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S INTRODUCTION

During times of economic downfall when the threat 
of "nancial crisis looms, every possible dollar that is 
spent by consumers will help to revitalize the econ-
omy. In encouraging individuals to spend money to 
buy goods and services, which in turn creates jobs 
and helps the economy recover from a recession, the 
Internal Revenue Code (“IRC”) plays an important 
role. &rough lowered tax rates and special tem-
porary and long-term exceptions, individuals have 
more money to spend. For example, the recent "rst-
time homebuyer tax credit of $8,0001 led to the 
purchase of homes by individuals who otherwise 
would not have done so. Similarly, with Congress 
passing the Small Business Jobs Act of 2010, valu-
able tax incentives, totaling approximately $12 bil-
lion, are to be recognized by individuals and busi-
nesses.2 Many of these tax incentives are temporary, 
acting as a stimulus to help jump-start the economy.

Exceptions and tax breaks re+ected in the IRC 
help stimulate the economy by getting individu-
als to spend money. An individual with a 401(k) 
plan has money sitting in an account that may not 
be withdrawn without a tax penalty until the in-
dividual is 59 ½ years of age, except in extreme 
hardship situations.3 Such regulations are right-
fully imposed to ensure retirement funds are used 
for their intended purpose: retirement. &e gov-
ernment allows 401(k) pre-tax contributions and 
deferment of tax to help individuals and families 
save for their retirement nests.  

However, under extreme and di!cult "nancial 
conditions, similar to our most recent recession, 
individuals and families may resort to extreme ac-
tions just to survive. &erefore, what good is money 
sitting in a 401(k) account, when someone at age 
45 loses his job or home to foreclosure? What good 
is having money saved up for the later years in life 
when a bump in the road becomes such a signi"cant 

setback that he may never be able to fully enjoy the 
fruits of his retirement savings? 

Allowing individuals to withdraw money from their 
401(k) plans tax-free, without a penalty, and at any 
age is warranted in certain situations. Currently, a 
number of hardship exceptions under the IRC pro-
vide for penalty-free withdrawals before age 59 ½.4 
For example, when an individual needs money for 
things such as health insurance premiums, medical 
bills, "rst home purchase and tuition for higher ed-
ucation, he is allowed to reach into his 401(k).5 &e 
IRC, however, should recognize a broader exception 
during trying economic periods. &e money with-
drawn under certain circumstances should not be 
taxed. &e potential revenue lost by the government 
as a result of non-taxing withdrawals can be consid-
ered a form of a stimulus. &is stimulus, like invest-
ment, will help contribute to a better job market 
and economic recovery. 

&is Comment will examine the 401(k) in detail, 
addressing the need to allow a penalty-free and tax-
free early withdrawal in a certain hardship situa-
tion: starting a business venture during troubling 
economic times. &e "rst section will look at the 
background of the 401(k), what it is, and why it was 
initially created. Additionally, section one will dis-
cuss the current hardship exceptions to the 401(k). 
Section two will discuss the broad elements of the 
proposed change, identifying the critical require-
ments for qualifying individuals and business ven-
tures. In section three, this Comment will discuss 
and analyze the bene"ts of allowing penalty and 
tax-free early withdrawals to start a business. Addi-
tionally, section three will weigh the pros and cons 
of advancing the proposed change. Next, Section 
four will provide arguments favoring the adoption 
of the proposed change. Section "ve will address 
other issues impacting the proposed change. Lastly, 
Section six will provide a conclusion for the Com-
ment analysis.         

REVITALIZING THE ECONOMY THROUGH THE 

TAX CODE: ALLOWING EARLY WITHDRAWALS 

FROM THE 401(K) TO START A BUSINESS

By Jonathan F. Karmo 
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BACKGROUND

What is a 401(k)?

A 401(k) is an account that allows an employee working in 
the private sector to defer a portion of compensation earned 
before it is taxed. 401(k) plans are de"ned contribution re-
tirement savings plans.6 &is means that the employee, at 
either a +at rate or percentage, de"nes the amount of funds 
he or she contributes to the account.7 &e deferred income 
can be invested in stocks, bonds, diversity portfolios, and the 
like. Moreover, the invested money remains in the account 
and is used for retirement purposes. Upon retirement, cur-
rently after age 59 ½, the employee begins to withdraw the 
money from the account, which is taxed as ordinary income. 
If an individual chooses to withdraw money from the ac-
count before reaching the 59 ½ retirement age, he or she 
must pay an additional ten percent penalty on each with-
drawal.8         

An employer must sponsor a 401(k) plan.9 Furthermore, 
employers may choose to match or add a percentage of the 
amount an employee adds to the account. After the employer 
withholds the contribution amount made by the employee, 
it is given to a third party who administers the contribu-
tion at the guidance of the employee.10 Every 401(k) plan 
must o'er a variety of investment opportunities, with most 
plans o'ering between "ve and "fteen investment choices.11 
As long as the money stays in the account, the tax will be 
deferred until the time of withdrawal.   

