TORY

You Want
to Do What

This article addresses the legal, compliance, and IRS reporting

concerns associated with unique assets such as real estate and

limited partnerships in IR As.

ost trust departments and wealth manage-

ment departments (referred to collectively

as “trust departments”) do not go out in

search of clients who want to hold real es-

tate or limited partnerships in their IRAs.

They usually take this kind of business to
get other, more lucrative, business from the client. Some trust de-
partment managers might think they don’t have this type of asset in
their IRAs, but a close look at their book of business will show that
they do. This leads to significant compliance concerns that may lie
dormant for years before posing compliance or legal issues for the
bank. However, if knowledgeable administrators following estab-
lished compliance guidelines handle these assets properly, they can
greatly reduce the risk to the institution. (Of course, it’s good to re-
member that trust departments do have the option of saying “no”
to this type of asset. There are a number of IRA custodians around
the country that specialize in handling unique assets, and in many
cases it makes sense to refer this type of business to them.)

By John N. Singletary Jr., CISP, CRSP, CFP
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business. However,
with an aging baby
boomer generation,
the IRA rollover busi-
ness has been on a
drastic upswing that

Until recently, the issue of unique assets will continue for nearly 20 years. Exhibit 1
in IRAs was not significant because IRAs (next page) shows how the total assets in
have typically made up a small percentage IR As have surpassed assets in defined contri-
of the overall trust department’s book of bution plans as well as defined benefit plans.
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Exhibit 1: Growth of Private U.S. Retirement Assets
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Exhibit 2 shows the rapid increase in
rollovers from employer plans to IRAs over
the last several years compared to regular
annual IRA contributions. The point here is
that total assets in IRAs are growing
rapidly, becoming a much more significant
piece of business for trust departments.
With that growth comes the likelihood of
having more unique assets in IRAs.
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Exhibit 2: Total Annual IRA Contributions and Rollovers
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This article will first address general
rules that apply to unique assets in IRAs
(e.g., valuation of assets, prohibited transac-
tions, unrelated business taxable income,
etc.), then provide more detail on specific
types of IRA assets.

ASSET VALUATION

The IRS requires all assets in all IRAs to be
valued at every year-end.' This requirement
applies regardless of the following issues:

® The IRA provider is serving as IRA cus-
todian or IRA trustee. (This article will
use the term “trustee” to refer to trustees
and custodians collectively.) The IRS
considers IRA trustees and custodians
subject to the same reporting and other
requirements.’

e The trustee or the IRA client or
“grantor” manages the IRA investments.
Investment authority has no impact on
tax reporting requirements.

e The IRA grantor has provided a written
statement that the IRA trustee does not
need to obtain an accurate market value
on certain assets. The client does not
have the authority to waive IRS require-
ments.

e The IRA grantor is subject to required
minimum distributions.

Obtaining an accurate year-end market
value is simple with assets such as bank de-
posits, actively traded securities, and even
many publicly traded limited partnerships.
However, real estate, private placement lim-
ited partnerships, closely held stocks, etc., are
unique assets and generally are not actively
traded. In these cases, obtaining a true market
value is much more challenging and typically
requires having the IRA pay for an appraisal
of that asset. Because most bank branches
and brokerage firms restrict their IRAs to ex-
change-traded securities, such valuation is-
sues are generally not a concern for them. It’s
only the bank trust departments, wealth man-
agement departments, and certain IRA custo-



dians that handle unique assets and therefore
must be in the business of hiring appraisers to
properly value unique assets.

When the IRS says “fair market value,”
what exactly does it mean? In a 1993 General
Information Letter,’ the IRS points to its defi-
nition of market value for estates: “the price
at which the property would change hands
between a willing buyer and a willing seller,
neither under any compulsion to buy or sell
and both having a reasonable knowledge of
the relevant factors.” In other words, the IRS
wants trust departments to follow the same
procedures for year-end IRA asset valuations
as they do for estate valuations.

