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SDIRAs: Introduction 



History of SDIRAs

• Individual retirement accounts (IRAs) first established as tax-advantaged vehicle for 
retirement savings under the Employee Retirement Income Security Act of 1974 
(“ERISA”)

• IRS rules were codified to govern how IRA funds could be invested; however, Internal 
Revenue Code stated investment prohibitions, rather than permissible investments 

• A self-directed individual retirement account (SDIRA) is a type of IRA that can hold a 
variety of alternative investments and non-traditional assets normally not available from 
traditional IRA providers such as insurance companies, banks and brokers.  Although the 
account is administered by a custodian or trustee, it is directly managed by the account 
holder

• SDIRAs saw accelerated growth with the 1996 Swanson v. Commissioner case, which 
paved the way for the “checkbook control” IRA/LLC structure –one in which the IRA 
account owns an entity, like an LLC, that is managed by the IRA owner



Non-Traditional Investments



Non-Traditional Investments

•SDIRAs may invest in various non-traditional 
assets including, but not limited to, 
cryptocurrency, precious metals, real estate, and 
private funds. 

•



Non-Traditional Investments -
Real Estate

• Real estate is by far the most common type of non-traditional 
asset held in IRAs.   Common investments include vacation 
homes but also commercial real estate, multi-family housing, 
shopping centers, hotels etc.

• Some unique challenges to real estate include financing, 
liquidity, management and upkeep, liability risks, 
environmental risks, and conversion to personal use.



Non-Traditional Investments –
Tangible Personal Property

• Tangible personal property generally includes anything that can 
be touched but is otherwise mobile, including but not limited to 
precious metals, collectibles, shipping containers, railroad cars, 
alcoholic beverages, artwork, etc. 

• There are significant limitations on IRA ownership of 
“collectible” assets.  Moreover, personal property can present 
unique challenges with respect to custody and possession, 
insurance, personal use, and liquidity.

•



Non-Traditional Investments –
Intangible Personal Property

• Intangible personal property represents a growing segment of 
the alternative investment space and presents similar challenges 
to tangible personal property.  Examples include ownership of 
patents, copyrights and domain names, as well as digital 
currencies.

• IRS Notice 2014-21 (Mar. 25, 2014) indicates that, for tax 
purposes, the IRS will treat “virtual currencies” as property, 
rather than as “real” currency.

•
•



Non-Traditional Investments –
Oil and Gas/Publicly Traded Partnerships

• Although often purchased via securities such as interests in master limited 
partnerships, oil and gas and other energy interests, or mining interests, 
are commonly considered to be akin to real assets because returns 
generally derive directly from production or transportation/transmission 
of a commodity or energy using land and other physical resources rather 
than from the sale of goods or services.

• These types of real assets are typically professionally managed, and 
undivided interests in the form of “units” are purchased and sold either 
directly from an issuer or via secondary markets.

• Potential for UBIT.



Non-Traditional Investments –
Timber/Agricultural Land/Etc.

• Like energy and minerals, real estate investments involving the 
production and sale of agricultural commodities, including 
timber, typically are larger scale and involve the acquisition of 
interests in professionally managed enterprises.  

• Returns may derive from rent, participation in revenues from 
the sale of commodities, and capital gains from the underlying 
real estate.



Non-Traditional Investments –
Operating Businesses

• Interests in operating businesses are common investments for self-directed 
IRAs and present many similar challenges.  Many of these businesses 
themselves hold real assets for investment or operational purposes.  

• A very common structure is the so-called “rollover as business start-up,” or 
“ROBS” transaction as described by the Internal Revenue Service (“IRS”), 
often begun by someone starting a second career using a rollover of 
qualified retirement plan assets as seed money.  

• Needless to say, the IRS does not favor using untaxed retirement assets to 
start a business where the owner provides personal services, and 
frequently examines these transactions. 

•



Internal Revenue Code Considerations



Internal Revenue Code Considerations –
Requirement of a Corporate Custodian

• Code section 408(a) requires that an individual retirement “account” (as opposed to an 
annuity) must be a “trust,” the trustee of which is a bank or other person “who 
demonstrates to the satisfaction of the [Treasury] Secretary that the manner in which
such other person will administer the trust will be consistent with the requirements of this 
section.”  

• However, subsection (h) further provides that a “custodial account” shall be treated as a 
trust (and the custodian treated as a trustee) if it otherwise satisfies the requirements of 
Code section 408.  What entities can legally act as trustees and/or custodians, and their 
powers and responsibilities, usually is determined by state law.

• Code section 408 applies to traditional IRAs; similar (and in many cases identical) rules 
governing Roth IRAs, health savings accounts (“HSAs”) and Coverdell education savings 
accounts are set out in Code sections 408A, 223, and 530, respectively.  In most cases, the 
discussion below regarding IRAs will also apply to these other accounts.

•
•



Internal Revenue Code Considerations –
Requirement of a Corporate Custodian

• Treasury regulations set out rules by which a non-bank entity 
(usually a broker-dealer) can obtain IRS approval to serve as a 
non-bank custodian.  Because one of the requirements for 
approval is the ability to maintain continuity, the regulations 
provide that only a legal person (corporate entity) other than an 
individual may apply.  