Life Before "e 401(k)

Prior to 1978, the 401(k) did not exist. &us, it was the job 
of some employers to provide for their employees in their 
retirement. &is was accomplished through a pension, typi-
cally known as a de"ned bene"t plan. A pension allowed an 
employee to receive a paycheck from an employer after re-
tirement. &e amount received was not equal to the salary 
before retirement, but it was enough for a person to survive 
without working. &is placed a heavy burden on the em-
ployer, who had to parcel out paychecks for the remainder 
of the employee’s life. However, not all employers provided 
pension plans for their employees. Slowly, a transition away 
from employer-provided pensions and into employee de-
ferred compensation arrangements came about.     

In 1963, the IRS, in Rev. Rul. 63-180, ruled that a deferred 
compensation arrangement was not taxable to the employee 
at the time the contribution was made.12  Rather, pursuant to 
IRC § 402(a) of the 1954 code, the employee had to include 
only the amount distributed or made available to him in 
gross income. In 1978, the IRS issued Prop. Reg. 1.61-16.13 
Prop. Reg. 1.61-16 stated that compensation was includable 
in an employee’s gross income in the year it was earned, ir-

respective of whether or not it was actually received by the 
employee, if the employee could have elected to receive it in 
that year.14 However, the Revenue Act of 1978 overturned 
Prop. Reg. 1.61-16. 

"e Revenue Act of 1978 and the Birth of the 401(k)

&e Revenue Act of 1978 amended the 1954 tax code and 
one change was section 401(k).15 &e amended IRC 401(k), 
which went into e'ect on January 1, 1980, explicitly stated 
that the contributions made on behalf of an employee to a 
quali"ed cash or deferred arrangement were not treated as 
distributed to the employee simply because he had an elec-
tion to receive them in cash.16 Rather, the money went into 
the account tax-free, and would only be taxed upon with-
drawal from the account. As the designated section in the tax 
code was 401(k), the name of the deferred arrangement plan 
likewise became 401(k).         

Current Hardship Exceptions in the Tax Code 

Under the present code, an individual may not withdraw any 
money from his or her 401(k) before age 59 ½, without pay-
ing a ten percent penalty tax.17 However, the code provides 
for numerous hardship exceptions that allow early withdraw-
al without a penalty.18 &ese exceptions include: (1) general 
exceptions, such as distributions made to a bene"ciary on 
or after the death of the employee;19 (2) medical expenses;20 
(3) payments to alternate payees pursuant to a quali"ed do-
mestic relations order;21 (4) distributions to unemployed 
individuals for health insurance premiums;22 (5) distribu-
tions from individual retirement plans for higher education 
expenses;23 (6) distributions from certain plans for "rst time 
home buyers24 and (7) distributions from retirement plans to 
individuals called to active duty.25 However, in all instances, 
the code treats withdrawals as ordinary income for which 
individuals are required to pay income tax. 

PROPOSED CHANGES

&ere are changes that need to be made to the current tax 
code regarding the treatment of early withdrawal from a 
401(k) plan. Speci"cally, changes need to be addressed for 
the purpose of starting a new business during extremely di!-
cult economic conditions. Indeed, the treasury should add a 
provision allowing the forgiveness of penalty and income tax 
altogether for such a proposed hardship exception. &is ex-
ception should apply to those individuals pursuing a new or 
existing business venture during a severe recession, where 
national unemployment rates are high, and long-term eco-
nomic growth is slow. Allowing tax forgiveness to those 
who use 401(k) money to start a business is necessary. &is 
proposed use of 401(k) funds to start a business should 
be di'erentiated from the current Roll-Over’s as Business 
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Start-Ups (ROBS), in which transaction pieces are techni-
cally allowed by the IRS, but such transactions have a num-
ber of red +ags raised.26 
   
