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Having a pot of money readily available to help take advantage 
of business opportunities, keep the business afloat, or meet pressing 
personal needs can be a temptation impossible to resist. Yet that is the 
situation when the small-business owner is the administrator, the major 
beneficiary, and the trustee of a qualified plan. Taking advantage of 
that situation raises the possibility of excise taxes on prohibited 
transactions and penalties for failure to file excise tax returns and 
pay the tax. Sometimes, as in the first case discussed below, the 
violation of the prohibited transactions rule is blatant and the 
individual involved seems to have no defense, but sometimes, as in the 
second and third cases, it is less clear that what was done should be 
penalized. 
 

Ralf Zacky  
 

In Ralf Zacky v. Commissioner , T.C. Memo. 2004-130, Doc 2004-
11344, 2004 TNT 104-14 , Zacky represented himself before Tax Court Judge 
David Laro. He argued that the three loans that he, as trustee of the 
Aspects Inc. profit-sharing trust, made to himself and to a corporation 
of which he owned 100 percent were not prohibited transactions because 
the loans were permitted by the plan and were made in the best interests 
of the plan and its participants.  
 

The first loan, contended Zacky, was a participant loan of 
$40,000, secured by Zacky’s vested interest in the plan of $112,000. It 
bore interest at 12 percent and was to be repaid in quarterly 
installments over five years. However, no payments were ever made on it, 
nor did Zacky, as trustee, try to compel payment. Said Judge Laro:  
 

The first loan was not permitted by the plan. In that it has yet 
to be repaid more than 14 years after its making, the first loan 
failed the plan’s explicit requirement that participant loans 
“provide for level amortization with payments to be made not less 
than quarterly over a period not to exceed five (5) years.”   

 
The second and third loans ($10,527.85 and $94,294.89, 

respectively) were to Inland Empire Properties Inc., 100 percent owned 
by Zacky and owner of the building in which Aspects, also 100 percent 
owned by Zacky, had its place of business. No payments were made on 
those either. “The second and third loans,” noted Judge Laro, “both of 
which are different from the first loan in that they are not participant 
loans, were specifically prohibited by the statute upon their making.” 
Thus, it was irrelevant whether the plan itself allowed the loans to be 
made.  
 
Best Interests of the Plan and Its Participants? 
 

The first loan of $40,000 had been made to Zacky so that he could 
provide Aspects with enough money to meet its payroll. The third loan, 
of $94,294.89, was made to Inland so it could pay the mortgage and real 
estate taxes due on the building in which Aspects was a tenant. Zacky 
argued that making the loans and not enforcing collection on them was 
appropriate so that Aspects and Inland could continue in business and 
continue to provide employment.  
 

Judge Laro, however, concluded that he was “unable to find in the 
record that the loans were in the best interest of the plan and its 
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participants.” Also, he went on, “even if we could make such a finding, 
our conclusion would be the same: that the loans are prohibited 
transactions.” He quoted from Rutland v. Commissioner , 89 T.C. 1137, 
1146 (1987): 
 

The language and legislative history of ERISA indicates a 
congressional intention to create, in section 4975(c)(1), a 
blanket prohibition against certain transactions, regardless of 
whether the transaction was entered into prudently or in good 
faith or whether the plan benefited as a result. “Good intentions 
and a pure heart are no defense” to liability under section 
4975(a). Leib v. Commissioner , 88 T.C. 1474, 1481 (1987). 

 
Nor, we might add, are good intentions and a pure heart defenses 

to the section 6651(a)(1) penalty for failure to file the Form 5330 
excise tax returns reporting prohibited transactions. Zacky had argued 
that he should be excused from the penalties “because the plan did not 
have the money to pay its plan administrator [Zacky] to prepare those 
returns.” Judge Laro did not find that to be reasonable cause for not 
filing, and he upheld the IRS imposition of the penalties. 
 

