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please call customer service at 1 -800-926-7926 x10 (or 404-881-1141 x10).  Strafford accepts American Express, Visa, 
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Å Listen on -line via your computer speakers.  

 

Å Record verification codes presented throughout the seminar .  If you have not printed out the “Official Record of 

Attendance”, please print it now . (see “Handouts” tab in “Conference Materials” box on left-hand side of your computer 

screen). To earn Continuing Education credits, you must write down the verification codes in the corresponding spaces found 

on the Official Record of Attendance form.  

 

Å Complete and submit the “Official Record of Attendance for Continuing Education Credits,” which is available on the 

program page along with the presentation materials. Instructions on how to return it are included on the form.  

 

Å To earn full credit, you must remain connected for the entire program.  
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If the sound quality is not satisfactory, please e -mail sound@straffordpub.com 
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If you have not printed the conference materials for this program, please 

complete the following steps:  

Å Click on the ^ symbol next to “Conference Materials” in the middle of the left-

hand column on your screen.   

Å Click on the tab labeled “Handouts” that appears, and there you will see a 

PDF of the slides and the Official Record of Attendance for today's program.   

Å Double-click on the PDF and a separate page will open.   

Å Print the slides by clicking on the printer icon.  
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Notice 

 ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 

THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 

OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 

MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 

RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.  

  

You (and your employees, representatives, or agents) may disclose to any and all persons, 

without limitation, the tax treatment or tax structure, or both, of any transaction 

described in the associated materials we provide to you, including, but not limited to, 

any tax opinions, memoranda, or other tax analyses contained in those materials.  

 

The information contained herein is of a general nature and based on authorities that are 

subject to change.  Applicability of the information to specific situations should be 

determined through consultation with your tax adviser.  
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What is a Self-Directed IRA? 

A Self-Directed IRA or SDIRA is an IRA that is 
designed to let the IRA holder invest in 

alternative assets other than stocks, bonds and 
mutual funds. They are like any IRA in regards to 
IRS Publication 590 in regard to contributions, 

distributions, rollovers and transfers 

Self-5ƛǊŜŎǘŜŘ Lw!Ωǎ ŀǊŜ ŀǾŀƛƭŀōƭŜ ƛƴ ¢ǊŀŘƛǘƛƻƴŀƭΣ 
wƻǘƘΣ {9tΩǎΣ L-плмYΩǎΣ I{!ΩǎΣ ŀƴŘ /ƻǾŜǊŘŜƭƭ 

Educational Accounts  
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Investment Options in a Self-Directed IRA 

Investment 
Real Estate  

Private 
Equity and 

Debt 

Precious 
Metals 
(certain 
metals 
types) 

Peer-2-
Peer 

Lending 

Secured 
Promissory 

Notes  

Tax Lien 
Certificates 

Air ς Water 
ς Mineral 

Rights 
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Private Equity and Debt 

 

Real Estate  

ωAsset class has 
traditionally 
represented the 
largest asset 
class.  

ωAveraging 60-
70% ƻŦ {5Lw!ΩǎΦ  

Private Equity & 
Debt 

ωIs the fastest 
growing asset 
class in the last 
3-4 years. 

ωAverage growth 
rate of 25-50% 
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Private Equity and Debt Defined 

 

Note ς ǿƘƛƭŜ ǇǊƛǾŀǘŜ Ŝǉǳƛǘȅ ŦƛǊƳǎ ŀƴŘ ǾŜƴǘǳǊŜ ŎŀǇƛǘŀƭ ŦƛǊƳǎ ƛƴǾŜǎǘ ƻǘƘŜǊ ǇŜƻǇƭŜΩǎ 
money.  

 

P
ri
va

te
 E

q
u
ity

 
Is an asset class 

consisting of equity 

securities and debt in 

operating companies 

that are not publicly 

traded on a stock 

exchange.  
P

ri
va

te
 E

q
u
ity

 I
n
ve

st
m

e
n
t 

Will generally be 

made by a private 

equity firm, a venture 

capital firm, an angel 

investor, or accredited 

investor 
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Reasons for Explosive Growth of Private 
Equity and Debt 

The 2008-2009 Global Market Meltdown   

ωHas left huge opportunities for the top private equity firms using leveraged buyouts 
generating  $ trillions in new equity and debt. 

The Same Meltdown Resulted in Huge Losses for Investor Savings and 
Retirement Funds 

ωAnd investor disillusionment with Wall Street investments and the move toward 
diversifying in alternative asset classes. 

SDIRA Industry Education and Growth Efforts  

ωAlong with industry mergers, acquisitions and break-ups. 

