
20

A R T I C L E

Rollovers 
as Business 
Start-Ups 
(ROBS)—401(k) 
Plan Business 
Financing: 
A Personal 
Employment 
Act
B y  M a t t h e w  J .  K a f t a n

This article will outline the significant benefits and 

significant risks of using tax-deferred retirement assets 

to fund businesses.

The first half of the article will focus on basic 

structure of the transaction and some Internal 

Revenue Service (IRS) and Department of Labor 

(DOL) regulatory matters that must be considered. 

The second half of the article will provide an analysis 

of on-going and start-up practical considerations to 

tax-free funding with retirement assets.

A long-term client of yours has lost his job. He is 
55 years old and has significant retirement assets and a 
house whose value has declined 50 percent in the past 
four years. His chances of finding a new job in today’s 
market at age 55 or obtaining bank financing for a 
new business are bleak. He has considered withdraw-
ing assets from his 401(k) plan and IRA to start a new 
business. However, income taxes and early withdrawal 
penalties would be significant.

Your client has heard of a way to use retirement 
assets tax-free to start a business. He will ask you as 
his attorney for advice. The process is complicated and 
goes against the commonly accepted principle that 
tax-deferred retirement assets are intended for retire-
ment, not as venture capital for business startups.

Current IRS Guidance
In an October 2008 memorandum, the IRS 

announced a project to examine use of tax-deferred 
retirement assets to fund business startups. The 
memorandum was the first widely disseminated public 
statement by the IRS about this concept.

The memorandum referred to the transaction as 
“Rollovers as Business Start-ups” and is credited 
with coining the colorful acronym “ROBS.” [Michael 
Julianelle, “Guidelines regarding rollovers as business 
start-ups,” page 1, October 1, 2008, available at http://
www.irs.gov/pub/irs-tege/robs_guidelines.pdf] Throughout 
this article, the memorandum will be referred to as the 
“Guidelines” or “IRS Guidelines.” The strategy will be 
referred to as the ROBS transaction.

Although the typical ROBS transaction has been 
promoted for more than 10 years, neither the IRS nor 
the DOL had previously provided any formal regula-
tions, rulings, or revenue procedures concerning ROBS. 
[See SD Cooper Web site for claim that they “started 
it all in 1999,” http://www.ersop.com.] However, the IRS 
finally issued the Guidelines because of the number 
of ROBS promoters aggressively pushing the ROBS 
transaction. [“When ‘Too Good to Be True’ Very Well 
May Be: Funding Business Start-ups with Plan Assets,” 
IRS Newsletter Special Edition, November 5, 2008, 
http://www.irs.gov/pub/irs-tege/se1108.pdf ] The IRS noted 
that the Guidelines “will serve as instructions to our 
technical specialists to resolve issues they encounter 
when evaluating these plans.” 
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The IRS summary of the ROBS project issued 
in the Fall of 2010 further noted, “Although the 
form of these ROBS transactions did not appear 
non-compliant per se, there were a number of 
issues that needed to be developed on a case by 
case basis before it could be determined if such 
plans were abusive.” [“Employee Plans Compliance 
Unit - Completed Projects - Project Summary 
Reports - Rollovers as Business Start-ups (ROBS),” 
Fall 2010, http://www.irs.gov/Retirement-Plans/
Employee-Plans-Compliance-Unit-(EPCU)---Completed-
Projects---Project-with-Summary-Reports-%E2%80%93-
Rollovers-as-Business-Start-Ups-(ROBS)]

ROBS also was discussed by the IRS at an August 
2010 phone seminar titled “Beware of Abusive Tax 
Avoidance Transactions (ATAT) and emerging EP 
Compliance Issues that can threaten your retirement.” 
The IRS representatives on the call noted business 
failures and compliance issues were developed on a 
case-by-case basis but also admitted that the form of 
the “ROBS transaction is not prohibited per se.” 

William Dolce, TEGE, EP Area Manager, Northeast 
for the IRS, indicated that ROBS arrangements will 
be audited in the normal course of operations and any 
discovered compliance issues will be subject to correc-
tion under guidelines outlined in the Employee Plans 
Compliance Resolution System (EPCRS). [EPCRS is 
contained in Rev. Proc. 2013-12, http://www.irs.gov/
pub/irs-drop/rp-13-12.pdf.]

“ROBS” Rollovers as Business Start-Ups 
Initial Tax Goal 

The overriding problem faced by any individual 
wanting to use any form of tax-deferred retirement 
assets to finance a business is the income tax and 
penalties on withdrawal of the funds. Therefore, it 
should come as no surprise that the primary motive of 
individuals contemplating the ROBS transaction is to 
avoid these potentially severe tax consequences. 

Withdrawal of tax-deferred retirement assets by any 
individual is subject to federal income tax (and state 
income tax where applicable). Withdrawals by indi-
viduals under age 59½ with certain limited exceptions 
are subject to an additional federal early withdrawal 
tax of 10 percent. [IRC § 72(t)] Some states levy 
additional taxes for early withdrawals. Wisconsin, for 
example, applies an added penalty for early withdrawal 
of tax-deferred retirement assets of one-third the fed-
eral penalty. [Wis. Stat. § 71.83(1)(a)6]

A properly constructed ROBS transaction avoids all 
of the federal and state income and penalty taxes.

ROBS Transaction Basic Structure
The basic setup of a ROBS transaction is 

deceptively simple. An individual (P) sets up a 
C-corporation (C-corp). Note, an S-corporation or 
LLC cannot be used. P makes a nominal initial capi-
tal contribution to form the corporation and receives 
shares of stock in return. P, in many cases, is the only 
officer of C-corp and is named president, secretary, and 
treasurer. C-corp adopts a 401(k) plan (C-corp 401(k) 
Plan). P is named as Trustee of the 401(k) plan and 
sets up a 401(k) plan checking account. It is worth 
noting that there are recordkeeping firms specializing 
in ROBS transactions that may closely supervise this 
401(k) account setup process along with the rollover 
and investment process described below.

