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Perhaps even stranger, self−directed 
IRAs can mean both of these situations: 
(1) an IRA custodied by a large bank or 
brokerage firm, e.g., Charles Schwab, 
Fidelity, etc., that allows the IRA’s 
accountholder to direct investments 
(whether unilaterally or with the assis−
tance of a wealth advisor) but often only 
into publicly traded assets; or (2) an IRA 
custodied by a specialized trust company 
that allows the IRA to invest in virtually 
any type of asset but mostly alternative 
assets, e.g., real estate, fractional inter−
ests in partnerships and limited liability 
companies (LLCs), closely held corpora−
tions, cryptocurrency, etc. 

This second category of self−directed 
IRAs, however, typically is what clients 
are referring to when they say, “I’m  
thinking about setting up a self−directed 
IRA.” What they really mean is, “My IRA 
broker won’t allow me to buy the asset  
I want to buy, so I’m finding an IRA 
custodian that will.” Therein lies the 
reason this second category of self−
directed IRAs exists in the first place, 
i.e., the large brokerage firms have 
chosen not to hold most alternative 
assets. This has created an ecosystem of 
companies that are holding self−directed 
IRAs but that also take a hands−off 
approach. This results in clients floating 
around with little awareness of the poten−
tial and peril within the ecosystem. 

Again, it’s important for wealth advisors 
to understand the landscape of self−
directed IRAs, because this knowledge 
equips advisors for both casual and tech−
nical conversations with clients about 
retirement accounts. This knowledge 
also can help identify tremendous 

longer the term has been used, the more 
convoluted it has become. Does it refer 
to IRAs that are under the unilateral 
control of the IRA’s accountholder? Does 
it mean that the IRA is holding some 
sort of strange and mysterious asset? 
Does it refer to the type of IRA custo−
dian involved, the investments, or some−
thing else? The unsatisfactory answer to 
all of those questions is: Yes and no. 

On a basic level, the reason for all of the 
confusion likely stems from the fact that 
the term “self−directed IRA” combines 
two extremely different concepts, one  
of which is inherently vague and the 
other meticulously defined. First, “self−
directed” is a general term that normally 
just refers to control. Second, “IRA” is a 
tax−favored retirement account savings 
vehicle that is defined by a specific set  
of rules, e.g., Internal Revenue Code 
Section 408. In reality, because an IRA 
is an individual retirement plan, not an 
employer plan, the IRA’s accountholder 
always maintains some level of auton−
omy and control over an IRA. 

The term “self−directed IRA” also does 
not appear in the federal tax laws that 
govern retirement accounts. There is  
no manual that solves the riddle of that 
particular set of words or explains why 
that phrase is even used. The Internal 
Revenue Service (IRS) doesn’t look  
at a retirement account and declare, 
“That’s a self−directed IRA, so the  
XYZ set of rules applies.” Instead, the 
IRS applies various legal principles to  
all IRAs equally. It’s just that some IRAs, 
i.e., IRAs that hold alternative assets, 
happen to be exposed to more of those 
legal principles.

During the past 20 years, the 
marketplace for self−directed 
individual retirement accounts 

(IRAs) has grown rapidly, matured only 
slightly, but remains the wild west.  
How do I know this? I have lived it—
alongside my clients who invest some 
or all of their retirement dollars into 
alternative assets on a daily basis. For a 
wealth advisor, are self−directed IRAs to 
be feared? Should you always tell clients 
to avoid these structures? The answer, 
well, is complicated. 

In the right context, the appeal of a self−
directed IRA is tremendous—but the 
potential downsides are just as frighten−
ing. Many wealth advisors are hesitant 
to consider off−platform solutions for a 
client’s investment needs, but this only 
makes it more critical for advisors to 
have a general understanding of the 
self−directed IRA landscape. After all, 
many clients choose not to move assets 
under management to an alternative 
platform if they understand the complex−
ities and potential downsides of the 
approach. In other words, an educated 
client likely will not shift assets to a  
self−directed IRA, so an advisor being 
entirely naïve to self−directed IRAs is 
not actually in the advisor’s best interest. 
Also, in many cases, clients want to use 
only a small fraction of their retirement 
assets to make these sorts of alternative 
investments, so an advisor flatly reject−
ing the idea can leave the client feeling 
alienated and upset.

WHAT IS A SELF-DIRECTED 
IRA ANYWAY?
Let’s start with a basic question: What is 
a self−directed IRA? It seems that the 
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PERIL 2: WORST CASE 
SCENARIO—WIPE OUT!
It’s certainly possible for a self−directed 
IRA to contain an asset that becomes 
entirely worthless. In my experience,  
the likelihood of this occurring is directly 
related to the type of asset involved.  
For example, if a self−directed IRA 
makes a loan to an individual or a busi−
ness and the loan is unsecured, the risk 
of complete loss is real. Investments  
in start−up businesses also are known  
for being subject to potential wipe outs  
if the business does not catch on or fails 
to raise additional capital. On the other 
hand, if a self−directed IRA holds all  
or part of an interest in a piece of real 
estate, e.g., rental property, vacant  
land, etc., the risk of a complete loss  
is minuscule. 