&e basic argument for advancing the proposed changes is 
that large amounts of available, unused funds can help the 
economy, in turn helping the nation. &e government’s 
loss of potential income tax revenue would be a major in-
vestment. &ese proposed changes would add jobs to the 
economy at times when jobs can make a di'erence to the 
economic health of our nation. Additionally, struggling in-
dividuals, who might otherwise require the government to 
pay for their obligatory expenditures, would instead utilize 
individual funds. In dire economic circumstances, these pro-
posed changes outweigh the government’s interest in rely-
ing on 401(k) tax dollars as a source of income, as well as 
the individual’s potential risk in maintaining a “safety nest” 
for retirement. Currently, individuals under the current tax 
code are not prohibited from using their 401(k) funds to 
start a business at any age. However, this Comment makes 
the assumption that the need for the exception is to avail as 
much funds as possible (by not imposing a penalty and not 
requiring income tax) to the interested individuals, in order 
to increase their chances of success and make it more attrac-
tive for investment.   

When starting a business in certain economic periods, an 
individual should be allowed to withdraw money from his or 
her 401(k) before age 59 ½ without a penalty, and without 
having to pay income taxes on the deferred funds. However, 
in order to allow this bene"cial exception, there must be 
stringent guidelines. &e IRC must exclusively de"ne those 
individuals and businesses that qualify under this exception. 
Speci"cally, these guidelines must provide (1) rules and regu-
lations de"ning what constitute the nation’s qualifying eco-
nomic condition under which such a waiver applies; (2) rules 
de"ning the qualifying individual and business venture; (3) 
an implementation plan for a successful job growing venture 
and (4) procedures for application, review, approval and con-
tinued monitoring of the proposed exception.

Nation’s Qualifying Economic Conditions 

&is proposed section of the code would include a forecast of 
conditions of extended high national unemployment rates. 
For example, the code can de"ne a severe economic condi-
tion as: (1) a period in which unemployment rates stay at 
a ten percent level over a period of two years; (2) low eco-
nomic growth (i.e. less than two percent of GDP for two 
consecutive years); and (3) other indicators showing an ail-
ing economy, such as unchanging, decreased consumer con-
"dence. Only when speci"c, de"ned conditions arise would 
an applicant qualify for the exception. A formula could be 
developed weighting the di'erent economic factors utilized 

in the quali"cation for the implementation of the proposed 
exception. 

Qualifying Individuals and Business Ventures

&is proposed section would de"ne the “qualifying individu-
al” and “eligible business  ventures.” In de"ning the qualify-
ing individual, the code should take into consideration an 
individual’s level of education, work expertise, employment 
history, family consideration, and other relevant factors to 
ensure potential success in running the business venture.

Education

Applicants would be required to have relevant educational 
background matching the needs of speci"c proposed busi-
ness ventures. &ere would be instances where professional 
undergraduate and post-graduate degrees and licensing 
would be required. At other times, high school, associate de-
grees, and diplomas may su!ce. Moreover, on-the-job train-
ing workshops and seminars may be su!cient for relevant 
business ventures. 

Work Expertise 

Applicants would be required to have adequate work expe-
rience to successfully operate the proposed business. Addi-
tionally, the applicants would be required to show evidence 
of the additional experience of their proposed sta'/labor 
for the proposed venture. &is would be essential to ensure 
self-reliance, e!ciency, and reduced labor costs under dif-
"cult economic conditions. Consequently, this would show 
whether or not the business venture would have the required 
chances of success. 

Employment History

Successful applicants would possess high-quality resumes 
re+ecting positive reviews for a reasonable length of their 
employment history. Successful individual employment his-
tories would re+ect con"dence and responsible assignments 
to ensure resiliency in operating a new business, especially 
during bleak economic conditions. &e assumption that this 
Comment makes is that a large number of individuals lose 
their jobs during recessions and depressions, not because of 
bad performance, but because of lack of work at the "rms 
where they are employed.

Family Considerations

&is section may include factors such as availability of sup-
port from capable family members – especially in emergency 
cases, a working spouse to meet some of the family obliga-
tions – especially during the building of the business period, 
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and absence of major responsibilities, such as long-term re-
sponsibilities for children (i.e. college education and/or ex-
ceptional medical expenses).  

Other Relevant Factors

&ese may include collaboration of a few unemployed indi-
viduals as partners in a business venture, thus allowing for 
expansion of resources and sharing of risks. &is is especially 
bene"cial in a situation where the partners have individually 
been denied traditional "nancing.  

Additionally, the eligible business venture would be described. 
A report would be prepared by the individual to address how 
the business would be managed and operated. Moreover, a 
projection of the business’ job generation (i.e. numbers and 
types of jobs) would be required. Similarly, funding resources 
and additional, relevant factors that would contribute to the 
success of the business should be considered.