P, then as a beneficiary of an IRA or other tax-
deferred retirement plan, directs a rollover of funds 
from those accounts into the C-corp’s 401(k) Plan 
checking account. P, as a participant in the C-corp 
401(k) Plan, then directs an investment of his rollover 
funds in stock of C-corp. Those shares are owned by 
the Plan and allocated to P’s rollover account. With 
the retirement assets that were used to purchase the 
employer stock now in C-corp, the corporation may 
purchase a franchise or assets of an existing business.

At the end of this series of transactions, the C-corp 
401(k) Plan will own some or all of the shares of 
C-corp. P, individually, will own the balance of the 
shares. P, as Trustee and a C-corp 401(k) Plan partici-
pant, will be in the position to control future C-corp 
operations. 

When P directs investment of his 401(k) plan 
account into shares of C-corp, shares of stock in 
the plan sponsor are an investment option. After 
P makes the investment of his 401(k) account in 
C-corp stock, this investment option generally is 
eliminated before future employees are eligible to 
participate in the plan. While this process effec-
tively ensures that P is the only 401(k) plan par-
ticipant with a beneficial ownership interest in the 
plan sponsor C-corp, the Guidelines indicate that it 
may be discriminatory. If so, an offering of stock to 
employees may be needed, notwithstanding the small 
likelihood that any of the employees will buy this 
investment. [Guidelines, page 6, as the IRS notes 
that the transaction only benefits one individual (i.e., 
the ROBS entrepreneur)]

While noting this type of transaction is not “non-
compliant per se,” the Guidelines address several poten-
tial issues that must be addressed on a case-by-case 
basis. [Guidelines, pages 1 and 2]
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Prohibited Transaction Basics Applied 
to ROBS

The Guidelines discuss in some detail the potential 
prohibited transaction issues that may apply to the 
ROBS transaction. [Guidelines, pages 7-10]

Rules concerning what individuals can and cannot 
do with qualified retirement plan assets are provided 
in the Employee Retirement Income Security Act 
of 1974 (ERISA), ERISA regulations, and advi-
sory opinions developed by the DOL. A 15 percent 
excise tax is imposed on a “disqualified person” 
who engages in a “prohibited transaction.” [IRC 
§ 4975(a)] An additional 100 percent tax may be 
imposed in any case in which the prohibited trans-
action is not corrected within the tax period. [IRC 
§ 4975(b)]

Under these rules, there is a prohibition against a 
direct or indirect “sale or exchange, or leasing of any 
property” between a plan and a “party in interest.” A 
party in interest includes a fiduciary and an officer or 
director of the retirement plan sponsor. In almost all 
cases, the ROBS entrepreneur will be a fiduciary by 
virtue of the fact that he or she is the trustee of the 
ROBS 401(k) plan and an officer and/or director of the 
plan sponsor. In addition, the employer (the C-corp in 
the above example) sponsoring the plan “any of whose 
employees are covered by the plan” is also a “party in 
interest.” (IRC § 4975(e)(2) defines “disqualified per-
son”; ERISA § 3(14) contains an almost identical defi-
nition for a “party in interest,” although it is slightly 
more inclusive. Throughout the article we will refer-
ence “party in interest.”)

The prohibited transaction rules appear to effec-
tively prevent the issuance of stock by the sponsoring 
C-corp to its 401(k) plan because a sale of such stock 
to a 401(k) plan would be a transaction between a 
“plan” and a “party in interest,” namely the C-corp. 
Furthermore, ERISA Section 407(d) prohibits a plan 
from holding more than 10 percent of its assets in 
employer stock.

A ROBS transaction is designed specifically to take 
advantage of exceptions to these rules that allow the 
C-corp 401(k) Plan to purchase and hold shares of 
stock in the C-corp in a qualifying employer security 
(QES) transaction. 

DOL Regulations Section 2550.407d-5 defines a 
“qualifying employer security” as follows:

(a) In general. For purposes of this section and 
section 407(d)(5) of the Employee Retirement 
Income Security Act of 1974 (the Act), the 

term “qualifying employer security” means an 
employer security which is: 

(1) Stock; or 
(2) A marketable obligation, as defined in para-
graph (b) of this section and section 407(e) of 
the Act.

Code Section 4975(d)(13) contains a similar excep-
tion that references ERISA Section 408(e), which 
allows the C-corp 401(k) Plan to purchase shares of 
stock in C-corp in a QES transaction. 

To qualify for the exception, the following is 
required:

• The sale must be for adequate consideration; 
• No commission may be charged with respect to 

the sale; and
• The plan must be an “eligible individual account 

plan.”

ERISA Section 407(d)(3)(A) provides that an 
“ eligible individual account plan” means an individual 
account plan that is a “profit-sharing, stock bonus, 
thrift, or savings plan” that specifically provides for 
the acquisition and holding of QES. A 401(k) plan 
fits within this definition.

Therefore, the purchase of QES by the C-corp 
401(k) Plan will be exempt from the prohibited trans-
action rules as long as no commission is charged on 
the transaction and the sale is for “adequate consid-
eration.” ERISA Section 407(b)(1) permits eligible 
individual account plans to acquire employer securities 
without regard to the 10 percent limit. These excep-
tions set the stage for the ROBS transaction.

