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ACTI ON:  Notice of proposed rul emaking.

SUMVARY: Thi s docunent amends proposed | ncone Tax Regul ations
under section 72(p) of the Internal Revenue Code relating to

| oans made froma qualified enployer plan to plan participants or
beneficiaries. Section 72(p) was added by section 236 of the Tax
Equity and Fiscal Responsibility Act of 1982, and anended by the
Techni cal Corrections Act of 1982, the Deficit Reduction Act of
1984, the Tax Reform Act of 1986 and the Technical and

M scel | aneous Revenue Act of 1988. These regul ati ons provide
gui dance to the public with respect to section 72(p), and affect
adm ni strators of, participants in, and beneficiaries of
qualified enployer plans that permt participants or
beneficiaries to receive loans fromthe plan (including |oans
fromsection 403(b) contracts and other contracts issued under
qual i fi ed enpl oyer plans).

DATES: Witten coments and requests for a public hearing nust

be received by April 2, 1998.



ADDRESSES: Send subm ssions to: CC DOM CORP: R ( REG 209476-82),
room 5226, Internal Revenue Service, POB 7604, Ben Franklin
Station, Washi ngton, DC 20044. Subm ssions may be hand delivered
between the hours 8 aam and 5 p.m to: CC DOM CORP:R (REG
209476-82), Courier’s Desk, Internal Revenue Service, 1111
Constitution Avenue NW Washington, DC. Alternatively, taxpayers
may submit comments electronically via the Internet by selecting
the "Tax Regs" option on the IRS Hone Page, or by submtting
coments directly to the IRS Internet site at
http://ww. irs.ustreas. gov/prod/tax_regs/coments. htni.
FOR FURTHER | NFORMATI ON CONTACT: Concerning the regul ati ons,
Vernon S. Carter, (202) 622-6070; concerning subm ssions or
requests to speak at the hearing, La N ta VanDyke, (202) 622-7190
(not toll-free nunbers).
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

Thi s docunent contains proposed anendnents to the Proposed
I ncone Tax Regul ations (26 CFR Part 1) under section 72 of the
I nternal Revenue Code of 1986 (Code). These anendnents provide
addi ti onal gui dance concerning the tax treatnent of |oans that
are deened to be distributed under section 72(p).
Expl anati on of Provisions

Section 72(p)(1)(A) provides that a loan froma qualified
enpl oyer plan (including a contract purchased under a qualified
enpl oyer plan) to a participant or beneficiary is treated as

received as a distribution fromthe plan for purposes of section



3
72 (a deemed distribution). Section 72(p)(1)(B) provides that an
assignment or pledge of (or an agreement to assign or pledge) any
portion of a participant's or beneficiary's interest in a
gualified employer plan is treated as a loan from the plan.

Section 72(p)(2) provides that section 72(p)(1) does not
apply to the extent certain conditions are satisfied.

Specifically, under section 72(p)(2), a loan from a qualified
employer plan to a participant or beneficiary is not treated as a
distribution from the plan if the loan satisfies requirements
relating to the term of the loan and the repayment schedule, and
to the extent the loan satisfies certain limitations on the

amount loaned.

Regulations were proposed in 1995 with respect to many of
the issues arising under section 72(p)(2). The preamble to the
1995 proposed regulations requested comments on whether further
guidance should be provided on certain issues that were not
addressed. Following publication of the 1995 proposed
regulations, comments were received and a public hearing was held
on June 28, 1996. One of the issues on which comments were
requested and received was the effect of a deemed distribution on
the tax treatment of subsequent distributions from a plan (such
as whether a participant has tax basis as a result of a deemed
distribution). After reviewing the written comments and comments

made at the public hearing, these new proposed regulations

'Proposed § 1.72(p)-1 (EE-106-82) was published in the
Federal Register (60 FR 66233) on December 21, 1995.



address this issue.

These new proposed regul ations provide that once a loan is
deened di stri buted under section 72(p), the interest that accrues
thereafter on that loan is not included in inconme.? Further,
because the [ oan anmobunt is treated as distributed for purposes of
section 72, neither the inconme that resulted fromthe deened
di stribution nor the interest that accrues thereafter increases
the participant’s investnent in the contract (tax basis) for
pur poses of section 72.

