 of 
ERISA. The questions and answers are 
as follows: 

Q–1: In general, what does section 
72(p) provide with respect to loans from 
a qualified employer plan? 

A–1: (a) Loans. Under section 72(p), an 
amount received by a participant or 
beneficiary as a loan from a qualified 
employer plan is treated as having 
been received as a distribution from 
the plan (a deemed distribution), unless 
the loan satisfies the requirements of 
Q&A–3 of this section. For purposes of 
section 72(p) and this section, a loan 
made from a contract that has been 
purchased under a qualified employer 
plan (including a contract that has 
been distributed to the participant or 

beneficiary) is considered a loan made 
under a qualified employer plan. 

(b) Pledges and assignments. Under 
section 72(p), if a participant or bene-
ficiary assigns or pledges (or agrees to 
assign or pledge) any portion of his or 
her interest in a qualified employer 
plan as security for a loan, the portion 
of the individual’s interest assigned or 
pledged (or subject to an agreement to 
assign or pledge) is treated as a loan 
from the plan to the individual, with 
the result that such portion is subject 
to the deemed distribution rule de-
scribed in paragraph (a) of this Q&A–1. 
For purposes of section 72(p) and this 
section, any assignment or pledge of 
(or agreement to assign or to pledge) 
any portion of a participant’s or bene-
ficiary’s interest in a contract that has 
been purchased under a qualified em-
ployer plan (including a contract that 
has been distributed to the participant 
or beneficiary) is considered an assign-
ment or pledge of (or agreement to as-
sign or pledge) an interest in a quali-
fied employer plan. However, if all or a 
portion of a participant’s or bene-
ficiary’s interest in a qualified em-
ployer plan is pledged or assigned as se-
curity for a loan from the plan to the 
participant or the beneficiary, only the 
amount of the loan received by the par-
ticipant or the beneficiary, not the 
amount pledged or assigned, is treated 
as a loan. 

Q–2: What is a qualified employer 
plan for purposes of section 72(p)? 

A–2: For purposes of section 72(p) and 
this section, a qualified employer plan 
means— 

(a) A plan described in section 401(a) 
which includes a trust exempt from tax 
under section 501(a); 

(b) An annuity plan described in sec-
tion 403(a); 

(c) A plan under which amounts are 
contributed by an individual’s em-
ployer for an annuity contract de-
scribed in section 403(b); 

(d) Any plan, whether or not quali-
fied, established and maintained for its 
employees by the United States, by a 
State or political subdivision thereof, 
or by an agency or instrumentality of 
the United States, a State or a polit-
ical subdivision of a State; or 
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(e) Any plan which was (or was deter-
mined to be) described in paragraph 
(a), (b), (c), or (d) of this Q&A–2. 

Q–3: What requirements must be sat-
isfied in order for a loan to a partici-
pant or beneficiary from a qualified 
employer plan not to be a deemed dis-
tribution? 

A–3: (a) In general. A loan to a partic-
ipant or beneficiary from a qualified 
employer plan will not be a deemed dis-
tribution to the participant or bene-
ficiary if the loan satisfies the repay-
ment term requirement of section 
72(p)(2)(B), the level amortization re-
quirement of section 72(p)(2)(C), and 
the enforceable agreement requirement 
of paragraph (b) of this Q&A–3, but 
only to the extent the loan satisfies 
the amount limitations of section 
72(p)(2)(A). 

(b) Enforceable agreement requirement. 
A loan does not satisfy the require-
ments of this paragraph unless the loan 
is evidenced by a legally enforceable 
agreement (which may include more 
than one document) and the terms of 
the agreement demonstrate compliance 
with the requirements of section 
72(p)(2) and this section. Thus, the 
agreement must specify the amount 
and date of the loan and the repayment 
schedule. The agreement does not have 
to be signed if the agreement is en-
forceable under applicable law without 
being signed. The agreement must be 
set forth either— 

(1) In a written paper document; or 
(2) In a document that is delivered 

through an electronic medium under 
an electronic system that satisfies the 
requirements of § 1.401(a)–21 of this 
chapter. 

Q–4: If a loan from a qualified em-
ployer plan to a participant or bene-
ficiary fails to satisfy the requirements 
of Q&A–3 of this section, when does a 
deemed distribution occur? 

A–4: (a) Deemed distribution. For pur-
poses of section 72, a deemed distribu-
tion occurs at the first time that the 
requirements of Q&A–3 of this section 
are not satisfied, in form or in oper-
ation. This may occur at the time the 
loan is made or at a later date. If the 
terms of the loan do not require repay-
ments that satisfy the repayment term 
requirement of section 72(p)(2)(B) or 
the level amortization requirement of 

section 72(p)(2)(C), or the loan is not 
evidenced by an enforceable agreement 
satisfying the requirements of para-
graph (b) of Q&A–3 of this section, the 
entire amount of the loan is a deemed 
distribution under section 72(p) at the 
time the loan is made. If the loan satis-
fies the requirements of Q&A–3 of this 
section except that the amount loaned 
exceeds the limitations of section 
72(p)(2)(A), the amount of the loan in 
excess of the applicable limitation is a 
deemed distribution under section 72(p) 
at the time the loan is made. If the 
loan initially satisfies the require-
ments of section 72(p)(2)(A), (B) and (C) 
and the enforceable agreement require-
ment of paragraph (b) of Q&A–3 of this 
section, but payments are not made in 
accordance with the terms applicable 
to the loan, a deemed distribution oc-
curs as a result of the failure to make 
such payments. See Q&A–10 of this sec-
tion regarding when such a deemed dis-
tribution occurs and the amount there-
of and Q&A–11 of this section regarding 
the tax treatment of a deemed distribu-
tion. 

(b) Examples. The following examples 
illustrate the rules in paragraph (a) of 
this Q&A–4 and are based upon the as-
sumptions described in the introduc-
tory text of this section: 

Example 1. (i) A participant has a non-
forfeitable account balance of $200,000 and re-
ceives $70,000 as a loan repayable in level 
quarterly installments over five years. 

(ii) Under section 72(p), the participant has 
a deemed distribution of $20,000 (the excess of 
$70,000 over $50,000) at the time of the loan, 
because the loan exceeds the $50,000 limit in 
section 72(p)(2)(A)(i). The remaining $50,000 is 
not a deemed distribution. 

Example 2. (i) A participant with a non-
forfeitable account balance of $30,000 borrows 
$20,000 as a loan repayable in level monthly 
installments over five years. 

(ii) Because the amount of the loan is 
$5,000 more than 50% of the participant’s 
nonforfeitable account balance, the partici-
pant has a deemed distribution of $5,000 at 
the time of the loan. The remaining $15,000 is 
not a deemed distribution. (Note also that, if 
the loan is secured solely by the partici-
pant’s account balance, the loan may be a 
prohibited transaction under section 4975 be-
cause the loan may not satisfy 29 CFR 
2550.408b–1(f)(2).) 