Benefits, Rights, and Features Discrimination
The Guidelines note “that ROBS transactions gen-

erally benefit only the principal involved with setting 
up a business, and do not enable rank-and-file employ-
ees to acquire employer stock,” and that this could 
result in some plans violating “the anti-discrimination 
provisions of the Code and regulations.” [Guidelines, 
page 6]

A qualified retirement plan must provide benefits, 
rights, and features (BRFs) to retirement plan par-
ticipants on a nondiscriminatory basis. Code Section 
401(a)(4) provides that benefits under the plan must 
not discriminate in favor of highly compensated 
employees (HCEs). Code Section 414(q)(1)(A) defines 
an HCE as either (1) a more than 5 percent owner, 
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defined under the attribution rules of Code Section 
318, or (2) an employee who receives compensation in 
excess of $80,000 (indexed, and subject to a “top-paid 
group” election by the employer). The current com-
pensation threshold is $115,000. [IRS News Release 
IR-2013-86, Oct. 31, 2013]

Very few initiators of a ROBS arrangement will 
earn in excess of the minimum compensation limit 
to be considered highly compensated at the outset of 
their business. However, the ROBS initiator may, by 
definition, be highly compensated due to individual 
ownership of more than 5 percent of the outstanding 
stock of the plan sponsor. 

BRFs are available on a nondiscriminatory basis 
if they are made both “currently” and “effectively 
available.” [Treas. Reg. § 1.401(a)(4)-4(c)] “Effective 
availability” testing requires “a facts and circum-
stances” determination regarding whether a plan 
feature benefits non-highly compensated employees 
(NHCEs). Consideration also must be given concern-
ing whether the timing of plan amendments has the 
effect of discriminating in favor of HCEs. [Treas. Reg. 
§ 1.401(a)(4)-5] 

The IRS concern, as stated in the Guidelines, is 
that the basic design of a ROBS transaction is “to take 
advantage of a one-time stock offering” that results in 
the investment feature not being “effectively available” 
to the NHCEs. This apparent violation of the nondis-
crimination requirements of Code Section 401(a)(4) 
leaves open the possibility of plan disqualification. 
[Guidelines, page 7] If there are never any employees 
hired, “effective availability” does not become an issue.

The ROBS entrepreneur, doubling as the plan 
administrator, should provide employer stock as an 
investment option at least for a period of time after 
other employees are hired to comply with the BRF 
rules. Currently there are no guidelines outlining 
what may be an acceptable time period for leaving the 
investment option in QES available to the NHCEs. 

To document the offering, a description of the 
investment and acknowledgment by employees in 
writing that they are aware of the plan, the right to 
roll over retirement assets into the plan, and the right 
to invest in QES would be helpful, particularly in the 
case where a new business has employees at the time 
of the start. Regardless of what one may think of the 
value of this investment or the unlikely possibility 
that an employee will take advantage of the rollover 
and QES investment opportunity, some effort at docu-
menting the offer and the employee’s knowledge of the 
offer may eliminate a future audit issue. 

 Of course, offering employees the opportunity 
to invest in illiquid securities with no business 
track record creates its own set of challenges for the 
ROBS entrepreneur who takes Securities Exchange 
Commission (SEC) reporting and ERISA fiduciary 
obligations seriously.

SEC Rules
With respect to SEC registration requirements, 

it appears that the vast majority of QES offerings 
to employees of the C-corp stock by way of directed 
investment through the C-corp 401(k) Plan will fall 
within the SEC Rule 701 registration exemption 
for small offerings to “compensatory benefit plans.” 
Rule 701(c)(2) provides that a written “compensa-
tory benefit plan” includes “any purchase, savings, 
option, bonus, stock appreciation, profit sharing, 
thrift, incentive, pension or similar plan.” A 401(k) 
plan would appear to fall within the term “com-
pensatory benefit plan.” If actual sales of securi-
ties are under $1 million for any year, Rule 701 
may exempt any offering to employees participat-
ing in a compensatory benefit plan from registra-
tion. [Robert B. Robbins, “Securities Offerings to 
Employee, Consultants and Advisors Under Rule 
701,” outline March 14-16, 2013, http://www. 
pillsburylaw.com/ siteFiles/Publications/RobbinsRule
7012013.pdf]

Consideration also must be given to correspond-
ing state securities rules. Many states have adopted 
Rule 701 and other corresponding SEC rules and 
registration exemptions. Any entrepreneur should 
consider whether any proposed offerings or sales of 
securities are exempt from registration under state 
securities laws.

Even if there is not any registration obligation or 
requirement to provide a prospectus to employees 
in connection with any QES offering, anti-fraud 
provisions of state and federal securities laws will 
still apply to any offering or sale of QES. It is ille-
gal “to make any untrue statement of a material 
fact or to omit to state a material fact necessary in 
order to make the statements made, in the light 
of the circumstances under which they were made, 
not misleading” in connection with the sale of any 
security. [SEC Rule 10b-5(b), codified at 17 C.F.R. 
§ 240.10b-5(b)] If care is taken to carefully explain 
the risks involved with a QES investment, the 
chance of running afoul of the securities fraud rules 
is greatly reduced when an offer is made to existing 
employees.
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Fiduciary Duty Rules Related 
to Stock Offering

A ROBS entrepreneur also must consider whether 
offering the investment in the ROBS C-corp is an 
appropriate investment for the average participant. 
With no open market for the stock and probably no 
business track record, the investment will be difficult 
to value.

Under ERISA, the plan administrator as plan 
fiduciary has an affirmative duty to act “solely in 
the interest of the participants and beneficiaries” for 
purposes of providing benefits and administering the 
plan. [ERISA § 404(a)(1)(A)] The ERISA fiduciary 
must act “with the care, skill, prudence, and dili-
gence under the circumstances then prevailing that 
a prudent man acting in a like capacity and familiar 
with such matters would use in the conduct of an 
enterprise of like character with like aims.” [ERISA 
§ 404(a)(1)(B)] “These duties are the highest known to 
law.” [Howard v. Shay, 100 F.3d 1484, 1488 (9th Cir. 
1996); citing Donovan v. Bierwirth, 680 F.2d 263, 272 
(2d Cir 1982)] 

To comply with both the IRS mandate to make this 
“valuable” plan feature “effectively available” and the 
ERISA-based obligations of a fiduciary, the ROBS 
entrepreneur will need to create a well-thought-out 
description of the investment with appropriate bolded 
warnings concerning risk and liquidity. Not much 
more can be done. 