For exanple, assunme that, after a | oan has been nmade from a
defined contribution plan to a participant, a deened distribution
occurs as a result of failure to nmake tinely |oan repaynents
(e.g., the repaynents were not to be nmade by payrol
wi t hhol ding®). The participant’s total account then consists of

non-1 oan assets and a receivable for the | oan bal ance. At

’This treatment applies for purposes of deternmining the
anount taxabl e under section 72 (including application of return
of tax basis). However, as discussed below, the loan is stil
consi dered outstanding for purposes of determning the maxi num
anount of any subsequent |oan to the participant under section
72(p)(2)(A). Even though interest continues to accrue on the
outstanding |loan and is taken into account for purposes of
determ ni ng the maxi mum anount of any subsequent |oan, this
additional interest is not treated as an additional |oan that
results in a further deemed distribution for purposes of section

72(p) .

SWth respect to coverage under Title | of the Enployee
Retirement Income Security Act of 1974, the Departnent of Labor
has advi sed the Service that an enployer’s tax-sheltered annuity
program woul d not necessarily fail to satisfy the Departnent’s
regul ation at 29 CFR 2510.3-2(f) nerely because the enpl oyer
permts enpl oyees to nmake repaynents of | oans nade in connection
wWith the tax-sheltered annuity programthrough payroll deductions
as part of the enployer’s payroll deduction system if the
program operates within the limtations set by that regul ation
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separation fromenploynent, the participant’s vested account
bal ance is reduced (offset) by the | oan anmount and the renaining
account balance is distributed in a lunp sumto the participant.
In this case, in addition to the incone that previously arose as
a result of the deened distribution due to the failure to make
tinmely paynents on the |loan, the participant would have a taxable
di stribution at separation from enpl oynent for the remaining
account bal ance reflecting the non-1oan assets that are
distributed in a lunp sum (with no tax basis as a result of the
prior deened distribution of the | oan anbunt). The offset of the
| oan bal ance (i.e., the offset of the | oan receivable by the | oan
anount) woul d be disregarded for purposes of section 72 because
the | oan had previously been deened distributed as a result of
the failure to nmake tinely paynents on the | oan.

A loan that is deenmed distributed under section 72 is
nevert hel ess outstandi ng for other purposes until the |oan
obligation is satisfied (e.g., by cash repaynent or by offset
agai nst the participant’s accrued benefit). Q&A-13 of the 1995
proposed regul ations |ists other differences between a deened
distribution and a |loan offset. |In addition, for purposes of
cal cul ating the maxi num perm tted anmount of any subsequent | oan,
a |l oan that has been deened distributed is considered outstanding
until the | oan obligation has been satisfied.

The proposed regul ations also provide that if a participant
makes any cash repaynents on a |loan after the |loan is deened

distributed, the repaynents increase the participant’s tax basis
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in the plan in the same manner as if the repaynents were after-
tax contributions. However, such repaynents are not treated as
after-tax contributions for purposes of section 401(m or
415(c) (2)(B).

These regul ati ons are proposed to becone effective for |oans
made on or after the first January 1 that is at |east 6 nonths
after the date the regulations are published as final regul ations
in the Federal Register (the regulatory effective date). These
regul ati ons al so revise the proposed effective date for the 1995
proposed regul ations, so that the sanme proposed effective date
woul d apply to the 1995 proposed regul ati ons and these proposed
regul ati ons.

Generally, a plan is permtted to apply the new proposed
regul ations to | oans nmade before the regulatory effective date.
However, the regulations include a special consistency rule
applicable if there has been any deened distribution of the | oan
before the date the plan switches to the new proposed regul ati ons
for the loan. In this event, a plan is not permtted to apply
t he new proposed regul ations to the | oan unless the plan
reported, in Box 1 of Form 1099-R, a gross distribution with
respect to the loan that is at |east equal to the anount required
by the 1995 proposed regulations (referred to as the initial
default amount in the new proposed regul ations) for a taxable
year that is not later than the |atest year that woul d be
perm tted under the 1995 proposed regul ations. |In such a case,

the plan may apply the new proposed regulations to the | oan even
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t hough, in the past, the plan reported deened distributions with
respect to the loan in a manner that is not consistent with the
new proposed regul ati ons.

If a plan does apply the new proposed regul ations to a pre-
regul atory effective date | oan that has been deened distributed,
then the plan, in its subsequent reporting and w thhol di ng, nust
not attribute investnent in the contract (tax basis) to the
partici pant based upon the initial default anmpbunt. For exanple,
a plan that reported incone for the initial default anount plus
all interest accruing thereafter as a result of the default and
made corresponding increases in the participant’s tax basis would
conply with this consistency rule by reducing the participant’s
tax basis by an anobunt equal to the initial default anmount. In
addition, a special rule applies if a plan had increased a
participant’s tax basis by the initial default anmount and, just
before the first actual distribution nade after the plan sw tches
to applying the new proposed regulations to the |oan, the sum of
the participant’s tax basis inmedi ately before the switch plus
any increase in basis thereafter (e.g., fromafter-tax
contributions) is less than the initial default anmount (as a
result of intervening distributions). |In this case, a |oan
transition anmpount equal to the amount by which the initial
default amount exceeds the participant’s tax basis is treated as
remai ni ng out standi ng and that amount is includible in the
participant’s incone at the tinme of the next actual distribution

fromthe plan to the participant. The proposed regul ations
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i nclude exanples illustrating the application of the consistency
rul e.