Example 3. (i) The nonforfeitable account 
balance of a participant is $100,000 and a 
$50,000 loan is made to the participant repay-
able in level quarterly installments over 
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seven years. The loan is not eligible for the 
section 72(p)(2)(B)(ii) exception for loans 
used to acquire certain dwelling units. 

(ii) Because the repayment period exceeds 
the maximum five-year period in section 
72(p)(2)(B)(i), the participant has a deemed 
distribution of $50,000 at the time the loan is 
made. 

Example 4. (i) On August 1, 2002, a partici-
pant has a nonforfeitable account balance of 
$45,000 and borrows $20,000 from a plan to be 
repaid over five years in level monthly in-
stallments due at the end of each month. 
After making monthly payments through 
July 2003, the participant fails to make any 
of the payments due thereafter. 

(ii) As a result of the failure to satisfy the 
requirement that the loan be repaid in level 
monthly installments, the participant has a 
deemed distribution. See paragraph (c) of 
Q&A–10 of this section regarding when such a 
deemed distribution occurs and the amount 
thereof. 

Q–5: What is a principal residence for 
purposes of the exception in section 
72(p)(2)(B)(ii) from the requirement 
that a loan be repaid in five years? 

A–5: Section 72(p)(2)(B)(ii) provides 
that the requirement in section 
72(p)(2)(B)(i) that a plan loan be repaid 
within five years does not apply to a 
loan used to acquire a dwelling unit 
which will within a reasonable time be 
used as the principal residence of the 
participant (a principal residence plan 
loan). For this purpose, a principal res-
idence has the same meaning as a prin-
cipal residence under section 121. 

Q–6: In order to satisfy the require-
ments for a principal residence plan 
loan, is a loan required to be secured 
by the dwelling unit that will within a 
reasonable time be used as the prin-
cipal residence of the participant? 

A–6: A loan is not required to be se-
cured by the dwelling unit that will 
within a reasonable time be used as the 
participant’s principal residence in 
order to satisfy the requirements for a 
principal residence plan loan. 

Q–7: What tracing rules apply in de-
termining whether a loan qualifies as a 
principal residence plan loan? 

A–7: The tracing rules established 
under section 163(h)(3)(B) apply in de-
termining whether a loan is treated as 
for the acquisition of a principal resi-
dence in order to qualify as a principal 
residence plan loan. 

Q–8: Can a refinancing qualify as a 
principal residence plan loan? 

A–8: (a) Refinancings. In general, no, a 
refinancing cannot qualify as a prin-
cipal residence plan loan. However, a 
loan from a qualified employer plan 
used to repay a loan from a third party 
will qualify as a principal residence 
plan loan if the plan loan qualifies as a 
principal residence plan loan without 
regard to the loan from the third 
party. 

(b) Example. The following example 
illustrates the rules in paragraph (a) of 
this Q&A–8 and is based upon the as-
sumptions described in the introduc-
tory text of this section: 

Example. (i) On July 1, 2003, a participant 
requests a $50,000 plan loan to be repaid in 
level monthly installments over 15 years. On 
August 1, 2003, the participant acquires a 
principal residence and pays a portion of the 
purchase price with a $50,000 bank loan. On 
September 1, 2003, the plan loans $50,000 to 
the participant, which the participant uses 
to pay the bank loan. 

(ii) Because the plan loan satisfies the re-
quirements to qualify as a principal resi-
dence plan loan (taking into account the 
tracing rules of section 163(h)(3)(B)), the plan 
loan qualifies for the exception in section 
72(p)(2)(B)(ii). 

Q–9: Does the level amortization re-
quirement of section 72(p)(2)(C) apply 
when a participant is on a leave of ab-
sence without pay? 

A–9: (a) Leave of absence. The level 
amortization requirement of section 
72(p)(2)(C) does not apply for a period, 
not longer than one year (or such 
longer period as may apply under sec-
tion 414(u) and paragraph (b) of this 
Q&A–9), that a participant is on a bona 
fide leave of absence, either without 
pay from the employer or at a rate of 
pay (after applicable employment tax 
withholdings) that is less than the 
amount of the installment payments 
required under the terms of the loan. 
However, the loan (including interest 
that accrues during the leave of ab-
sence) must be repaid by the latest per-
missible term of the loan and the 
amount of the installments due after 
the leave ends must not be less than 
the amount required under the terms 
of the original loan. 

(b) Military service. In accordance 
with section 414(u)(4), if a plan sus-
pends the obligation to repay a loan 
made to an employee from the plan for 
any part of a period during which the 
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employee is performing service in the 
uniformed services (as defined in 38 
U.S.C. chapter 43), whether or not 
qualified military service, such suspen-
sion shall not be taken into account for 
purposes of section 72(p) or this sec-
tion. Thus, if a plan suspends loan re-
payments for any part of a period dur-
ing which the employee is performing 
military service described in the pre-
ceding sentence, such suspension shall 
not cause the loan to be deemed dis-
tributed even if the suspension exceeds 
one year and even if the term of the 
loan is extended. However, the loan 
will not satisfy the repayment term re-
quirement of section 72(p)(2)(B) and the 
level amortization requirement of sec-
tion 72(p)(2)(C) unless loan repayments 
resume upon the completion of such pe-
riod of military service and the loan is 
repaid thereafter by amortization in 
substantially level installments over a 
period that ends not later than the lat-
est permissible term of the loan. 

(c) Latest permissible term of a loan. 
For purposes of this Q&A–9, the latest 
permissible term of a loan is the latest 
date permitted under section 72(p)(2)(B) 
(i.e., five years from the date of the 
loan, assuming that the replacement 
loan does not qualify for the exception 
at section 72(p)(2)(B)(ii) for principal 
residence plan loans) plus any addi-
tional period of suspension permitted 
under paragraph (b) of this Q&A–9. 

(d) Examples. The following examples 
illustrate the rules of this Q&A–9 and 
are based upon the assumptions de-
scribed in the introductory text of this 
section: 

Example 1. (i) On July 1, 2003, a participant 
with a nonforfeitable account balance of 
$80,000 borrows $40,000 to be repaid in level 
monthly installments of $825 each over 5 
years. The loan is not a principal residence 
plan loan. The participant makes 9 monthly 
payments and commences an unpaid leave of 
absence that lasts for 12 months. The partici-
pant was not performing military service 
during this period. Thereafter, the partici-
pant resumes active employment and re-
sumes making repayments on the loan until 
the loan is repaid. The amount of each 
monthly installment is increased to $1,130 in 
order to repay the loan by June 30, 2008. 

