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You Did What With an IRA?

People Start Investing in Condos,
Timberland, Even Businesses:
Avoiding Trouble With the IRS

By Krpiy Grerse

() YOUYRE LOOKING for a new way 1o
Irvest your individunl relirensent
couint, How aboul pulting some of i1 into
1 lixer-ugpser. of Umberliand =oF youar
50 & star-up husiness.
Inerensingly, peopbe are pulling some of their
IHA money ouf of their traditionn] TRA Erviest
s - slocks, Bomde or modual fonds—in he
hopes of cashing o on Mgher relurms elsewhier
This past summmier, Doaig Cady. 8 51-year-old real-
eslnle ngend near Oriande, Flie, plunked down
25, W [ram hiz ITHA as a down poyment for a
208, (0, e biesbrodrn homee, His plan: Fix if up
ievl Sell iE for a profil of S50,0060 or o, Any moDey
e makes will go into s IKA, whilch he glans o
Iraw on o by more fixer-uppers
Mr. Cady used whod s enlled] 8 “self-directed
IEA,” and he ism'l wlone. Entrast Growp Inc, in
Cinkland, Canf., o ol the Ergest firms handling
SUCh acciiind s, =avs Ll assets in e self-tirected
IHAS I pdmimisters hive quadiipled in the past
Five venrs [o 52 hillion. Asseds al Pensen Trust Cin
miajar S=in Franclseo-hased cosbolian, he doa
Blesd Im ihe past B months 10 ety S0.5 Billson
Umlike traditbinn] THAS, sell<lireched TRAS ¢n
ahle Ehelr amers [ pursue a while vareiy of
Imvestments weldl oulside the scope of the usual
hohiinEs. SOme aecounl owners are Giking advan
{age of the real-estate boom, putting 1A doliars
into single-fnmily bomes, urban ol develop
mends, (arms, Hens and morteape noles, Olhers
0 s fnr as 16 gtart small businesses. Essentially,
vou are mlkwed o imvest IRA assels in anything
ERoEp It insurance ar oolbectibles
Ihe froubbe is, pocownlants amd Lis-law ex
Eris S0y, many eel{4lirected acemmis are aeed-
el wilting to happen, Perhaps the higgest risk
& sl dEahng voernrding o the [ederal govert
ment. an IHA 15 suppoded o provide for your
fiure retirement—nod your ourrent needs or
wishes. Therelore, vou aren'l supposed o benefil
froam thee |mmvestenent bodory | slart making with
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drawals in retirement. 3o, if o person
iEes [HA money 0 buy an assed thai he
currently wses (gay, 4 vacation home, or
an apariment for a child in collegel, i
could be in viokation of tax low.

In those chges, the Internal Revenuoe
Service could step in and simply dis-
apualify the IRA, resulling in huge tox
hills along with additional penalties for
acoount holders who are younger than
age 59'3, “A lot of people are golng o
g2t themselves in troubde and wind wp
losing their [HAS over this.” says Ed
Ahoft, an [RA consuliamt in Rockvilke
Centre, N.Y.

An IRS gpoiesman savs e kpency i3
aware ihal some invesiment pivisers are
using sell-directed IRAsS 0 promale in-
vesiments [Ral, in some cases, "nmiint
fx outright fraud.” Last year. for in-
stance, the agency isseed n warning that
it plans (o challenge laxpayers who scl
up Both IRA corporations {a type of self-
directed [RAF fo acquire property below
marke! visloe, 10 08 seen g 4 move thal
can skirt the 4,000 pnnual [RA contribu-
thon Birmid, if the invesior andervalises a
}Jnl::j!ﬂnl property before stashing it in the

The pogielirily of sell-directed [RAL i
part of a larger trepd to inclode aiterna-

If you own real estate,

- you would probably

have to get a formal
appraisal every year.

tive investments im 400ik)s and other
types of retirement-savings aooounis,
such as realesialo invesimenl (nzsis,
Treasury Inflation Protected Securibes,
amtl hedpe-like mutual funds thal short
stocis, Al the zame fime, Investors aen-
ing b0 welf-directed IRAs say they often
inke comfort from the higher degreo of
comtrol the aceounis provide,

“The marked crashed —=i's a gambde.
T me, lnnd is that's there,”
says Jeanine King. She and her brother
sel up [HAS to start o limited Hakidey
corparation this year, then ised i o bay
48 neres of timberland near their Rard-
well, Ry, insurance agency and &
16k-acre (arm in Soulh Dakida,

There are some sieps you con lake (o
make sufe a sell-directed IHA
muster with ihe [R5, For any (ransiction
that mighl be comsidered self-dealing,
Mr. Shalt, the TRA adviser, pecommienids
gefting ndvance approval from the Labor
Department. which hi a role i this doe
o the agency’s oversighl of pension
Mans. (11 & calked a “probibited fransac-

ton” ruling. | Sscond, he Suggesie sipa
rating your self-directed 1A from the
regl of your individunl retirement ac-
count. That way. if you nem [nio reguia-
tary problems, or the investments simply
fall, you haven'l pit your entire nest cgg
ot risk,

