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	Using Your Nest Egg
To Buy a Franchise 

By JULIE BENNETT 

Renee Colwell's retirement plan depends on the computer problems of small businesses in Manhattan. In January 2006, Ms. Colwell, 48 years old, invested her entire $150,000 nest egg, plus $50,000 from other savings, into starting a CMIT Computer Solutions franchise. 

The Austin, Texas-based franchise system provides information-technology services to small and mid-sized businesses that can't afford their own on-staff computer gurus.

"I'm a computer geek and I always wanted to do something on my own. I'm fairly bad at saving, but I had a good 401(k) from my corporate jobs," says Ms. Colwell, who spent 10 years working in the computer-programming departments of large corporations. "When our accountant told me I could use it without tax penalties to finance a business, my husband and I had a lot of discussions. He's a free-lance photographer with no retirement plan, and we have two children, ages five and seven. We finally saw this as an investment rather than a gamble, and decided to take the chance." 

Ms. Colwell says she spent $40,000 on the franchise fee, plus $10,000 to $12,000 to set up her business. She opened in January and is using the remainder of her funds to pay employees, finance advertising and cover other expenses until her franchise breaks even, which she expects to be sometime later this year. 

How It Works

The Employee Retirement Income Security Act of 1974 (ERISA) set up the insured retirement accounts (IRAs) and 401(k) plans that allow investors to control their retirement savings, in contrast to traditional pension plans. Besides investing in stocks, bonds or mutual funds, you can choose to put that savings, which is excluded from taxes, toward financing your own business. If that business is later sold, the proceeds must be placed back into a qualified retirement plan. Using retirement funds to purchase franchises has become more popular since 2001, when the dot-com bubble burst and made stocks less attractive, and sent hundreds of downsized executives -- and their fat 401(k)s -- out looking for something to do. 

Three companies, Guidant Financial Group, in Bellevue, Wash., BeneTrends Inc., of San Diego and SD Cooper Company in Huntington Beach, Calif., offer services that help prospective franchisees who, like Ms. Colwell, have few resources available to start a franchise without dipping into their nest eggs. Each firm charges around $5,000 to help investors cash out their nest eggs and transfer the money into a new C corporation. The process takes about three weeks and the investor becomes the trustee and sole stockholder of the C corporation. He or she can then use the funds to pay a franchisee fee, rent a site, purchase equipment or even pay employees. 

To open a Bark Busters dog-training franchise in San Clemente, Calif., Nelson and Lisa Neyer, both in their mid-50s, used Mrs. Neyer's $85,000 401(k) fund to pay the $22,500 franchise fee, the $15,000 training fee and to buy a $41,000 GMC Yukon SUV with a wrap-around Bark Busters logo. "We believe we can eventually make $100,000 a year with this," says Mr. Neyer. 

The IRA Down Payment 

Even if you're borrowing most of the money to finance a franchise, the Small Business Administration (SBA), the guarantor of most small business loans, expects you to make a hefty down payment, and you can use your retirement accounts for that purpose. After Joyce Gilleece, who is in her 50s, was laid off from her banking job, she put her $100,000 retirement fund into a Huntington Learning Center franchise in Frisco, Texas, and borrowed another $200,000. "I'm single," Ms. Gilleece says, "and I had to think of some way to support myself. This enabled me to buy a business without emptying my other resources." 

The alternative to using your retirement money is taking out a home-equity loan, and "if your franchise fails, what would you rather lose?" asked attorney Len Fischer, president of BeneTrends, which has arranged about 2,300 retirement-plan financings of franchises since 2001. Other advantages include:

· By using your 401(k) instead of borrowing money, you have no debt service and the initial capital you generate can be put right back into the business, says David Nilssen, president of Guidant Financial Group. 

· You can control your own destiny, says Darwin Seim, 51, who invested $400,000 of his nest egg into a Mr. Transmission/Milex Full Service Automotive franchise in Portland, Ore. "I've lost more than $400,000 in the stock market," he says. 

· Using a hefty retirement account allows you to buy a more expensive franchise than you could otherwise afford, says Germain Boer, professor of management at Vanderbilt University's Owen Graduate School of Business in Nashville, Tenn. By combining all his retirement money with loans, William Mitchell, 52, for example, raised the $2.5 million he needed to open a Primrose School pre-school and day-care center in Charlotte, N.C. "We expect we'll get our money back," he says, "and we love the work." 

There is the risk you could lose your nest egg. Steven Podnos, a retired physician who is now a Certified Financial Planner in Merritt Island, Fla., says "If your conventionally funded franchise goes bankrupt, you'll still have your 401(k), because federally protected retirement savings are bulletproof and no creditor can take them. If you invest your 401(k) into a franchise that fails, the money is gone forever. Business ventures should be funded out of ongoing income or debt, not by jeopardizing your future security." 

Other disadvantages:

· To use your 401(k) or IRA funds, you must operate the franchise yourself. You must set it up as a C Corporation, a format that can generate serious tax problems when you want to sell your franchise or retire, says Steven Cooper, president of the SD Cooper Company. 

· "If you're 30 years old and your business fails miserably," says Dr. Boer, "you have another 30 years to make up for it. If you're 60, doing this is not so smart." 

Despite the risks, Ms. Colwell is happy she took her chance. "I should know within three years if I can make a success with this," she said. "If it doesn't work out, I'll sell whatever business I built and go back to some kind of corporate job. As for retirement, we have Plan B. We'll sell everything and go to live in Costa Rica."

-- 
Email your comments to sjeditor@dowjones.com.
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