A qualifying business venture should have the following 
elements: 

Viability: &is would re+ect the need for the proposed 
services and/or goods with a special emphasis on the dif-
"cult economic and market conditions. &is Comment 
makes the assumption that during di!cult economic 
periods, certain larger "rms may be more susceptible to 
failure than smaller businesses. &erefore, individuals 
who lose their jobs at larger "rms may be successful on 
their own, running a small business; 

Workable Operation Plan: &is would address how the 
proposed business structure and operational needs would 
be met. Short and long-term strategies would be out-
lined and any marketing and/or public relations activities 
would be de"ned. Speci"c attention would be given to 
how the plan addresses cost cutting and savings to ensure 
competitiveness during economically depressed times; 
and 

Sound Financial Plan: &is would identify the sup-
plemental needs for loans to support the 401(k) assets 
available. Sources of supplemental funds may be person-
al loans and/or bank credits. A reasonable "nancial plan 
should also be prepared. &is Comment’s assumption is 
that a small business venture, at trying times, should not 
have pressing "nancial commitments (i.e. loans, etc.) 
that may result in failure.    

Implementation Schedule

&is section would require the applicant to submit a time 
line schedule showing projected business growth over a "ve-

year period. &e schedule would show revenue projections, 
pro"ts/losses, and sta' growth on a quarterly basis. Addi-
tionally, submittal of annual updates of actual and projected 
growth would be required.

Review and Approval Procedures 

&is section of the code would (a) outline the requirements 
for the submittal of an application for the use of 401(k) 
funds to establish a business, (b) identify procedures for re-
view, approval, and granting of the exception and (c) identify 
the follow-up steps to ensure continued compliance and/or 
revocation of the code exception when the requirements are 
violated or no longer met.     

As an example of individuals and businesses that may qualify 
under these proposed changes, consider the following hypo-
thetical: &ree individuals (an architect, a licensed civil en-
gineer, and a licensed structural engineer) have been laid o' 
by a large architectural/engineering "rm. &ey are all under 
59 ½ and cannot withdraw funds from their 401(k) with-
out a ten percent penalty and income tax payment. &ese 
individuals have been unable to "nd work for a period of 
18 months, with no real indication of new job prospects. 
All three individuals have reasonable architectural and en-
gineering experience. &us, they decide to get together and 
start a small consulting business to provide architectural and 
engineering services at a relatively low cost, due to potential 
low overhead. &e market that the business will target in-
cludes a local community of 50,000 people. Business will be 
promoted with the local government (Department of Public 
Works), local industry, and private sector developers. 

&ese individuals will need "nancial resources to start the 
business and ensure their survival during the initial start-up 
of the business venture. Jointly, the three individuals have 
$500,000 in their 401(k)’s. Two of them have working 
spouses and all three of them have high-school-age children. 
&e working spouses pledge to support the families for a 
projected period (the expected one-year time the individu-
als project they would need to get the business going). One 
of the partners has a retired father-in-law (age 70) who is a 
registered engineer and lives with him. &e father-in-law ex-
presses interest in supporting the venture as a quality assur-
ance reviewer. &e venture forecasts an addition of two sta' 
members in the "rst year and four in the second year. Addi-
tionally, the individuals have combined non-monetary assets 
of $1,000,000 (i.e. homes) that could be used as collateral to 
obtain an additional loan and/or a line of credit from a bank.             

&e foregoing hypothetical is an example of individuals who 
would qualify to start a small business. &e individuals have 
a viable business venture providing reasonably priced servic-
es, and adequate "nancial support to ensure success. 
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DISCUSSION

 
&e issue posed for analysis is the proposed change in the 
IRC to allow individuals to freely access their 401(k) funds 
to start a business. &is exception will be referred to as a 
Start-a-Business Program exception (“SBP”). &e IRS would 
administer the SBP for individuals with reasonable 401(k) 
assets without the “threat” of penalties and/or payment of 
income tax. Additionally, the SBP would only be adminis-
tered under well-de"ned and qualifying criteria. &e qualify-
ing criteria would include an ailing national economy, indi-
vidual quali"cations, and business venture potential. 

In deciding whether to adopt the SBP exception, the pros 
and cons must be considered. &e pros/cons analysis in-
cludes “factors for,” such as positive contribution to the job 
market and “factors against,” such as added government cost 
and loss of IRS revenue from unpaid penalties and potential 
income taxes. 