• The IRS maintains a list of approved non-bank custodians on its 
website.



Internal Revenue Code Considerations –
Requirement of a Corporate Custodian

• To the extent not dictated by the Code and Regulations, the duties of a trustee or 
corporate custodian generally will be governed by banking or securities laws.  

• Most IRA trustees/custodians understand their “custodial” responsibilities as 
including (1) holding legal title to IRA assets and (2) maintaining physical 
possession or control of those assets.  

• Legal title typically is held in the name of the custodian “as trustee [or custodian] 
for” or “for the benefit of” Jane Doe IRA.  However, IRA assets might be held 
“through” a corporate entity (corporation, partnership, LLC).  

• Possession of real assets can be trickier, particularly in the case of movable assets 
like railroad stock.



Internal Revenue Code Considerations –
Requirement of a Corporate Custodian

• A significant unanswered question is whether a bank or approved custodian –
having taken actual custody of an IRA’s assets – can further delegate custody to 
someone who is not a bank or approved custodian.  This question commonly 
arises in the context of the so-called “checkbook LLC,” but is also very relevant in 
the cryptocurrency marketplace.

• Interestingly, though the IRS itself has not addressed the question, FINRA – the 
chief regulator of broker-dealers – has done so in the context of IRA-owned 
securities (specifically, interests in private partnerships).  In examinations of 
brokers, FINRA has argued that the IRS rules require that a broker acting as an 
IRA custodian must either itself hold “good custody” of IRA assets, or must 
delegate (sub-) custody to another IRS-approved custodian.

•



Internal Revenue Code Considerations –
Requirement of a Corporate Custodian

• Is there a “checkbook LLC” loophole?
• Under this structure, the IRA accountholder directs the custodian to 

purchase "shares" (units) of the LLC, opens up a checking account in 
the name of the LLC, and thereafter simply runs the LLC’s business 
without any participation of the custodian. 

• The McNulty case (below) and IRS non-bank custodial approvals create 
some questions about the limits of this approach.

• At least for now, the checkbook LLC remains an extremely common 
and popular choice for investing in alternative assets.



Internal Revenue Code Considerations –
Requirement of a Corporate Custodian

• What constitutes “custody” of digital currencies? 
• In the context of the developing world of IRA investments in digital/cryptocurrencies, before 

one can even answer the question of who may hold custody of bitcoins, it is useful to consider 
what constitutes “custody” in the first place.  

• Although digital currencies are stored/reside/exist on the blockchain, the blockchain does not 
necessarily store relevant information as to who actually owns, controls or possesses bitcoins, 
and thus does not necessarily do more than confirm their existence.  

• Custody, possession and ownership appear to reside with the party or parties that hold the 
private key(s).  Keys are codes that are stored in “wallets,” which in turn are characterized as 
“hot” or “cold” depending on whether or not they are connected to and accessible via the 
internet.  Cold wallets can be anything from secured computers/servers to cell phones to 
storage devices as small as thumb drives that can be physically separated from a computer.  
Numerous online providers offer both hot and cold digital wallet services.



Internal Revenue Code Considerations –
Requirement of a Corporate Custodian

• Additional duties of an IRA trustee/custodian.

• Maintaining and reporting accurate fair market values for all 
IRA assets (see below).

• Reporting and paying unrelated business income tax.  



Internal Revenue Code Considerations –
Prohibition on Commingling

• Code section 408(a)(5) provides that the assets of an IRA may 
not be commingled with other property except in a common 
trust fund or common investment fund.  

• Exactly what is or is not prohibited commingling is a source of 
significant debate, and the IRS has done little to clarify the 
issue. 

• Tod date the IRS has not challenged “commingling” in the form 
of investments in private partnerships, mutual funds, 
“omnibus” custodial accounts (e.g., pass-through FDIC insured 
deposits) and the like.



Internal Revenue Code Considerations –
Prohibition on Commingling

• One reading of the prohibition on commingling was that it was designed to 
ensure that an IRA trustee or custodian maintains IRA customer assets 
separate from its own, corporate assets, i.e., to protect the customer. 

• However, even if this were the original intent of the rule, today the more 
common understanding of the rule is that it was designed to prevent an 
individual IRA owner from mixing personal and IRA assets in a way that 
would make it difficult to trace which are which, thus creating a potential 
for gaming the system (this would also likely involve one or more 
prohibited transactions). 





Internal Revenue Code Considerations –
Prohibition on Pledging

• Code section 408(e)(4) provides that if an IRA owner uses any portion of his/her IRA as 
security for a loan, that portion will be treated as distributed.  

• An unresolved question is whether this prohibition relates only to a pledge with respect to 
a personal loan, or does also prohibit pledging other assets of the same or different IRA as 
security for a loan to an IRA loan.  Different custodians may take different positions on 
this issue.

