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DEPARTMENT OF THE TREASURY INTERNAL REVENUE SERVICE WASHINGTON, D.C. 20224
TAX EXEMPT AND GOVERNMENT ENTITIES DIVISION
OCT 1 2008

MEMORANDUM FOR DIRECTOR, EMPLOYEE PLANS EXAMINATIONS

DIRECTOR, EMPLOYEE PLANS RULINGS & AGREEMENTS
FROM: Michael D. Julianelle, Director, Employee Plans, SE:T:EP
SUBJECT: Guidelines regarding rollovers as business start-ups

Recently, personnel in our examination and determination letter functions have identified a retirement plan
design that appears to operate primarily to transact in employer stock, resulting in the avoidance of taxes
otherwise applicable to distributions from tax-deferred accumulation accounts.

Although we do not believe that the form of all of these transactions may be challenged as non-compliant
per se , issues such as those described within this memorandum should be developed on a case-by-case
basis. Those cases currently in process or held in suspense should be worked within the context of these
guidelines. Please cascade this memorandum to your managers and technical employee staff as
appropriate.

EXECUTIVE SUMMARY

A version of a qualified plan is being marketed as a means for prospective business owners to access
accumulated tax-deferred retirement funds, without paying applicable distribution taxes, in order to cover
new business start-up costs. For purposes of this memorandum, these arrangements are known as
Roliovers as Business Startups, or ROBS. While ROBS would otherwise serve legitimate tax and business
planning needs, they are questionable in that they may serve solely to enable one individual's exchange of
tax-deferred assets for currently available funds, by using a qualified plan and its investment in employer
stock as a medium. This may avoid distribution taxes otherwise assessable on this exchange. Although a
variety of business activity has been examined, an attribute common to this design is the assignment of
newly created enterprise stock into a qualified plan as consideration for these transferred funds, the
valuation of which may be questionable.

BACKGROUND
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Employee Plans first identified ROBS provisions giving rise to these transactions through our regular
compliance processes, including determination letter submissions and later project examination activity.
They are proprietary defined contribution plans, generally established in the form of profit sharing plans
coupled with a cash or deferred arrangement (CODA). Several different promoters have crafted variations
on this design, but the elements of each are sufficiently similar that they can be addressed generally.

Although ROBS arrangements may operate as profit sharing plans, their primary purpose appears to be to
provide funding for the establishment of a business or franchise. They are designed to allow a newly
created business entity to retrieve available tax-exempt accumulation funds from its principal in exchange
for its capital stock, simultaneously avoiding all otherwise imposable distribution income and excise taxes
that would ordinarily apply to the transaction.

The typical ROBS customer is an individual seeking to start up a personal business, and having
accumulated tax-deferred investment funds, usually in the form of a defined contribution account created

under a prior employer's plan. 1 From our review of open cases, franchises are often the business form of

choice, and this design is marketed as a funding method on various internet sites.

After client engagement, the practitioner-promoter apparently advises the individual to create a
C-corporation. A number of corporate shares may be created, but they are not issued. After incorporation
is complete, the practitioner installs a qualified profit sharing plan, sponsored by the shell corporate
entity. The plan document used is generally a "pre-approved"” specimen, but is usually supplemented with
a single amendment. This amendment generally exists as either a stand-alone amendment or a tack-on
addition to a qualified plan adoption agreement, and consists of a one paragraph provision to permit the .
plan to invest plan assets attributable to rollover accounts up to 100% in employer securities.

The individual then executes either a rollover or direct trustee-to-trustee transfer of the proceeds from the
available tax-deferred investment account into this newly created plan. At this point, the prior account is =
usually liquidated; all proceeds are parked in a rollover account held in trust under the shell corporation's

plan.

The amendment provision is then acted on immediately, and the individual directs the corporation to issue
and then exchange all of its capital stock into its qualified plan in exchange for the proceeds held in the
rollover account. The corporate shares, now held as plan assets, are valued and booked equal to the
value of available account proceeds.

Usually, after the exchange of stock is complete, no other plan participant will ever receive any ability to
invest in employer stock. In some ROBS versions, the provision permitting the stock investment is
eliminated immediately after exchange, by means of a second amendment that serves to prospectively
redact that provision. In all versions, the exchange fully allocates all of the stock to the rollover
sub-account created for the benefit of the individual, and no further allocations of stock to future
participants are permitted.

A ROBS transaction therefore takes the form of the following sequential steps:

--An individual establishes a shell corporation sponsoring an associated and purportedly qualified
retirement plan. At this point, the corporation has no employees, assets or business operations, and
may not even have a contribution to capital to create shareholder equity.