Il you use a self«tirected TRA 1o start
and operate o small business, bringing in
Independent investors with a significant
stoke might cul down on potentinl self-
dealing problems,

A sell-directed THA may make sense
fr people who want o invest in land that
ihey don'l plan o use in any personal
way, of for an imvestor who wants o bay
stock in 0 communily bank, or some
olher comservalive investment that isa'l
avititable through o traditiona] THA,

If you do buy & nontraditional assed
in your sell-direeted IRA. such as real
estale, o busifess, of even o Uhlnly
traded stock, It Is important te estab-
lish your strategy for selling i1 off Be-
fore you have (o starl taking required
minimum distributions from your TRA
il age T0'%. For éxame, il yod own
real estate, vou would probably have 1o
gl & [ormal appraisal every year,
which could get costly, The reason for
gelling a  property  appraisal:  Youw
would have to know the value af your
IRA ot the end of the previoes calendar
year to caleulate the amoust you are
required (o withdrow., Then, il you
didn’t have any other assets wilh
which tn make withdrownls, vou would
hawe 1o s¢11 off all oF part of the prop-
erty o be able to make ihe wiih-
dirmwal =or atfempt o re-tille part of i
autgkle the THA,

The mechanics in setting up a self-di-
recied JRA are relatively simple, The
hikder of o traditiona] IRA opens an ne-
connt with a custodian or administmlor
who specializes in self-directed [HAs and
transfers the holdings from the original
1A to the new sell-directed aecount. The
IRA holder then seeks out imvestments
himsell and directs the custadian to ol &
check to buy them,

A handful of cusicdinl and sdiminkstr-
Eian firms specialise in handling seif-di-
rected IRAs. Most lorge imvestment com-
pankes don't handle he sccounts, bul
some banks will et them up for longtime
elslamers,

Costs Lypically include an annual
castodial fee and transaction fees. En-
trusl and Penseo, for example, charge
£50 to open accounits, ples feds for odher
servloes. Entrst charges an annial
record-kecping fee based on assot size
ranging from 5125 to $1,750:; Pensco’s
annual maintenance fee costs S158 o
£1,000,

The wse of IRA money 1o start Bew
haisinesses was begitimized by & 1556 115,
Tax Court ruling, Swanson v, Commis-
sioner of Infermal Revenoe, which sabd

Avoiding the Pitfalls

Wiays t0 revduce the sk of an RS challengs (o
peif-direcied relEBmEn acooeny
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When opening & seif-direcied 1A, ransder only
mﬂwmwmﬁmm
mﬂmmmmtm
imwesirmeniy i The sef-dirsctad BA fail, o # you
Fun o iepelatory problsma, you hieen T put
your gntine: fess g al rak

Hmmm

For pry trassscton in your sil-Srecied HA fat
maghl b Corsadesnd sabl-deakng. you Can gl &
*protibited taesacion rding” from the LS
Lahor Depariment.

i Bring In sutside investors

IF 0 il & SEM-dirachid IFA 10 SIS And OpsSrale
i el biriness, Breging i independest
invesinm with & big sasks might maks @ posuble
Tioe s I ehtiw @ Sy 1 Dt s chorwen e
podsitee wf-deaiing problems.
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that an IRA could form a new business
with THA assels and have e IHA'S
owner run i, poconding (o William Letgh-
ton, an Austin attorney whie advises As-
sot Exchange Strategies LLC, o Leander,
Texas, firm that helps sel wp such busk
nesses,

Bait soime odher altorneys wha deal
regularly. with retlremeni  planning
worty ihal the law =o't clear cul, and
ihai mvestors unwillingly oould breéak
the mubes involving self-dealing, “The IRS
has found nbusive transactions inan IRA-
ownel company dotng Business with the
owner's business.” says Natalic Choate,
a Boston thx atlorney. Entrust, in Califor-
nia, says that once every o weeks or so
the firm advises a chent Lo unido & faulty
transaction, mainly becanse of seli-deal-
ing problems,

One of Entrst's customers, for exsm-
ple, Bought o condo through her THA,
then rended i o her daughler amd room:
mates, which meant her family was con-
tributing o her TRA.

Hugh Bromma, Entrust’s chiel execu-
tive, says he moliced the problem and
asked the chient to fix it by renting the
condo Lo someons elge, and even drove o
her Napa Volley vimeyard to ask her
facefo-lice. She refused. so0 be shul
down her IRA, refitling the condo from
er [HA bt her name.

The cliend then moved the assets, in-
cluding the conedo, Inio an TRA manpged
by o different custedion, Mr. Bromma
says. Two years later, the |RS disquali-
fied the IRA, and the former customer
had to sl her wineyard to pay the penal-
fies and taxes, Mr. Bromma says.
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