In the ROBS project summary the IRS noted: 

Overall, the research we conducted and the 
responses we received to the compliance checks 
indicated that while some of the ROBS were 
successful, many of the companies in the sample 
had gone out of business within the first 3 
years of operation, experiencing significant 
monetary loss, bankruptcy, personal and busi-
ness liens, or had their corporate status dis-
solved by the Secretary of State (voluntarily or 
involuntarily). [“Employee Plans Compliance 
Unit (EPCU) - Completed Projects - Projects 
with Summary Reports - Rollovers as Business 
Start-ups (ROBS),” http://www.irs.gov/Retirement-
Plans/Employee-Plans-Compliance-Unit-(EPCU)---
Completed-Projects---Project-with-Summary-Reports-
%E2%80%93-Rollovers-as-Business-Start-Ups-
(ROBS)]

Assuming the IRS is correct, the application of 
the BRF rules probably provides little real benefit for 

rank-and-file employees. However, without a regula-
tory exception, the ROBS entrepreneur must still take 
steps to satisfy the BRF requirements.

Valuation Requirements for Initial 
QES Purchase

The Guidelines observed that an inadequate 
appraisal in the initial transaction could result in a 
prohibited transaction because the requirement for 
“adequate consideration” for the QES transaction may 
not be met. However, there is little official guidance 
as to what constitutes “adequate consideration.”

The Guidelines note that ERISA Section 3(18) 
“provides in relevant part that, in the case of an asset 
for which there is no generally recognized market, 
adequate consideration means fair market value of 
the asset.” For securities for which there is not a 
readily available market, DOL Regulations Section 
2550.408e(d) provides that “the price to the plan 
may not be less favorable than the price determined 
under ERISA §3(18).” ERISA Section 3(18) allows the 
trustee or named fiduciary of the plan to determine in 
good faith the proper value of an asset for which there 
is no recognized market value. This is to be done in 
accordance with the regulations promulgated by the 
Secretary of Labor. 

The proposed DOL regulations to Section 3(18) 
(issued in 1988 and never finalized) attempt to pro-
vide guidance to determine “adequate consideration” 
via a two-part test. [Prop. DOL Reg. § 2510.3-
18(b)] The first part requires that a determination of 
adequate consideration reflect the asset’s “fair market 
value.” The term “fair market value” is the price at 
which an asset would change hands between a willing 
buyer and a willing seller. [Prop. DOL Reg. § 2510.3-
18(b)(2)(i)] Furthermore, the “fair market value” must 
be reflected in “written documentation.” [Prop. DOL 
Reg. § 2510.3-18(b)(2)(iii)] The second part of the 
test requires that an assessment of “adequate consider-
ation” be made in “good faith” by the trustee. Notes 
to the proposed regulation indicate that use of an 
independent appraiser may be a relevant determina-
tion of good faith, but the “written documentation of 
valuation required by this section of the proposal need 
not be a written report of an independent appraiser. 
Rather, it should be documentation sufficient to allow 
the Department to determine whether the content 
requirements of DOL Reg. § 2510.3-18(b)(4) have 
been satisfied.” [See explanation of Proposed DOL Reg. 
§ 2510.3-18, Section B: Description of Proposal, 2. 
Fair Market Value, fn. 2.]
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If the ROBS C-corp acquires business assets from 
an unrelated party and the ROBS entrepreneur has 
done appropriate due diligence, then, based upon the 
given current standards in the proposed DOL regula-
tions, it would seem that an independent appraisal 
would not be required. In addition, the Internal 
Revenue Manual (IRM) concerning valuations implies 
some flexibility for not requiring a formal valuation 
in certain cases. IRM Section 4.72.8.1.2 (09-01-2006) 
notes, “The reasonableness of the method for valu-
ing plan assets is based on the surrounding facts and 
circumstances.”

What about the situation where a son is purchas-
ing the family business from his father in a ROBS 
transaction? The issue will be whether the transaction 
was arms-length. The use of an independent qualified 
appraiser to value the business likely will be needed 
to dispel the notion that the business has been val-
ued improperly due to the self-interest of the related 
parties.

It is noteworthy that, if the plan assets buy stock 
when there is not yet any existing business in the 
corporation, the corporation’s value after the transac-
tion will be equal to the consideration paid for the 
stock. In other words, the company value is always 
equal to the price paid for the stock once the trans-
action is complete. It is unclear, however, whether 
this is sufficient to eliminate any possibility that the 
transaction will be considered to have been for inap-
propriate consideration. It is likely safer, although 
not required, that the stock purchase transaction 
occur when the business to be purchased by the 
C-corp is known. 