• It is also a technically a prohibited transaction (see below) for an IRA owner to use 
his/her account as security for a loan to the owner or certain related persons.  The penalty 
for engaging in a prohibited transaction of this nature would be total disqualification of 
the IRA.  To the extent that Code section 408(e)(4) only disqualifies the amount pledged, 
rather than the entire account balance, it is not clear whether it is intended to override the 
more onerous prohibited transaction rules.



Internal Revenue Code Considerations –
Prohibition on “Collectibles”

• Code section 408(m)(1) provides that the acquisition of a 
“collectible” by an IRA (or by an individual account under a 
401(a) tax-qualified retirement plan) shall be treated as a 
distribution in the amount of the purchase price.  

• Ostensibly, this rule was designed to ensure that retirement 
investments serve the economy as a source of new investment 
capital; arguably, however, it was designed to address certain 
potential abuses – such as the difficulty of distinguishing 
between acquiring collectibles for investment versus personal 
enjoyment.



Internal Revenue Code Considerations –
Prohibition on “Collectibles”

• What are collectibles?  
• Section 408(m)(2) defines a collectible as any work of art, any rug or antique, any metal 

or gem, any stamp or coin, any alcoholic beverage, or any other tangible personal property 
defined by the Treasury Secretary as a collectible for this purpose.  

• The Secretary has not issued regulations for this purpose, though in the context of 
charitable contributions of property, Form 8283 further defines what constitutes “art” 
and “collectibles” and may serve to guide the courts in the event of any uncertainty.

• To the extent that the IRS has said that cryptocurrencies/bitcoins are property and not 
currency (see above), they should not be considered “coins” for purposes of this rule, and 
though personal property they would appear to be intangible.  But, what of NFTs that are 
marketed as collectibles?



Internal Revenue Code Considerations –
Prohibition on “Collectibles”

• Exception for certain precious metals.  

• Notwithstanding the restriction on collectibles, section 
408(m)(3) permits IRAs to hold certain U.S. minted gold, 
silver or platinum coins, coins issued under state law, and 
certain highly refined gold, silver or platinum bullion.  



Internal Revenue Code Considerations –
Prohibition on “Collectibles”

• “Indirect” investments in collectibles.  
• Various parties have tried to find work-arounds to allow IRAs to invest in collectibles, 

with mixed success.  

• In a 2002 private letter ruling, a trustee of individual retirement accounts proposed to 
utilize the precious metals administration and safekeeping services of two non-bank 
entities that provide such services to other customers to hold otherwise impermissible 
bullion coins and bullion bars that were the assets of the IRAs for which they served 
as trustee. The IRS held that such bullion coins and bullion bars that were in the 
physical possession of those companies would be collectibles within the meaning of 
section 408(m)(1) of the Code such that an investment by an IRA in bullion coins and 
bullion bars held by those companies would be treated as a distribution from the IRA 
in an amount equal to the cost to the IRA of such collectible.



Internal Revenue Code Considerations –
Prohibition on “Collectibles”

• “Indirect” investments in collectibles.  
• However, in several later rulings in 2004 and 2007, the IRS approved “indirect” holding of gold 

and silver bullion under narrow circumstances.  Under each ruling, a trust was established and 
structured to qualify as an "investment trust" under Treasury regulations.  Shares of the trust 
would be traded on a stock exchange and expected to mirror to the price of silver or gold 
bullion held for the trust by a custodian. Because the trust would be taxed as a grantor trust, 
investors would be treated for tax purposes as owning a fractional interest in each of the 
underlying assets held by the trust.  Nonetheless, shareholders would not have any right to take 
possession of the bullion that the shares represent – they could only buy or sell shares on the 
market or receive cash distributions.  The IRS determined that, based on the facts provided, 
acquisition by an IRA of shares of the trusts would not constitute acquisition of a collectible as 
described in 408(m) of the Code – so long as a redemption of shares did not involve the 
distribution of actual silver or gold bullion. 

• More recently, artworks and other assets have been offered using similar structures.



Internal Revenue Code Considerations –
Prohibition on Life Insurance

• Code section 408(a)(3) provides that “no part of [an IRA] may 
be invested in life insurance contracts.  Nor may an IRA hold 
any “incidents of ownership” in a life insurance policy.  
Generally, it is well understood that this prohibits the purchase 
of life insurance on the life of the IRA owner; what is less certain 
is whether it permits the purchase of insurance on the life of any 
other person.  



Internal Revenue Code Considerations –
Prohibition on Life Insurance

• The lack of certainty has not deterred the marketing of “viatical settlements” as IRA 
investments.  Viatical or life settlements involve an insured’s sale of his or her life 
insurance policy to an investor for cash; the investor then pays premiums to keep the 
policy in force and collects upon the death of the insured.  Often, settlements are arranged 
and sometimes “packaged” by middlemen; some state insurance or “blue sky” laws 
require that brokers who sell viatical settlement contracts must disclose the lack of IRS 
guidance in this area to IRA purchasers.