Profitable Investments May Still Be Prohibited 
 

Although no payments were made on the plan loans in Zacky,  the 
plan loans in Joseph R. Rollins v. Commissioner , T.C. Memo. 2004-60, Doc 
2004-21981, 2004 TNT 221-11 , were repaid, with interest, in accordance 
with their terms. Rollins owned Rollins & Associates P.C., a CPA firm 
that had a 401(k) plan of which Rollins was the sole trustee. He seemed 
well qualified for that role, being not only a CPA but also a registered 
investment adviser, certified employee benefits specialist, certified 
financial planner, and chartered financial consultant. He was also 
something of a promoter and entrepreneur. There lay the problem. The IRS 
argued that his entrepreneurial activities had conflicted with his 
responsibilities as trustee. 
 

During 1996 to 1999, the Rollins 401(k) loaned $325,000 to J&J 
Charlotte, a restaurant in North Carolina; $50,000 to Eagle Bluff, a 
Tennessee golf club; and $325,000 to Jocks and Jills Inc., in Atlanta. 
Those loans were all repaid, with interest at 12 percent per year. 
Rollins personally was involved in each of the borrowing businesses.  
 

He had been the only member of J&J’s board of directors as well as 
its vice president, secretary, treasurer, and registered agent, and he 
directly owned 8.93 percent of the business, with his wife owning an 
additional 6.7 percent. There were 28 other shareholders, none of whom 
owned more than 6.25 percent. Rollins was Eagle Bluff’s treasurer and 
its registered agent in Georgia, as well as a 26.8 percent owner along 
with 80 other owners, none of whom held more than 8.8197 percent. He was 
secretary and treasurer of Jocks and Jills, as well as its registered 
agent. He owned a 33.165 percent interest in that corporation, with none 
of the other 70 investors owning more than 4.8809 percent. 
 

The IRS argued that Rollins, a disqualified person under section 
4975 both because he was trustee of the 401(k) and because he owned at 
least 50 percent of the employer that sponsored the 401(k), had engaged 
in prohibited transactions and was thus subject to excise taxes. Rollins 
disagreed. He maintained that the loans were adequately collateralized, 
bore an above-market rate of interest, and had been paid. Even though he 
was a disqualified person, he pointed out, none of the borrowers was a 
disqualified person and he did not have an interest of as much as 50 
percent in any of the borrowers. He argued that he did not personally 
benefit from the loans. 
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Tax Court Judge Herbert L. Chabot agreed with Rollins that each of 
the transactions was a bona fide loan. But, he added, that is not enough 
under section 4975 of the Employee Retirement Income Security Act of 
1974 (ERISA):  
 

As to each of the transactions before us, petitioner sat on both 
sides of the table. Petitioner made the decisions to lend the 
Plan’s funds, and petitioner signed the promissory notes on behalf 
of the Borrowers. This flies in the face of the general thrust of 
this legislation [section 4975 of ERISA] to stop disqualified 
persons from dealing with the relevant employees’ plans or the 
plans’ assets. The Congress replaced prior laws’ arm’s-length 
standards and put in their place prohibitions on certain kinds of 
dealings (with exceptions not relevant to the present case). The 
prohibitions were backed up by excise taxes, to be imposed without 
regard to whether the transactions benefited the employees’ plans. 
However, the Congress chose to carry out this “general thrust” by 
enacting a series of detailed prohibitions. The question before us 
at this point is whether petitioner violated one of these detailed 
prohibitions –- direct or indirect use of a plan’s assets or 
income by petitioner or for petitioner’s benefit. 

 
Direct or Indirect Use of Plan Assets 
 

Judge Chabot noted that Rollins was the largest single owner of 
each of the borrowers, but added that that in itself did not mean he 
personally derived a benefit from the borrowers’ ability to secure 
financing without dealing with independent lenders. The case had been 
submitted to the court fully stipulated, with Rollins representing 
himself. Judge Chabot could find nothing in the evidentiary record to 
establish that Rollins, who had the burden of proof, did not derive a 
benefit (for example, did not enhance the value of his investments in 
the borrowers) under section 4975(c)(1)(D). Rollins’s testimony might 
have been evidence, but he did not testify because there was no trial. 
Judge Chabot noted that “petitioner’s denials on brief are not 
evidence.” He concluded that “the record in the instant case does not 
enable us to find that the loans did not enhance, or were not intended 
to enhance, the values of petitioner’s equity interests in the 
Borrowers.” Thus, Rollins was held liable for the excise taxes. 
 