Many IRA trustees feel they are not re-
sponsible for obtaining valuations on unique
assets. In the same IRS General Information
Letter referenced above, the IRS states that
IRA assets must be valued annually regard-
less of how hard they are to value and “the
person responsible for insuring that an IRA’s
assets are properly valued is the IRA trustee
or issuer.”

PROHIBITED TRANSACTIONS

The prohibited transaction rules in the Inter-
nal Revenue Code apply to IRAs.* All of the
following direct or indirect transactions are
prohibited:

* sale, exchange, or leasing of any prop-
erty between a plan and a disqualified
person

¢ lending of money or other extension of
credit between a plan and a disqualified
person

e furnishing of goods, services, or facilities
between a plan and a disqualified person

e transfer to, use by, or transfer for the
benefit of a disqualified person of in-
come or assets of a plan

® act by a disqualified person who is a fidu-
ciary whereby he deals with the income
or assets of a plan in his own interest or
for his own account (self-dealing)

® receipt of any consideration for his per-
sonal account by any disqualified person

who is a fiduciary from any party deal-
ing with the plan in connection with a
transaction involving the income or as-
sets of the plan

All of the transactions listed above men-
tion “disqualified persons.” So, the usual chal-
lenge is to determine whether a party to the
transaction is a disqualified person. Identify-
ing “self-dealing” often becomes murky and
will frequently require the guidance of legal
counsel, whose fees must generally be paid by
the TRA. The issue of when fees can be paid
out of the IRA grantor’s pocket as opposed to
the IRA is discussed later, under “Fees.”

Following is a simplification of how the
Internal Revenue Code defines disqualified
persons:

® any fiduciary to the IRA, including IRA
trustee and the IRA grantor, because the
owner has the ultimate power to direct
the investments in the IRA

e the IRA grantor’s spouse

e the IRA grantor’s ancestors and lineal
descendants

e spouses of the IRA grantor’s lineal de-
scendants

® anyone providing services to the IRA
(e.g., investment managers/advisers and
the IRA trustee or custodian)

® any corporation, partnership, trust, or
estate in which the IRA grantor or fam-
ily member listed above has a 50 percent
or greater interest

In summary, virtually any transaction
between an IRA and a disqualified person is
a prohibited transaction. In addition, any
self-dealing by a disqualified person who is a
fiduciary to the IRA is considered a prohib-
ited transaction. Self-dealing can include a
wide array of activities, such as the IRA
grantor’s hunting or camping on land owned
by the IRA, the IRA grantor’s using a beach
or mountain condominium owned by the
IRA, and the IRA’s purchasing land adjacent
to land owned by the IRA owner in order to
drive up the value of the IRA owner’s land.
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Through an arrangement between the
IRS and the Department of Labor (DOL), it
is the DOLs responsibility to determine
whether a specific transaction is a prohib-
ited transaction and to issue prohibited
transaction exemptions.® When the IRS dis-
covers what appears to be a prohibited
transaction in an individual’s IRA, it turns
the matter over to the DOL to make the de-
termination. The DOL reviews the situation
and responds to the IRS, which in turn
responds to the taxpayer. If the IRA grantor
wants to apply for a prohibited transaction
exemption, he or she must apply to the
DOL.

As mentioned above, the DOL has the
authority to issue prohibited transaction ex-
emptions. Some, known as “prohibited
transaction class exemptions” (PTCEs), are
available for anyone’s reliance, while others,
called “individual prohibited transaction
exemptions” (PTEs), are issued only to the
applicant.

Two well-known prohibited class trans-
action exemptions are PTCE 93-1 and PTCE
93-33. These are often referred to as the “free
toaster” exemptions, because they allow IRA
trustees to provide nominal gifts to IRA cus-
tomers without disqualifying their IRAs.
Those offering gifts to IRA prospects must be
cognizant of the limits under these PTCEs.

