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Disclaimer & About Mat

DISCLAIMER

All information and materials are for educational purposes only.  All parties are strongly encouraged to 
consult with their attorneys, accountants, and real estate professionals before entering into any type of 
investment. This presentation does not constitute an attorney client relationship. 

ABOUT MAT

Partner at KKOS Lawyers, assisting clients nationwide from offices in Arizona, California, and 
Utah. Co-Host of Nationally Syndicated Weekly Radio Show, Refresh Your Wealth. 

Best-Selling Author of The Self Directed IRA Handbook: An Authoritative Guide for Self Directed 
Retirement Plan Investors and Their Advisors, an Amazon Best Seller and a textbook for the 
Retirement Industry Trust Association’s Self Directed IRA Professional Designation Course where 
I’m also an instructor. The Self Directed IRA Handbook is already the most widely used book in 
the self-directed IRA industry. An Amazon best-seller. 

www.sdirahandbook.com

http://www.sdirahandbook.com/


Why is This Market Growing? 

www.sdirahandbook.com


eData are estimated.
Note: For definitions of plan categories, see Table 1 in “The U.S. Retirement Market, Fourth Quarter 2013.” Components
may not add to the total because of rounding.
Sources: Investment Company Institute, Federal Reserve Board, Department of Labor, National Association of Government Defined Contribution Administrators, American Council of Life Insurers, and Internal Revenue Service Statistics of Income 
Division

 Assets in individual retirement accounts (IRAs) totaled $6.5 trillion at the end of the fourth quarter of 2013, an increase of 5.3 percent from the end of the third quarter. Defined contribution (DC) plan assets rose 5.1 percent in the fourth 
quarter to $5.9 trillion. Government pension plans— including federal, state, and local government plans — held $5.6 trillion in assets as of the end of December, a 5.6 percent increase from the end of September. Private-sector defined 
benefit (DB) plans held $3.0 trillion in assets at the end of the fourth quarter of 2013, and annuity reserves outside of retirement accounts accounted for another $2.0 trillion.

In trillions

http://www.sdirahandbook.com/
http://www.ici.org/info/ret_13_q4_data.xls


Ripped From the Headlines

Mitt Romney, former CEO of Bain Capital, and Presidential Candidate, who invested his self directed 
IRA into early stage or turn-around private businesses that were not publically traded. His IRA value 
was reported at around $100M. Bain Gave Staff Way to Swell IRAs by Investing in Deals, Mark 
Maremont, The Wall Street Journal (March 22, 2012).

Paypal founder and CEO, Peter Thiel, who reportedly bought shares in his self directed Roth IRA for 
$510,000 and received $31.5M for them when the company sold to eBay. Why—And—How 
Congress Should Curb Roth IRAs, Deborah L. Jacobs, Forbes (March 26, 2012). 

Yelp founder and Chairman, Max Levchin, whose self directed Roth IRA acquired shares in the early 
stages of Yelp (at excellent value) and was worth $95M in 2012, when numbers were reported. Id. 



Restrictions on IRA Investments

Restrictions/Rules for IRA Investments?

Collectibles such as art, stamps, certain coins, alcoholic beverages, or antiques, 
IRC § 408(m);

Life insurance, IRC § 408(a)(3);

S-corporation stock, IRS Letter Ruling 199929029, April 27, 1999, IRC § 1361 
(b)(1)(B); and 

Any investment that constitutes a prohibited transaction pursuant to IRC § 4975 
(e.g., purchase of any investment from a disqualified person, such as the spouse 
of the retirement account owner). 



How Does a Self Directed IRA Invest?

-Need a custodian 

(bank, credit union, 

trust company) for the 

IRA. 

- Common investments 

are real estate, 

private companies, 

LLCs, and precious 

metals. 



The Prohibited Transaction Rules

PROHIBITED TRANSACTION RULES

IRC 4975 – Outlines three different categories of prohibited transactions. Restrict not 
WHAT an IRA may invest in but with WHOM. 

1. Per Se Prohibited Transaction. Occurs when an IRA engages in a transaction with a 
disqualified person. 

2. Extension of Credit Prohibited Transaction. Occurs when there is an extension of 
credit between an IRA and a disqualified person.

3. Self Dealing Prohibited Transaction. Occurs when a disqualified person (e.g., IRA 
owner) personally benefits from the IRA’s investments. 

Consequence of a Prohibited Transaction is disqualification of that IRA (IRA owner 
involved) and distribution of the entire account. Other accounts are not effected. 



Per Se Prohibited Transactions

PER SE PROHIBITED TRANSACTIONS

A per se prohibited transaction occurs when an IRA engages in a “transaction” 
with a “disqualified person”. IRC § 4975 (c)

What is a Transaction? “Transaction” includes a purchase, sale, lease, 
exchange, loan, extension of credit, services, goods, etc. 