(ii) Because the loan satisfies the require-
ments of section 72(p)(2), the participant 
does not have a deemed distribution. Alter-
natively, section 72(p)(2) would be satisfied if 
the participant continued the monthly in-

stallments of $825 after resuming active em-
ployment and on June 30, 2008 repaid the full 
balance remaining due. 

Example 2. (i) The facts are the same as in 
Example 1, except the participant was on 
leave of absence performing service in the 
uniformed services (as defined in chapter 43 
of title 38, United States Code) for two years 
and the rate of interest charged during this 
period of military service is reduced to 6 per-
cent compounded annually under 50 App. sec-
tion 526 (relating to the Soldiers’ and Sail-
ors’ Civil Relief Act Amendments of 1942). 
After the military service ends on April 2, 
2006, the participant resumes active employ-
ment on April 19, 2006, continues the month-
ly installments of $825 thereafter, and on 
June 30, 2010, repays the full balance remain-
ing due ($6,487). 

(ii) Because the loan satisfies the require-
ments of section 72(p)(2) and paragraph (b) of 
this Q&A–9, the participant does not have a 
deemed distribution. Alternatively, section 
72(p)(2) would also be satisfied if the amount 
of each monthly installment after April 19, 
2006, is increased to $930 in order to repay the 
loan by June 30, 2010 (without any balance 
remaining due then). 

Q–10: If a participant fails to make 
the installment payments required 
under the terms of a loan that satisfied 
the requirements of Q&A–3 of this sec-
tion when made, when does a deemed 
distribution occur and what is the 
amount of the deemed distribution? 

A–10: (a) Timing of deemed distribution. 
Failure to make any installment pay-
ment when due in accordance with the 
terms of the loan violates section 
72(p)(2)(C) and, accordingly, results in a 
deemed distribution at the time of such 
failure. However, the plan adminis-
trator may allow a cure period and sec-
tion 72(p)(2)(C) will not be considered 
to have been violated if the install-
ment payment is made not later than 
the end of the cure period, which period 
cannot continue beyond the last day of 
the calendar quarter following the cal-
endar quarter in which the required in-
stallment payment was due. 

(b) Amount of deemed distribution. If a 
loan satisfies Q&A–3 of this section 
when made, but there is a failure to 
pay the installment payments required 
under the terms of the loan (taking 
into account any cure period allowed 
under paragraph (a) of this Q&A–10), 
then the amount of the deemed dis-
tribution equals the entire outstanding 
balance of the loan (including accrued 
interest) at the time of such failure. 

VerDate Mar<15>2010 10:59 May 18, 2010 Jkt 220085 PO 00000 Frm 00303 Fmt 8010 Sfmt 8010 Y:\SGML\220085.XXX 220085er
ow

e 
on

 D
S

K
5C

LS
3C

1P
R

O
D

 w
ith

 C
F

R



294 

26 CFR Ch. I (4–1–10 Edition) § 1.72(p)–1 

(c) Example. The following example 
illustrates the rules in paragraphs (a) 
and (b) of this Q&A–10 and is based 
upon the assumptions described in the 
introductory text of this section: 

Example. (i) On August 1, 2002, a participant 
has a nonforfeitable account balance of 
$45,000 and borrows $20,000 from a plan to be 
repaid over 5 years in level monthly install-
ments due at the end of each month. After 
making all monthly payments due through 
July 31, 2003, the participant fails to make 
the payment due on August 31, 2003 or any 
other monthly payments due thereafter. The 
plan administrator allows a three-month 
cure period. 

(ii) As a result of the failure to satisfy the 
requirement that the loan be repaid in level 
installments pursuant to section 72(p)(2)(C), 
the participant has a deemed distribution on 
November 30, 2003, which is the last day of 
the three-month cure period for the August 
31, 2003 installment. The amount of the 
deemed distribution is $17,157, which is the 
outstanding balance on the loan at Novem-
ber 30, 2003. Alternatively, if the plan admin-
istrator had allowed a cure period through 
the end of the next calendar quarter, there 
would be a deemed distribution on December 
31, 2003 equal to $17,282, which is the out-
standing balance of the loan at December 31, 
2003. 

Q–11: Does section 72 apply to a 
deemed distribution as if it were an ac-
tual distribution? 

A–11: (a) Tax basis. If the employee’s 
account includes after-tax contribu-
tions or other investment in the con-
tract under section 72(e), section 72 ap-
plies to a deemed distribution as if it 
were an actual distribution, with the 
result that all or a portion of the 
deemed distribution may not be tax-
able. 

(b) Section 72(t) and (m). Section 72(t) 
(which imposes a 10 percent tax on cer-
tain early distributions) and section 
72(m)(5) (which imposes a separate 10 
percent tax on certain amounts re-
ceived by a 5-percent owner) apply to a 
deemed distribution under section 72(p) 
in the same manner as if the deemed 
distribution were an actual distribu-
tion. 

Q–12: Is a deemed distribution under 
section 72(p) treated as an actual dis-
tribution for purposes of the qualifica-
tion requirements of section 401, the 
distribution provisions of section 402, 
the distribution restrictions of section 
401(k)(2)(B) or 403(b)(11), or the vesting 

requirements of § 1.411(a)–7(d)(5) (which 
affects the application of a graded vest-
ing schedule in cases involving a prior 
distribution)? 

A–12: No; thus, for example, if a par-
ticipant in a money purchase plan who 
is an active employee has a deemed dis-
tribution under section 72(p), the plan 
will not be considered to have made an 
in-service distribution to the partici-
pant in violation of the qualification 
requirements applicable to money pur-
chase plans. Similarly, the deemed dis-
tribution is not eligible to be rolled 
over to an eligible retirement plan and 
is not considered an impermissible dis-
tribution of an amount attributable to 
elective contributions in a section 
401(k) plan. See also § 1.402(c)–2, Q&A– 
4(d) and § 1.401(k)–1(d)(5)(iii). 

Q–13: How does a reduction (offset) of 
an account balance in order to repay a 
plan loan differ from a deemed dis-
tribution? 

A–13: (a) Difference between deemed 
distribution and plan loan offset amount. 
(1) Loans to a participant from a quali-
fied employer plan can give rise to two 
types of taxable distributions— 

(i) A deemed distribution pursuant to 
section 72(p); and 

(ii) A distribution of an offset 
amount. 