It should be pointed out that if a trust
department manages the investments of an
IRA and it uses proprietary mutual funds
that pay the IRA trustee (or a subsidiary) an
investment advisory fee, this is a prohibited
transaction. Fortunately, PTCE 77-4 pro-
vides money managers with protection from
the prohibited transaction rules if they fol-
low certain rules. One of these basic rules
prohibits “double dipping,” meaning that
managers cannot charge account level mar-
ket value-based fees on those funds and
keep the investment advisory fees of those
funds—they can do one or the other but not
both. This is a complex area and any insti-
tution offering proprietary mutual funds to
IRA clients in its trust department must seek
the guidance of legal counsel.

10 May | June 2006 © ABA Trust & Investments

The penalty to the IRA grantor for a pro-
hibited transaction in an IRA is significant:
The entire IRA becomes taxable as of the first
day of the year in which the prohibited trans-
action occurred.” For example, a $10,000
prohibited transaction in a $1 million IRA in
December 2005 causes the entire $1 million
IRA to be taxable as of January 1, 2005.

The penalty to the IRA trustee for en-
gaging in a prohibited transaction is the same
as the penalty for prohibited transactions in
qualified retirement plans®: 15 percent for
each year the prohibited transaction goes
without correction. An additional 100 per-
cent applies if the prohibited transaction is
not corrected in a timely fashion. Whether
and when the IRA trustee is “engaged in” a
prohibited transaction can be a gray area.
Frequently, the IRA trustee is unaware of the
specifics of the IRA investment that would
cause it to be a prohibited transaction. If the
trustee is knowingly involved in the transac-
tion (especially in multiple prohibited trans-
actions), the trustee can be subject to IRS
penalties.

The IRA trustee should also be con-
cerned with how the IRA grantor will re-
spond to prohibited transaction determina-
tions. There have been many lawsuits where
IRA grantors allege that the IRA trustee
should have warned them that the invest-
ment was a prohibited transaction prior to
allowing the investment. Although there is
no guarantee that an IRA grantor will not
sue the trustee under these circumstances, ap-
propriate language in the IRA document and
in an investment direction form (signed by
the client) should lessen the likelihood of a
successful lawsuit against the trustee.

If the IRA grantor insists on proceeding
with the transaction, the IRA trustee has sev-
eral options:

¢ Refuse to conduct the transaction. If the
transaction is an obvious prohibited
transaction, refuse to conduct the trans-
action. Failure to stop the transaction
leaves only one option available to the
IRA trustee after it is conclusively proved
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Generally, the greater the tax ramifications to the client,

the greater the chance he or she will want to place

that a prohibited transaction has oc-
curred—issue a 1099-R to the client and
the IRS informing them of the taxability
of the entire IRA. Legal guidance should

the blame with the IRA trustee. Involving the appropriate

legal or compliance personnel from the beginning

be obtained as soon as it is known a po-
tential prohibited transaction may have
occurred.

* Resign as trustee. If the transaction is
suspected of being prohibited, the IRA
trustee may resign. This must be done
before the transaction has occurred. If
the grantor ignores the warnings and
wants to proceed with the transaction
anyway, he or she must transfer the IRA
to an institution that, for whatever rea-
son, is willing to allow the transaction.
It’s better to let this type of business walk
out the door than to incur major compli-
ance issues in the future.

e Obtain a prohibited transaction exemp-
tion. Recommend to the client that he or
she apply to the DOL for a prohibited
transaction exemption prior to conduct-
ing the transaction.

¢ Require that the IRA owner sign a hold-
harmless statement. This should not be
used for transactions that are clearly pro-
hibited and the IRA trustee should seek
legal counsel before taking this route. It
is suggested that the hold-harmless lan-
guage be built into the investment direc-
tion form referenced above. In this way it
cannot later be alleged by the IRA
grantor that the IRA trustee had prior
knowledge that the investment was a
prohibited transaction.

e Open a separate account. Require that
the IRA grantor open a separate account
for this questionable transaction. This al-
lows the grantor’s other IRA assets to
not become taxable if the transaction is
later determined to be a prohibited trans-
action. Again, this practice should be ap-
plied only to transactions that are not
clearly prohibited transactions.