The Emergence of Crowdfunding and Crowd Finance 
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What is Crowdfunding and 

Crowd Finance? 

 
Online Exchanges That Matches Investors (the crowd) With 

Investing Opportunities 

Can be Equity, Debt or Peer Lending Based 

Can Now Advertise and Solicit Accredited Investors but not 
yet Non-Accredited Investors 

Non Credited Investors can Invest in P2P or Marketplace 
Opportunities 
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Issues Associated with Private Equity 
and Debt 

 
ωNot nearly the same potential problems as real 

estate other than not investing in an LLC owned 
by more than 50% of a disqualified person(s). 

IRS Prohibited 
Transactions 

ωReview the subscription agreement (investment 
offering) but their internal  policies vary greatly in 
the time required. 

SDIRA Custodian 
Compliance 

Reviews 

ωTime-consuming 3-step manual process of (1) 
opening the account, funding the new SDIRA 
account via transfer or rollover, and (3) Directing 
the Investment . 

SDIRA Custodian 
Processing 

Times 
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 Update on federal oversight and more 
ƭŜƎŀƭκǘŀȄ ǇǊƻōƭŜƳǎ ǘƻ ŎƻƴǎƛŘŜǊΧ  



 
 Form 5498 Update  

and  
GAO Report 
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Form 5498 Reporting Changes 

ÅForm 5498: once-per-year disclosure form from IRA 
custodian to IRS (similar to Form 1099 from custodian to IRA 
owner) 

ï IRA contributions 
ï Rollover contributions 
ï Roth IRA conversions 
ï Required Minimum Distributions (if required) 
ï Fair Market Value of IRA 

Å9ŦŦŜŎǘƛǾŜ нлмрΥ ǘǿƻ ƴŜǿ άōƻȄŜǎέ ƻƴ CƻǊƳ рпфу 
ï мрŀΥ CŀƛǊ ƳŀǊƪŜǘ ǾŀƭǳŜ ƻŦ άŎŜǊǘŀƛƴ ǎǇŜŎƛŦƛŜŘ ŀǎǎŜǘǎέ 
ï мрōΥ ά/ƻŘŜέ ŎƻǊǊŜǎǇƻƴŘƛƴƎ ǘƻ ǘƘŜ ǘȅǇŜ ƻŦ ŀǎǎŜǘ ƭƛǎǘŜŘ 

in 15a 
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Government Accountability Office 
(GAO) Report 

ÅGAO commissioned by U.S. Senate Finance 
/ƻƳƳƛǘǘŜŜ ǘƻ ƭƻƻƪ ŀǘ ά[ŀǊƎŜ .ŀƭŀƴŎŜ Lw!ǎέ 

ÅPreliminary report: 
ï9000 IRAs worth more than $5 million (as of 2011) 

ï314 IRAs worth more than $25 million (too low?) 

ÅFinal report: GAO-15-16 (publicly released: 11/19/14), 
entitled άLw{ /ƻǳƭŘ .ƻƭǎǘŜǊ 9ƴŦƻǊŎŜƳŜƴǘ ƻƴ 
Multimillion Dollar Accounts, but More 
5ƛǊŜŎǘƛƻƴ ŦǊƻƳ /ƻƴƎǊŜǎǎ Lǎ bŜŜŘŜŘέ 

Warren L. Baker ς Fairview Law Group, PS 17 



GAO recommendations 

Congress should consider revisiting the use of 
IRAs.  Options: 

1) The types of assets permitted in IRAs. 

2) The minimum valuation for an asset 
purchased by an IRA. 

3) The amount of assets that can be 
accumulated in IRAs and employer-
sponsored plans that get preferential tax 
treatment. 
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GAO recommendations 

Internal Revenue Services should consider enhancing 
enforcement and awareness.  Options: 

1) Improve IRS ability to detect prohibited transactions 
όŜΦƎΦΣ άŦǳƭƭȅ ŎƻƳǇƛƭŜ ŀƴŘ ŘƛƎƛǘŀƭƛȊŜέ ǘƘŜ ƴŜǿ CƻǊƳ 
5498 information). 

2) More examination of asset valuation problems in 
private equity and hedge funds investments. 

3) Expand statute of limitations. 

4) Help taxpayers understand compliance risks by public 
outreach. 

5) Add caution in IRS Publication 590. 
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Why are IRAs so important?  
 