• In a 2007 private letter ruling, an IRA owner loaned money to a church, which the church 
secured via the purchase of an insurance policy on the life of the IRA owner.  The IRS held 
that the assignment of the life insurance policy as collateral for the loan was not a 
prohibited investment in life insurance because the church held all incidents of ownership 
of the insurance policy and in the event that taxpayer died, the IRA would receive only the 
principal and interest on the note; the church would retain any excess death benefits.



Internal Revenue Code Considerations –
Unrelated Business Income Tax (UBIT)

• Income from an “unrelated” trade or business.
• Code section 408(e)(1) provides that IRAs are subject to tax on their 

unrelated business taxable income pursuant to Code section 511.  Code 
section 512(a) provides, generally, that “except as otherwise provided in 
this subsection,” the term “unrelated business taxable income” means 
gross income derived from an unrelated trade or business regularly 
carried on, less allowable deductions, subject to certain modifications.

• Code section 512(b) sets out several “modifications” to the definition of 
UBTI – generally passive income such as rents, royalties, interest, 
capital gains.



Internal Revenue Code Considerations –
Unrelated Business Income Tax (UBIT)

• Unrelated “debt-financed” income.
• Notwithstanding the “passive income” exclusions, Code section 512(b)(4) provides 

that UBTI includes any “debt-financed income” within the meaning of Code section 
514 regardless of whether the income would otherwise be described in Code section 
512(b).  

• “Debt-financed income” is income from “debt-financed property”, which is defined as 
any property which is held to produce income and with respect to which (subject to 
certain exceptions) there is “acquisition indebtedness”.

• It does not matter if money is borrowed specifically to acquire an asset, or borrowed 
(but not paid back) before property is acquired, or borrowed later because of liquidity 
needs; if the debt is for other than short-term liquidity needs, it likely will be treated 
as related to the acquisition or holding of the investment.

• Note: there is a 12-month rule for capital gains after debt is repaid.



Internal Revenue Code Considerations –
Unrelated Business Income Tax (UBIT)

• “Blocker” entities.   
• So-called “blocker” entities can sometimes be useful for dealing with 

UBTI.  There are two distinct types of blockers – the first, such as a C 
corporation, merely shifts the payment of tax away from the IRA and 
onto another entity (for reasons of convenience, confidentiality, etc.) at 
potentially lower tax rates; the second involves actual avoidance of 
some or all taxation.



Internal Revenue Code Considerations –
Unrelated Business Income Tax (UBIT)

• “Blocker” entities.   
• While annuity contracts are sometimes used by large investors as blockers (as a 

consequence of special tax rules applicable to insurance companies), more commonly 
IRA investors may seek to avoid some or all taxation by using an offshore corporation 
in a tax haven such as the Cayman Islands, Bermuda, etc. (managers of private 
investment funds may automatically offer this as an option to all tax-exempt 
investors).  

• Using a corporate form “blocks” otherwise unrelated business income by converting 
business income into non-taxable dividend income.  However, it can also be a trap for 
the unwary if the foreign corporation invests primarily in the U.S., because many 
forms of U.S. source income (e.g., real estate gains under FIRPTA) are subject to 
withholding tax at the source.  If the anticipated sources of revenue are not carefully 
vetted, the resulting withholding tax consequences can sometimes exceed the UBTI 
savings.



Internal Revenue Code Considerations –
“Disguised Contributions”

• Contributions by IRA owners to their IRAs, except in the case of eligible 
rollovers from other IRAs and qualified retirement plans, are subject to 
annual limits under Code section 219.  Code section 4973 imposes a 6% 
annual excise tax on “excess contributions” made to an IRA (i.e., in excess 
of the annual contribution limits).  

• The IRS has long been concerned with transactions that result in shifting 
value, and thus essentially result in constructive contributions, to IRAs 
which then violate the IRA contribution limits.  
• See, e.g., IRS Notice 2004-8 (Jan. 26, 2008), “Abusive Roth IRA Transactions,” 

identifying certain types of transactions that the IRS considered to be “tax avoidance 
transactions” (tax shelters) established for the intent of improperly avoiding the 
limitations on contributions to Roth IRAs



Internal Revenue Code Considerations –
“Disguised Contributions”

• Payment of IRA fees and expenses “out of pocket”
• The IRS has issued a long line of private letter rulings on the payments 

of IRA fees made directly by an IRA owner that are trustee’s fees (and 
not brokerage commissions) are deductible under Code section 212 (not 
anymore) and are not treated as “deemed” IRA contributions (and not 
reportable on Form 5498).   

• In 2005 and 2011 private letter rulings, the IRS concluded that it was 
not necessary to treat any portion of a broker-dealer “wrap” fee as a 
non-deductible commission.  



Internal Revenue Code Considerations –
“Disguised Contributions”

• “Sweat equity.”  
• If the IRA owner contributes services that increase the value of the IRA, the value of the services may be 

treated as equivalent to a contribution to the IRA in an amount equal to the increase in the fair market 
value of the IRA’s assets.  This issue comes up particularly in the context of real estate “fixer-uppers” where 
the IRA owner seeks to perform substantial repairs and renovations.