Comments are requested on whether the final regul ations
shoul d i nclude further guidance relating to plan | oans nmade to
participants before the regulatory effective date.

Taxpayers may rely on these proposed regul ati ons for
gui dance pending the issuance of final regulations. |If, and to
the extent, future guidance is nore restrictive than the gui dance
I n these proposed regul ations, the future guidance will be
applied without retroactive effect.

Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
EO 12866. Therefore, a regulatory assessnent is not required.
It has al so been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U . S.C. chapter 5) does not apply
to these regul ati ons, and because the regul ati on does not i npose
a collection of information on small entities, the Regul atory
Flexibility Act (5 U . S.C. chapter 6) does not apply. Pursuant to
section 7805(f) of the Internal Revenue Code, this notice of
proposed rul emaking will be submtted to the Chief Counsel for
Advocacy of the Small Business Adm nistration for coment on its
I npact on small busi ness.
Comment s and Requests for a Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal

regul ati ons, consideration will be given to any witten coments
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that are submtted tinely (preferable a signed original and eight
copies) to the IRS. Al coments will be available for public
I nspection and copying. A public hearing will be scheduled if
requested in witing by a person that tinely submts witten
comments. |If a public hearing is schedul ed, notice of the date,
time and place for the hearing will be published in the Federal
Regi ster.
Drafting Information

The principal author of these regulations is Vernon S
Carter, Ofice of Associate Chief Counsel (Enployee Benefits and
Exenpt Organi zations). However, other personnel fromthe IRS and
Treasury Departnent participated in their devel opnent.
Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Amendnents to the Previously Proposed Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 continues to
read, in part, as follows:

Authority: 26 U S.C 7805. * * *

Par. 2. Section 1.72(p)-1 of the proposed regul ations
publ i shed Decenber 21, 1995, (60 FR 66233) is anended as foll ows:

1. Q&A-19 is redesignated as (QRA-21.

2. New QRA-19 and RA-20 are added.

3. RA-21, as redesignated, is revised.
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The additions and revision read as foll ows:

8§ 1.72(p)-1 Loans treated as distributions
S
Q-19: If there is a deemed distribution under
section 72(p), is the interest that accrues thereafter on the
amount of the deemed distribution an indirect loan for income tax

purposes?

A-19: (a) General rule . Except as provided 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 in applying section 72 to the
participant or beneficiary. Even though interest continues to
accrue on the outstanding loan (and is taken into account for
purposes 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 result in an additional deemed distribution) for purposes of
section 72(p). However, a loan that is deemed distributed under
section 72(p) is not considered distributed for all purposes of
the Internal Revenue Code. See Q&A-11 through Q&A-16 of this
section.

(b) Exception for purposes of applying section 72(p)(2)(A)

to a subsequent loan . Aloan that is deemed distributed under
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section 72(p) (including interest accruing thereafter) and that
has not been repaid (such as by a plan | oan offset) is considered
out st andi ng for purposes of applying section 72(p)(2)(A) to
determ ne the maxi nrum anount of any subsequent |oan to the
partici pant or beneficiary.

Q20: |Is a participant’s tax basis in the plan increased if
the participant repays the |loan after a deened distribution?

A-20: (a) Repaynents after deened distribution. Yes, if

the participant or beneficiary repays the |loan after a deened
distribution of the | oan under section 72(p), then, for purposes
of section 72(e), the participant’s or beneficiary’ s investnent
in the contract (tax basis) under the plan increases by the
anount of the cash repaynents that the participant or beneficiary
makes on the |oan after the deemed distribution. However, |oan
repaynents are not treated as after-tax contributions for other
pur poses, including sections 401(nm and 415(c)(2)(B).