Besides arguing that Rollins had derived a benefit from the loans, 
the IRS had argued that Rollins’s ownership of an interest in each of 
the borrowers also “created a conflict of interest between the Plan and 
the companies. . . . This conflicting interest as a disqualified person 
who is a fiduciary brought petitioners within the prohibition against 
dealing ‘with the income or assets of a plan in his own interest or for 
his own account.’” The IRS cited section 4975(c)(1)(E). Although Judge 
Chabot found it unnecessary to decide that conflict-of-interest 
contention, he indicated that the IRS might be wrong on that point 
because “a conflict of interest involving a fiduciary’s obligations to 
the other party in a transaction may be actionable under the labor title 
[of ERISA], but it may be that such a conflict of interest by itself may 
not be actionable under section 4975(c)(1)(E).” 
 
Reasonable Cause and Failure to File Penalty 
 

Rollins filed no excise tax returns as to the loans. His obvious 
reason for not filing the Forms 5330 was that he did not believe any of 
the loans were prohibited transactions. Judge Chabot’s comments on the 
issue were caustic (citations omitted): 
 

Relying on his own understanding of the law, petitioner chose to 
sit “on both sides of the table in each transaction.” Relying on 
his own understanding of the law, petitioner did not see any need 
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to file section 4975 tax returns to report any of the 
transactions. Relying again on his own understanding of the law, 
petitioner chose to submit the instant case fully stipulated 
without including evidence to show that he did not benefit from 
the transactions. In Etter v. J. Pease Const. Co., Inc.,  963 F. 2d 
1005 (7th Cir. 1992), the trustees succeeded in persuading the 
trial judge that they did not benefit from the employee plan’s 
investment in the joint venture. In the instant case, petitioner 
failed to persuade the Court that he did not benefit from the 
transactions. 

 
Petitioner’s good-faith belief that he was not required to file 
tax returns does not constitute reasonable cause under section 
6651(a)(1) unless bolstered by advice from competent tax counsel 
who has been informed of all the relevant facts. . . . There is no 
such evidence in the record in the instant case.  

 
Flahertys Arden Bowl 

 
On the conflict-of-interest issue that he did not decide, Judge 

Chabot had noted that the labor portions of ERISA and the tax portions 
may not always reach the same conclusion when it comes to prohibited 
transactions and that something could be OK for tax but not for labor 
purposes. Flahertys Arden Bowl Inc. v. Commissioner, 115 T.C. 269, Doc 
2000-24670, 2000 TNT 187-15 (2000), aff’d 88 AFTR2d Par. 2001-6850, Doc 
2001-28854, 2001 TNT 223-72 (8th Cir. 2001), involved the opposite 
point, that something that might pass muster under the labor provisions 
of ERISA might fail the tax tests.  
 

Flaherty, a participant in two pension plans that allowed 
participants self-direction of their investment, directed the plans to 
make loans to Flahertys Arden Bowl Inc. (taxpayer), a controlled 
corporation owned 57 percent by Flaherty. Flaherty was a “fiduciary” 
because he exercised control over the investment of plan assets, and the 
borrower was a disqualified person because more than 50 percent of its 
stock was owned by Flaherty. Accordingly, the loans in issue were 
prohibited transactions. If only section 4975 of the Internal Revenue 
Code were considered, Flahertys was a disqualified person subject to the 
excise tax. The corporation argued, however, that the exception to the 
definition of fiduciary for participants who direct investment of plan 
assets found in the labor provisions of ERISA (ERISA section 404(c); 29 
U.S.C. section 1104(c)) governs in determining whether a person is a 
fiduciary, and therefore a “disqualified person,” under section 4975(e), 
and that Flaherty was not a fiduciary and it therefore was not a 
disqualified person.  
 