Valuation Requirements for Ongoing 
Administration

The IRS position with respect to ongoing admin-
istration and valuations is that plan assets must be 
valued on an annual basis. [Rev. Rul. 80-155; IRM 
§ 4.72.8.3 (09-01-2006)] IRS Examination Guidelines 
provide some view into the IRS’s approach to the valu-
ation requirements for qualified plan assets for differ-
ent purposes. [IRM § 4.72.8 (09-01-2006)]

The IRM sections covering valuations of plan 
assets do not mandate that a formal appraisal be per-
formed all cases. The “reasonableness of the method 
for valuing plan assets is based on the surrounding 
facts and circumstances.” [IRM § 4.72.8.1.2 (09-
01-2006)] The IRM also provides several factors 
to be considered in a valuation. [IRM § 4.72.8.4.1 
(09-01-2006)]

The IRM recognizes that “whether a formal valua-
tion is required will depend on the transactions that 
occur with the plan and the form of the plan” and “the 
valuation in a single participant plan, a self-directed 
account, or frozen plan can be less formal in a year in 
which the plan or self-directed account receives no 
contribution and makes no distribution or change in 
investment.” [IRM § 4.72.8.1.2 (09-01-2006)] It is 
worth noting that the C-corp 401(k) Plan often will 
hold a QES investment for a single participant, the 
ROBS entrepreneur, and that there will be little or no 
activity with respect to this account for years until the 
ROBS entrepreneur determines it is time to liquidate 
the investment or take a distribution. Therefore, in 
many years of operation of the C-corp 401(k) Plan, 
there may not be any formal appraisal requirement 
with the obligation to value plan assets annually.

The annual valuation requirement, which will con-
tinue to apply, as well as other compliance matters, 
may create additional significant expenses. However, 
the annual cost could be much greater if a formal 
appraisal required of employee stock ownership plans 
(ESOPs) applied to ROBS’s QES investments. [IRM 
§ 4.72.8.1.2 (09-01-2006)] In addition, simply 
reporting the same value year after year on the annual 
report Form 5500 may be a red flag that could invite 
an audit. [IRM § 4.72.8.2.1. (09-01-2006)]

Exclusive Benefit Rule
All qualified retirement plans must be operated for 

the exclusive benefit of employees and their beneficia-
ries. [IRC § 401(a)(2)] This is commonly referred to as 
the “exclusive benefit rule.”

Exclusive benefit rule violations may involve issues 
that are less obvious than those discussed above. For 
example, where a person with retirement assets agrees 
to use these assets in a ROBS transaction to start a 
company that will employ the previously unemployed 
spouse, a violation of Code Section 401(a)(2) could 
result, if the ROBS initiator is not a bona fide employee 
of the plan sponsor. This situation also could occur if 
the ROBS initiator wants to maintain outside employ-
ment and gradually build up the ROBS business. 

In all cases, the attorney providing advice has to 
ask the ROBS entrepreneur, “Are you going to be 
employed immediately by the plan sponsor? If so, will 
you be working full- or part-time? How many hours 
a week?” If the answers are vague as to whether the 
ROBS entrepreneur will be a legitimate employee, 
then the ROBS entrepreneur should be advised to 
forgo the transaction.
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Permanency—Plan Not Communicated 
to Employees—Inactivity of Cash or 
Deferred Arrangement

The Guidelines cite (1) permanency, (2) failure to 
communicate to employees, and (3) inactivity of cash 
or deferred arrangements as issues developed during 
ROBS audits. [Guidelines, pages 10-13]

For a plan to be “qualified,” it must be permanent, 
as distinguished from temporary. The Guidelines 
reiterate the general rule that, if a plan “is discon-
tinued within a few years after adoption, there is a 
presumption that it was not intended as a permanent 
program from its inception, unless business necessity 
required the discontinuance, termination or partial 
termination.” 

If the business fails, then contributions can no lon-
ger be made to the plan and the plan will end. The 
Guidelines provide that “permanency is not an area 
where the Service has aggressively challenged plan 
terminations.” [Guidelines, pages 10-11 citing Treas. 
Reg. § 1.401-1(b)(2)] 

“Plans which suffer from permanency failures gen-
erally are deficient in that they do not receive sub-
stantial and recurring contributions.” [Guidelines, 
page 11] As long as the business reasons for termina-
tion of the ROBS 401(k) plan are clearly documented, 
the permanency requirement should not be a signifi-
cant issue.

Related to the permanency issue is the failure to 
communicate the plan to employees after the newly 
created business is up and running. The Guidelines 
note, “the plan may be in violation of Treas. Reg. 
§1.401(a)(2), requiring that it be a definite, written 
program communicated to employees.” [Guidelines, 
page 12] If the plan is not communicated, employ-
ees will not have the opportunity to make regular 
recurring deferrals and demonstrate “permanency.” 
[Guidelines, page 11]

If the failure to communicate results in little or 
no participation in the salary deferral feature of the 
ROBS 401(k) plan among eligible employees, a 
common plan sponsor response is the salary deferral 
feature was “inactive.” The Guidelines state that, if 
participants were not permitted to make salary defer-
rals, “the plan would violate IRC § 401(k)(2)(D).” 
[Guidelines, page 13]

The cost of fixing a failure to communicate and 
allow salary deferrals can be very expensive. In gen-
eral, in these circumstances, EPCRS provides that 
the appropriate fix is to have the employer (ROBS 
entrepreneur) make up a portion of the salary 

deferral contributions that the employees could have 
made plus any related matching contributions and 
lost earnings. [Rev. Proc. 2013-12, Appendix B 
§ 2.02] 

Central Problem Highlighted by IRS
The Guidelines and subsequent IRS newsletters 

indirectly highlight the central problem with business 
funding using retirement assets. ROBS initiators are 
primarily interested in one thing—access to retire-
ment funds without paying income and early with-
drawal fees. 

In the process of developing the ROBS transaction, 
the ROBS entrepreneur commonly is not concerned 
with ongoing retirement plan administration. This is 
obvious from the very basic issues developed by the 
IRS in the ROBS review process concerning perma-
nency, notification of employees of the plan’s existence, 
and the “inactive CODA.” [Guidelines, page 12]

With traditional retirement plans, there are built-in 
incentives to encourage participation and avoid basic 
compliance issues seen in many ROBS plans. First, 
the typical plan sponsor may be paying thousands of 
dollars per year for plan administration costs. Second, 
the retirement plan is often seen as a valuable reten-
tion and recruiting tool for employees. Finally, the 
general non-discrimination scheme requires that a 
certain level of contributions be made for NHCEs in 
order for HCEs to achieve significant benefits. For 
example, Code Sections 401(k)(12) and 401(m)(11) 
provide numerical tests that require NHCE deferral 
and matching contribution percentages be within cer-
tain ranges of such percentages for HCEs. Also, Code 
Section 401(a)(4) provides that contribution and ben-
efit levels cannot discriminate in favor of HCEs. Most 
HCEs who set up traditional retirement plans will 
want to save for retirement in a significant way along 
with NHCEs who are eligible to participate in the 
plan. The HCEs will have to facilitate NHCE partici-
pation in some form to take advantage of tax-deferred 
savings offered by a qualified retirement plan. 

