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Entity Investments in Your IRA -

Advantages, Cautions and Legal Considerations

By: H. Quincy Long

This article is part of a series of articles discussing some issues arising when investing
your IRA into an entity, such as a limited liability company, corporation, limited partnership, or
trust. Other articles in this series include prohibited transactions and disqualified person,
unrelated business income (UBI) and unrelated debt-financed income (UDFI) as it relates to
entity investments, the plan asset regulations and other regulations which may apply, and
formation and management issues, including the “checkbook control” LLC which has become so
popular in the self-directed IRA industry.

There are advantages, cautions, and legal considerations when investing in an entity
within your IRA. Advantages of having your IRA own an entity include:

1)

2)

3)

4)

5)

6)

Your IRA’s funds may be held in the entity’s name at a local bank. This can be
an advantage when getting cashier’s checks for the foreclosure or tax lien auction,
paying earnest money or option fees, or paying contractors who prefer local
checks, among other things.

Certain types of investments, such as real estate closings or investments at
foreclosure auctions, may in some circumstances be easier to facilitate through an

entity.

Investing your IRA’s funds through an entity may give your IRA some asset
protection. Always check with local legal counsel!

In certain limited circumstances, you may be able to act as a manager, director or
officer of your IRA-owned entity without compensation.

If the entity’s shares are all that the IRA owns, administration fees may be lower.

If the director, officer or manager is a trusted friend, you may more easily control
what happens with your IRA’s funds.

Cautions when investing your IRA through an entity include:

)]

Check with your CPA or tax advisor on the local, state and federal tax
implications of the entity you want your IRA to invest in.
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2) Select competent legal counsel to guide you who is familiar with the restrictions
imposed by the Internal Revenue Code, including the prohibited transaction rules
of Section 4975, as well as the plan asset regulations. Otherwise, you may
inadvertently engage in a prohibited transaction. Make sure that the investment in
the entity is not prohibited in itself and also that the company is not structured in a
way that the operations of the company will lead to a prohibited transaction.

3) All tees for the formation of the entity and for the preparation of any necessary
tax returns as well as any taxes due must be paid from funds belonging to the
IRA.

4) Unless the entity is taxable itself, to the extent it owns debt-financed property or
operates as a business, unrelated business income tax (UBIT) may attach to the
profits from the entity. Remember, there is no distinction between general and
limited partners.

5) Your third party administrator generally does not review the formation document
or the by-laws, operating agreement or partnership agreement. The nature of a
self-directed IRA is that the IRA holder is responsible for the contents of the
agreement, and usually must read and approve the subscription agreement and
operating or partnership agreement prior to the administrator signing. Typically,
the only review that is undertaken is to make sure that the ownership of the asset
is correctly listed in the name of the IRA. Also, bear in mind that the
administrator does not review any investment for compliance with IRS guidelines,
so the IRA holder and his or her advisers should be very familiar with any
restrictions.

Other things for you and your legal counsel to consider include:

1) You should review the entity agreements to make sure that an IRA or qualified
plan is permitted to be a shareholder, member or partner. The agreement should
specify the voting procedure for shares held by an IRA or qualified plan.

2) There should be no transfer or buy-sell restrictions that would restrict the shares if
the IRA is distributed either because the IRA holder dies or because the shares are
distributed as part of a Required Minimum Distribution (RMD), or if the IRA
holder decides to move the shares to a different custodian or administrator.

3) The IRA holder and other related disqualified persons generally cannot receive
compensation from the company.

4) Depending on the ownership percentage by the IRA and other disqualified
persons, it may be a prohibited transaction to fund additional capital calls. If so,
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only the amount of the initial commitment can be funded. Many administrators or
custodians have restrictions on future capital calls. The concern is that if the IRA
and other disqualified persons fund more than 50% of the entity the entity will
become a disqualified person to the owning IRA and future capital contributions
might be considered a “transfer to, or use by or for the benefit of, a disqualified
person of the income or assets of the plan” in violation of Internal Revenue Code
§4975(c)(1)(D).

5) If the IRA holder is or may soon be subject to required minimum distributions,
either the IRA holder must have sufficient resources left in the subscribing IRA or
other traditional IRA’s to cover the RMD, unless there will be guaranteed
sufficient distributions from the entity to fund the RMD. Otherwise, shares of the
entity may have to be distributed. This would cause significant difficulties both
for the IRA holder and for the entity.