• The IRS and the courts have not provided any meaningful guidance in the context of IRAs – most websites 
for self-directed IRAs tout the “lore” as much as the “law.”  Obviously, there must be a line between 
prohibited “sweat equity” in the form of manual labor and permitted use of one’s own “intellectual capital,” 
as there should be no question that an IRA owner can direct the purchase and sale of investment assets for 
his/her account without the time and effort spent on making investment decisions being treated as a 
contribution of the owner’s labor.  

• One rule of thumb used by practitioners is to consider whether the services being performed would be 
described as “above the line” trade or business expenses under section 162 or “below the line” expenses for 
the production of income under section 212 (itself not an easy task).



Don’t Forget State and Local Taxes

• Because IRAs are creatures of federal tax law, IRA owners and their advisors may 
tend to overlook the potential impact of state and local taxes on IRA investments.

• Some (but not all) states may also tax UBTI of IRAs.  Which states’ tax laws may 
apply is also complicated and may depend not just on the domicile of the IRA 
owner but other factors such as the location of real or personal property or the 
location of a trade or business – investments in some private equity or similar 
funds, for example, may result in UBTI in multiple jurisdictions.

• Other state and local taxes (and fees) such as real property taxes, franchise taxes, 
business taxes and the like, also should not be ignored – particularly in terms of 
the potential need for liquidity to pay those taxes that are imposed periodically 
(see below).



Valuation Issues



Valuation Issues –
Illiquid and Alternative Investments 

• Trustee/custodian of IRAs need accurate FMVs for 5498 and 1099-R reporting

• Instructions to Form 5498 and 1099-R: “Trustees and custodians are responsible for ensuring that 
all IRA assets (including those not traded on established markets or with otherwise readily 
determinable market value) are valued annually at their fair market value.” 

• IRS has issued various regulations and guidance regarding the valuation responsibility relevant to 
SDIRAs that can be best summed up in the following manner: 

• Appraisal or FMV data from the general partner or equivalent can be accepted as FMV, and an 
independent appraisal by the trustee or custodian is not required, provided that the trustee or 
custodian has a process for determining that the FMV information it receives is reasonable on its 
face.

• Where the general partner or equivalent will not provide an appraisal or FMV of the assets that is 
determined to be reasonable, the IRA should not continue to hold the assets if the trustee or 
custodian does not or cannot perform its own valuation.



Valuation Issues –
Illiquid and Alternative Investments 

• OCC Handbook Retirement Plan Products and Services 

• Appendix B reiterates IRS positions:  

• “Banks, whether they are trustee or custodian of the IRA, have a responsibility to provide a fair market value of 
the IRA assets on Form 5498, which is filed annually with the IRS (see discussion of Form 5498 in the 
“Reporting and Disclosure Requirements” section of this booklet).”

• “IRA trustees and custodians are responsible for filing Form 990-T and paying UBTI from the IRA.”

• Unique and hard-to-value assets

• Bank should have sound, risk-based processes for periodic valuation of all assets, including those that are not 
widely traded. 

• Assets that are difficult to value cost more to manage and may require independent valuations. 

• The bank should determine who will pay these costs before the bank receives or acquires these assets.

• These principles may guide/inform state banking regulators as well.



Valuation Issues –
Illiquid and Alternative Investments 

• OCC Handbook Unique and Hard-to-Value Assets 
• Risks associated with unique/hard-to-value assets: operational, compliance, strategic, 

reputational

• Risk mitigation: risk management and supervision, controls, monitoring 

• Specific concerns:
• Stale valuations/valuation practices

• Stale reviews of unique assets

• Lack of financial transparency

• Lack of product knowledge and expertise

• Client suitability 



Valuation Issues –
Illiquid and Alternative Investments 

• Common Procedures for hard to value assets:
• Intake procedures – get valuation agreements up front

• Annual valuation procedures: what information are you getting and how is it 
evaluated?

• Different information for different types of assets.

• Failure to obtain good valuations:
• IRA documents typically permit the custodian to force a distribution if the IRA owner 

fails to provide a timely and reliable valuation.  The distribution generally is reported 
to the IRS at the higher of cost or the last “good” valuation.

• IRA documents less commonly will permit the custodian to obtain an independent 
appraisal (if possible) and charge the cost to the IRA (if possible).



Valuation Issues –
Illiquid and Alternative Investments 

• Types of hard to value assets and common sources of valuation:

• Partnerships, LLCs, S Corps (K-1 entities) (Representations from GP)

• Privately held C corps, REITs (1099 entities)  (Representations from management)

• Private warrants, options (Black Scholes?  In the money? Representations from 
issuer)

• Private debt (any change to face value absent bankruptcy)

• Real estate (Representations/appraisals from property manager)

• What if manager/issuer is affiliated with the IRA owner?



Valuation Issues –
Illiquid and Alternative Investments 

• Why is valuation important?