--The plan document provides that all participants may invest the entirety of their account balances in
employer stock.

--The individual becomes the only employee of the shell corporation and the only participant in the plan.
Note that at this point, there is still no ownership or shareholder equity interest.
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--The individual then executes a rollover or direct trustee-to-trustee transfer of available funds from a
prior qualified plan or personal IRA into the newly created qualified plan. These available funds might be
any assets previously accumulated under the individual's prior employer's qualified plan, or under a
conduit IRA which itself was created from these amounts. Note that at this point, because assets have
been moved from one tax-exempt accumulation vehicle to another, all assessable income or excise

taxes otherwise applicable to the distribution have been avoided 2 .

--The sole participant in the plan then directs investment of his or her account balance into a purchase of
employer stock. The employer stock is valued to reflect the amount of plan assets that the taxpayer
wishes to access.

--The individual then uses the transferred funds to purchase a franchise or begin some other form of
business enterprise. Note that all otherwise assessable taxes on a distribution from the prior
tax-deferred accumulation account are avoided.

--After the business is established, the plan may be amended to prohibit further investments in employer
stock. This amendment may be unnecessary, because all stock is fully allocated. As a result, only the
original individual benefits from this investment option. Future employees and plan participants will not
be entitled to invest in employer stock. '

--A portion of the proceeds of the stock transaction may be remitted back to the promoter, in the form of a
professional fee. This may be either a direct payment from plan to promoter, or an indirect payment,
-where gross proceeds are transferred to the mdlvldual and some amount of his gross wealth is- then
‘returned to promoter ceend

PROCEDURAL DEVELOPMENT OF CASES

Employee Plans has received numerous alerts from practitioners regarding the promotion of this
scheme in the marketplace. Questions regarding the legitimacy of ROBS-type transactions have been

posed to the Service at various employee benefits and practitioner conferences. 3

We have currently identified 9 promoters of this transaction. Most are actively promoting the use of
ROBS at seminars that are held to assist individuals purchase business franchises. A referral to the
Lead Development Center (LDC) has already been made and an LDC Investigator has been assigned.

We have also coordinated our consideration of ROBS plans with the Department of Labor (DOL). As will
be noted later, the transfer of enterprise stock within a ROBS arrangement could raise ERISA Title |
prohibited transaction issues. Although our coordination efforts are not yet finalized, they remain
ongoing.

Additionally, SB/SE has reviewed several returns of employers who have engaged in ROBS

transactions. Their examinations have largely started with a review of business tax returns, and then
moved on to a review of promoter activity.

Determination Letter Contacts
EP Determinations identified numerous determination letter submissions for taxpayer adoptions of

these plans. Most are filed by a named representative who is also a pre-approved document platform
provider. Since the type of plan used for this promotion is a prototype plan with a minor amendment
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that permits the investment in employer securities, we have issued some favorable determination letters
for these plans. We are also likely to receive many more submissions within the two-year EGTRRA
pre-approved adoption window created by Announcement 2008-23, 2008-14 I.R.B. 731.

A major promoter was first identified through our determination letter program as the sponsor of a
pre-approved prototype, or "M&P", which has been approved by the Service under our pre-approved
opinion letter program. This document is then marketed to clients, and is ultimately adopted by
employers by the execution of adoption agreements. The base document from which client plans are
administered is thus a pre-approved M&P specimen supplied by the provider which was reviewed and
approved by the Service with a favorable opinion letter.

Because of the unique rules regarding scope of reliance applicable to M&P adopters, a modification of
an M&P generally requires submission for a determination letter application as an individually designed
plan. Thus, we are confident that the determination letter database will eventually hold a registry of
most, if not all, of this promoter’s clients, once the two-year window closes on April 30, 2010.

Current Examination Contacts

We have examined a number of these plans - having opened a specific examination project on them
based off referrals from our determination letter program - and found significant disqualifying
operational defects in most. For example, employees in some arrangements have not been notified of
the existence of the plan, do not enter the plan or receive contributions or allocable shares of employer

‘'stock. Additionally, we have identified that plan assets are either not valued or are valued with

threadbare appralsals Required annual reports for some plans have not been filed. In several:

) ‘snuatnons we have also found that the business entity created from the ROBS exchange has. elther not.

survived, or used the resultant assets on personal, non-business purchases.