6) Because of the limited review by the custodian or administrator of the formation
documents and the investment, the IRA holder and his or her advisor should do
the normal due diligence on the company, including investigating all of the
principals involved, reviewing the financial strength of the company, verifying
with the Secretary of State that the company is in good standing, and checking
with the Securities and Exchange Commission, the Better Business Bureau and
any other governmental or non-governmental agency to see if any complaints
have been filed against the company. The IRA holder is 100% responsible for
evaluating the company and the investment.
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Entity Investments in Your IRA -
Is Your Investment Income Taxable to the IRA?

By: H. Quincy Long

This article is part of a series of articles discussing some issues arising when investing
your IRA into an entity, such as a limited liability company, corporation, limited partnership, or
trust. In October I will be delivering one of the breakout sessions on entity investments at the
Entrust Client Education Conference in Las Vegas, Nevada.

Many people are surprised to learn that, as discussed below, there are 2 ways in which an
IRA’s investment in an entity may cause the IRA to owe tax on its income from that investment.
This does not necessarily mean that you should not make the investment in the IRA. It does
mean that you must evaluate the return on the investment in light of the tax implications.

The first situation in which an IRA might owe tax on its entity investment is if the entity
invested in is non-taxable, such as a limited partnership or an LLC treated as a partnership for tax
purposes, and the entity operates a business. Although investment in an entity which is formed
for the purpose of capital investment, such as the purchase and holding of real estate, should not
generate taxable income for the IRA (unless there is debt financing), any income from business
operations would be considered Unrelated Business Income (UBI) for the IRA. UBI is the
income from a trade or business that is regularly carried on by an exempt organization and that is
not substantially related to the performance by the organization of its exempt purpose, with the
exception that the organization uses the profits derived from this activity. Exclusions from UBI
include dividends, interest, annuities and other investment income, royalties, rents from real
property (but not personal property), income from certain types of research, and gains and losses
from disposition of property (except property which is considered to be inventory).

Example. Ira N. Vestor has a large rollover IRA from a former employer and wants to
help out his friend, Will B. Richer, who is starting a new restaurant business. Will offers
Ira a 25% ownership interest in his new business, Eat Richer Restaurants, LLC. Ira
believes Will is going to be a huge success, and wants to grow his IRA. The LLC will be
taxed as a partnership. Ira will not be paid and will have no part in the management or
operation of the business. Because the LLC is taxed as a partnership, the IRA must pay
taxes on its share (whether or not distributed) of the gross income of the partnership from
such unrelated trade or business less its share of the partnership deductions directly
connected with such gross income.

A second situation in which an IRA may owe tax is when the entity invested in owns debt
financed property. Anytime an IRA owns debt financed real estate, either directly or indirectly
through a non-taxable entity, the income from that investment is taxable to the IRA as Unrelated
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Debt Financed Income (UDFI). Some key points to remember about UDFI include: 1) the IRA
is only taxed on the debt financed portion of the investment income (see example below), 2) the
IRA 1is allowed most of the normal expenses, depreciation (on a straight line basis) and similar
items which are directly connected to the debt financed income in calculating its UDFIL, 3) the
tax on the gain or loss is determined according to the usual rules for capital gains and losses, and
4) there 1s no tax if the debt has been paid off for at least 12 months prior to the sale.

Example. Ira N. Vestor wants to use his IRA to invest in a limited partnership, Pay or
Go, L.P., which will purchase an apartment complex. The lender requires a 20% cash
down payment, and will not permit subordinate financing. Because the property is 80%
debt financed, Mr. Vestor’s IRA will owe a tax on approximately 80% of its net profits
from the limited partnership (the percentage subject to tax changes as the debt is paid
down and the basis is adjusted). When the property sells, Mr. Vestor’s IRA will have to
pay capital gains tax on the debt financed portion of the profits. Only the profits from the
rents or capital gains from the sale that are attributable to the debt financing are taxable to
the IRA. For example, if the gain on the sale of the apartment complex is $100,000, and
the highest acquisition indebtedness in the 12 months prior to the sale divided by the
average adjusted basis is 75%, then $25,000 of the gain is tax deferred or tax free as is
normal with IRA’s, while the IRA would owe tax (not Mr. Vestor personally) on
$75,000.