ÁApproximately $12 Trillion Dollars in Qualified Plans right 

now; 
 
ÁApproximately $6 Trillion Dollars in IRAs; 
 
ÁSecond most popular account in households behind 

checking account; 
 
ÁComprise a large percentage of personal wealth; 
 
ÁSpecial income tax and estate tax considerations; 
 
ÁGoverned by federal and state law; 
 
ÁBeneficiaries are determined by designation form provided 

by the trustee/custodian. 
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   Laws Impacting IRAs or QRPs:  

ÁFederal Law: 
V Income Tax 
VEstate Tax 
VDistribution Rules  
VProhibited Transaction Rules 
VERISA/REA if QRP 
VBankruptcy Law 

ÁState Law: 
V Intestacy Statutes (if no beneficiary designated) 
VEquitable Distribution/Community Property Statutes 
VAsset Protection Statutes/Bankruptcy (if opt out) 
VReal Property Statutes (Statute of Uses) 
VBusiness Entity Statutes (LLC, C Corp, etc.) 
VGuardianship Statutes (Minors and Incapacity) 
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     What Else Governs IRAs: 

Á IRA Agreement: 
ÁBeneficiary default language (estate versus surviving 

spouse) 
ÁPer stirpes versus per capita 
ÁPay-out options during lifetime and post-mortem; 
ÁGoverning Law 
ÁArbitration clauses 
 

ÁState and Federal Banking Laws 
 
ÁFederal Securities Laws 
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   What Law Governs IRAs? 

 Federal Law: 
 

Á IRC §408 and §408A ς Requirements 
 
Á IRC §401 ς Distribution Rules 
 
Á IRC §4975 ς Prohibited Transaction Rules 
 
Á Other Tax Law ς Income Tax, Estate Tax, GST 
 Bankruptcy  Law 
 
Á Private Letter Rulings, Revenue Rulings, etc. 
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    IRC §408 and §408A ς requirements: 

Á IRA custodians and trustees must be approved by the IRS; 

Á IRA agreements must be pre-approved by the IRS, and must 

be updated for regulatory changes much like qualified plans 

whenever the government requires it; 

Á IRA agreements must contain certain standard language, but 

may be customized for business purposes; 

ÁLw!ǎ ŀǊŜ ŜƛǘƘŜǊ άǘǊǳǎǘŜŜΩŘέ ƻǊ άǎŜƭŦ-ŘƛǊŜŎǘŜŘέΤ 

ÁNon-compliant custodians and trustees may have their 

approval to administer IRAs revoked. 
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   IRC §401 ς Distribution Rules: 

ÁApplies to both qualified plans and IRAs; 

ÁRequired distributions begin upon attainment of age 70 ½ by 

the IRA Owner, or upon the death of the IRA Owner, 

depending upon what happens first; 

ÁDifferent rules depending on whether IRA Owner died before 

age 70 ½ or after; 

Á5ƛŦŦŜǊŜƴǘ ǊǳƭŜǎ ŘŜǇŜƴŘƛƴƎ ƻƴ ǿƘŜǘƘŜǊ ǘƘŜǊŜ ƛǎ ŀ άŘŜǎƛƎƴŀǘŜŘ 

ōŜƴŜŦƛŎƛŀǊȅέ ƻǊ ƴƻǘΤ 

ÁDifferent rules depending on whether the IRA is a Roth or not. 
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IRC §4975 ς Prohibited Transaction Rules 

ÁJoint jurisdiction shared between IRS and DOL; 
 
ÁOriginally written to govern qualified plans; 
 
ÁtǊƻƘƛōƛǘǎ ǘǊŀƴǎŀŎǘƛƻƴǎ ōŜǘǿŜŜƴ Lw!ǎ ŀƴŘ ά5ƛǎǉǳŀƭƛŦƛŜŘ 
tŜǊǎƻƴǎέΤ 

 
ÁProhibits self-dealing; 
 
Á If transaction is deemed to be prohibited, IRA that holds 

the investment or transaction can be deemed distributed 
as of January 1st of the year the transaction occurred. 
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   Different Ways to Invest in Real Estate through an IRA 

ÅHold the real estate investment directly ς currently there is 
a state law issue with holding direct title;  

 

ÅHold the real estate investment through an LLC (preferred), 
C Corp or partnership. 
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A Few Basic Concepts Regarding Business Entities and IRAs 

ÅAn IRA is allowed to invest directly into any type of 
business entity except ŀƴ ά{έ ŎƻǊǇƻǊŀǘƛƻƴ ς ŘǳŜ ǘƻ ά{έ corp 
rules; 

 
ÅAn IRA can loan funds to anyone or any business entity 

other than a prohibited party; 
 
Å¦ƴƭŜǎǎ ƭŜǾŜǊŀƎŜŘ ƛƴǾŜǎǘƳŜƴǘǎ ŀǊŜ ƳŀŘŜ ǘƘǊƻǳƎƘ ŀ ά/έ 

corporation, income will be subject to UBIT or UDFI by 
virtue of running a business through an IRA; 