(2) As described in Q&A–4 of this sec-
tion, a deemed distribution occurs 
when the requirements of Q&A–3 of 
this section are not satisfied, either 
when the loan is made or at a later 
time. A deemed distribution is treated 
as a distribution to the participant or 
beneficiary only for certain tax pur-
poses and is not a distribution of the 
accrued benefit. A distribution of a 
plan loan offset amount (as defined in 
§ 1.402(c)–2, Q&A–9(b)) occurs when, 
under the terms governing a plan loan, 
the accrued benefit of the participant 
or beneficiary is reduced (offset) in 
order to repay the loan (including the 
enforcement of the plan’s security in-
terest in the accrued benefit). A dis-
tribution of a plan loan offset amount 
could occur in a variety of cir-
cumstances, such as where the terms 
governing the plan loan require that, 
in the event of the participant’s re-
quest for a distribution, a loan be re-
paid immediately or treated as in de-
fault. 
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(b) Plan loan offset. In the event of a 
plan loan offset, the amount of the ac-
count balance that is offset against the 
loan is an actual distribution for pur-
poses of the Internal Revenue Code, not 
a deemed distribution under section 
72(p). Accordingly, a plan may be pro-
hibited from making such an offset 
under the provisions of section 401(a), 
401(k)(2)(B) or 403(b)(11) prohibiting or 
limiting distributions to an active em-
ployee. See § 1.402(c)–2, Q&A–9(c), Exam-
ple 6. See also Q&A–19 of this section 
for rules regarding the treatment of a 
loan after a deemed distribution. 

Q–14: How is the amount includible in 
income as a result of a deemed dis-
tribution under section 72(p) required 
to be reported? 

A–14: The amount includible in in-
come as a result of a deemed distribu-
tion under section 72(p) is required to 
be reported on Form 1099–R (or any 
other form prescribed by the Commis-
sioner). 

Q–15: What withholding rules apply 
to plan loans? 

A–15: To the extent that a loan, when 
made, is a deemed distribution or an 
account balance is reduced (offset) to 
repay a loan, the amount includible in 
income is subject to withholding. If a 
deemed distribution of a loan or a loan 
repayment by benefit offset results in 
income at a date after the date the 
loan is made, withholding is required 
only if a transfer of cash or property 
(excluding employer securities) is made 
to the participant or beneficiary from 
the plan at the same time. See 
§§ 35.3405–1, f–4, and 31.3405(c)–1, Q&A–9 
and Q&A–11, of this chapter for further 
guidance on withholding rules. 

Q–16: If a loan fails to satisfy the re-
quirements of Q&A–3 of this section 
and is a prohibited transaction under 
section 4975, is the deemed distribution 
of the loan under section 72(p) a correc-
tion of the prohibited transaction? 

A–16: No, a deemed distribution is 
not a correction of a prohibited trans-
action under section 4975. See 
§§ 141.4975–13 and 53.4941(e)–1(c)(1) of 
this chapter for guidance concerning 
correction of a prohibited transaction. 

Q–17: What are the income tax con-
sequences if an amount is transferred 
from a qualified employer plan to a 
participant or beneficiary as a loan, 

but there is an express or tacit under-
standing that the loan will not be re-
paid? 

A–17: If there is an express or tacit 
understanding that the loan will not be 
repaid or, for any reason, the trans-
action does not create a debtor-cred-
itor relationship or is otherwise not a 
bona fide loan, then the amount trans-
ferred is treated as an actual distribu-
tion from the plan for purposes of the 
Internal Revenue Code, and is not 
treated as a loan or as a deemed dis-
tribution under section 72(p). 

Q–18: If a qualified employer plan 
maintains a program to invest in resi-
dential mortgages, are loans made pur-
suant to the investment program sub-
ject to section 72(p)? 

A–18: (a) Residential mortgage loans 
made by a plan in the ordinary course 
of an investment program are not sub-
ject to section 72(p) if the property ac-
quired with the loans is the primary se-
curity for such loans and the amount 
loaned does not exceed the fair market 
value of the property. An investment 
program exists only if the plan has es-
tablished, in advance of a specific in-
vestment under the program, that a 
certain percentage or amount of plan 
assets will be invested in residential 
mortgages available to persons pur-
chasing the property who satisfy com-
mercially customary financial criteria. 
A loan will not be considered as made 
under an investment program if— 

(1) Any of the loans made under the 
program matures upon a participant’s 
termination from employment; 

(2) Any of the loans made under the 
program is an earmarked asset of a 
participant’s or beneficiary’s indi-
vidual account in the plan; or 

(3) The loans made under the pro-
gram are made available only to par-
ticipants or beneficiaries in the plan. 

(b) Paragraph (a)(3) of this Q&A–18 
shall not apply to a plan which, on De-
cember 20, 1995, and at all times there-
after, has had in effect a loan program 
under which, but for paragraph (a)(3) of 
this Q&A–18, the loans comply with the 
conditions of paragraph (a) of this 
Q&A–18 to constitute residential mort-
gage loans in the ordinary course of an 
investment program. 

(c) No loan that benefits an officer, 
director, or owner of the employer 
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maintaining the plan, or their bene-
ficiaries, will be treated as made under 
an investment program. 

(d) This section does not provide 
guidance on whether a residential 
mortgage loan made under a plan’s in-
vestment program would result in a 
prohibited transaction under section 
4975, or on whether such a loan made 
by a plan covered by Title I of ERISA 
would be consistent with the fiduciary 
standards of ERISA or would result in 
a prohibited transaction under section 
406 of ERISA. See 29 CFR 2550.408b–1. 

Q–19: If there is a deemed distribu-
tion under section 72(p), is the interest 
that accrues thereafter on the amount 
of the deemed distribution an indirect 
loan for income tax purposes and what 
effect does the deemed distribution 
have on subsequent loans? 

A–19: (a) General rule. Except as pro-
vided in paragraph (b) of this Q&A–19, a 
deemed distribution of a loan is treated 
as a distribution for purposes of section 
72. Therefore, a loan that is deemed to 
be distributed under section 72(p) 
ceases to be an outstanding loan for 
purposes of section 72, and the interest 
that accrues thereafter under the plan 
on the amount deemed distributed is 
disregarded for purposes of applying 
section 72 to the participant or the 
beneficiary. Even though interest con-
tinues to accrue on the outstanding 
loan (and is taken into account for pur-
poses of determining the tax treatment 
of any subsequent loan in accordance 
with paragraph (b) of this Q&A–19), this 
additional interest is not treated as an 
additional loan (and thus, does not re-
sult in an additional deemed distribu-
tion) for purposes of section 72(p). How-
ever, a loan that is deemed distributed 
under section 72(p) is not considered 
distributed for all purposes of the In-
ternal Revenue Code. See Q&A–11 
through Q&A–16 of this section. 

(b) Effect on subsequent loans—(1) Ap-
plication of section 72(p)(2)(A). A loan 
that is deemed distributed under sec-
tion 72(p) (including interest accruing 
thereafter) and that has not been re-
paid (such as by a plan loan offset) is 
considered outstanding for purposes of 
applying section 72(p)(2)(A) to deter-
mine the maximum amount of any sub-
sequent loan to the participant or ben-
eficiary. 