In the unfortunate case where it appears
that a prohibited transaction has already oc-
curred in an IRA, the trustee should consult

will help control the situation.

its legal counsel, risk management depart-
ment, or compliance department. First, it
must be determined whether a prohibited
transaction has in fact occurred. Second, if it
has occurred, how should the matter be pre-
sented to the IRA grantor? It would generally
be best to inform the client prior to his or her
receiving the 1099-R reporting the taxability
of the entire IRA. Generally, the greater the
tax ramifications to the client, the greater the
chance he or she will want to place the blame
with the IRA trustee. Involving the appropri-
ate legal or compliance personnel from the
beginning will help control the situation.

UNRELATED BUSINESS TAXABLE
INCOME

This is another area that causes confusion for
IRA trustees and custodians. Certain invest-
ments generate unrelated business taxable in-
come (UBTI). If the UBTI exceeds $1,000 in
a tax year, the UBTT is taxable on a current
basis to the IRA at trust rates. Yes, the IRA
can actually owe income taxes on an annual
basis on UBTL As with valuing securities,
many IRA trustees feel they have no respon-
sibility in reporting UBTL This is not the
case: The IRS has made it abundantly clear
that the IRA trustee or custodian is responsi-
ble for filing Form 990-T and paying the
taxes from the IRA."

An IRA investment can generate UBTT in
one of two ways:

e Operation of a business. Although it is
rare for an IRA to actually own and oper-
ate a business, requests like this do come
in from IRA grantors. An example would
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The tax on UBTI amounts to a significant penalty that

makes it difficult for any investment generating

UBTI to be justifiable on an after-tax basis.

be where the IRA grantor wants to direct
his or her IRA to purchase and operate a
franchise. If that franchise generates more
than $1,000 per year in income, the IRA
would be required to file Form 990-T and
pay taxes on that income.

e Debt-financed income. Probably the
most common case of IRAs’ generating
UBTI is through the use of debt financ-
ing. If an IRA uses debt to enhance its in-
vestment returns, earnings attributable
to that debt are subject to the tax on
UBTIL For instance, the Department of
Labor has determined that IRAs can be
margined'; however, earnings attribut-
able to the margin loan would be subject
to the tax on UBTL Another example is
if the IRA grantor directs the IRA trustee
to purchase unimproved real estate in his
or her IRA and then borrow against that
real estate to make improvements to the
property. In such a case, the earnings at-
tributable to that debt would be subject
to the tax on UBTL (If the IRA grantor
were to use the proceeds from this lever-
age to benefit himself or herself outside
of the IRA, it would be a prohibited
transaction.)

The above examples involving UBTI are
somewhat rare. However, a common IRA in-
vestment that can generate UBTI is limited
partnerships, because many limited partner-
ships use debt to enhance their returns. Due
to the legal structure of limited partnerships,
UBTI on any debt financing is passed on to
retirement plans that hold them. For more
on this, see “Limited Partnerships” below.

The tax on UBTI is substantial because it
is calculated at trust rates, which can add up
very quickly. In 2003, the marginal trust tax
rate was 35 percent starting at $9,750 of tax-
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able income. Also, if the UBTI tax is ex-
pected to be in excess of $500, the IRA
trustee must file quarterly estimated tax re-
turns on Form 990-W. Finally, some states
have an equivalent to the federal UBTI tax.

The last significant point to make on
UBTTI is that the retirement plan gets no basis
in the earnings subject to unrelated business
income tax. In other words, if over a number
of years an investment in an IRA generates
UBTI totaling $100,000, those earnings will
ultimately be taxed again when they are dis-
tributed to the IRA grantor from the IRA.
The tax on UBTI amounts to a significant
penalty that makes it difficult for any invest-
ment generating UBTI to be justifiable on an
after-tax basis.