• IRS’ main concern is the potential underpayment of tax:

• IRA owner selling undervalued assets to a Roth IRA, then no tax on distribution

• A “listed tax shelter”; see IRS Notice 2004-8

• Also a prohibited transaction concern

• Traditional IRAs distributing assets undervalued on the 1099-R

• IRAs not making minimum required distributions due to undervaluation on the Form 
5498





Prohibited Transactions



Prohibited Transactions 

• IRC section 4975 imposes restrictions on “prohibited transactions”
• Transactions with “disqualified persons”

• Sale, exchange or leasing of property

• Lending of money or other extension of credit

• Furnishing of goods or services

• Transfer to or beneficial “use” of IRA assets

• Fiduciary conflicts
• Self-dealing by IRA owner

• IRA owner receipt of third-party benefits (kickbacks)

• Risk includes immediate taxation/loss of exemption

• These prohibitions are in addition to the Code section 408 prohibited transactions 
discussed above.



Prohibited Transactions 

• Who is a disqualified person?

• Any fiduciary – including the SDIRA accountholder

• Any service provider 

• Entity owned 50% or more by any of the above*

• Officer/director/10% owner of such an entity

• Family member (ancestor/descendent/spouse)



Prohibited Transactions 

• Who is a disqualified person – 50% owned entity
• Swanson case (and subsequent) -

• “One bite” rule – i.e., an entity cannot be considered a disqualified 
person until after the IRA makes its first investment

• IRA “look-through” – because an IRA is a “trust” owned by a 
fiduciary/beneficiary, you must look through it in counting whether 
the IRA owner holds 50% or greater interest in the entity

• Still controversial

• The DOL has reached a different conclusion in the IRA context

• A custodial IRA is not a “trust”



Prohibited Transactions –
Indirect Transactions

• When an IRA or plan invests in another entity, the IRA’s or plan’s “assets” 
may include any of the underlying assets of the entity. Plan Assets Defined 
(29 CFR § 2510.3-101)
• For checkbook IRA/LLC structures, an entity in which a SDIRA invests may be 

treated as holding “plan assets” such that transactions of the entity are treated as 
transactions of the investing plans on a look-through basis.

• In other words, prohibited transactions can occur within “downstream” entities in 
which the IRA invests.

• If there is an “arrangement” by which a plan invests in an entity, where it is 
“expected” that the entity will engage in an otherwise prohibited 
transaction, the transaction would be prohibited.



Prohibited Transactions –
Exemptions

• The Code provides a number of statutory exemptions for transactions that 
otherwise may violate the prohibited transaction rules of section 4975, and it also 
grants the Treasury administrative authority to issue individual and class 
exemptions from the prohibitions where the Secretary finds that the exemption is 
administratively feasible, in the interest of the plan and its participants, and 
protective of the rights of participants; this authority has (mostly) been officially 
transferred to the Department of Labor.

• There are number of “class” prohibited transaction exemptions (“PTEs”) available 
to any person who meets their conditions.  Hundreds of individual PTEs have 
been granted to private parties, though the process of obtaining one can be slow 
and laborious.  However, under certain circumstances where at least two similar 
exemptions exist, there is an expedited procedure whereby an exemption might 
be obtained in approximately 90 days.



Prohibited Transactions –
Exemptions that are Particularly Relevant

• Reasonable services.
• Code section 4975(d)(2) exempts certain “reasonable services” to an IRA.  

Regulations indicate that a service is necessary if it is “appropriate” and “helpful” to 
the plan in carrying out its functions. An arrangement is reasonable only if it is 
terminable by the plan without penalty, upon reasonably short notice “under the 
circumstances.”  

• It is important to note that this exemption has been interpreted as not extending to 
any fiduciary conflict (the so-called “multiple services” issue).  In this respect, Code 
section 4975(d)(10) similarly provides that a disqualified person – including a 
fiduciary – may be paid reasonable compensation for services.  Many practitioners 
have argued that this exemption by its terms permits an IRA owner to be paid for 
services provided to his/her IRA.  However, the IRS and DOL have said that one 
fiduciary can only be hired by another, independent fiduciary, while courts have 
offered no clear guidance.

•



Prohibited Transactions –
Exemptions that are Particularly Relevant

• Transactions with service providers.
• Not to be confused with the above exemption for the provision of 

reasonable services to a plan, Code section 4975(d)(20) –added in 
2006 – permits a plan to engage in other types of transactions 
(purchases and sales, loans, leases, etc.) with disqualified persons who 
are service providers or affiliates of service providers (such as the IRA 
custodian).  It requires that the service provider not have fiduciary 
authority over the assets in question, and that the plan pay no more 
than, or receive no less than, “adequate consideration.”  In effect, this 
covers many typical “arms’-length” transactions with third parties.

•



Prohibited Transactions –
Exemptions that are Particularly Relevant

• Interest-free loans.  
• As noted above, real assets are often illiquid, and it may be difficult to find assets to 

meet short-term liquidity needs, such as for payment of taxes, payment of fees and 
expenses, or making RMDs.  However, pursuant to class PTE 80-26, the DOL has 
granted limited relief for the lending of money or other extension of credit to a plan or 
IRA by a disqualified person (including the IRA owner) if (1) no interest or other fee is 
charged to the plan; (2) the proceeds of the loan are only used (i) for the payment of 
ordinary operating expenses – including the payment of benefits by the terms of the 
plan – or (ii) for purposes “incidental” to the ordinary operation of the plan; (3) the 
loan is unsecured; (4) the loan is not directly or indirectly being made by another 
plan; and (5) if the loan is for longer than 60 days, it must be in writing describing all 
of the material terms.  