(2) Additional security for subsequent 
loans. If a loan is deemed distributed to 
a participant or beneficiary under sec-
tion 72(p) and has not been repaid (such 
as by a plan loan offset), then no pay-
ment made thereafter to the partici-
pant or beneficiary is treated as a loan 
for purposes of section 72(p)(2) unless 
the loan otherwise satisfies section 
72(p)(2) and this section and either of 
the following conditions is satisfied: 

(i) There is an arrangement among 
the plan, the participant or bene-
ficiary, and the employer, enforceable 
under applicable law, under which re-
payments will be made by payroll with-
holding. For this purpose, an arrange-
ment will not fail to be enforceable 
merely because a party has the right to 
revoke the arrangement prospectively. 

(ii) The plan receives adequate secu-
rity from the participant or beneficiary 
that is in addition to the participant’s 
or beneficiary’s accrued benefit under 
the plan. 

(3) Condition no longer satisfied. If, fol-
lowing a deemed distribution that has 
not been repaid, a payment is made to 
a participant or beneficiary that satis-
fies the conditions in paragraph (b)(2) 
of this Q&A–19 for treatment as a plan 
loan and, subsequently, before repay-
ment of the second loan, the conditions 
in paragraph (b)(2) of this Q&A–19 are 
no longer satisfied with respect to the 
second loan (for example, if the loan 
recipient revokes consent to payroll 
withholding), the amount then out-
standing on the second loan is treated 
as a deemed distribution under section 
72(p). 

Q–20: May a participant refinance an 
outstanding loan or have more than 
one loan outstanding from a plan? 

A–20: (a) Refinancings and multiple 
loans—(1) General rule. A participant 
who has an outstanding loan that satis-
fies section 72(p)(2) and this section 
may refinance that loan or borrow ad-
ditional amounts if, under the facts 
and circumstances, the loans collec-
tively satisfy the amount limitations 
of section 72(p)(2)(A) and the prior loan 
and the additional loan each satisfy 
the requirements of section 72(p)(2)(B) 
and (C) and this section. For this pur-
pose, a refinancing includes any situa-
tion in which one loan replaces another 
loan. 
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(2) Loans that repay a prior loan and 
have a later repayment date. For pur-
poses of section 72(p)(2) and this sec-
tion (including the amount limitations 
of section 72(p)(2)(A)), if a loan that 
satisfies section 72(p)(2) is replaced by 
a loan (a replacement loan) and the 
term of the replacement loan ends 
after the latest permissible term of the 
loan it replaces (the replaced loan), 
then the replacement loan and the re-
placed loan are both treated as out-
standing on the date of the trans-
action. For purposes of the preceding 
sentence, the latest permissible term 
of the replaced loan is the latest date 
permitted under section 72(p)(2)(C) (i.e., 
five years from the original date of the 
replaced loan, assuming that the re-
placed loan does not qualify for the ex-
ception at section 72(p)(2)(B)(ii) for 
principal residence plan loans and that 
no additional period of suspension ap-
plied to the replaced loan under Q&A– 
9 (b) of this section). Thus, for example, 
if the term of the replacement loan 
ends after the latest permissible term 
of the replaced loan and the sum of the 
amount of the replacement loan plus 
the outstanding balance of all other 
loans on the date of the transaction, 
including the replaced loan, fails to 
satisfy the amount limitations of sec-
tion 72(p)(2)(A), then the replacement 
loan results in a deemed distribution. 
This paragraph (a)(2) does not apply to 
a replacement loan if the terms of the 
replacement loan would satisfy section 
72(p)(2) and this section determined as 
if the replacement loan consisted of 
two separate loans, the replaced loan 
(amortized in substantially level pay-
ments over a period ending not later 
than the last day of the latest permis-
sible term of the replaced loan) and, to 
the extent the amount of the replace-
ment loan exceeds the amount of the 
replaced loan, a new loan that is also 
amortized in substantially level pay-
ments over a period ending not later 
than the last day of the latest permis-
sible term of the replacement loan. 

(b) Examples. The following examples 
illustrate the rules of this Q&A–20 and 
are based on the assumptions described 
in the introductory text of this section: 

Example 1. (i) A participant with a vested 
account balance that exceeds $100,000 bor-
rows $40,000 from a plan on January 1, 2005, 

to be repaid in 20 quarterly installments of 
$2,491 each. Thus, the term of the loan ends 
on December 31, 2009. On January 1, 2006, 
when the outstanding balance on the loan is 
$33,322, the loan is refinanced and is replaced 
by a new $40,000 loan from the plan to be re-
paid in 20 quarterly installments. Under the 
terms of the refinanced loan, the loan is to 
be repaid in level quarterly installments (of 
$2,491 each) over the next 20 quarters. Thus, 
the term of the new loan ends on December 
31, 2010. 

(ii) Under section 72(p)(2)(A), the amount of 
the new loan, when added to the outstanding 
balance of all other loans from the plan, 
must not exceed $50,000 reduced by the excess 
of the highest outstanding balance of loans 
from the plan during the 1-year period end-
ing on December 31, 2005, over the out-
standing balance of loans from the plan on 
January 1, 2006, with such outstanding bal-
ance to be determined immediately prior to 
the new $40,000 loan. Because the term of the 
new loan ends later than the term of the 
loan it replaces, under paragraph (a)(2) of 
this Q&A–20, both the new loan and the loan 
it replaces must be taken into account for 
purposes of applying section 72(p)(2), includ-
ing the amount limitations in section 
72(p)(2)(A). The amount of the new loan is 
$40,000, the outstanding balance on January 
1, 2006, of the loan it replaces is $33,322, and 
the highest outstanding balance of loans 
from the plan during 2005 was $40,000. Accord-
ingly, under section 72(p)(2)(A), the sum of 
the new loan and the outstanding balance on 
January 1, 2006, of the loan it replaces must 
not exceed $50,000 reduced by $6,678 (the ex-
cess of the $40,000 maximum outstanding 
loan balance during 2005 over the $33,322 out-
standing balance on January 1, 2006, deter-
mined immediately prior to the new loan) 
and, thus, must not exceed $43,322. The sum 
of the new loan ($40,000) and the outstanding 
balance on January 1, 2006, of the loan it re-
places ($33,322) is $73,322. Since $73,322 ex-
ceeds the $43,322 limit under section 
72(p)(2)(A) by $30,000, there is a deemed dis-
tribution of $30,000 on January 1, 2006. 