Who is a Disqualified Person? “Disqualified Person” includes IRA owner 
(as fiduciary), spouse, children, and parents (ancestors and lineal 
descendants and their spouses). Also, partners and companies you or 
other disqualified persons own 50% or more of. See following list.



Who is a Disqualified Person?

An IRA may NOT engage in a transaction with these persons. IRC § 4975 (e)(2) 

 IRA Owner, and IRA Owner’s
 Advisor (fiduciary)
 Spouse
 Children
 Spouses of Children
 Grandchildren and their spouses
 Parents and grandparents
 Companies (corps, LLCs, LP, partnerships, trusts) where IRA owner or family above own or 

control 50% or more
 Certain Officers, Directors, or Highly Compensated Employees of companies where the 

IRA owner owns or controls 50% or more



Who is NOT a Disqualified Person?

An IRA may engage in a transaction with these persons.

 Non family members or employees of the IRA owner

 Other third party investors

 Step parent (to un-adopted child) or un-adopted step child to IRA owner

 Aunts and Uncles, Nieces and Nephews, and cousins

 In-laws of the IRA owner (not an ancestor)

 Brothers and Sisters

 Companies the IRA owner and other disqualified persons own and control less than 50% (beware 

of self dealing). 

 Everyone else not disqualified in IRC § 4975 (e)(2) 



Extension of Credit Prohibited Transaction

EXTENSION OF CREDIT PROHIBITED TRANSACTIONS

IRC § 4975 (c)(1)(B) specifically states that a prohibited transaction occurs when there is a 
“lending of money or other extension of credit between a plan [IRA] and a disqualified person.” 

RULES FOR OBTAINING  A LOAN WITH YOUR IRA

1. If an IRA obtains a loan for its investments the loan must be “non-recourse” to the IRA and the 
IRA owner (e.g., lender’s only recourse is against asset). The IRA owners cannot personally 
guarantee the loan. Peek & Fleck v. Commissioner. 

2. UDFI Tax due on net income from debt. Profits attributable to retirement plan cash or other 
non-debt investment is not subject to UDFI tax. (more later on this). Applies to IRAs, 401ks other 
employed based plans are exempt from UDFI tax. 



Self Dealing Prohibited Transactions

A self dealing prohibited transaction occurs when the IRA owner or other disqualified person benefits 

from the IRA’s investments. IRC § 4975 (c)(1)(D),(E), and (F). 

RULE IN PRACTICE

1. No personal compensation or commissions paid to a disqualified person as a result of an IRA’s 

investment. (reasonable compensation unsettled exception, 4975 (d)(2)). 

2. You cannot have use of the IRA assets. For example, rental owned by an IRA cannot be personally 

used by disqualified persons to the IRA (e.g. IRA owner). 

3. Bottom line, don’t use IRA assets. Use of IRA assets without payment results in a benefit to a 

disqualified personal and is a self dealing prohibited transaction while use and payment by a 

disqualified person is a transaction with a disqualified person and is a per se prohibited transaction. 



Self Dealing Prohibited Transactions

COMMON ISSUES

1. Companies Owned 49% or less by disqualified persons. IRA should tread carefully. Rollins v. 

Commissioner, T.C. Memo 2004-260 case example. 

2. Compensation to IRA Owner or Disqualified Person (e.g. avoid commissions, salary, etc.). 

3. Avoid Step Transactions. Cannot put in a straw person to get around the rules. 

4. DOL Interpretive Bulletin on Prohibited Transactions. 29 C.F.R. 2509.72-2 . Avoid transactions where 

IRA requires a company it is an owner of to transact with a disqualified person. 



The IRA/LLC Structure Basics

SELF DIRECTED

IRA
IRA/LLC

$$

$

Buys 

Property

Receives Rent

Rather than a self-directed IRA taking ownership and buying an asset directly through 

your Administrator/Custodian, the self-directed IRA purchases the ownership in the LLC 

and the LLC takes ownership of the asset. In many instances, the IRA Owner manages 

the LLC (subject to legal restrictions).

- IRA invests $ into LLC Bank Account

- IRA Owner, Manager of LLC, No comp (Ellis v. Commissioner, case)

- LLC acquires investment (e.g., property)

- IRA owns LLC 100%, no tax return required



Disqualified Person as Manager

The IRA owner/member may serve as the Manager of the IRA/LLC but is 
limited in what he/she can do. 

You (IRA owner) CAN do the following as Manager of the IRA/LLC: 

Perform all administrative and investment oversight tasks.
Receive income in LLC checking account and sign checks.
Sign contracts for investments, documents at closing, visit and evaluate 
property/investments, and hire contractors or professionals.