Titling and Possession of Property

It is critical that all IRA investments be reg-
istered or titled in the name of the IRA or a
nominee name for the IRA trustee. In addi-
tion, the IRA trustee must take possession
of the evidence of ownership of that prop-
erty (e.g., stock certificate or legal title).
Frequently, the IRA grantor will be present
at the closing for the purchase of the prop-
erty and will have the property titled in his
or her name. He or she will later tell the
IRA trustee about the transaction and at-
tempt to have the investment booked into
the IRA. This creates a prohibited transac-
tion because the IRA grantor is essentially
selling the investment to his or her IRA. The
proper procedure is for a representative of
the IRA trustee to be present at the closing,
sign the necessary documents, and present a
check drawn from the IRA. Also, when as-
sets are rolled over from a qualified plan or
transferred from another IRA, those assets
must be re-titled in the new IRA trustee’s
name. Failure to take these steps can cause
problems when the IRA grantor wants the



IRA to sell the asset, only to learn that the
IRA trustee never took proper title to the

property.

Liquidity

Compared to the above issues, liquidity is
straightforward. Most unique assets held in
IRAs are illiquid, which makes it difficult to
distribute required minimum distributions
(RMDs) at age 70% and to collect IRA trustee
fees if there are no liquid assets in the ac-
count. With regard to RMDs, if the IRA has
no liquidity, an asset can be distributed as a
taxable distribution that would count toward
the RMD. The unique asset must be valued
at the time of distribution. Distribution of a
partial interest in an asset can cause a pro-
hibited transaction if it leaves the IRA and
the IRA grantor together owning 50 percent
or more of the asset (see “Prohibited Trans-
actions” above). Sometimes a client will
move an IRA’s marketable assets to another
institution that will not accept unique assets,
leaving the IRA trustee with only the unique
assets. This can easily be avoided by commu-
nicating to the client in advance that the IRA
trustee will resign as trustee of the IRA and
the unique asset will be distributed to the
grantor as a taxable distribution if the IRA
grantor does not deliver transfer instructions
for a new IRA trustee or custodian within a
given time frame. Nearly all IRA documents
provide for the resignation of the trustee, but
the terms of that resignation can vary from
document to document (e.g., 30-, 60-, or 90-
day notice), so the trustee must be certain to
follow the resignation provisions of its IRA
document. Because this issue is relatively sim-
ple, it will not be specifically addressed for
each investment type described below, al-
though it can apply to any of them.

Fees

It is appropriate to charge more for adminis-
tering unique IRA assets than for adminis-
tering exchange-traded securities. For exam-
ple, prior to the purchase of real estate for an
IRA (directed by the IRA grantor), the
trustee typically must expend time and effort

to properly inspect the property to ascertain
environmental contamination issues, liability
issues, and the like. On an ongoing basis, the
trustee must pay property taxes and liability
insurance premiums, hire tradesmen to make
repairs, and hire appraisers for annual ap-
praisals, among other duties. The way these
fees are calculated (e.g., market value-based,
based on a specific service, or based on
hours) are at the discretion of the IRA
trustee. However, these fees must be commu-
nicated to the IRA grantor prior to accepting
the unique asset, either when the client ini-
tially signs the IRA agreement, at the time of
purchase of the asset, or both.

IRA trustee’s fees, such as a trust depart-
ment’s “account level” market value fee,
may be billed to the IRA grantor, but the
grantor’s check must be processed outside of
the IRA. If the fee is first charged to the IRA
and then the IRA grantor’s check is de-
posited to the IRA (effectively reimbursing
the IRA), the IRS considers the deposit of the
grantor’s check to be a regular IRA contri-
bution.” Administrative fees deducted from
the IRA balance are not taxable distribu-
tions."” Brokerage commissions may not be
billed to the IRA grantor."

Because this issue is less complex than
many others, it will not be addressed for
each investment type described below.

Does This IRA Investment Make Business
Sense for the Trustee?