(iii) However, no deemed distribution 
would occur if, under the terms of the refi-
nanced loan, the amount of the first 16 in-
stallments on the refinanced loan were equal 
to $2,907, which is the sum of the $2,491 origi-
nally scheduled quarterly installment pay-
ment amount under the first loan, plus $416 
(which is the amount required to repay, in 
level quarterly installments over 5 years be-
ginning on January 1, 2006, the excess of the 
refinanced loan over the January 1, 2006, bal-
ance of the first loan ($40,000 minus $33,322 
equals $6,678)), and the amount of the 4 re-
maining installments was equal to $416. The 
refinancing would not be subject to para-
graph (a)(2) of this Q&A–20 because the terms 
of the new loan would satisfy section 72(p)(2) 
and this section (including the substantially 
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level amortization requirements of section 
72(p)(2)(B) and (C)) determined as if the new 
loan consisted of 2 loans, one of which is in 
the amount of the first loan ($33,322) and is 
amortized in substantially level payments 
over a period ending December 31, 2009 (the 
last day of the term of the first loan) and the 
other of which is in the additional amount 
($6,678) borrowed under the new loan. Simi-
larly, the transaction also would not result 
in a deemed distribution (and would not be 
subject to paragraph (a)(2) of this Q&A–20) if 
the terms of the refinanced loan provided for 
repayments to be made in level quarterly in-
stallments (of $2,990 each) over the next 16 
quarters. 

Example 2. (i) The facts are the same as in 
Example 1(i), except that the applicable in-
terest rate used by the plan when the loan is 
refinanced is significantly lower due to a re-
duction in market rates of interest and, 
under the terms of the refinanced loan, the 
amount of the first 16 installments on the re-
financed loan is equal to $2,848 and the 
amount of the next 4 installments on the re-
financed loan is equal to $406. The $2,848 
amount is the sum of $2,442 to repay the first 
loan by December 31, 2009 (the term of the 
first loan), plus $406 (which is the amount to 
repay, in level quarterly installments over 5 
years beginning on January 1, 2006, the $6,678 
excess of the refinanced loan over the Janu-
ary 1, 2006, balance of the first loan). 

(ii) The transaction does not result in a 
deemed distribution (and is not subject to 
paragraph (a)(2) of this Q&A–20) because the 
terms of the new loan would satisfy section 
72(p)(2) and this section (including the sub-
stantially level amortization requirements 
of section 72(p)(2)(B) and (C)) determined as 
if the new loan consisted of 2 loans, one of 
which is in the amount of the first loan 
($33,322) and is amortized in substantially 
level payments over a period ending Decem-
ber 31, 2009 (the last day of the term of the 
first loan), and the other of which is in the 
additional amount ($6,678) borrowed under 
the new loan. The transaction would also not 
result in a deemed distribution (and not be 
subject to paragraph (a)(2) of this Q&A–20) if 
the terms of the new loan provided for repay-
ments to be made in level quarterly install-
ments (of $2,931 each) over the next 16 quar-
ters. 

Q–21: Is a participant’s tax basis 
under the plan increased if the partici-
pant repays the loan after a deemed 
distribution? 

A–21: (a) Repayments after deemed dis-
tribution. Yes, if the participant or ben-
eficiary repays the loan after a deemed 
distribution of the loan under section 
72(p), then, for purposes of section 
72(e), the participant’s or beneficiary’s 
investment in the contract (tax basis) 

under the plan increases by the amount 
of the cash repayments that the partic-
ipant or beneficiary makes on the loan 
after the deemed distribution. How-
ever, loan repayments are not treated 
as after-tax contributions for other 
purposes, including sections 401(m) and 
415(c)(2)(B). 

(b) Example. The following example 
illustrates the rules in paragraph (a) of 
this Q&A–21 and is based on the as-
sumptions described in the introduc-
tory text of this section: 

Example. (i) A participant receives a $20,000 
loan on January 1, 2003, to be repaid in 20 
quarterly installments of $1,245 each. On De-
cember 31, 2003, the outstanding loan balance 
($19,179) is deemed distributed as a result of 
a failure to make quarterly installment pay-
ments that were due on September 30, 2003 
and December 31, 2003. On June 30, 2004, the 
participant repays $5,147 (which is the sum of 
the three installment payments that were 
due on September 30, 2003, December 31, 2003, 
and March 31, 2004, with interest thereon to 
June 30, 2004, plus the installment payment 
due on June 30, 2004). Thereafter, the partici-
pant resumes making the installment pay-
ments of $1,245 from September 30, 2004 
through December 31, 2007. The loan repay-
ments made after December 31, 2003 through 
December 31, 2007 total $22,577. 

(ii) Because the participant repaid $22,577 
after the deemed distribution that occurred 
on December 31, 2003, the participant has in-
vestment in the contract (tax basis) equal to 
$22,577 (14 payments of $1,245 each plus a sin-
gle payment of $5,147) as of December 31, 
2007. 

Q–22: When is the effective date of 
section 72(p) and the regulations in this 
section? 

A–22: (a) Statutory effective date. Sec-
tion 72(p) generally applies to assign-
ments, pledges, and loans made after 
August 13, 1982. 

(b) Regulatory effective date. This sec-
tion applies to assignments, pledges, 
and loans made on or after January 1, 
2002. 

(c) Loans made before the regulatory ef-
fective date—(1) General rule. A plan is 
permitted to apply Q&A–19 and Q&A–21 
of this section to a loan made before 
the regulatory effective date in para-
graph (b) of this Q&A–22 (and after the 
statutory effective date in paragraph 
(a) of this Q&A–22) if there has not 
been any deemed distribution of the 
loan before the transition date or if the 
conditions of paragraph (c)(2) of this 
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Q&A–22 are satisfied with respect to 
the loan. 

(2) Consistency transition rule for cer-
tain loans deemed distributed before the 
regulatory effective date. (i) The rules in 
this paragraph (c)(2) of this Q&A–22 
apply to a loan made before the regu-
latory effective date in paragraph (b) of 
this Q&A–22 (and after the statutory ef-
fective date in paragraph (a) of this 
Q&A–22) if there has been any deemed 
distribution of the loan before the 
transition date. 

(ii) The plan is permitted to apply 
Q&A–19 and Q&A–21 of this section to 
the loan beginning on any January 1, 
but only if the plan reported, in Box 1 
of Form 1099–R, for a taxable year no 
later than the latest taxable year that 
would be permitted under this section 
(if this section had been in effect for all 
loans made after the statutory effec-
tive date in paragraph (a) of this Q&A– 
22), a gross distribution of an amount 
at least equal to the initial default 
amount. For purposes of this section, 
the initial default amount is the 
amount that would be reported as a 
gross distribution under Q&A–4 and 
Q&A–10 of this section and the transi-
tion date is the January 1 on which a 
plan begins applying Q&A–19 and Q&A– 
21 of this section to a loan. 

(iii) If a plan applies Q&A–19 and 
Q&A–21 of this section to such a loan, 
then the plan, in its reporting and 
withholding on or after the transition 
date, must not attribute investment in 
the contract (tax basis) to the partici-
pant or beneficiary based upon the ini-
tial default amount. 