Again, considering business activity that occurs, it is likely that many ROBS plans did in fact file returns
that are currently in place on RICS. The amount of the asset transfer is likely to exceed the minimum
$100,000 that would otherwise eliminate filing of Form 5500EZ, Annual Return/Report of Employee

Benefit Plan . 4

In those cases, however, where the appropriate Form 5500 or 5500EZ was not filed, issues may arise as
to the proper way to correct a failure to file. For example, issues may arise due to DOL's mandate for
electronic filing beginning with the 2009 plan year and the resulting limitations on filing paper returns. It
is anticipated that additional guidelines will be issued to address these situations.

PRIMARY ISSUES RAISED:
The two primary issues raised by ROBS arrangements are (1) violations of nondiscrimination

requirements, in that benefits may not satisfy the benefits, rights and features test of Treas. Reg. §
1.401(a)(4)-4, and (2) prohibited transactions, due to deficient valuations of stock.

Benefits, Rights & Features Discrimination

Because ROBS transactions generally benefit only the principal involved with setting up a business,
and do not enable rank-and-file employees to acquire employer stock, we believe that some of these
plans violate the anti-discrimination provisions of the Code and Reguiations, on a case-by-case basis.
IRC § 401(a)(4) provides that, under a qualified retirement plan, contributions or benefits provided

under the plan must not discriminate in favor of highly compensated employees (HCEs).
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IRC § 414(q)(1)(A) provides that an HCE is defined as either (1) a 5% owner, defined under the
attribution rules of § 318, or (2) receives compensation over $80,000 (indexed, and subject to a
"top-paid group” election by the employer.)

IRC § 318(a)(2)(B)(i) precludes attribution of stock owned by a plan described in § 401(a) to any
participant in the plan for whom the stock is held for the benefit of, in trust.

Treas. Reg. § 1.401(a)(4)-1(b)(2) provides that in order to satisfy § 401(a)(4), either the contributions or
the benefits under a plan must be nondiscriminatory in amount.

Treas. Reg. § 1.401(a)(4)-4(e)(3) provides that the plan's benefits, rights and features (BRFs) are tested
to see if they are nondiscriminatory in effect. BRF testing considerations can arise in many forms,
including as here, the right to make investments in employer securities.

Treas. Reg. § 1.401(a)(4)-4(b)(1) indicates that whether any given BRF is "currently available" (i.e.
nondiscriminatory in result) should be tested under the nondiscriminatory classification test used for
coverage testing. Further, Reg. § 1.401(a)(4)-4(c) provides that a BRF must also be "effectively
available” to non-highly compensated employees (NHCEs), on the basis of all facts and circumstances.

Treas. Reg. § 1.401(a)(4)-5 provides that whether the timing of a plan amendment or series of plan
amendments has the effect of discriminating specifically in favor of HCEs involves a facts and
circumstances determination.

. In a typical ROBS arrangement, there may not be any individual who meets the statutory HCE definition.
.. At the time when rollover funds are used to purchase employer stock, the stock acquires identity as a.
. trust asset.and is-not attributed to the individual participant. Compensation paid then becomes the = .-

determining factor in resolving HCE status questions. 8

In most of our cases, the amount of compensation being paid to the individual who starts-up the
business is ostensibly below the IRC § 414(q)(1)(B) dollar limit, at least for initial years. While this may
leave open the question as to whether true compensation being paid to the individual is actually higher
than reported compensation, absent a personal tax review of the individual no one may receive
compensation at or above the HCE indexed dollar limit.

Even if the ROBS initiator is an HCE, in many of our cases, there are no other employees in the initial
year of the transaction or for some number of future years thereafter. Therefore, as no finding
regarding discrimination can be made in absence of NHCEs in the transaction year, the current
availability testing standard for plan BRFs is satisfied. This does not, however, signify that the effective
availability standard is similarly resolved.

Effective availability testing requires a facts and circumstances determination regarding whether a plan
feature benefits NHCEs. This determination requires consideration of factors or conditions precedent
that must be satisfied in order to accrue a benefit, including timing elements and whether the
transaction was structured to intentionally avoid BRF testing issues. Furthermore, Treas. Reg. §
1.401(a)(4)-5 requires consideration as to whether the timing of plan amendments serves to preclude
other NHCEs from receiving stock allocations.

Given that ROBS arrangements are designed to take advantage of a one-time only stock offering, the
investment feature generally would not satisfy the effectively available benefit requirement. The issue of
discrimination arises because the plan is designed in a manner that the BRF will never be available to
any NHCEs. For this reason, ROBS cases should be developed for discrimination issues whenever a
given plan covers both HCEs and NHCEs, and no extension of the stock investment option is afforded
to NHCEs.
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