(b) Exanple. The followi ng exanple illustrates the rules
I n paragraph (a) of this Q%A-20 and is based on the assunptions
descri bed i n ASSUWPTI ONS FOR EXAMPLES:

Exanple. (a) A participant receives a $20,000 | oan on
January 1, 1999, to be repaid in 20 quarterly installnments of
$1, 245 each. On Decenber 31, 1999, the outstanding | oan bal ance
(%19,179) is deened distributed as a result of a failure to nake
quarterly install nment paynents that were due on Septenber 30,
1999 and Decenber 31, 1999. On June 30, 2000, the participant
repays $5, 147 (which is the sumof the three installnment paynments
that were due on Septenber 30, 1999, Decenber 31, 1999, and March
31, 2000, with interest thereon to June 30, 2000, plus the
I nstal |l nent paynent that was due on June 30, 2000). Thereafter,
the participant resunes naking the installnment paynents of $1,245
from Sept enber 30, 2000 through Decenber 31, 2003. The | oan
repaynments made after Decenmber 31, 1999 through Decenber 31, 2003
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total $22,577.

(b) Because the participant repaid $22,577 after the deened
di stribution that occurred on Decenber 31, 1999, the participant
has investnment in the contract (tax basis) equal to $22,577 as of
Decenber 31, 2003.

Q21: Wen is the effective date of section 72(p) and these
regul ati ons?

A-21: (a) Statutory effective date. Section 72(p)

generally applies to assignnents, pledges, and | oans nmade after
August 13, 1982.

(b) Regulatory effective date. This section applies to

assignnments, pledges, and | oans nade on or after the first
January 1 that is at least 6 nonths after the date of publication
of the final regulations in the Federal Register (the regulatory
effective date).

(c) Loans nade before the requlatory effective date -- (1)

General rule. A plan is permtted to apply QA-19 and Q%A- 20 of

this section to a | oan nmade before the regulatory effective date
(and after the statutory effective date in paragraph (a) of this
QA-21) if there has not been any deened distribution of the |oan
before the transition date or if the conditions of paragraph
(c)(2) of this Q%A-21 are satisfied with respect to the |oan

(2) Consistency transition rule for certain |oans deened

distributed before the requlatory effective date. (i) The rules

in this paragraph (c)(2) apply to a | oan nade before the
regul atory effective date (and after the statutory effective date

I n paragraph (a) of this Q%A-21) if there has been any deened
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di stribution of the |oan before the transition date.

(ii1) The plan is permtted to apply Q%A-19 and Q%A-20 of
this section to the | oan beginning on any January 1, but only if
the plan reported, in Box 1 of Form 1099-R, for a taxable year no
| ater than the | atest taxable year that would be permtted under
this section, a gross distribution of an anmpbunt at |east equal to
the initial default anpunt. For purposes of this section, the
initial default amount is the anobunt that would be reported as a
gross distribution under QQA-4 and Q%A-10 of this section and the
transition date is the January 1 on which a plan begins applying
QRA- 19 and Q&A-20 of this section to a | oan.

(ti1) If a plan applies Q&A-19 and Q%A-20 of this section
to such a loan, then the plan, in its reporting and w thhol di ng
on or after the transition date, nust not attribute investnment in
the contract (tax basis) to the participant or beneficiary based
upon the initial default anmount.

(iv) This paragraph (c)(2)(iv) applies if--

(A) The plan attributed investnent in the contract (tax
basis) to the participant or beneficiary based on the deened
di stribution of the | oan;

(B) The plan subsequently nmade an actual distribution to the
partici pant or beneficiary before the transition date; and

(© Imediately before the first actual distribution nade on
or after the transition date, the initial default amount (or, if
| ess, the anobunt of the investnent in the contract so attributed)

exceeds the sumof the participant’s or beneficiary’s investnent
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in the contract (tax basis) immediately before the transition
date plus any increase in the participant’s or beneficiary’s
I nvestnment in the contract (tax basis) on or after the transition
date. If this paragraph (c)(2)(iv) applies, the plan nust treat
the excess (the loan transition anmount) as a | oan anount that
remai ns out standi ng and nust include the excess in the
participant’s or beneficiary’s incone at the tine of the actual
di stribution.

(3) Exanples. The rules in paragraph (c)(2) of this QA-21
are illustrated by the foll ow ng exanpl es, which are based on the
assunptions described i n ASSUMPTI ONS FOR EXAMPLES (and, except as
specifically provided in the exanples, also assune that no
distributions are nmade to the participant and that the
partici pant has no investnent in the contract with respect to the

plan). Exanple 1, Exanple 2, and Exanple 4 illustrate the

application of these rules to a plan that, before the transition
date, did not treat interest accruing after the initial deened
distribution as resulting in additional deened distributions
under section 72(p). Exanple 3 illustrates the application of
these rules to a plan that, before the transition date, treated
I nterest accruing after the initial deened distribution as
resulting in additional deened distributions under section 72(p).
Exanple 1. (a) In 1995, when a participant’s account
bal ance under a plan is $50,000, the participant receives a | oan
fromthe plan. The participant nakes the required repaynents
until 1996 when there is a deemed distribution of $20,000 as a
result of a failure to repay the |oan. For 1996, as a result of
the deened distribution, the plan reports, in Box 1 of Form 1099-