 
ÅBusiness Entities run by an IRA are subject to UBIT unless 
ǎŜǘ ǳǇ ŀǎ ŀ ά/έ /ƻǊǇƻǊŀǘƛƻƴΦ  
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Structural Considerations: 

ÅComplexity of the transaction and nature of the 
investment ς buy and hold versus rental property versus 
development property; 

 

ÅNumber of transactions; 

 

ÅNumber of investors; 

 

ÅLiability and asset protection issues. 
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Advantages of Using a Business Entity: 

ÅCheckbook control by one of more of the managers of the 
entity; 

 

ÅEasier and less expensive to handle changes in ownership 
of the investment; 

 

ÅEasier to involve additional investors; 

 

ÅAdditional liability protection; 

 

ÅMore control. 
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  Disadvantages of Using a Business Entity: 

ÅCheckbook Control ς more chance of inadvertently 
άŎƻƳƳƛƴƎƭƛƴƎέ ŦǳƴŘǎ; 

 

ÅMore responsibility for the IRA owner; 

 

ÅMore expensive ς legal fees to establish entity, annual 
report filings (Fla $50); registered agent fee if necessary 
(typically $200-$300); filing fees for Articles of 
Organization; possible state taxes (ex. Delaware franchise 
or LLC tax).  
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 How Does This Work? 

ÅThe IRA owner hires an attorney to form a manager-
managed LLC or other business entity; 

 
ÅThe IRA owner sends the LLC Operating Agreement to the 

IRA custodian for approval and sign off; 
 
ÅThe IRA custodian signs the LLC Agreement as a member 

(for example, IRA Custodian F.B.O. John Smith IRA); 
 
ÅOnce all of the documents are executed and filed with the 

state, the manager of the LLC opens a checking account in 
the name of the LLC; 

 
ÅThe custodian wires the amount of the investment to the 

checking account for the LLC, and holds units of the LLC in 
the IRA account. 
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 Who Can Invest in the Business? 

ÅOne IRA; 
 
ÅMultiple IRAs for the same owner (for example, Roth & 

rollover); 
 
ÅMultiple IRAs with different owners; 
 
Å IRA owners and their IRAs; 
 
Å IRA owners, their relatives, and their IRAs; 
 
ÅAny entity or person that would not be considered a 
άŘƛǎǉǳŀƭƛŦƛŜŘ ǇŜǊǎƻƴέΦ 
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 Who is a Disqualified Person? 

ÅThe IRA owner; 
 
ÅThe spouse, descendant or ascendent of the IRA owner; 
 
ÅA spouse of a descendent of the IRA owner; 
 
ÅThe trustee, custodian or other fiduciary providing services 

to the IRA; 
 
ÅAn entity at least 50% of which is owned (or at least 50% of 

the beneficial interests held) by a combination of the above; 
 
ÅA 10% owner, officer, or director or highly compensated 

employee of such an entity. 

Kristen M. Lynch, Esquire ς Fowler White Burnett PA  36 



It is a prohibited transaction to buy or sell directly between an 
Lw! ŀƴŘ ŀ άŘƛǎǉǳŀƭƛŦƛŜŘ ǇŜǊǎƻƴέΣ ōǳǘ Φ Φ Φ 

Åά/ƻ-ƛƴǾŜǎǘƳŜƴǘέ ƛǎ ǇƻǎǎƛōƭŜ ƛŦ ƛǘ ƛǎ ŘƻƴŜ ǎƛƳǳƭǘŀƴŜƻǳǎƭȅ 
because one party is not buying from the other but merely 
investing in the same enterprise. (DOL 2000-10A); 

 
ÅAlthough it is not 100% clear, it appears that if related 

parties own more than 50% of the enterprise, then only 
non-IRA money may be added by additional investment; 

 
ÅAlso, it is not permissible to use IRA monies to enable a 

personal investment. 
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 Additional Prohibited Transactions: 

ÅAn IRA cannot invest in a business entity in which the IRA 
owner or other disqualified persons already own 50% or 
more prior to investment by the IRA; 

 

ÅExample: 

 aǊΦ {ƳƛǘƘ ǿƻǳƭŘ ƭƛƪŜ ǘƻ ƛƴǾŜǎǘ ƛƴ Ƙƛǎ ǎƻƴΩǎ ǊŜŀƭ ŜǎǘŀǘŜ 
development company.  His son owns 60% of the business.  
This would be prohibited. 