Senior Judge Howard A. Dawson Jr., adopting the opinion of Special 
Trial Judge Carleton D. Powell, rejected the corporation’s contention, 
observing that section 4975(e)(3), by its terms, provides the definition 
of fiduciary “for purposes of this section [section 4975].” The court 
further noted that the definition of fiduciary in section 4975(e) 
differed from the definition of that term in the labor provisions of 
ERISA (ERISA sections 3(21)(A) and 404(c); 29 U.S.C. sections 
1002(21)(A), 1104(c)), and stated that Congress’s use of different 
language in section 4975 was presumptively intentional. The opinion also 
rejected the taxpayer’s claim that the legislative history required that 
the term “fiduciary” in labor and tax provisions of ERISA be interpreted 
to have identical meanings. Also, the court observed that, although the 
pertinent regulations of the Department of Labor on the point did not 
become effective until after the years in issue, the regulations, from 
their early proposed form in 1987 through final promulgation, made clear 
that the definition of fiduciary in ERISA section 404(c) (29 U.S.C. 
section 1104(c)) applied only to the provisions of Part 4 of Title I of 

Doc 2004-24146 (5 pgs)

(C
) T

ax A
nalysts 2004. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.

Doc 2004-24146 (5 pgs)

(C
) T

ax A
nalysts 2004. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



ERISA and did not supply the definition of fiduciary for purposes of 
section 4975. 
 

Conclusion 
 

In the Rollins  case, Judge Chabot underscored a basic truth about 
a tax practitioner corollary to the statement that the attorney who acts 
as his own counsel has a fool for a client. The tax practitioner, no 
matter how qualified, who relies on his own conclusion that a return is 
not due does not have reasonable cause when trying to avoid a penalty 
for failure to file that return. Flaherty, however, escaped the 
penalties for failure to file the excise tax returns. Although himself 
an attorney, he got advice from an attorney experienced in pension law 
who was familiar with the plan in which Flaherty was a participant. 
Flaherty specifically asked whether the loan to his controlled 
corporation would be a prohibited transaction and was told that section 
4975 was inapplicable to loans made at the direction of the participant 
when the participant had the right to direct the investment. The Tax 
Court held that reliance on that advice constituted reasonable cause for 
failing to file. Judge Powell explained that “the fact that his [the 
attorney’s] conclusion was erroneous does not mean that petitioner’s 
reliance was not reasonable.” 
 

Experienced tax people, even those who work in the qualified plan 
area, can get tangled up in ERISA, not least as a result of the mix of 
labor law and tax law. Violation of the prohibited transaction rules can 
result in imposition of excise taxes on everyone involved even though 
those rules, as noted, may not be the same under the labor and tax 
regimes and the differences may be imperceptible until the client has 
run afoul of the tax or the labor law enforcers. The labor law aspects 
can be sidestepped by rolling over a qualified plan account into an 
individual retirement account. IRAs are not subject to the labor law 
provisions of ERISA. In fact, they are not even subject to the excise 
taxes applicable to prohibited transactions. Instead, IRAs involved in 
prohibited transactions cease to be IRAs as of the first day of the year 
of the prohibited transaction, and the entire account is treated as if 
distributed as of that first day. The result is tax on the distribution, 
including the early distribution penalties when the IRA owner is under 
59-1/2. 
 

Tax practitioners need to remind clients that an annual review of 
the transactions of their qualified plans should be part of their year-
end tax planning, with particular attention to anything that might 
conceivably be a prohibited transaction. Entrepreneurs make great 
clients for tax practitioners, but entrepreneurs like Zacky, Rollins, 
and Flaherty can sometimes find it tempting to take advantage of the 
easy availability of their own qualified plan money. They need to be 
protected from themselves even when they indignantly remind the 
practitioner that he or she is not being paid to figure out why things 
cannot be done.  
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