•



Prohibited Transactions –
Exemptions that are Particularly Relevant

• Interest-free loans.  
• As noted below, real assets are often illiquid, and it may be difficult to find assets to 

meet short-term liquidity needs, such as for payment of taxes, payment of fees and 
expenses, or making RMDs.  However, pursuant to class PTE 80-26, the DOL has 
granted limited relief for the lending of money or other extension of credit to a plan or 
IRA by a disqualified person (including the IRA owner) if (1) no interest or other fee is 
charged to the plan; (2) the proceeds of the loan are only used (i) for the payment of 
ordinary operating expenses – including the payment of benefits by the terms of the 
plan – or (ii) for purposes “incidental” to the ordinary operation of the plan; (3) the 
loan is unsecured; (4) the loan is not directly or indirectly being made by another 
plan; and (5) if the loan is for longer than 60 days, it must be in writing describing all 
of the material terms.  

•



Prohibited Transactions –
Penalties

• If an IRA owner “engages” in a non-exempt transaction with 
his/her IRA, the penalty is disqualification of the entire IRA 
back to the beginning of the year in which the transaction 
occurs.
• Especially for riskier and alternative investments, it is often a good idea 

to consider setting up a separate IRA (though this may compound 
liquidity issues, see below).



Prohibited Transactions –
Penalties

• If a third party engages in a non-exempt prohibited transaction 
with an IRA, the penalty is a 15% per year excise tax until 
“corrected” (generally, this means unwound) – penalty rises to 
100% if not corrected before the IRS assesses the penalty.
• For some ongoing transactions like leases and loans, the tax 

“pyramids”, i.e., if the transaction continues for more than one tax year, 
each year a new transaction is deemed to occur (while the old 
transaction continues).  Example – for a prohibited loan that is 
outstanding for 3 years, assuming a 6% interest rate, the tax would be 
15% x 6% for year one, 15% x 6% x 2 for year two, and 15% x 6% x 3 for 
year 3, for a total of 15% x 6% x 6 (not 3).



Prohibited Transactions –
Potential SDIRA Pitfalls

• Personal (family) use of rental real estate

• Personal guarantees of real estate mortgage loans

• Transactions with related parties

• Coinvesting between IRA and IRA owner – not necessarily 
prohibited, but creates the potential for various future 
prohibited transactions



Liquidity Considerations



Liquidity Considerations

• At age 72, IRS requires traditional IRA owners (not Roth) to 
take required minimum distributions (RMDs) from their 
accounts

• Liquidity may be required to pay UBIT, custodian fees, 
operating expenses relating to the non-traditional assets, etc.

• SDIRAs invested in non-traditional assets may present liquidity 
concerns that need to be considered both initially and on an 
ongoing basis



Liquidity Considerations

• Potential issues:
• If the IRA owner pays out-of-pocket, the payment likely would be 

treated as a contribution to the IRA (most likely an excess contribution 
subject to excise tax penalties).  
• There is an exception for paying certain administrative costs like custodial fees.

• Class PTE 80-26, see above, may allow the IRA owner to loan funds to the IRA.

• If the IRA borrows to cover liquidity needs, the borrowing likely would
result in UBIT.

• The IRA agreement may give the custodian authority to liquidate assets 
and/or to direct that the assets be considered as having been 
distributed.



Correcting IRA errors



Correcting IRA errors

• Potential IRA errors:
• Inadvertent prohibited transaction (mistake of fact)

• Inadvertent prohibited transaction (mistake of law)

• Valuation errors

• Excess/disguised contributions

• Failure to take RMDs (or insufficient)

• Incorrectly titled assets (“Jane Doe” versus “Jane Doe IRA”)



Correcting IRA errors

• Possible corrections:
• Simply “fix it” and move on

• May work for inadvertent prohibited transactions due to mistake of fact

• Valuation errors if they do not have tax consequences (e.g., RMD errors)

• Incorrectly titled assets – with cooperation of the custodian

• But – likely no statute of limitations for IRS to review

• Seek a DOL prohibited transaction exemption
• Mistake of law/mistake of fact that is not corrected quickly

• Costly and time-consuming, may not work

• Generally, IRS correction programs (self-correction/voluntary 
correction programs) are not available for IRAs



Correcting IRA errors

• Possible corrections:
• Excess/disguised contributions – can be removed (with earnings) 

before the end of the tax year in which made; thereafter, can be 
removed subject to 6% per year excise tax

• RMD error – subject to 50% penalty BUT it may be possible to get a 
waiver from the IRS for “good cause”

• IRS closing agreement – can be difficult to obtain, and can involve 
significant monetary penalty; the good news is it provides certainty



Selected Court Cases



Selected Court Cases

• To date, there has been very little regulatory guidance or judicial 
decisions regarding SDIRAs.
• Most IRS challenges get settled

• With the exception of the cases involving FISCs and DISCs as tax 
shelters, the courts tend to agree with the IRS



Selected Court Cases

• Swanson v. Commissioner, 106 T.C. No. 76 (1996), conceded in Field Service Advice 
Memorandum 200128011 

• “[A] landmark case impacting the self directed IRA industry. This case essentially created a 
new type of self directed IRA – the self directed IRA LLC.”