Kristen M. Lynch, Esquire ς Fowler White Burnett PA  38 



  Additional Prohibited Transactions: 

ÅAssets owned by the business entity cannot be used for 
personal use by the IRA owner or a disqualified person; 

 

ÅExample:  

 aǊΦ {ƳƛǘƘΩǎ Lw! Ƙŀǎ ƛƴǾŜǎǘŜŘ ƛƴ ŀƴ [[/Φ  ¢ƘŜ Lw! ƻǿƴǎ ул҈ 
of the LLC.  The LLC invests in residential property in a 
country club community.  A country club membership is 
given with the purchase of the real estate.  Mr. Smith 
cannot use the country club membership personally. 
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 Additional Prohibited Transactions: 

ÅThe IRA owner or other disqualified person cannot receive a 
personal benefit from the investment of the IRA in such an 
entity. 

 

ÅExample: 

 Susan Jones invests her IRA in an LLC.  The LLC owns a rental 
apartment in Tallahassee.  Mrs. Jones has a daughter that 
will attend FSU in the fall.  Her daughter cannot rent the 
apartment owned by the LLC, even at fair market value. 
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 Additional Prohibited Transactions: 

Åά{ǿŜŀǘ Ŝǉǳƛǘȅέ ƻǘƘŜǊ ǘƘŀƴ ƳƛƴƛǎǘŜǊƛŀƭ ǿƻǊƪ ƛǎ ǇǊƻƘƛōƛǘŜŘ; 

 

ÅExample: 

 The John Jones IRA, Tom Jones IRA and Susan Smith Jones 
IRA own 100% of Jones Real Estate Investment LLC.  John 
and Tom rent a bulldozer and clear the land themselves.  
This is prohibited because it is artificially inflating the return 
in the LLC and therefore the IRAs.  A third party would be 
entitled to compensation for such work.  Likewise, they 
cannot pay themselves compensation for performing this 
ǎŜǊǾƛŎŜ ōŜŎŀǳǎŜ ŀƭƭ ǇŀǊǘƛŜǎ ƛƴǾƻƭǾŜŘ ŀǊŜ άŘƛǎǉǳŀƭƛŦƛŜŘ 
ǇŜǊǎƻƴǎέΦ   
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 Additional Prohibited Transactions: 

ÅFunds cannot be commingled. 

 

ÅExample: 

 The John Jones IRA owns 100% of Teak Tree LLC.  Teak Tree 
LLC owns an apartment building.  There is a plumbing leak 
in the building.  Mr. Jones pays the plumber on his personal 
credit card and then repays himself from the LLC.  This is 
prohibited per se although there is no intended harm. 
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 Who Can be the Manager? 

ÅThe IRA owner or another investor who would otherwise 
be disqualified can be the manager so long as there is no 
compensation paid and the duties performed are 
managerial in spirit, much as one would manage a stock 
portfolio . 

 

Å If the IRA owns a minority interest in the business, some 
professionals believe the IRA owner could be paid to 
ƳŀƴŀƎŜ ǘƘŜ άbƻƴ-Lw!έ ǇƻǊǘƛƻƴ ƻŦ ǘƘŜ ōǳǎƛƴŜǎǎ. 

 

ÅThe safest route is to use a third party unrelated manager 
for the business and pay a salary or fee. 
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 Other Considerations: 

Åaƻǎǘ άǎǘŀƴŘŀǊŘέ [[/ ŀƎǊŜŜƳŜƴǘǎ ŀǊŜ ƴƻǘ ŘǊŀŦǘŜŘ ǿƛǘƘ Lw! 
membership in mind ς beware of succession provisions, 
compensation provisions, etc. because the LLC agreement 
could inadvertently require actions that might be 
considered prohibited. 
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 Other Considerations: 

Å¦ǎŜ ƻŦ ŀ ά/έ ŎƻǊǇƻǊŀǘƛƻƴ ǿƛƭƭ ŀǾƻƛŘ UBTI and UDFI but will 
require payment of income taxes by the corporation. 

 

Å Income leveraged investments through a business entity 
ƻǘƘŜǊ ǘƘŀƴ ŀ ά/έ ŎƻǊǇƻǊŀǘƛƻƴǎ ŀǊŜ ǎǳōƧŜŎǘ ǘƻ ǘŀȄ ǘƻ ǘƘŜ 
extent that income is generated by debt, whether business 
income or passive. 

 

ÅUBTI and UDFI are taxed to the IRA itself proportionate to 
the investment held by the IRA.  IRAs are taxed at the trust 
tax rate, which is the highest tax bracket. 
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Distributions and Succession Planning? 