Factors For SBP

Large Pool of Diversi#ed Potential Participants 

Since the birth of the 401(k) plans as a retirement vehicle, 
a large number of individuals  have enrolled in these plans. 
Recent data on deferred contribution plans (401(k), IRA, 
etc.) show participation rates vary considerably by employee 
demographics.27 Income is re+ected as one of the primary 
factors in plan participation rates.28 Fifty-two percent of eli-
gible employees with incomes less than $30,000 contributed 
to their plans in 2009, as compared to eighty-nine percent 
with incomes greater than $100,000.29 Participation rates 
were lowest among eligible, younger employees.30 In 2009, 
only forty-"ve percent of those younger than age twenty-"ve 
contributed to their plans, compared to seventy percent of 
those between the ages of thirty-"ve and sixty-four.31     

Additionally, tenure is re+ected to have a major impact on 
contribution to 401(k) plans.32 In 2009, forty-nine percent 
of eligible employees with less than two years on the job en-
rolled in their employer’s plans versus seventy-nine percent 
of those with ten or more years on the job.33 On the other 
hand, gender is not shown to be a major di'erentiator when 
it comes to participation.34 Men and women participate at 
close levels.35 However, at most income levels, women are 
more likely to join their employer’s plan than men.36

Participation rates in a 401(k) are also shown to vary by indus-
try.37 &e data suggests that employees in the education and 
health industry participate at the lowest rate – "fty eight percent 
in 2009 – while employees in agriculture, mining, and con-
struction participate at higher rates – ninety percent in 2009.38

&e data also re+ect that in a typical deferred contribution 
plan, employees are the main source of funding and employ-
ers play a secondary role.39 &erefore, the employee deferrals 
(i.e. contributions) will be critical to the adequacy of savings 
for retirement.40 Similarly to the rate of joining an employer 
plan, the factors of income, age, gender, and industry play a 
role in the rate of individual employee contribution to the 
plans.41  

Similar research was conducted and funded by a grant from 
the U.S. Social Security Administration in 2007.42 &e study 
showed that over the past twenty-"ve years, there has been 
a rapid shift in savings through employer-managed pensions 
to de"ned contribution retirement plans controlled by the 
employee (i.e. the likes of 401(k) plans).43 Additionally, the 
study suggests that 401(k) plans will be much more preva-
lent amongst individuals who reach the age of sixty-"ve in 
year 2040 compared to those who reached the age of sixty-
"ve in 2000.44 

&e study suggests that the rate of savings for future 401(k) 
holders will be greater than in the past.45 Speci"cally, the av-
erage person in 2040 will have $269,000 in 401(k) savings 
as compared to $29,700 in 2000.46 &ree principal reasons 
are contributing to this growth. First, the 401(k) system was 
not completely mature for retirees in year 2000. &e most 
an individual could have contributed in year 2000 would 
have been eighteen years.47 Conversely, an individual retir-
ing in year 2040 will have been able to contribute and ben-
e"t from the 401(k) plan for his or her entire working life.48  
Second, future retirees are to bene"t from real wage growth, 
estimated at 1.1 percent per year.49 &ird, there is continued 
projected growth of 401(k) coverage, as more smaller "rms 
in the private sector o'er 401(k) plans to their employees.50 

&e study also indicated that the total value of 401(k) assets 
as a percentage of gross domestic product (GDP), grew from 
zero percent in 1982 to thirty-eight percent in year 2000.51 
&e projections indicate that 401(k) assets will reach 155% 
of GDP in year 2040.52

Based on available statistics and research, it is safe to assume 
that there will be an ample pool of individuals with reason-
able 401(k) assets who would participate in the SBP now 
and in the future. &is participation would be necessitated 
by the overall job market and economic conditions. As an 
illustration, consider the following hypothetical: Assume 
that unemployment is at around ten percent for a period of 
two years with zero to two percent economic growth. &us, 
the economic conditions justifying the SBP are met. Fur-
ther assume that the estimated number of individuals out 
of work is 15.1 million (9.8% civilian unemployment rate 
in November 2010 based on a total labor force estimated 
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at 154,000,000 people53). If we assume ten percent of those 
who are unemployed are willing and qualify to participate in 
the SBP (low, conservative estimate), there will be an average 
of 1,510,000 individuals who will be able to participate in 
the SBP program.  