“But,” you ask, “if an investment is taxable, why make it in the IRA?” That is a good
question. To figure out if this makes sense, ask yourself the following key questions. First, does
the return you expect from this investment even after paying the tax exceed the return you could
achieve in other non-taxable investments within the IRA? Second, do you have plans for re-
investing the profits from the investment? If you re-invest your profits from an investment made
outside of your IRA you pay taxes again on the profits from the next investment, and the one
after that, etc. At least within the IRA you have the choice of making future investments which
will be tax free or tax deferred, depending on the type of account you have.

Is there any way to get around paying this tax? The short answer is yes. Investments can
often be structured in such a way as to avoid taxation. Dividends, interest, investment income,
royalties, rents from real property (but not personal property), and gains and losses from
disposition of property (unless the property is debt financed or is considered “inventory”) are all
excluded from the calculation of UBL. There are many ways to structure your IRA investment to
avoid taxation. Some examples of how you might structure a transaction in ways that are not
taxable to the IRA include:

Example. Suppose in the Eat Richer Restaurants, LLC example above the LLC elected to
be treated as a corporation instead of a partnership, or a C corporation was formed instead
(IRA’s may not own shares of an S corporation). Because the entity has already paid the

tax, the dividend to the IRA would be tax free or tax deferred. This may not be
acceptable to other shareholders, however.
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Example. Instead of his IRA investing directly in Pay or Go, LP, Ira N. Vestor could
have made a loan instead. The loan could have been secured by a second lien on the
property (which may not be permitted by the first lienholder, however). The loan could
even be secured by shares of the LP itself, possibly with a feature allowing the loan to be
converted at a later point to an equity position in the LP (a “convertible debenture”).
Caution: With lending there may be state or federal usury limits on how much interest
may be charged, and if the debt is converted into equity the IRA may then owe taxes at
that time.

Example. Another choice for investing without the IRA paying taxes is to purchase an
option instead. When your IRA owns an option to purchase anything, it can 1) let it
lapse, 2) exercise the option, 3) sell or assign the option (provided the option agreement
allows this) or 4) release the owner from the option for a fee (in other words, getting paid
not to buy!)

A careful analysis of an investment which causes the IRA to owe tax will often lead to
the conclusion that having your IRA pay taxes now may be the way to financial freedom in your
retirement. Be sure to have your IRA pay the tax if it owes it, though. As I always say, “Don’t
mess with the IRS, because they have what it takes to take what you have!”
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Entity Investments in Your IRA -
Prohibited Transactions and Disqualified Persons

By: H. Quincy Long

This article is part of a series of articles discussing some issues arising when investing
your IRA into an entity, such as a limited liability company, corporation, limited partnership, or
trust. Other articles in this series include advantages and cautions when making entity
investments, unrelated business income (UBI) and unrelated debt-financed income (UDFI) as it
relates to entity investments, the plan asset regulations and other regulations which may apply,
and formation and management issues, including the “checkbook control” LLC which has
become so popular in the self-directed IRA industry.

As with any self-directed IRA investment, when investing your IRA in an entity you
must know what transactions are prohibited and who is disqualified from doing business with
your IRA or benefiting from your IRA’s investments. The general rule, as defined in Internal
Revenue Code (“IRC”) Section 4975(c)(1), is that a “prohibited transaction” means any direct or
indirect —

A) Sale or exchange, or leasing, of any property between a plan and a disqualified
person;

B) Lending of money or other extension of credit between a plan and a disqualified
person;

C) Furnishing of goods, services, or facilities between a plan and a disqualified
person;

D) Transfer to, or use by or for the benefit of, a disqualified person of the income
or assets of the plan;

E) Act by a disqualified person who is a fiduciary whereby he deals with the income
or assets of a plan in his own interest or for his own account; or

F) Receipt of any consideration for his own personal account by any disqualified
person who is a fiduciary from any party dealing with the plan in connection with
a transaction involving the income or assets of the plan.

Essentially, the prohibited transaction rules are intended to discourage disqualified
persons from dealing with the assets of the plan in a self-dealing manner, either directly or
indirectly. The assets of a plan are to be invested in a manner which benefits the plan itself and

84

© Copyright 2008 H. Quincy Long. All rights reserved. Nothing in this manual is intended as tax, legal or
mvestment advice. All parties are strongly encouraged to consult their own tax and legal advisors before entering
into any type of investment.