With ROBS entrepreneurs, the focus is on funding 
a business. Retirement plan rules, regulations, and 
administration are side issues that must be dealt with 
as the result of the method of funding. Because tax 
minimization is the primary or sole motivator, ROBS 
promoter Web sites emphasize this aspect of the 
ROBS rollover process and de-emphasize the ongo-
ing obligations of plan sponsorship. The plan itself 
is a secondary concern. [See Web sites for Catchfire 
Funding, http://www.catchfirefunding.com, advertising 
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“No Debt, No Taxes, No Penalties”; SD Cooper for 
“The original 401(k) rollover for business start-up 
plans for the exit strategy which started it all in 1999, 
without which you have double taxation”; Franfund 
http://franfund.com/forFranchisees.php, which promotes 
investing in your business without “incurring any tax, 
interest, penalties or debt.”]

Nonetheless, as the prior sections of this article 
illustrate, the ROBS entrepreneur must protect his 
or her investment and tax deferral by respecting the 
formalities of having a qualified retirement plan. If 
the plan is disqualified, everything that motivated the 
entrepreneur to use the ROBS structure is lost.

Practical Issues That Must Be Considered
A number of practical issues must be considered 

prior to initiating a ROBS transaction. 

Setup and Ongoing Costs
A ROBS transaction entails substantial setup and 

ongoing costs. The promoters may take a fee of several 
thousand dollars for the initial setup. Annual admin-
istration charges can range between $1,000 to $2,000, 
or more. With setup costs, annual administration 
costs, and appraisals, the initial two-year cost could 
easily run $6,000 to $8,000, or more. The ROBS 
structure requires a C-corp, which in turn, must file 
federal and state corporate income tax returns, as well 
as state incorporation charges, at a total cost of several 
thousand dollars depending on the complexity of the 
returns. Because the tax savings may not justify the 
cost, the ROBS transaction may not be suitable for 
smaller rollover amounts.

Ongoing Plan Administration
In all ROBS arrangements, the ROBS entrepreneur 

will serve as the plan trustee and plan administrator. 
ROBS promoters/recordkeepers may provide some 
basic services, such as accounting for contributions 
and earnings, allocating of plan contributions on their 
recordkeeping system, and preparing the Form 5500. 
The ROBS entrepreneur as plan administrator ulti-
mately will be responsible for determining eligibility 
under the terms of the retirement plan and properly 
enrolling the employees in the salary deferral arrange-
ment when they are eligible.

Failure to administer the plan according to the 
terms of the plan document may result in plan dis-
qualification and taxation of participant account 
balances or require a fix under the IRS’s correction 
programs. 

Ongoing Compliance Testing
Part of the data gathering process will be used to 

determine whether the plan is in compliance with 
coverage, nondiscrimination, and top-heavy rules. 
Extensive nondiscrimination testing requirements 
are set forth in Code Sections 401(a)(4),401(k)(12), 
401(m)(11), and the corresponding regulations. The 
ROBS entrepreneur will be responsible for gather-
ing and providing data to the plan recordkeeper. 
Furthermore, the need to demonstrate the plan’s valid-
ity and permanence may require that the company 
make contributions on behalf of the employees, partic-
ularly when employees do not make elective deferrals.

Potential Investment by Employees
The ROBS entrepreneur has to accept the fact that 

the BRF effective availability rules may result in an 
employee (however unlikely) investing in their business.

Ongoing Uncertainty
The Guidelines note that the IRS is coordinating 

its activities with the DOL, which has joint regulatory 
authority over prohibited transaction rules with the 
IRS. [Guidelines, page 4] To date, there has not been 
any information from the DOL concerning its position 
on ROBS transactions. 

Potential Loss of Job and Retirement Benefits
The IRS, in highlighting its ROBS project findings 

in its Fall 2010 newsletter, observed: 

Preliminary results from the ROBS Project indi-
cate that, although there were a few success sto-
ries, most ROBS businesses either failed or were 
on the road to failure with high rates of bank-
ruptcy (business and personal), liens (business and 
personal), and corporate dissolutions by individual 
Secretaries of State. Some of the individuals who 
started ROBS plans lost not only the retirement 
assets they accumulated over many years, but also 
their dream of owning a business. As a result, 
much of the retirement savings invested in their 
unsuccessful ROBS plan was depleted or “lost,” 
in many cases even before they began to offer a 
product or service to the public. [“Rollovers as 
Business Start-up,” 2010 Fall Newsletter, http://
www.irs.gov/pub/irs-tege/rne_fall10.pdf]

The above statement is a good summary of what 
individuals should consider prior to initiating a ROBS 
transaction. 
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Benefits of ROBS as a Funding Source
The primary benefit of ROBS is to allow a prospec-

tive entrepreneur to access retirement assets tax- and 
penalty-free and to provide a funding source for its 
business when conventional sources are not available. 
Even if conventional financing were to be available, 
using the retirement assets will either eliminate or 
reduce the debt of the new business. 