The IRA trustee should make a business as-
sessment of each situation and determine
whether allowing the investment is in the
best interest of the trustee from a business
standpoint as well as from a compliance
standpoint. Of course, this decision must be
made in light of the overall relationship with
the IRA grantor. Many times, trust officers
are reluctant to say “no” to a client, even
when that is the right answer for the trustee
(it usually is for the IRA grantor, too, but
they typically cannot see it at the time). Be-
cause this issue is not as complex as the
above issues, it will not be addressed for each
investment type described below.

ABA Trust & Investments e May | June 2006 13

TORY



HOW THESE ISSUES IMPACT SPECIFIC
TYPES OF INVESTMENTS

Real Estate

Real estate tends to be the most labor-inten-
sive asset to administer in an IRA. It requires
two types of specialists: the IRA specialist
who is familiar with the above issues, and the
real estate specialist, who knows how to
oversee real estate purchases and sales, ascer-
tain the necessity of environment audits, and
hire appraisers, among other tasks. An envi-
ronmental audit is not always necessary, but
it takes an experienced real estate profes-
sional to know when one is. The potential li-
ability for the IRA trustee or custodian in this
area is enormous. In spite of the potential
headaches, IRA grantors are more interested
than ever in having their IRAs purchase real
estate. Newspaper and magazine articles al-
luding to massive potential returns without
addressing the expenses and compliance is-
sues that go along with this type of invest-
ment have fed this interest.

e Valuations: Real estate in an IRA must be
valued at every year-end. The valuation
standards described above indicate that
the IRS applies the same valuation stan-
dard as it does for valuing estates. Clients
frequently ask if a real estate tax assess-
ment suffice for market value determina-
tion. The tax-assessed value of property
does not meet IRS standards for valuing
assets in an estate, so it does not appear to
be appropriate for valuing IR As either.”

® Prohibited transactions: Real estate
purchased in an IRA risks qualifying as
a prohibited transaction, which may
not be evident to the IRA trustee prior
to the purchase of the property. As part
of its due diligence prior to the purchase
of real estate, the trustee must ask sev-
eral questions:

¢ Who is selling/buying the property
to/from the IRA? If it’s a disqualified
person, it’s a prohibited transaction.

14 May | June 2006 © ABA Trust & Investments

For instance, if it’s a corporation,
partnership, or trust that is more
than 50 percent owned by the IRA
owner or a family member, it is a
prohibited transaction. If a disquali-
fied person gets some form of per-
sonal benefit or the use of the in-
come from an IRA investment, that
also is a prohibited transaction.

¢ Who will be providing services to the
IRA to manage the unique invest-
ment? If the IRA grantor is a real es-
tate broker or developer, as is often
the case, he or she may not charge a
fee for any services he or she provides
to the IRA (e.g., collecting rent, hiring
repairmen, or lining up a buyer or
seller for the property). To be safe,
the IRA grantor should avoid provid-
ing any services to the IRA, regardless
of whether a fee is charged.

e  Who will be signing the legal docu-
ments at closing? It has to be either
the IRA trustee or its agent. No dis-
qualified person can sign at the
closing.

e Does any party other than the IRA
stand to benefit from the transac-
tion? If the seller of the property is
not a disqualified person, but a dis-
qualified person owns the property
surrounding the real estate in ques-
tion, that disqualified person is
likely to benefit from the transac-
tion, making it probable that the De-
partment of Labor will determine it
is a case of self-dealing in the event it
is caught in an IRS audit.

e Unrelated business taxable income:

e Operation of a business: Real estate
investments are exempt from many
of the UBTI rules, so it can be some-
what complicated to determine
when the UBTI rules apply for real
estate investments and when they
don’t. For example, consider that an
IRA holds rental property, such as a



Limited partnerships (LPs), including hedge funds,

family limited partnerships, and limited liability

corporations (LLCs), are likely the most widely

held unique asset that can raise many of the

compliance issues discussed above.

condominium at the beach. Man-
agement of the condominium
(weekly rentals, cleaning, and re-
pairs) requires active management
of that property. Is the IRA operat-
ing a business? The best approach
for the IRA trustee and the grantor
is to get a letter from the client’s tax
advisor stating whether the activity
in question constitutes UBTL

e Debt-financed property: If the IRA
is using debt leverage to enhance the
returns on the real property, the nor-
mal rules of UBTI apply. As men-
tioned above, UBTI taxes amount to
a significant penalty, which typically
makes the investment not justifiable
from an after-tax return standpoint.