4% Entrust Retirement Services, Inc.

a member of The Entrust Group

not the IRA holder (other than as a beneficiary of the IRA) or any other disqualified person.
Investment transactions are supposed to be on an arms length basis. There are various
exceptions and class exemptions to the prohibited transaction rules, but unless you know of a
specific exception, the wisest course is to stay away from a transaction involving one of the
above situations.

Note that the last two restrictions listed above (E and F) apply to a special class of
disqualified persons who are also fiduciaries. These two provisions are designed to ensure that
the fiduciary does not participate in a transaction in which he or she may have a conflict of
interest. At least in the context of a self-directed IRA, the IRA holder is considered to be a
fiduciary of the plan. Other fiduciaries may include officers, directors and managers of entities
owned by IRA’s. Fiduciaries of retirement plans owe a duty of undivided loyalty to the plans for
which they act. The prohibitions are therefore imposed on fiduciaries to deter them from
exercising the authority, control, or responsibility which makes them fiduciaries when they have
interests which may conflict with the interests of the plans for which they act. Any action taken
where there 1s a conflict of interest which may affect the best judgment of the fiduciary is likely
to be a prohibited transaction.

All prohibited transactions involve a plan and a disqualified person. There are nine
different classes of disqualified persons. They are:

1) A fiduciary, which is defined to include any person who -

exercises any discretionary authority or discretionary control respecting
management of such plan or exercises any authority or control respecting
management or disposition of its assets;

renders investment advice for a fee or other compensation, direct or indirect, with
respect to any moneys or other property of such plan, or has any authority or
responsibility to do so; or

has any discretionary authority or discretionary responsibility in the
administration of such plan.

Note that this definition of a fiduciary is much broader than in traditional trust
law, and at least with a self-directed IRA includes the IRA holder who exercises

control over the management or disposition of its assets.

2) A person providing services to the plan. This can include attorneys, CPA’s and
your third party administrator.

3) An employer any of whose employees are covered by the plan.
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4) An employee organization any of whose members are covered by the plan.

5) An owner, direct or indirect, of 50 percent or more of the voting power of stock in
a corporation, the profits or capital interest in a partnership, or the beneficial
interest in a trust or other unincorporated enterprise which is an employer or
employee organization described above.

6) A member of the family of any of the above individuals, which is defined to
include only a spouse, ancestor, lineal descendant and any spouse of a lineal
descendant.

Caution: Although other members of the family are not disqualified persons (for
example, brothers, sisters, aunts, uncles, step-children), dealing with close family
members may still be a prohibited transaction because of the indirect rule. For
example, in the IRS Audit Manual it states: “Included within the concept of
indirect benefit to a fiduciary is a benefit to someone in whom the fiduciary has
an interest that would affect his/her fiduciary judgement (sic). An example would
be the retention by the fiduciary of his/her son to provide administrative services
to the plan for a fee.” This is true even though the son’s provision of services to
the plan may be exempt under the “reasonable compensation” exception.

7) A corporation, partnership, trust, or estate owned 50% or more, directly or
indirectly, by the first 5 types of disqualified persons described above. Note that
indirect ownership may include ownership by certain related parties such as
spouses.

8) An ofticer, director (or an individual having powers or responsibilities similar to
those of officers or directors), a 10 percent or more shareholder, or a highly
compensated employee (earning 10 percent or more of the yearly wages of an
employer) of a person who is an employer or employee organization, the owner of
50% or more of an employer or employee organization, or a corporation,
partnership, trust, or estate which is itself a disqualified person.

9) A 10 percent or more (in capital or profits) partner or joint venturer of a person
who is an employer or employee organization, the owner of 50% or more of an
employer or employee organization, or a corporation, partnership, trust, or estate
which is itself a disqualified person.

As I always say, “Don’t mess with the IRS, because they have what it takes to take what
you have!” An Entrust self-directed IRA is an excellent tool to help your retirement savings
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grow, often at rates far exceeding those of ordinary IRA’s. Knowing these rules is a critical step
in learning to use your self-directed IRA in a way that will safely lead to vastly improved
retirement wealth.
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