A secondary benefit is possible protection of a 
business in the event of personal bankruptcy to the 
extent the C-corp stock is held by the 401(k) plan. 
The Bankruptcy Code provides that property of the 
bankruptcy estate excludes property that is subject 
to a restriction under applicable non-bankruptcy 
law. [11 USC § 541(c)(2)] ERISA is applicable non- 
bankruptcy law. Therefore, an interest of a debtor in 
an ERISA plan, such as the 401(k) plan, is excluded 
from the debtor’s bankruptcy estate. [Patterson v. 
Shumate, 504 U.S. 753, 758 (1992)] If the ROBS 
entrepreneur files for personal bankruptcy, the portion 
of the business owned by the 401(k) plan will be shel-
tered from creditor’s claims. 

However, it is important to note that failure of the 
ROBS business resulting in a business bankruptcy will 
still result in loss of assets to business creditors, even 
though the business is owned by the 401(k) plan.

Where Is the DOL?
When ERISA was enacted in 1974 the prohibited 

transaction rules were embodied with the fiduciary 
duty rules. Under Reorganization Plan No. 4 of 1978, 
signed by President Carter, effective December 31, 
1978, the authority of the Secretary of the Treasury to 
issue interpretations regarding Code Section 4975 was 
transferred, with certain exceptions, to the Secretary of 
Labor. Although the IRS issued the guidance concern-
ing ROBS audits, the DOL has issued neither an offi-
cial position nor even informal newsletters regarding 
ROBS. 

The lack of guidance by the DOL may be related 
to the observation by the IRS that “most ROBS busi-
nesses either failed or were on the road to failure with 
high rates of bankruptcy.” [“Rollovers as Business 
Start-ups Compliance,” 2010 Fall Newsletter, http://
www.irs.gov/pub/irs-tege/rne_fall10.pdf] This failure 
affects only the ROBS entrepreneur, as long as other 
participants, assuming the new business has any, have 
not invested.

DOL Advisory Opinion 2006-01A provides some 
guidance regarding what the ROBS entrepreneur 
should avoid. The Opinion states that DOL opinions 

“have made clear that a prohibited transaction occurs 
when a plan invests in a corporation as part of an 
arrangement or understanding under which it is 
expected that the corporation will engage in a transac-
tion with a party in interest (or disqualified person).” 
[DOL Advisory Opinion 2006-01A]

For example, if the C-corp sponsoring the C-corp 
401(k) Plan intends to lease a building owned by the 
ROBS entrepreneur, this may appear to be a prear-
ranged plan to funnel funds from the 401(k) plan to 
the ROBS entrepreneur to benefit an outside invest-
ment. This may turn the transaction from acceptable 
to prohibited.

Another problem situation might occur when the 
business startup is unable to generate cash from opera-
tions to cover the entrepreneur’s living expenses. If the 
ROBS entrepreneur withdraws funds from the C-corp 
that could be used to pay living expenses prior to 
there being sufficient cash flow, an argument may be 
made by the DOL that the transfer of funds to the cor-
poration was part of a prearranged plan to benefit the 
ROBS entrepreneur who is a party in interest.

The initial setup of the corporation and 401(k) plan 
will require substantial funds. Payment out of roll-
over assets held in the C-corp 401(k) Plan to establish 
the corporation and 401(k) plan could be a potential 
prohibited transaction, as the funds would be used to 
benefit a “party in interest,” the plan sponsor of the 
401(k) plan. This is avoided if the ROBS entrepreneur 
pays for the corporate formation and 401(k) plan for-
mation directly out of his own funds.

Plan Asset Regulations
If a qualified retirement plan invests in a C-corp, 

the plan asset regulation describes circumstances in 
which there is a “look through.” If applicable, this 
would treat the assets of the C-corp as 401(k) plan 
assets. [See DOL, “Report of the Working Group on 
Plan Asset Rules, Exemptions and Cross-Trading,” 
Executive Summary, http://www.dol.gov/ebsa/publications/
AC_1106c_report.html.] 

 If the “look through” applies, any use of C-corp 
assets to benefit a “party in interest” (the ROBS entre-
preneur), such as a salary or use of a company car, 
could be a prohibited transaction. Any “sale, exchange 
or leasing” of property between a plan and a party in 
interest, or use of plan assets by the party in inter-
est, is prohibited unless an exception applies. [IRC 
§ 4975(c)(1)(A)]

The exceptions to the look through rule, if satisfied, 
will prevent the fund’s (i.e., corporation’s) underlying 
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assets from being considered plan assets. [DOL Reg. 
§ 2510.3-101] If the C-corp sponsoring the plan qual-
ifies as an “operating company,” the plan asset rules 
will not require look through. “An operating com-
pany is an entity that is primarily engaged directly, or 
through a majority owned subsidiary or subsidiaries, 
indirectly in the production or sale of a product or ser-
vice other than the investment of capital.” [DOL Reg. 
§ 2510.3-101(c)(1)] The term “operating company” 
also includes a “venture capital operating company” 
as defined in DOL Regulations Section 2510.3-101(d) 
and a “real estate operating company,” as defined in 
DOL Regulations Section 2510.3-101(e). A discussion 
of the “venture capital operating company” and “real 
estate operating company” is well beyond the scope of 
this article.

Because all underlying assets of an entity may be 
plan assets if the 401(k) plan is the 100 percent owner 
of the entity, it is important that an independent capi-
tal contribution outside of the 401(k) plan be made 
to the C-corp. [DOL Reg. § 2510.3-101(h)(3)] An 
 exception applies that allows 100 percent ownership if 
all of the outstanding equity interests are QES, where 
all of the participants in the plan are or have been 
employed by the issuer. Requiring another owner out-
side of the 401(k) plan will avoid the claim that the 
C-corp 401(k) Plan is owner of all underlying C-corp 
assets at any time, as many ROBS businesses are 
start-ups without active paid employees for a period 
of time.

Why Not Use an ESOP to Accomplish 
Business Financing?