Limited Partnerships

Limited partnerships (LPs), including hedge
funds, family limited partnerships, and lim-
ited liability corporations (LLCs), are likely
the most widely held unique asset that can
raise many of the compliance issues dis-
cussed above. Most domestic hedge funds,
all family limited partnerships (FLPs), and
many small businesses fall into this cate-
gory. They each have their own issues,
which will be addressed below. It is not
within the scope of this article to address the
specific tax benefits (if any) and valuation
risks of FLPs. The reader should at least be
aware that the IRS does not look fondly on
FLPs and it seems to have gained some trac-
tion in tax courts since the Strangi case.'s

®  Valuation: Publicly traded limited part-
nerships are generally exchange traded,
so a year-end market value can be ob-
tained easily (their value is typically ob-
tained from the same daily download as
exchange-traded stocks and bonds). Pri-

vate placement limited partnerships are
much more of a challenge to value, so a
valuation service typically must be hired
to provide year-end valuations. The
price for this service can vary from a few
hundred dollars to thousands of dollars,
depending on the complexity of the part-
nership and its holdings. In some cases,
general partners will employ a valuation
service and provide the year-end value to
the LP holders. If the valuation is by a
reputable service, this should be accept-
able to the IRS. However, if it’s just the
general partner’s estimate of the value of
the LP, this would likely not be accept-
able to the IRS.

Prohibited Transactions: The standard
prohibited transaction rules apply to
limited partnerships. The investment
must be scrutinized prior to purchase to
verify that the transaction is not with a
disqualified person and does not consti-
tute self-dealing. FLPs deserve special
scrutiny in this area because they involve
the IRAs purchasing an interest in a
partnership that is entirely owned by the
IRA grantor’s family members. Many at-
torneys rely on Swanson v. Commiis-
sioner” to establish that buying an FLP
is not a prohibited transaction. If the
IRA trustee is inclined to allow an IRA
to purchase an interest in an FLP, it is
strongly recommended that the IRA
grantor or the IRA trustee obtain a writ-
ten opinion from the attorney stating
that the transaction is not prohibited
under Code Sections 4975 and 408.
Unrelated business taxable income: Lim-
ited partnerships are likely the most com-
mon source of UBTI for IRAs because
they are so widely held (by trust depart-
ments and brokerage firms) and because
they are typically leveraged. Debt lever-
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age causes problems for domestic hedge
funds held in IRAs. Most domestic hedge
funds are highly leveraged and are struc-
tured as limited partnerships. For this
reason, IRAs (and retirement plans in
general) typically must buy offshore
hedge funds, which are structured as cor-
porations, thus negating the UBTT issue.
Fortunately, most hedge fund providers
have both domestic and offshore versions
of every fund style they offer. As men-
tioned earlier, if an IRA has more than
$1,000 in UBTI, the IRA trustee or cus-
todian is required to file IRS Form 990-T
and pay taxes on the UBTL.

Closely Held Securities

Closely held securities present both valuation
and prohibited-transaction concerns. By def-
inition, these companies are not widely held
and there is no ready market for them. It’s
even questionable in many instances whether
a recent trade outside of the IRA might es-
tablish a fair market value for the security be-
cause the transaction may have been con-
ducted under special circumstances between
family members. Therefore, an appraisal of
the security must be done at every year-end
and at the time of distribution from the IRA.
Prohibited transactions are of great concern
because many closely held securities are held
entirely by members of the same family.
UBTI is not an issue here because the closely
held company is structured as a corporation
rather than a limited partnership.