401(k) Funds; a Supplement at Retirement,                              
and Not a Major Source

&e United States of America is credited with undertaking 
structural reform of its retirement system by partially mov-
ing from the “pay-as-you-go” pension structure to deferred 
contribution retirement plans (i.e. 401(k)).54 Deferred 
contribution retirement plans are major elements of the 
private-sector retirement system in the United States. It is 
estimated that "fty-"ve million Americans, representing ap-
proximately eighteen percent of the population (estimated at 
306,500,000 in April of 2009) and thirty six percent of the 
working force55, are now enrolled in deferred contribution 
plans with assets exceeding four trillion dollars.56 &us, the 
401(k) and other deferred contribution plans heavily supple-
ment the government-run pension system (Social Security), 
estimated at $400 billion and recognized as the largest gov-
ernment program in the world.57 

Even though the U.S. has partially departed from the Eu-
ropean pension system, approximately sixty-four percent of 
all American workers are still not covered by private sector 
retirement plans.58 Additionally, all workers are still required 
to put approximately one-eighth (12.4%) of their earnings 
in the Social Security System.59 Although opponents of the 
Social Security System in its current structure complain that 
the system does not give workers ownership, market returns, 
or security, it has and continues to bene"t retirees.60 As a 
matter of fact, social security is currently considered a “ma-
jor” source for the retirement nest for the majority of retir-
ees.61 However, it is strongly advocated that the demographic 
trends (i.e. longer life expectancy and reduced fertility rates 
in the U.S.) will worsen the crisis of the Social Security Sys-
tem and will necessitate radical reforms.62 

&erefore, it is my argument that those individuals who have 
401(k) plans will be protected at retirement by the current 
and/or improved future Social Security System, as their ma-
jor source of retirement. &e impact of a failing business 
venture associated with the proposed SBP will therefore be 
dampened because of the existence of the Social Security Sys-
tem. Additionally, if the venture works, then those workers 
will pay back into the system.    

Positive Impact on the Job Market 

Given a careful design of the SBP, including eligibility rules 
for individuals, qualifying business ventures, and a proper 

implementation and monitoring plan, the program will con-
tribute to improving the job market. One would argue that 
government should not take the gamble that an individual 
who has lost his or her job for a relatively long period of time 
will succeed in starting a business. However, some businesses 
will succeed. It is bleak economic conditions that create en-
trepreneurs and investors, as the need for survival results in 
creative and e'ective ideas. Historically, it has been the pri-
vate sector, and namely small businesses, that lead recoveries 
and contribute dramatically to the job market.63

Only a portion of the eligible and willing individuals will 
bene"t from the proposed SBP. If we were to conservatively 
assume (a) that only ten percent of those who are not em-
ployed are willing and quali"ed to participate in the SBP (i.e. 
1,510,000 individuals)64 and (b) that one in four businesses 
to be started under the proposed SBP were to achieve “suc-
cess”, then there will be 377,500 successful businesses started 
under di!cult economic conditions – yielding more than a 
million new jobs to be added the market place. &is "gure 
is based on the idea that there will be approximately three 
new jobs created by each business, including the individual 
starting the business. 

&ere are tremendous opportunities for the SBP in the ar-
eas of alternative energy sources, green technologies, and the 
like, which o'er further government "nancial incentives and 
tax breaks. &ese businesses will o'er employment opportu-
nities, generate economic activity and growth, and pay taxes. 
As a result, millions of jobs will be added to the job market 
at the most critical time.65 &ese added jobs outweigh all 
the temporary jobs that could be realized with government 
pouring trillions of dollars through stimulus plans. 

Factors Against SBP

As is the case with any governmental bureaucracy, change 
is di!cult. &is is especially true when the change relates to 
the IRC. At a minimum, an extensive analysis of the negative 
impacts of such a change should be conducted. 

Lost Revenue 

Under the current IRC, early withdrawal of 401(k) assets, 
other than hardship exceptions, are subject to the normal 
income taxes plus a ten percent penalty on top of that.66 &e 
proposed SBP advocates early withdrawal of 401(k) assets 
without the payment of penalties and/or income tax. If ap-
proved, the IRS will lose these sources of revenue. On its 
own, the loss of such revenues will negatively impact gov-
ernment obligations and would lead to budget de"cits and 
increased debt. Consequently, both budget de"cits and in-
creased debt have a negative impact on the overall economy.
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Added Cost
&ere will be added cost to the IRS for the development, 
implementation, and monitoring of the proposed SBP. In 
fact, there would be a need for additional sta' to review 
and approve applications and to monitor the progress and 
performance of the business. Additionally, there would be 
a need for legal sta' to implement such a change and pro-
vide follow-up as needed. &is would result in added cost 
to government at a time when the goal is to reduce costs. 
&erefore, increase in cost will contribute to budget de"cits 
and increased debts. 