(iv) This paragraph (c)(2)(iv) of this 
Q&A–22 applies if— 

(A) The plan attributed investment 
in the contract (tax basis) to the par-
ticipant or beneficiary based on the 
deemed distribution of the loan; 

(B) The plan subsequently made an 
actual distribution to the participant 
or beneficiary before the transition 
date; and 

(C) Immediately before the transition 
date, the initial default amount (or, if 
less, the amount of the investment in 
the contract so attributed) exceeds the 
participant’s or beneficiary’s invest-
ment in the contract (tax basis). If this 
paragraph (c)(2)(iv) of this Q&A–22 ap-
plies, the plan must treat the excess 

(the loan transition amount) as a loan 
amount that remains outstanding and 
must include the excess in the partici-
pant’s or beneficiary’s income at the 
time of the first actual distribution 
made on or after the transition date. 

(3) Examples. The rules in paragraph 
(c)(2) of this Q&A–22 are illustrated by 
the following examples, which are 
based on the assumptions described in 
the introductory text of this section 
(and, except as specifically provided in 
the examples, also assume that no dis-
tributions are made to the participant 
and that the participant has no invest-
ment in the contract with respect to 
the plan). Example 1, Example 2, and Ex-
ample 4 of this paragraph (c)(3) of this 
Q&A–22 illustrate the application of 
the rules in paragraph (c)(2) of this 
Q&A–22 to a plan that, before the tran-
sition date, did not treat interest ac-
cruing after the initial deemed dis-
tribution as resulting in additional 
deemed distributions under section 
72(p). Example 3 of this paragraph (c)(3) 
of this Q&A–22 illustrates the applica-
tion of the rules in paragraph (c)(2) of 
this Q&A–22 to a plan that, before the 
transition date, treated interest accru-
ing after the initial deemed distribu-
tion as resulting in additional deemed 
distributions under section 72(p). The 
examples are as follows: 

Example 1. (i) In 1998, when a participant’s 
account balance under a plan is $50,000, the 
participant receives a loan from the plan. 
The participant makes the required repay-
ments until 1999 when there is a deemed dis-
tribution of $20,000 as a result of a failure to 
repay the loan. For 1999, as a result of the 
deemed distribution, the plan reports, in Box 
1 of Form 1099–R, a gross distribution of 
$20,000 (which is the initial default amount 
in accordance with paragraph (c)(2)(ii) of this 
Q&A–22) and, in Box 2 of Form 1099–R, a tax-
able amount of $20,000. The plan then records 
an increase in the participant’s tax basis for 
the same amount ($20,000). Thereafter, the 
plan disregards, for purposes of section 72, 
the interest that accrues on the loan after 
the 1999 deemed distribution. Thus, as of De-
cember 31, 2001, the total taxable amount re-
ported by the plan as a result of the deemed 
distribution is $20,000 and the plan’s records 
show that the participant’s tax basis is the 
same amount ($20,000). As of January 1, 2002, 
the plan decides to apply Q&A–19 of this sec-
tion to the loan. Accordingly, it reduces the 
participant’s tax basis by the initial default 
amount of $20,000, so that the participant’s 
remaining tax basis in the plan is zero. 
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Thereafter, the amount of the outstanding 
loan is not treated as part of the account 
balance for purposes of section 72. The par-
ticipant attains age 591⁄2 in the year 2003 and 
receives a distribution of the full account 
balance under the plan consisting of $60,000 
in cash and the loan receivable. At that 
time, the plan’s records reflect an offset of 
the loan amount against the loan receivable 
in the participant’s account and a distribu-
tion of $60,000 in cash. 

(ii) For the year 2003, the plan must report 
a gross distribution of $60,000 in Box 1 of 
Form 1099–R and a taxable amount of $60,000 
in Box 2 of Form 1099–R. 

Example 2. (i) The facts are the same as in 
Example 1, except that in 1999, immediately 
prior to the deemed distribution, the partici-
pant’s account balance under the plan totals 
$50,000 and the participant’s tax basis is 
$10,000. For 1999, the plan reports, in Box 1 of 
Form 1099–R, a gross distribution of $20,000 
(which is the initial default amount in ac-
cordance with paragraph (c)(2)(ii) of this 
Q&A–22) and reports, in Box 2 of Form 1099– 
R, a taxable amount of $16,000 (the $20,000 
deemed distribution minus $4,000 of tax basis 
($10,000 times ($20,000/$50,000)) allocated to 
the deemed distribution). The plan then 
records an increase in tax basis equal to the 
$20,000 deemed distribution, so that the par-
ticipant’s remaining tax basis as of Decem-
ber 31, 1999, totals $26,000 ($10,000 minus $4,000 
plus $20,000). Thereafter, the plan disregards, 
for purposes of section 72, the interest that 
accrues on the loan after the 1999 deemed 
distribution. Thus, as of December 31, 2001, 
the total taxable amount reported by the 
plan as a result of the deemed distribution is 
$16,000 and the plan’s records show that the 
participant’s tax basis is $26,000. As of Janu-
ary 1, 2002, the plan decides to apply Q&A–19 
of this section to the loan. Accordingly, it 
reduces the participant’s tax basis by the 
initial default amount of $20,000, so that the 
participant’s remaining tax basis in the plan 
is $6,000. Thereafter, the amount of the out-
standing loan is not treated as part of the 
account balance for purposes of section 72. 
The participant attains age 591⁄2 in the year 
2003 and receives a distribution of the full ac-
count balance under the plan consisting of 
$60,000 in cash and the loan receivable. At 
that time, the plan’s records reflect an offset 
of the loan amount against the loan receiv-
able in the participant’s account and a dis-
tribution of $60,000 in cash. 

(ii) For the year 2003, the plan must report 
a gross distribution of $60,000 in Box 1 of 
Form 1099–R and a taxable amount of $54,000 
in Box 2 of Form 1099–R. 