After reviewing the discussion above and all of the 
compliance questions created with the ROBS arrange-
ments, one might question whether an ESOP could be 
a more effective and less risky way to accomplish an 
entrepreneur’s business financing needs.

ESOPs “are a form of defined contribution plan 
in which the investments are primarily in employer 
stock. Congress authorized the creation of ESOPs as 
one method of encouraging employee participation 
in corporate ownership.” [DOL FAQs About Pension 
Plans and ERISA, http://www.dol.gov/ebsa/faqs/faq_ 
compliance_pension.html]

The National Center for Employee Stock Ownership 
estimated there were 12,000 ESOPs covering approxi-
mately 12 million employees. [ESOP Facts, http://
www.esop.org/] Even with the obvious popularity of 
ESOPs as a form of benefit plan, there are some attri-
butes that may have encouraged growth of the ROBS 

industry, to the exclusion of using ESOPs as business 
financing vehicles. 

One example is the annual valuation requirement 
for ESOPs contained in Code Section 401(a)(28)(C) 
that requires the plan to annually obtain an appraisal 
from an independent appraiser. This requirement 
applies to the annual valuation and any transaction 
where the ESOP acquires stock in the plan sponsor. 
There is not a corresponding rule for a 401(k) plan to 
obtain a valuation from an “independent appraiser.” 
As previously noted, an arm’s length transaction 
in a 401(k) plan may obviate the need for a formal 
appraisal in the initial ROBS stock purchase. The 
annual valuation requirements for 401(k) plans may 
be evaluated on a facts and circumstances basis that 
takes into account the circumstances surrounding the 
valuation; if no appraisal is needed, it would reduce 
the valuation expenses. Furthermore, if only one or 
two participants benefit from QES allocated to their 
401(k) accounts, a full independent appraisal may not 
be required.

There are other complicating factors specific to 
ESOP plan administration, such as the requirement 
for participants to diversify out of employer securities 
as they near retirement, and the requirements related 
to receipt of distributions of stock for non-publicly 
traded companies.

It is both the real and perceived administrative costs 
and complications of ESOP plan administration and 
setup that contributed to the growth of the ROBS 
industry and discouraged ROBS entrepreneurs from 
seeking out ESOPs as a preferred business financing 
vehicle.

Conclusion
All qualified retirement plans must be operated 

for the exclusive benefit of the employees of the plan 
sponsor. Therefore, the ROBS entrepreneur must be 
a legitimate employee of the ROBS C-corp and not 
merely a passive investor.

Prohibited Transaction Avoidance Is Key, Both 
on the Initial Transaction and in the Future

The entrepreneur must avoid having the initial 
transaction be a prohibited transaction by ensuring 
that the 401(k) plan pays fair value for the shares of 
stock as its investment in the business. A formal valu-
ation of the stock should be seriously considered.

The ROBS entrepreneur’s status as a fiduciary 
should be explained. Any dealings between the 
ROBS entrepreneur and the ROBS C-corp need 
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to be carefully reviewed. The ROBS entrepreneur 
must avoid the appearance of diverting 401(k) 
assets to pay living expenses, by drawing a salary 
or receiving rent for a building before the ROBS 
C-corp is generating revenue that would justify such 
expenditures.

Operating Company
To ensure that the C-corp assets are not consid-

ered plan assets, a review of the proposed business 
must show that the ROBS business will qualify as an 
“operating company.” Whether directly or through a 
 majority-owned subsidiary, the company must be pri-
marily engaged in the production or sale of a product 
or service and not in activities involving the invest-
ment of capital. Hobby activities, such as horse breed-
ing or mobile home leasing (with one mobile home 
operated by the entrepreneur), may not be considered 
a legitimate business. Other activities may arguably be 
an “investment of capital” such as a factoring opera-
tion or financing inventory for automobile dealerships. 

The IRS submission and approval process for ESOP 
documents may also add expenses. Because ESOP 
documents are individually designed plans, a favorable 
determination letter is recommended. In addition, 
individually designed plans are subject to a five-year 
restatement cycle (as opposed to the six-year cycle for 
preapproved plans). The submission process, plus the 
need for the more frequent restatements, commonly 
cause ESOP documents to be more costly to maintain.

Practical Considerations
The ROBS entrepreneur naturally will be excited 

about the tax-free use of rollover funds to start a busi-
ness. But counsel must help the ROBS client to focus 
on the fiduciary and compliance obligations as an 
absolute pre-requirement for initially obtaining and 

keeping tax benefits. If the business employs rank-
and-file employees, special compliance rules apply to 
allow the employees a chance to invest in the business, 
which in turn will require special risk notifications to 
the employees.

Compliance also includes leaving a certain time for 
any of the rank-and-file employees to have the “oppor-
tunity” to invest in the ROBS C-corp plan sponsor 
in the same manner as the ROBS entrepreneur. Of 
course, any employee must have ample warning of the 
risks of such an investment.

Other practical considerations include the 
following:

• Cost benefit analysis of the initial transaction 
and ongoing expenses when compared to the tax 
savings.

• Willingness of the client to assume the responsibil-
ity of plan administrator and trustee especially if 
rank-and-file employees will participate.

• Understanding of the ongoing costs of plan admin-
istration, including plan testing, Form 5500 filing, 
and business appraisals.

• Appreciation that business failure is common, 
causing loss of both retirement assets and the 
business.

For the right client, the ROBS transaction can 
prove to be an effective business financing tool and a 
method to improve retirement savings. If the business 
is successful, rank-and-file employees will also be able 
obtain retirement benefits.

The complications of the ROBS transaction require 
knowledgeable advice for the initial setup and ongo-
ing administration, as well as substantial diligence by 
the ROBS entrepreneur for employee notifications and 
plan recordkeeping. ■
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