Added Liabilities 

Allowing the use of 401(k) assets for the purpose of estab-
lishing a business may result in the loss of such assets if the 
business were to fail. Consequently, failure of the business 
will result in the loss of funds intended for individual retire-
ment. Additionally, if the business fails, individuals may seek 
government intervention to survive. Government help may 
be in the form of food stamps and other social services. &us, 
these added liabilities will result in added government cost 
which would also lead to budget de"cits and increased debts.

ARGUMENT

During economic recessions and depressions, similar to that 
of the U.S. in the last two to three years, governments imple-
ment rescue-spending programs such as the recent “stimu-
lus” program and “"nancial bailouts.” &e U.S. government 
spent trillions of dollars in an attempt to stimulate and grow 
the economy in the hope of creating jobs. Under two ad-
ministrations (Bush and Obama), and with the support of 
Congress, trillions of dollars were spent on infrastructure 
construction, housing mortgage support to avert more fore-
closures, pumping money into failed "nancial institutions to 
continue loan activities, and bailing out General Motors and 
Chrysler Corporation to save jobs. 

In the government’s e'orts to save the economy from the 
brink of collapse, no amount of money was too much for the 
government to spend. Indeed, the government spent money 
irrespective of the negative impact on budget de"cits and 
debt accumulation. &e alternative to the government’s ma-
jor rescue operation would have been the failure of the "nan-
cial institutions and the collapse of the American economy; 
a disaster.

Similarly, at the level of individuals, deep recessions and de-
pressions result in loss of jobs for long periods of time. In-
dividuals become desperate because they cannot see a way 
out of the unfortunate circumstances. Loss of jobs under 
these economic conditions is not limited to younger, inex-

perienced individuals. Indeed, all sectors of the labor force 
are hit hard, with no discrimination against gender or age. 
&erefore, a change in the tax code to allow willing, quali"ed 
individuals to participate in the proposed SBP is justi"ed. 

&e potential bene"ts derived from the SBP outweigh the 
added cost and the risk of added liability to the government. 
Similarly to the national stage, the alternative, namely doing 
nothing, at the individual level can be disastrous. A 401(k) 
plan is of no use to an individual with a family, who loses his 
or her job at the age of 45, and has been out of work for two 
years. &is is analogous to a very sick person who has been 
promised millions in inheritance at a later time in his life but 
dies before getting to that age.     

It is prudent for individuals and families to have a retirement 
nest and in extraordinary circumstances social security may 
be the only nest. Moreover, it is also important to have a sup-
plemental source for retirement and 401(k) is that supple-
mental source. &is Comment does not advocate doing away 
with the 401(k) program as a retirement fund. Rather, the 
proposed SBP advocates the limited and controlled use of 
401(k) funds as an investment under very di!cult economic 
conditions. &is proposed use of 401(k) assets would help 
individuals in their journey to achieve a “healthy” retirement 
stage where they can bene"t from retirement assets.

Furthermore, the potential success of the proposed SBP pro-
gram would result in taking the individuals who participate 
in the program out of the unemployment lines and returning 
them back into the working force. &us, government depen-
dency would be reduced. Also, these businesses would gen-
erate jobs at the most appropriate times when the national 
economy needs jobs created. Additionally, new businesses 
would be paying income taxes and, in turn, increase govern-
ment revenues, which would contribute to a reduction in 
budget de"cits and debt accumulation.   

OTHER IMPACTING ISSUES

&e decision to adopt the proposed SBP may present issues 
that negatively impact society. &ese include (1) political 
ideologies, (2) tax code reform, and (3) Social Security re-
form. Mitigating these issues will be necessary for the adop-
tion and successful implementation of the SBP. 

Political Ideologies

Our nation is politically divided among those on the “right” 
who believe that there is limited role for government in the 
nation’s a'airs and those on the “left” who believe that there 
is a major role for government. &erefore, the nation is di-
vided on how to reform major programs such as Social Secu-
rity. &ose on the right believe in privatizing social security 
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and those on the left want government control to continue in 
order to minimize any risk to people’s retirement assets. &e 
debate is between those who say, “[t]here is no human dream 
stronger than the dream of having something you can call 
your own” and those who say “[g]overnment knows better.”67 
Similar beliefs hold true of tax code reform. &erefore, it is 
critical that a campaign be mounted to bring the politicians 
to meet in the middle for the proposed SBP to be adopted.    