ÅThe types of investments just discussed tend to be illiquid 
in nature and may be problematic if distributions from the 
IRA are desired, or when RMDs come in to play; 

 

ÅSince IRA interests pass by way of beneficiary designation, 
some of the business succession planning needs to be 
evidenced on the beneficiary form; 

 

ÅWithout proper planning, the death of the IRA owner may 
inadvertently require a purchase or sale that may be 
prohibited. 
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 Estate Planning, Retirement Planning and Business Succession  
 Planning Must be Coordinated: 

ÅEstate Planning Addresses Various Aspects of Different Life 
Stages: 

  

ïLifetime Planning ς DPOA and distribution planning; 

 

ïIncapacity Planning ς DPOA and distribution planning; 

 

ïDeath Planning ς Beneficiary designation and 
distribution planning. 
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Without Proper Planning: 

ÅThe state you live in may decide who gets your assets ς and 
the outcome might surprise you; 

 
Å In many states, if you divorce and then die without changing 

your beneficiary designation, your ex-spouse will still inherit 
certain assets; 

 
ÅFamily members may fight over assets if your intentions are 

not clear; 
 
ÅSomeone may end up in charge of your business that is 

either inappropriate or incapable of management; 
 
ÅUncle Sam may become a beneficiary of your estate (and 

your retirement account). 
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 Final Thoughts: 

ÅBe sure your IRA is being left to the beneficiary of your 
choosing; 

 

Å If you own a closely held business in your IRA, make sure that 
you have addressed management succession by way of using 
a trust, a buy-ǎŜƭƭ ŀƎǊŜŜƳŜƴǘ ǿƛǘƘ ŀ άƴƻƴ-disqualified 
ǇŜǊǎƻƴέΣ ƻǊ ǎƻƳŜ ƻǘƘŜǊ ŎƻƴǘǊŀŎǘǳŀƭ ŀǊǊŀƴƎŜƳŜƴǘ; 

 

Å If you are using an LLC or other form of partnership, be 
certain that the standard provisions in the agreement are not 
such as would force a prohibited transaction upon the death 
of one of the members or partners. 
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Single Family 
Homes 

Multi-Family 
Residences 

Condos and 
Townhomes 

Inside an 

 IRA 
 

Vs. 
 

Outside 

= Apples 

  

And 

 

Oranges 
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UBTI and UDFI in an IRA 

Å UBTI is NOT prohibited in an IRA and does not risk the 
tax-ŜȄŜƳǇǘ ǎǘŀǘǳǎ ƻŦ ǘƘŜ ŎƭƛŜƴǘΩǎ Lw! ƛŦ ǊŜǇƻǊǘŜŘ 
properly 
 

Å Basic definition of  UBTI meets two factors: 
Å Is the income from an ongoing trade or business? 
Å Is the ongoing trade or business unrelated to the 

tax-exempt (or tax-deferred) purpose 
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How Can an IRA generate UBTI? 

Å UBTI applies to some specific types of income 
received within an IRA 
Å Full ownership of a pass-through business 
Å Use of IRA funds/assets to loan money to a 

business where the loan terms contain a profit 
percentage 

Å¦ǎŜ ƻŦ Lw! ŦǳƴŘǎ ǘƻ άŦƭƛǇέ ǇǊƻǇŜǊǘƛŜǎ ǎǳŎƘ ǘƘŀǘ ǘƘŜ 
sales volume rises to the level where the 
properties are considered inventory 

Å IRA Publication 598 contains a complete list of income 
types subject to UBTI when realized within an IRA 
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Debt-financed income can also 
generate UDFI (Unrelated Debt-

Financed Income) 

Å UDFI arises where the IRA purchases property partially 
financed by debt 

ÅWhile rental income received by the the IRA is exempt 
from tax reporting, the proportional part of the 
income is considered UDFI and is subject to current tax 

Å The pro-rata portion of expenses related to the debt-
financed income would be netted against the 
payments in determining taxable UDFI 

Elizabeth Trebotich  ς  Growth Equity Group 57 



Elizabeth Trebotich  ς  Growth Equity Group 58 



Elizabeth Trebotich  ς  Growth Equity Group 59 



UDFI Tax LǎƴΩǘ {ŎŀǊȅΦ Lǘ ƛǎƴΩǘ ŜǾŜƴ complicated. 

Using leverage in your retirement accounts 
allows you to use all the standard real estate 
write-offs such as depreciation etc. 
Standard Straightline Depreciation:  

Take the value of the asset and deduct the land 
cost (5% is standard for a townhome) 
 

 
Å $97,900 ς 5% = $93,005 

Å $93,005 / 27.5 yr standard depreciation = 
$3,382 1st yr. 