R, a gross distribution of $20,000 (which is the initial default
anmount in accordance with paragraph (c)(2)(ii) of Q%A-21 of this
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section) and, in Box 2 of Form 1099-R, a taxabl e anount of

$20, 000. The plan then records an increase in the participant’s
tax basis for the sane anpbunt ($20,000). Thereafter, the plan

di sregards, for purposes of section 72, the interest that accrues
on the loan after the 1996 deened distribution. Thus, as of
Decenber 31, 1998, the total taxable amount reported 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, 1999, 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

zero. Thereafter, the amount of the outstanding loan is not

treated as part of the account balance for purposes of section

72. The participant attains age 59-1/2 in the year 2000 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.

(b) For the year 2000, the plan must report a gross
distribution of $60,000 on Box 1 of Form 1099-R and a taxable
amount of $60,000 in Box 2 of Form 1099-R.

Example 2 . The facts are the same as in Example 1 , except
that in 1996, immediately prior to the deemed distribution, the
participant’s account balance under the plan totals $50,000 and
the participant’s tax basis is $10,000. For 1996, 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 Q&A-21 of this section) 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 participant’s remaining tax
basis as of December 31, 1996 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 1996 deemed distribution. Thus, as of December 31,
1998, 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 January 1,

1999, 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 outstanding loan is not treated as part of the
account balance for purposes of section 72. The participant
attains age 59-1/2 in the year 2000 and receives a distribution
of the full account balance under the plan consisting of $60,000
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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.

(b) For the year 2000, the plan must report a gross
distribution of $60,000 on Box 1 of Form 1099-R and a taxable
amount of $54,000 in Box 2 of Form 1099-R.

Example 3 . (a) In 1990, when a participant’s account
balance in a plan is $100,000, the participant receives a loan of
$50,000 from the plan. The participant makes the required loan
repayments until 1992 when there is a deemed distribution of
$28,919 as a result of a failure to repay the loan. For 1992, 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
Q&A-21 of this section) and, in Box 2 of Form 1099-R, a taxable
amount of $28,919. For 1992, the plan also records an increase
in the participant's tax basis for the same amount ($28,919).
Each year thereafter through 1998, the plan reports a gross
distribution equal to the interest accruing that year on the loan
balance, reports a taxable amount equal to the interest accruing
that year on the loan balance reduced by the participant's tax
basis allocated to the gross distribution, and records a net
increase in the participant's tax basis equal to that taxable
amount. As of December 31, 1998, 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 totals the same amount ($44,329). As of January 1,
1999, the plan decides to apply Q&A-19 of this section.
Accordingly, it reduces the participant'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) as of December 31, 1999. Thereafter, the amount of the
outstanding loan is not treated as part of the account balance
for purposes of section 72. The participant attains age 59-1/2
in the year 2000 and receives a distribution of the full account
balance under the plan consisting of $180,000 in cash and the
loan receivable equal to the $28,919 outstanding loan amount in
1992 plus interest accrued thereafter to the payment date in
2000. 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.

(b) For the year 2000, 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 . (a) The facts are the same as in Example 1
except that in 1997, after the deemed distribution, the
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partici pant receives a $10,000 hardship distribution. At the
time of the hardship distribution, the participant’s account
balance under the plan totals $50,000. For 1997, 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 distribution minus $4,000 of tax basis ($10,000
times ($20,000/$50,000)) allocated to this actual distribution).
The plan then records a decrease in tax basis equal to $4,000, so
that the participant’s remaining tax basis as of December 31,
1997 totals $16,000 ($20,000 minus $4,000). After 1996, the plan
disregards, for purposes of section 72, the interest that accrues
on the loan after the 1996 deemed distribution. Thus, as of
December 31, 1998, the total taxable amount reported by the plan
as a result of the deemed distribution plus the 1997 actual
distribution is $26,000 and the plan’s records show that the
participant's tax basis is $16,000. As of January 1, 1999, 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 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 attains age 59-1/2 in the year 2000
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.

(b) In accordance with paragraph (c)(2)(iv) of Q&A-21 of
this section, 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
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anount for the participant for the year 2000 equal to $64, 000
(the sum of the $60,000 paid in the year 2000 plus $4,000 as the
| oan transition anmount).

/'s/ M chael Dol an
Deputy Conm ssioner Internal Revenue