S Corporations

S corporations may not be held by IRAs. The
problem lies with the IRS requirements for S
corporations and not with the IRA rules." If
an IRA purchases shares of an S corporation,
the corporation loses its special tax status,
which impacts @/ of the corporation’s share-
holders. Rectifying the situation after it has
occurred is complicated and requires the in-
volvement of a tax attorney or CPA who is
knowledgeable in this area. Special proce-
dures apply to rollovers from ESOP plans
where the employer is an S corporation.” In
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this case, the ESOP plan administrator must
be closely involved with the rollover process
to make certain the corporation’s tax status
is not endangered.

Notes and Morigages

The primary area of concern with notes and
mortgages held in IRAs is prohibited transac-
tions. The IRA cannot purchase the note or
mortgage of any disqualified person (IRA
grantor, family members, etc.) and it cannot
engage in self-dealing with a disqualified per-
son. The IRA trustee must determine in ad-
vance whether it is willing to be responsible
for processing monthly payments of principal
and interest, paying liability insurance premi-
ums and real estate taxes, and informing the
IRA grantor when note payments are late.
The alternative would be to assign these tasks
to an outside agent who would be paid from
the IRA or draw fees from the payments as
they are processed. Also, is the trustee willing
to take possession of the collateral on the
note or mortgage if it goes into default? Will
an environmental audit be required prior to
accepting the mortgage, or will it be required
only at the time the mortgage goes into de-
fault? With regard to valuations, many insti-
tutions take the position that the principal
balance on the note or mortgage should be
acceptable to the IRS as fair market value. It
appears this is a reasonable position as long
as payments on the note or mortgage are cur-
rent; however, the trustee should obtain its
own guidance on this matter.

Probibited Investments

IRAs are prohibited from investing in life in-
surance and certain collectibles,” such as art-
work and collectible automobiles. Certain
coins and bullion are exempt from this pro-
hibition,” but they must be in the possession
of the IRA trustee. Also, new loopholes are
constantly being discovered in the tax law,
such as Roth conversion transactions involv-
ing annuities with high short-term surrender
charges that temporarily show a low value
for income tax purposes at conversion.
Many of these loopholes are being closed by



legislation or tax court cases shortly after
they are discovered. It is up to the trustee to
determine whether it will accept a question-
able transaction that could become prohib-
ited in the future.

CONCLUSION

This article has addressed the six primary
areas of concern for IRAs holding unique
assets:

year-end valuation

prohibited transactions

unrelated business taxable income
liquidity

fees

whether the investment makes business
sense for the IRA trustee

If an IR A trustee is going to accept even
one unique asset, it must have clearly estab-
lished policies and guidelines, as well as
knowledgeable specialists in this field. Al-
though real estate is the current hot topic in
this area, many trust departments hold
other types of unique assets in their IRAs.
For an institution to ignore any of the issues
addressed here may invite legal and compli-
ance problems.

John N. Singletary Jr., CISP, CRSP, CFP, is vice
president and IRA product manager at BB&T
Wealth Management, where he has served since
2002. He has served 12 years as a retirement
plan administrator and seven years as a personal
trust administrator during his career. He earned a
Certified Financial Planner designation from the
College for Financial Planning in 1991, and Certi-
fied Retirement Services Professional (1996) and
Certified IRA Services Professional (2000) desig-
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as modified by Revenue Ruling 65-193, 1965-2 C.B. 370.
SIRC 408(e)(2)(a), IRC 4975.

¢ Reorganization Plan #4 of 1976, IRS Announcement 79-6,
Cumulative Bulletin 1979-1, C.B. 480.
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1993.
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nations from the ABA’s Institute of Certified
Bankers. In 2003, Mr. Singletary was appointed
to the Certified IRA Services Professional Advi-
sory Board. As an industry authority, he has spo-
ken at the ABA Trust School and other industry
events. He earned a bachelor’s degree in busi-
ness administration from Trinity University and
an MBA from Louisiana State University. Reach
him by telephone at (919) 716-9436 or via e-mail
at jnsingletary@bbandt.com.
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