Total Rent / income received for 1st year: $11,640 

$11,640 ς 

$3,382.00  - Depreciation deduction 
$1,000.00  - Standard deduction 
$2,925.10  - Interest expense 
$1,908.00  - HOA (which includes insurance) 
$1,344.00 ς Tax 
$   300.00 ς Maintenance estimate for repainting 
etc. b/w tenants 
$   936.00 ς Management/yr 1 at 8% 

Å=  - 155.10 

The IRS cannot tax  
a negative. 

[ŜǘΩǎ pretend that a few years have gone by, 
rents have been raised, and that negative 
number has become a positive $1,000.  

UDFI Tax is only on the leveraged portion of 
your income. If you are 60% financed, $600 of 
that thousand is subject to UDFI Tax at 15%. 

15% of $600 = a whopping $90  
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The IRS looks at  

LOCAL FIRST! 

tŀǎǎƛǾƛǘȅΣ tǊƻƘƛōƛǘŜŘ ¢ǊŀƴǎŀŎǘƛƻƴǎΣ ŀƴŘ Lw{ wŜŘ CƭŀƎǎΧ Iƻǿ ǘƻ tǊƻǘŜŎǘ ¸ƻǳǊ  
Real Estate Investors 

IRS Red Flags in Real Estate within a SDIRA: 
 

Åά9ȄŎŜǎǎƛǾŜέ CƭƛǇǇƛƴƎ 
 

Åά.ŀŎƪȅŀǊŘέ wŜƴǘŀƭǎ 
 

ÅANY personal affiliation outside of the IRA 
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 Self-Directed IRA  

Legal and Tax Problems 

Warren L. Baker ς Fairview Law Group, PS 



 

Prohibited Transactions 
 

 

Oops!  Your IRA is invalidated! 

Legal/Tax Problem #1: 

Warren L. Baker ς Fairview Law Group, PS 64 



tǊƻƘƛōƛǘŜŘ ¢ǊŀƴǎŀŎǘƛƻƴǎ όάt¢έύ ς Two Step Analysis 

65 

Å Type #1Υ ά!ǳǘƻƳŀǘƛŎέ t¢ 

ïFinancial interaction between SDIRA or SDIRA/LLC and a 
άdisqualified personέ όά5tέύ 

ïDirect or indirect benefit to a disqualified person 
 

Å Type #2Υ άCƛŘǳŎƛŀǊȅέ t¢ 
ï /ƻƴŦƭƛŎǘ ƻŦ ƛƴǘŜǊŜǎǘ ōŜǘǿŜŜƴ ŦƛŘǳŎƛŀǊȅΩǎ ƭƻȅŀƭǘȅ ǘƻ Lw! ŀƴŘ ƭƻȅŀƭǘȅ ǘƻ ŀƴƻǘƘŜǊ ǇŜǊǎƻƴ 

ï A disqualified person does not ƴŜŜŘ ǘƻ ōŜ ƛƴǾƻƭǾŜŘ όŜΦƎΦ Lw! ƻǿƴŜǊΩǎ ōǊƻǘƘŜǊΣ 
girlfriend, etc.) 

 

ÅIf PT occurs: IRA deemed 100% distributed to IRA owner 
as of the first day of the taxable year in which the PT 
occurred, not when it is discovered.  OUCH! 
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Disqualified Person/Entity 

Åά!ǳǘƻƳŀǘƛŎέ ŘƛǎǉǳŀƭƛŦƛŜŘ ǇŜǊǎƻƴ 
ïIRA owner (fiduciary) / Spouse of IRA owner 

ï!ƴȅƻƴŜ ŘƛǊŜŎǘƭȅ άǳǇέ ƻǊ άŘƻǿƴέ ƛƴ ōƭƻƻŘƭƛƴŜ ƻŦ ŦƛŘǳŎƛŀǊȅ 

ïEntities 50%+ owned by a combination of the above people 

ï10%+ owners and some employees of disqualified entities 
 

Åά5ƛǾƛŘŜŘ ƭƻȅŀƭǘȅέ κ ŎƻƴŦƭƛŎǘ ƻŦ ƛƴǘŜǊŜǎǘ ǇŜƻǇƭŜ 
ïPotential scrutiny in some situations 

ïExamples: siblings, nieces, nephews, friends, business 
acquaintances 

ï¢ǊŀƴǎŀŎǘƛƻƴǎ ǎƘƻǳƭŘ ōŜ άŎƻƳƳŜǊŎƛŀƭƭȅ ǊŜŀǎƻƴŀōƭŜέ 
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Recent Case Law Examples 

 

ÅPeek v. Commissioner, 140 T.C. No. 9 (May 9, 2013) 

 

67 

 

·Ellis v. Commissioner, T.C. Memo. 2013-245 (October 
29, 2013) 