Tax Code Reform

Our current tax code is so cumbersome that any further at-
tempts to add to it will be faced with resistance. It is criti-
cal, therefore, that the proposed SBP change to the code be 
advanced in conjunction with the tax code reform. It is an-
ticipated that the 112th U.S. Congress will address the tax 
code reform. Additionally, a recent bi-partisan committee 
formed by President Obama recommended a tax code re-
form, among other recommendations, to lower the nations 
budget de"cit and debt.

&e current tax code requires simpli"cation. &e ideas debated 
range between +at rates of tax on income to switching from 
income tax and adopting sales tax on purchases of goods. A 
compromise will be required to bring the competing political 
ideologies to agree to middle-of-the-road solutions.

Social Security Reform

Advocates of the Social Security reform on the right believe 
that the current system has prevented the working force from 
owning their retirement savings. Rather, it is argued that 
decisions are not made by individuals, but by politicians.68 
&ese advocates make six key arguments in favor of privatiz-
ing social security.69 &e six arguments are as follows: 

1. "e moral argument: A pay-as-you-go system (the like 
of Social Security) deprives individuals of the freedom 
to organize and plan for their future.70 Conversely, a 
private retirement account system provides the needed 
freedom;71 

2. "e rate of return argument: Pay-as-you-go systems by 
nature minimize risk of investment and, therefore, the 
rate of return is very small.72 In contrast, private sector 
retirement plans promise higher returns as funds will be 
invested in mutual funds and stocks, which historically 
have yielded higher rate of returns;73   

3. "e fairness argument: Under a system where em-
ployer’s control saving accounts, the poor workers will 
accumulate savings and bene"ts from the same markets 
which give wealth to the well-to-do individuals;74 

4. "e property rights argument: A private account sav-
ing system provides property rights to individuals while 

the Social Security System does not provide such rights75;

5. "e macroeconomic argument: &e current Social Se-
curity System’s payroll contribution makes it, in essence, 
a tax on hiring labor and it negatively impacts on labor 
markets and savings.76 &is is because funds are spent 
and not invested.77 On the other hand, privatization of 
Social Security could add ten to twenty trillion dollars to 
the U.S. economy;78 and

6. "e social harmony argument: &e privatization of 
Social Security will result in the U.S. becoming a coun-
try of worker-capitalist, versus a current divide between 
capitalists and workers.79 

Advocates of maintaining the status quo, with regards to 
keeping Social Security funds in safe investments, sight the 
stock market failures as a reason against privatization. &ey 
represent that market conditions would negatively impact 
those individuals retiring at the times of downward markets. 

It is therefore critical that the two opposing ideologies be 
brought together to agree on a middle-ground solution to 
Social Security reform. As Social Security is a major source 
of retirement, a healthy and guaranteed system at retirement 
will enhance the decision to enact the proposed SBP and 
render the 401(k) assets as a true supplement, and not the 
main source of retirement. 

CONCLUSION

Research and statistics show that among the major econo-
mies in the world, the U.S. is on track in shifting from pay-
as-you-go pension plans (i.e. Social Security) to deferred 
compensation plans (i.e. 401(k)). A large sector of the U.S. 
population, especially those in the private sector, have as-
sets in 401(k) plans, and will be eligible for Social Security 
at retirement. &us, a large pool of individuals have assets 
in 401(k) plans that will be used as supplements to Social 
Security at retirement. 

Statistics further show that during recessions and depres-
sions, it is the private sector investments that lead to last-
ing recoveries. Government-initiated stimulus activities may 
play a critical role in jump-starting the recovery, but it is 
always the private sector that sustains recovery, grows the 
economy, and creates jobs.

Analysis of the available research and statistics supports the 
contention that allowing full access to 401(k) assets to start 
a business during bleak economic conditions will contribute 
in a meaningful way to job creation and national recovery. 
To enable e'ective use of the 401(k) assets and to create 
meaningful incentives to individuals at an age earlier than 
59½, the funds should not be subject to penalties or income 
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tax. Furthermore, other major impacting issues, such as re-
forming the tax code and the Social Security System will en-
hance the chances for the adoption and implementation of 
the proposed SBP.

&e proposed SBP should be part of the current on-going 
e'orts by Congress to reform the tax code, address means to 
reduce the de"cit, reform Social Security, and employ e'orts 
to turn the economy around through elimination of unnec-
essary spending, to bring down the national debt.  
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