Example 3. (i) In 1993, when a participant’s 
account balance in a plan is $100,000, the par-
ticipant receives a loan of $50,000 from the 
plan. The participant makes the required 
loan repayments until 1995 when there is a 
deemed distribution of $28,919 as a result of a 

failure to repay the loan. For 1995, as a result 
of the deemed distribution, the plan reports, 
in Box 1 of Form 1099–R, a gross distribution 
of $28,919 (which is the initial default amount 
in accordance with paragraph (c)(2)(ii) of this 
Q&A–22) and, in Box 2 of Form 1099–R, a tax-
able amount of $28,919. For 1995, the plan also 
records an increase in the participant’s tax 
basis for the same amount ($28,919). Each 
year thereafter through 2001, the plan re-
ports a gross distribution equal to the inter-
est accruing that year on the loan balance, 
reports a taxable amount equal to the inter-
est accruing that year on the loan balance 
reduced by the participant’s tax basis allo-
cated to the gross distribution, and records a 
net increase in the participant’s tax basis 
equal to that taxable amount. As of Decem-
ber 31, 2001, the taxable amount reported by 
the plan as a result of the loan totals $44,329 
and the plan’s records for purposes of section 
72 show that the participant’s tax basis to-
tals the same amount ($44,329). As of January 
1, 2002, the plan decides to apply Q&A–19 of 
this section. Accordingly, it reduces the par-
ticipant’s tax basis by the initial default 
amount of $28,919, so that the participant’s 
remaining tax basis in the plan is $15,410 
($44,329 minus $28,919). Thereafter, the 
amount of the outstanding loan is not treat-
ed as part of the account balance for pur-
poses of section 72. The participant attains 
age 591⁄2 in the year 2003 and receives a dis-
tribution of the full account balance under 
the plan consisting of $180,000 in cash and the 
loan receivable equal to the $28,919 out-
standing loan amount in 1995 plus interest 
accrued thereafter to the payment date in 
2003. At that time, the plan’s records reflect 
an offset of the loan amount against the loan 
receivable in the participant’s account and a 
distribution of $180,000 in cash. 

(ii) For the year 2003, the plan must report 
a gross distribution of $180,000 in Box 1 of 
Form 1099–R and a taxable amount of $164,590 
in Box 2 of Form 1099–R ($180,000 minus the 
remaining tax basis of $15,410). 

Example 4. (i) The facts are the same as in 
Example 1, except that in 2000, after the 
deemed distribution, the participant receives 
a $10,000 hardship distribution. At the time 
of the hardship distribution, the partici-
pant’s account balance under the plan totals 
$50,000. For 2000, the plan reports, in Box 1 of 
Form 1099–R, a gross distribution of $10,000 
and, in Box 2 of Form 1099–R, a taxable 
amount of $6,000 (the $10,000 actual distribu-
tion minus $4,000 of tax basis ($10,000 times 
($20,000/$50,000)) allocated to this actual dis-
tribution). The plan then records a decrease 
in tax basis equal to $4,000, so that the par-
ticipant’s remaining tax basis as of Decem-
ber 31, 2000, totals $16,000 ($20,000 minus 
$4,000). After 1999, the plan disregards, for 
purposes of section 72, the interest that ac-
crues on the loan after the 1999 deemed dis-
tribution. Thus, as of December 31, 2001, the 
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total taxable amount reported by the plan as 
a result of the deemed distribution plus the 
2000 actual distribution is $26,000 and the 
plan’s records show that the participant’s 
tax basis is $16,000. As of January 1, 2002, the 
plan decides to apply Q&A–19 of this section 
to the loan. Accordingly, it reduces the par-
ticipant’s tax basis by the initial default 
amount of $20,000, so that the participant’s 
remaining tax basis in the plan is reduced 
from $16,000 to zero. However, because the 
$20,000 initial default amount exceeds $16,000, 
the plan records a loan transition amount of 
$4,000 ($20,000 minus $16,000). Thereafter, the 
amount of the outstanding loan, other than 
the $4,000 loan transition amount, is not 
treated as part of the account balance for 
purposes of section 72. The participant at-
tains age 591⁄2 in the year 2003 and receives a 
distribution of the full account balance 
under the plan consisting of $60,000 in cash 
and the loan receivable. At that time, the 
plan’s records reflect an offset of the loan 
amount against the loan receivable in the 
participant’s account and a distribution of 
$60,000 in cash. 

(ii) In accordance with paragraph (c)(2)(iv) 
of this Q&A–22, the plan must report in Box 
1 of Form 1099–R a gross distribution of 
$64,000 and in Box 2 of Form 1099–R a taxable 
amount for the participant for the year 2003 
equal to $64,000 (the sum of the $60,000 paid in 
the year 2003 plus $4,000 as the loan transi-
tion amount). 

(d) Effective date for Q&A–19(b)(2) and 
Q&A–20. Q&A–19(b)(2) and Q&A–20 of 
this section apply to assignments, 
pledges, and loans made on or after 
January 1, 2004. 

[T.D. 8894, 65 FR 46591, July 31, 2000, as 
amended by T.D. 9021, 67 FR 71824, Dec. 3, 
2002; 68 FR 9532, 9535, Feb. 28, 2003; T.D. 9169, 
69 FR 78153, Dec. 29, 2004; T.D. 9294, 71 FR 
61883, Oct. 20, 2006] 

§ 1.73–1 Services of child. 

(a) Compensation for personal serv-
ices of a child shall, regardless of the 
provisions of State law relating to who 
is entitled to the earnings of the child, 
and regardless of whether the income is 
in fact received by the child, be deemed 
to be the gross income of the child and 
not the gross income of the parent of 
the child. Such compensation, there-
fore, shall be included in the gross in-
come of the child and shall be reflected 
in the return rendered by or for such 
child. The income of a minor child is 
not required to be included in the gross 
income of the parent for income tax 
purposes. For requirements for making 

the return by such child, or for such 
child by his guardian, or other person 
charged with the care of his person or 
property, see section 6012. 

(b) In the determination of taxable 
income or adjusted gross income, as 
the case may be, all expenditures made 
by the parent or the child attributable 
to amounts which are includible in the 
gross income of the child and not of the 
parent solely by reason of section 73 
are deemed to have been paid or in-
curred by the child. In such determina-
tion, the child is entitled to take de-
ductions not only for expenditures 
made on his behalf by his parent which 
would be commonly considered as busi-
ness expenses, but also for other ex-
penditures such as charitable contribu-
tions made by the parent in the name 
of the child and out of the child’s earn-
ings. 

(c) For purposes of section 73, the 
term ‘‘parent’’ includes any individual 
who is entitled to the services of the 
child by reason of having parental 
rights and duties in respect of the 
child. See section 6201(c) and the regu-
lations in Part 301 of this chapter (Pro-
cedure and Administration) for assess-
ment of tax against the parent in cer-
tain cases. 

§ 1.74–1 Prizes and awards. 
(a) Inclusion in gross income. (1) Sec-

tion 74(a) requires the inclusion in 
gross income of all amounts received 
as prizes and awards, unless such prizes 
or awards qualify as an exclusion from 
gross income under subsection (b), or 
unless such prize or award is a scholar-
ship or fellowship grant excluded from 
gross income by section 117. Prizes and 
awards which are includible in gross in-
come include (but are not limited to) 
amounts received from radio and tele-
vision giveaway shows, door prizes, and 
awards in contests of all types, as well 
as any prizes and awards from an em-
ployer to an employee in recognition of 
some achievement in connection with 
his employment. 

(2) If the prize or award is not made 
in money but is made in goods or serv-
ices, the fair market value of the goods 
or services is the amount to be in-
cluded in income. 

(b) Exclusion from gross income. Sec-
tion 74(b) provides an exclusion from 
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