Interestingly, from a psychological 
perspective, when a client’s self−directed 
IRA investment goes sour, the client 
doesn’t tend to be angry. Rather, 
because the client had control and made 
the investment with full knowledge of 
the risk, the client is understanding 
(albeit with a dash of disappointment). 
This phenomenon always has been curi−
ous to me, and perhaps it’s because 
many self−directed IRA investors fear a 
lack of control, e.g., stock market fluctu−
ations, more than they fear making a 
bad decision.

POTENTIAL 3: OUTSIZED 
RETURNS
Investment returns within self−directed 
IRAs can be large. The story of Peter 
Thiel, the co−founder of PayPal and  
an early investor in Facebook, turning 
$1,700 within his self−directed Roth IRA 
into $5 billion has been well docu−
mented. The potential for outsized 
returns is extreme within a self−directed 
IRA, based on many alternative assets 
being inherently volatile. However, 
clients with significant financial means 
outside of their IRAs find a “shoot for 
the moon” mentality to be attractive, 
even if their self−directed IRAs hold a 
relatively small percentage of their over−
all net worth.  

traded assets, advisors use their own 
specialized knowledge and tools to find 
a good mix between growth and risk. In 
the world of self−directed IRAs, person−
alized knowledge also is critical, but that 
knowledge usually comes from the 
client, not the wealth advisor. In other 
words, the potential for significant 
growth is based on capturing opportuni−
ties that few individuals know about.

Based on my experience counseling 
hundreds of self−directed IRA investors, 
outsized returns almost always stem 
from a client’s understanding about 
which assets are undervalued and which 
assets have much more long−term 
growth potential than other people  
realize. This personal knowledge typi−
cally stems from the client’s personal 
education, employment background,  
or history with investing personal 
(non−retirement) funds. A client might 
have a background and expertise in all 
kinds of different assets. Firsthand 
examples that I have seen in practice 
include raw land purchases along the 
growth boundary of a specific city, 
distressed debt instruments in Puerto 
Rico, a biotechnology start−up working 
on an emerging cancer treatment, sports 
franchises, and a new blockchain tech−
nology. These examples may sound 
obscure, but that’s because clients tend 
to want to use their IRAs to take advan−
tage of their own specialized knowledge. 
It also makes sense because oftentimes 
the client’s individual knowledge is able 
to “buy value” based on unique facts that 
few other people are aware of.

opportunities. An overall awareness of 
self−directed IRA legal and tax princi−
ples also can help advisors warn clients 
about the potential landmines that exist 
in the self−directed IRA arena. 

With this in mind, let’s review the 
“potentials” (positives) and “perils” 
(negatives) that advisors should be 
aware of with regard to self−directed 
IRAs that hold alternative assets.

POTENTIAL 1: FLEXIBILITY 
(WITH CAVEATS)
Investments within self−directed IRAs 
frequently include real estate and closely 
held business entities, but almost any 
type of investment theoretically is possi−
ble. Anything other than life insurance 
and collectibles, e.g., artwork, wine, 
sports cards, etc., can be held in a self−
directed IRA. This is why when my 
clients ask, “Can I do XYZ with my IRA?” 
my initial response is almost always, 
“Yes.” However, clients quickly learn that 
the seemingly endless investment possi−
bilities become significantly narrowed  
by the federal tax laws that govern IRAs.

PERIL 1: IRS SCRUTINY
Although the IRS is an omnipresent 
force that no one wants to deal with, the 
reality is that “normal” IRAs, i.e., IRA 
accounts custodied at large brokerage 
firms that hold only publicly traded 
assets, have little chance of raising IRS 
scrutiny—outside of the possibility that  
a client takes too little of their required 
minimum distributions (RMDs). 
However, in the self−directed IRA space, 
the threat of IRS scrutiny is plausible. 
This is not based on the IRS regularly 
auditing self−directed IRAs, because 
historically it does not. It is based on the 
fact that little−known tax laws can arise 
within self−directed IRAs because of the 
nature of alternative assets.