You CANNOT do the following as Manager of the IRA/LLC:

Pay yourself or a disqualified person compensation, Ellis v. Commissioner.
Personally benefit from the LLC’s investments.
Co-Mingle Personal Funds with IRA funds in LLC bank account. 



Unrelated Business Income Tax and IRAs

Unrelated Business Income Tax (“UBIT”) applies to ordinary income received by an IRA. IRC § 511 

COMMON SELF DIRECTED IRA SITAUTIONS WHERE IRAs ARE SUBJECT TO UBIT TAX

Ordinary Income Business Not Paying Corporate Tax (e.g., restaurant, tech company,  business 
selling services or goods).
UBIT tax is due from an ordinary income producing business (e.g. selling goods or services) when such 
business is a flow-through company not paying corporate tax. If the company is a c-corporation 
paying corporate tax on the profits, as are most publicly traded companies, then UBIT tax is not due 
as the income then goes to the IRA as qualified dividend income, which is exempt from UBIT tax. 

Real Estate Development, Construction, or Short Term Flipping Business.
UBIT tax is due from real estate activities that are not passive in nature. Rental income and capital 
gain income from the sale of real estate are exempt from UBIT, but there is a special caveat to the 
capital gain exemption on the sale of real estate which does not allow it to apply when the real 
property was acquired with intent to immediately sell. 



Exemptions to UBIT Tax

Interest Income 512(b)(1)

Interest income, such as interest payments on loans made from the self-directed IRA are exempt from 

UBIT tax. 

Dividend Income 512(b)(1)

This is the most common exemption and applies to dividends/profits received by an IRA from a C 

corporation (e.g., most publicly traded companies). Real Estate Investment Trust (REITs) income may 

also be considered a qualifying dividend and exempt. IRS Revenue Ruling 66-106. 

Royalty Income 512(b)(2)

Royalty income is the income derived from intangible property rights such as intellectual property 

(e.g., use of name, software licensing, patent license). It also includes royalty income from certain oil 

and gas, and mineral-leasing activities. 



Exemptions to UBIT Tax, Cont’d

Rental Income 512(b)(3)

Rental income derived from real property is exempt from UBIT tax. Personal property that is leased 

in connection with real property is also exempt. Equipment leasing or other personal property 

leasing can be subject to UBIT tax unless the income can be considered interest income when the 

leasing is structured as a financing agreement. 

Capital Gains 512(b)(5)

Capital gains from the sale, exchange, or other disposition of property, except for “property held 

primarily for sale to customers in the ordinary course of the trade or business.” 



Unrelated Debt Financed Income Tax

Unrelated debt financed income (“UDFI) tax applies to the gains received by an IRA that are 
attributable to debt. IRC § 514. UDFI tax is applied to income from “debt financed property” that is 
subject to “acquisition indebtedness.” Rate is capital gain rate on income from sale of an asset and is 
UBIT rate (39.6% on other income). 

CALCULATING & REPORTING UDFI TAX

To calculate UDFI tax, you need to know the following three numbers:

1. The income from the property for the year. 
2. The average acquisition indebtedness for the year. 
3. The adjusted basis for the year (e.g., the cost of the property minus any depreciation). 



UDFI Tax Example

For example, let’s consider a property purchased by an IRA for $100,000 and sold over a year later for 
$130,000. The property was purchased with $40,000 from the IRA and $60,000 from a loan. Let’s assume the 
remaining average debt was $50,000 at the time of sale, and that deductions for the year were $5,000. Based 
on this scenario, UDFI tax would be calculated as follows: 

1. $50,000 avg. debt/$100,000 basis = 50% leverage
2. Gain of $30,000 from sale of $130,000
3. 50% of $30,000 = $15,000
4. $10,000 of deductions (reduce by leverage ratio, so 50%) is $5,000 in UDFI expenses so 
UDFI gain is= $10,000
5. Therefore $10,000 would be subject to the 20% long-term capital gains tax rate. Tax owed would be 20% 
of $10,000 = $2,000. 

- The tax rate on the sale of property is the capital gains rate. Note the UBIT/UDFI rate on other year to year 
income. 



Solo 401(k)s & Employer/Employee

401(k)s with Self Direction

Owner Only or Solo 401(k)s/Profit Sharing Plans are becoming very popular for self-employer persons 

who want to self direct their retirement plan funds into alternative assets. 

-Larger contributions than IRAs.

-Can roll-over IRAs or old 401(k)s.

-Exempt from UDFI tax.

-Account Owner can self-trustee the plan. No custodian required.

-No 5500 tax return is required when account is under $250,000.

- The account owner must be self employed. 

- Doesn’t work for a company where business owner has full time employees. 

- May have a corporate employee 401(k) and have self employment and a solo 401(k). 
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