• In fact, the decision (1) had nothing to do with LLCs, and (2) only involved the question of 
whether the taxpayer – with whom the IRS had already settled in his favor – was entitled to 
attorneys’ fees.

• IRA owner used the IRA to form a DISC and a FSC as a means of funneling otherwise taxable 
dividends to the IRA on a tax-deferred basis.  Given the unique statutory nature of these 
corporations, the IRS had difficulty finding a basis for challenging the transaction (various 
later cases reached similar conclusions).

http://selfdirectedira.nuwireinvestor.com/self-directed-ira-llc/


Selected Court Cases

• Swanson v. Commissioner, 106 T.C. No. 76 (1996), conceded in Field Service Advice 
Memorandum 200128011

• Although it did not need to do so, in order to assess the merits of the taxpayer’s claim for 
attorneys’ fees the court did consider several IRS arguments.

• Most importantly for the SDIRA industry, the court, in dicta, reached two important 
conclusions:

• That because an IRA is a “trust”, you must look through the IRA and treat any interest in an entity owned by the IRA 
as owned by the IRA owner/beneficiary for purposes of the prohibited transaction rules.  Consequently, because any 
entity owned 50% or more by the IRA owner is a disqualified person, so is any entity owned 50% or more by the 
IRA.

• Notwithstanding the foregoing, an entity cannot – quite obviously – become a disqualified person until after the IRA 
has made an investment.  I.e., a “one bite at the apple” rule.

• Arguably, conclusion #1 is wrong, at least with respect to a typical custodial IRA which is not 
a trust.  DOL has reached the exact opposite conclusion withe respect to ERISA plans.



Selected Court Cases

• Ellis v. Commissioner, T.C. Memo 2013-245 (2013), aff’d No. 14–1310 (8th

Cir. 2015)
• Ellis formed a business owned 98% by his IRA and 2% by an unrelated third party, 

then hired himself to run the business.  He argued that because it was an operating 
business, it did not hold “plan  assets” of his IRA and thus his hiring was not 
prohibited.  The IRS disagreed.

• The tax court applied the Swanson dicta to a transaction directly between an 
individual and a corporation owned more than 50 percent by his IRA, by stipulated of 
the parties.

• On appeal, the 8th Circuit affirmed but followed a more logical approach of applying 
DOL Interpretive Bulletin 75-1, 29 C.F.R. § 2509.75–2, which effectively holds that 
one cannot structure a transaction using the plan assets regulations to indirectly 
engage in a transaction that otherwise would be prohibited if done directly.



Selected Court Cases

• Gist v. Commissioner, T.C. Summary Op. 2014-1 (2014)

• IRA acquired private notes of two private venture capital funds.  The general partner of the 
funds instructed the IRA custodian to value the notes at book value.  After the notes matured, 
the custodian tried to contact the GP to no avail, and sent letters to the IRA owners advising 
that it intended to resign as custodian if it could not get more information regarding the notes 
within 30 days.  The IRA owners consulted the GP and concluded that the partnership had 
failed and the notes were worthless.  Because they provided no supporting documentation, the 
custodian treated the IRAs as terminated and the notes as being distributed at face value, 
which it reported to the IRS on Form 1099-R.  The IRS imposed taxes based on the Form 1099-
R.

• The tax court found in favor of the IRS, concluding that it was up to the IRA owners to prove 
the notes were worthless – self-serving statements to the custodian do not suffice.

• The case serves as a reminder that the custodian is not required to accept the word of the IRA 
owner as to valuation.



Selected Court Cases

• McNulty v. Commissioner, 157 T.C. No. 10 (Nov. 18, 2021)

• An individual who purchased American Eagle gold coins using her IRA received a de 
facto distribution of those coins when she took physical possession and stored them 
at home.

• The individual did not buy the coins directly through her IRA, but using her IRA 
“checkbook LLC”.

• Court found that she had “unfettered command” over the her IRA assets, with no 
“independent oversight” by the custodian, resulting in a deemed distribution of 
those assets.

• Could have been decided on narrow statutory grounds but seemed to go out of its 
way to focus on the lack of custodial oversight.

• Prelude to IRS challenge of “checkbook control” more broadly?



Best Practices



Best Practices

• Know the rules or rely on the advice of qualified professionals.

• Obtain competent legal advice.

• Work with a reputable and knowledgeable custodian familiar 
with the types of assets in question.

• Consider forming separate IRAs for more complex or risky 
transactions.



Questions?


