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A Businesslike Approach May Prevent Problems in the Future

Should You Loan Money to a Family Member?
by Alexandra Armstrong, CFP

Odds are that at some time in your life, a family member or
friend will approach you asking for a loan. This is always an
awkward situation for both parties involved. Generally your
best reply is that you have a policy of not lending money to
family or friends to preserve good relations.

A

t times, however, there’s a good reason to lend or
give the money. For instance, you may want to
help your adult children buy their first home or
start a business. Of course, first you have to determine
whether you can afford to do so and if so, how much you
can give or loan. As a financial adviser, I’ve often been in
the position of being the “bad guy” and telling my clients
that they can’t really afford to give or loan as much money
as they would like. Or they shouldn’t give any money at all.
There are nonfinancial reasons not to give or loan
money. If you have more than one child, another child
may feel that he or she isn’t being treated fairly. One way
to get around this is to make adjustments to your estate
documents so that the amount loaned or given now is
subtracted from that child’s ultimate inheritance.

Lend or Give?
If you do determine you can afford to give or loan money
and you think it’s for a worthwhile purpose, the first decision you need to make is whether you’re going to make a
loan or give the money outright. If you lend the money,
you have to consider what you’d do and how you’d feel if a
payment was late or skipped or if you weren’t repaid at all.
Instead you could give the money to the person. You
can give anybody up to $14,000 per year; this is the maximum exclusion for 2016 and is periodically increased for
inflation. If you’re married and your spouse consents, you
can give an individual a combined gift of $28,000.

A Written Agreement
If lending the money is the best financial option for you,
you should set up a written loan agreement that outlines
the repayment terms. We’d attach a repayment schedule
with the amounts that the borrower will pay and the frequency of the payments — monthly, quarterly, annually.
Both you and the borrower should sign the agreement
and it should be witnessed by an unrelated party. This
way both of you understand the agreement and if you
aren’t repaid, at least you can take the unpaid balance as a
tax loss.
There are two types of loans: demand loans and term
loans. Demand loans can be called at any time.A term loan
sets a specific repayment period and the interest rate is
locked in for this period. The Internal Revenue Service

regulations for a term loan are easier to comply with, so
we would recommend using term loans.

What Interest Rate Should You Charge?
Let’s say this loan is for the purchase of a new home. You
might want to charge the existing mortgage rate or you
might not want to charge interest at all. But the IRS
requires you to charge a certain minimum rate. Even if
you don’t collect interest, the IRS requires you to pay
taxes on “imputed” interest — the interest you should
have received, whether or not you actually receive it.
These rates are called applicable federal rates and are
posted on the IRS website each month. The appropriate
AFR is based on the length of the loan.The short-term rate
applies to loans of three years or less, the midterm for
three years to nine years and the long-term rate to loans
in excess of nine years.
For instance, in July 2016 the short-term rate was 0.71
percent, the medium-term rate was 1.43 percent and the
long-term rate was 2.18 percent.
There are two exceptions to this imputed interest
rule. The first is that these rules don’t apply to a belowmarket loan of less than $10,000 as long as the proceeds
aren’t directly used to buy income-producing assets
The second exception is for loans between $10,000
and $100,000. If the borrower’s net investment income is
$1,000 or less, you aren’t required to report any interest
that you forgive.

Tax Treatment of Interest Paid
Amortization schedules can be found on the internet at
sites such as Bankrate.com. We’d recommend you ask
your accountant to prepare this schedule for you, which
will show the interest paid each year. As the lender, the
interest paid is taxable interest income. If you’re the borrower and if the loan is structured correctly, the interest
may be deductible as mortgage interest, investment interest or as a business expense. If the money is used for personal purposes, it wouldn’t be deductible.

Examples of Family Loans
One real-life example concerned a son who had multiple
student loans for graduate school at various rates. The
mother paid them off but then worked out a schedule her
son could afford that provided her with 3 percent interest. This was much lower than what he was previously
paying but was in excess of the APRs and provided her
with regular income.
In another case, a widow wanted to help her only
child buy a home. The adult child was married and had
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two children. They needed $100,000
for a down payment. She could give
the child, the spouse and the two children $56,000 (four times $14,000) in
this calendar year without exceeding
the gift tax exclusion. She made this
gift and then loaned them $44,000.
That next year she forgave them that
loan using the annual gift tax exclusion again.
Other clients of mine discovered
their daughter had credit card debt of
$25,000 and she could afford only
small repayments, mostly the interest.
They sat down with her and determined the amount she could afford to
pay monthly to them. They paid the
debt off in full and she’s repaying them
monthly. Here again they’re charging
her an interest rate, higher than the
AFR but much lower than what the
credit card companies were charging.
Needless to say, as part of their agreement, she cut up her existing cards.

Conclusion
The bottom line is to be very careful
before agreeing to loan money to a

friend or family member. If it isn’t repaid, it can ruin a relationship. On the
other hand, helping a child buy a first
home has lasting rewards.
If you decide to loan the money,
make sure there’s a formal written
agreement and it’s clear to all this
is a loan, not a gift. We recommend
strongly you consult with your financial adviser and accountant before
making a loan to make sure you can
afford it and that you meet all IRS
requirements.

A Personal Note
Regular readers of this column will
note that Kelly Wright is no longer cowriting this column with me. He’s
joined another firm closer to his
home. We’ll miss his input and wish
him well in his future endeavors.
Alexandra Armstrong is a certified
financial planner practitioner and
chairman of Armstrong, Fleming &
Moore, Inc., a registered investment
advisory firm located at 1850 M St.
N.W., Suite 250, Washington, D.C.

20036-5813, 202/887-8135. Securities are offered through Commonwealth Financial Network,member
FINRA/SIPC.
Investment advisory services are
offered through Armstrong, Fleming
& Moore Inc., an SEC-registered investment adviser not affiliated with
Commonwealth Financial Network.
Consult your personal financial
a d v i s e r b e fo re m a k i n g a ny
decisions.
Ms. Armstrong can’t answer
individual inquiries, but welcomes
suggestions for future article topics.
This material has been provided for general informational purposes only and doesn’t constitute
either tax or legal advice.
Investors should consult a tax
or legal professional regarding their
individual situation.
The above examples are hypothetical and for illustrative purposes
only.
No specific investments were
used in the examples. Actual results will vary.

BE SURE TO WATCH

These BetterInvesting Guest Speaker Webinars

If you missed these special live presentations from
BetterInvesting featuring investing industry experts you
can still watch them online. These FREE presentations
are available to all BetterInvesting members and their
guests. Share the web addresses of these informative
presentations with your friends, family and co-workers.

SPECIAL BONUS
FOR NON-MEMBERS
Anyone who views one of these webinars and is not currently
a member of BetterInvesting will have the opportunity to
receive email notifications from BetterInvesting highlighting
benefits of membership and membership related offers.
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Kelley Wright Presents: Dividends Don’t Lie:
Lessons Learned Over 50 Years
Presented by Kelley Wright
View Presentation at:
www.betterinvesting.org/dividendsstilldontlie
Sam Stovall Presents: Happy Birthday Bull?
Presented by Sam Stovall
View Presentation at:
www.betterinvesting.org/happybirthdaybull
Great Companies:
Past, Present and Future
Presented by the experts at Stack Financial Management
View Presentation at:
www.betterinvesting.org/greatcompanies