 

·Dabney v. Commissioner, T.C. Memo. 2014-108 (June 
5, 2014) 
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Peek v. Commissioner (May 2013) 

68 

Peek 
SDIRA 
($309k) 

Fleck 
SDIRA 
($309k) 

FP Company 
 

(newly-formed C-
Corp) 

Abbott Fire & 
Safety 

The setup (2001): 
 

The business purchase: 
 

Purchase Financed by: 

(1)$400,000 from FP Co (via SDIRAs); 
(2)Bank loan; and 
(3)$200,000 seller-financed Note. 
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Ellis v. Commissioner (October 2013) 

69 

Ellis SDIRA 
($320k) 

Unrelated 
person 
($6k) 

Used Car 
Business 

The setup (2005): 
 

The Investment: 
 

CST 
LLC 

98% 

2% 

CDJ 
LLC 

Leased real 
property to CST 

$9,754 to Ellis for serving as 
άDŜƴŜǊŀƭ aŀƴŀƎŜǊέ 
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Dabney v. Commissioner (June 2014) 

70 

 
Dabney 
SDIRA 

 

2008: 
 

Charles Schwab 

(1) Dabney reads online that IRAs can buy real estate 
όнύ 5ŀōƴŜȅ Ŧƛƭƭǎ ƻǳǘ άŘƛǎǘǊƛōǳǘƛƻƴέ ŦƻǊƳ ǿƛǘƘ {ŎƘǿŀō 
(3) Schwab wires funds directly to title company 
όпύ tǊƻǇŜǊǘȅΩǎ ǎŀƭŜ ǇǊƻŎŜŜŘǎ ǿƛǊŜŘ ŘƛǊŜŎǘƭȅ ōŀŎƪ ǘƻ Lw! όάǊƻƭƭƻǾŜǊέύ 
(5) Schwab issues Form 1099-R in for 2009 

 

$114k 
Undeveloped 

Land 

2009: 
 

2011: 
 

 
Dabney 
SDIRA 

 

Charles Schwab 

$127k 

Lesson: no custodian consent = 
taxable distribution! 
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 Current Tax to IRA  
(UBTI/UDFI) 

 

 

What?!  My IRA is not growing tax free! 

Legal/Tax Problem #2: 

Warren L. Baker ς Fairview Law Group, PS 



Income that is tax exempt to SDIRA 

[Assumes that the types of income listed below did not resulting from debt-

financing (i.e., the IRA or IRA/LLC did not borrow money in order to increase 

returns] 

Å Rent and sales proceeds from real property 

Å Interest 

Å Dividends from C Corporations 

Å Sales proceeds from C Corporation stock 

Å Royalties 

Å Income from the sale of property not held in the ordinary course of business 

κ ƛƴǾŜƴǘƻǊȅ όƛΦŜΦΣ Ƴƻǎǘ άŎŀǇƛǘŀƭ Ǝŀƛƴǎέ ŀǊŜ ŜȄŜƳǇǘύΦ 
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Operating Business Problems / UBTI 

ÅIf SDIRA or SDIRA/LLC earns income from an operating 
business, income earned is unrelated business taxable 
income όά¦.¢Lέύ Ґ ŎǳǊǊŜƴǘƭȅ ǘŀȄŀōƭŜ ǘƻ Lw! ŀǘ ǘǊǳǎǘ ǊŀǘŜǎΦ 

 

ÅExamples: 

ïReal estate dealer / developer 

ïDirect equity investment into an already active business (if not C 

Corp) 

ïWƻƛƴǘ ƛƴǾŜǎǘƳŜƴǘ ƛƴǘƻ ŀ ƴŜǿ άtǊƻƧŜŎǘέ Ŝƴǘƛǘȅ 

ÅKey question: what is the ultimate investment being made? 

ïά5ƛǎƎǳƛǎŜŘ Ŝǉǳƛǘȅέ ƛƴ ǇǊƻƳƛǎǎƻǊȅ ƴƻǘŜǎ 
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Active Business or Passive?  KEY FACTORS: 

1. Purpose of the property acquisition.  

2. Number and regularity of sales. 

3. Subdividing / improvements. 

4. Sales effort. 

5. wŜƭŀǘƛƻƴ ƻŦ ŀŎǘƛǾƛǘȅ ǘƻ ǘŀȄǇŀȅŜǊΩǎ ƻŎŎǳǇŀǘƛƻƴΦ 

6. Duration of ownership.   

74 Warren L. Baker ς Fairview Law Group, PS 



You may use the Chat function to ask questions, or email questions to 

taxpreparer@straffordpub.com.  
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