POTENTIAL 2: PERSONALIZED 
KNOWLEDGE
As wealth advisors are well aware, asset 
growth typically is based on careful plan−
ning and intelligent decision−making, 
not dumb luck. In the case of publicly 

This phenomenon always has 
been curious to me, and 
perhaps it’s because many 
self−directed IRA investors 
fear a lack of control, e.g., 
stock market fluctuations, 
more than they fear making 
a bad decision.
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POTENTIAL 4: CONTROL
As noted above, “control” is a major 
element of self−directed IRAs. However, 
one potential concern that some clients 
have is that the trust companies that 
hold custody of self−directed IRAs are 
not well−known brands, and thus clients 
are suspicious of whether the trust 
company will do something malicious. 
What if the self−directed IRA custodian 
goes out of business? What if the custo−
dian does something fraudulent? These 
questions certainly are understandable, 
which is why clients often ask about how 
they can minimize these risks. 

Another element of control is how the 
investments within the self−directed IRA 
are managed on a day−to−day basis and 
how the IRA custodian is involved in 
that process. For example, if the self−
directed IRA directly invests in an asset, 
the custodian is inherently involved 
when new investments are made, 
income is collected, and expenses are 
paid. The typical sequence of events in 
this situation is: (1) An IRA’s account−
holder requests an investment; (2) the 
custodian examines the investment 
paperwork and generally does light 
vetting of the investment to make sure 
no obvious prohibited transactions are 
present; (3) the custodian moves the 
funds; (4) the IRA’s name is placed on 
the title of the asset; (5) the custodian 
must pay expenses associated with the 
investment (per the accountholder’s 
request) and collect income from the 
investment going forward. This can be a 
cumbersome process, both initially and 
over the long term. 

One popular method to solve this  
lack−of−control problem is to form an 
IRA−owned LLC. This structure involves 
investing the vast majority of the self−
directed IRA’s cash into a newly formed 
LLC. Thereafter, the IRA is the sole 
owner (member) of the LLC, i.e., the 
custodian lists the LLC as an asset of the 
IRA on its books. But because the LLC is 
a “manager−managed” LLC under state 
law, the LLC is managed by the IRA’s 

The public policy behind the prohibited 
transaction rules is easy to understand. 
If Congress was going to give IRAs 
special tax treatment, e.g., tax−free 
growth, it needed to make sure that 
IRAs were not used to either directly 
or indirectly: (1) remove assets out of  
the IRA without paying taxes, e.g., the 
IRA’s accountholder buys a property 
from the IRA for a below market price; 
or (2) insert value into the IRA that  
did not qualify as a standard annual 
contribution, e.g., the IRA buys a prop−
erty from the IRA’s accountholder at  
a below market price. Congress clearly 
had an inherent skepticism that if the 
IRA was allowed to financially interact 
with the IRA’s accountholder or other 
family members that “funny business” 
could occur. 

The legal consequence of a prohibited 
transaction is that the IRA ceases to 
exist as of January 1 in the year in which 
the first prohibited transaction occurred. 
In other words, the IRA is treated as 
distributing all of its assets to the IRA’s 
accountholder retroactively. The tax 
consequences of this distribution can be 
financially catastrophic. For example, 
imagine an IRA that is worth $1 million 
dollars in 2024, but committed a prohib−
ited transaction in 2019 when it was 
worth $800,000. The $800,000 of value 
would be retroactively included in the 
IRA accountholder’s personal income in 
2019—resulting in a huge tax bill (that 
was never paid), penalties, and interest. 
Plus, presumably the $200,000 of 
growth in the interim period would have 
otherwise resulted in yearly tax conse−
quences if the assets would have been  
in the IRA accountholder’s individual 
name, which is how they would be 
treated as a result of the retroactive 
distribution. Thus, every tax year after 
2019 also would be incorrect, resulting 
in additional tax, penalties, interest, etc. 
Note also the statute of limitations that 
limits the length of time that the IRS can 
look back to prior years generally is 
going to be either six years or unlimited 
in a prohibited transaction situation.

The long−term power of juicing up 
investment returns is particularly  
attractive within a Roth IRA, especially 
compared to a pre−tax traditional IRA. 
Many clients that are high earners don’t 
envision ever being in a lower tax 
bracket, and thus simply deferring tax 
with a pre−tax IRA and facing the propo−
sition of significant tax on IRA distribu−
tions in later years is not attractive. On 
the other hand, if a self−directed Roth 
IRA can be grown to a significant size 
using outsized returns from alternatives, 
the long−term benefit is about as good 
as it gets in the tax world, i.e., tax−free 
distributions during retirement years,  
no RMD (which allows the Roth IRA to 
grow even larger), and no income tax 
burden for the next generation upon 
death. 

PERIL 3: PROHIBITED 
TRANSACTIONS
From a legal perspective, the worst−case 
scenario for a self−directed IRA is if a 
prohibited transaction occurs. The 
prohibited transaction rules are 
described in Internal Revenue Code 
Section 4975. In short, a prohibited 
transaction occurs if the self−directed 
IRA (or IRA−owned LLC) financially 
interacts with or benefits a “disqualified 
person.” The definition of disqualified 
person includes the IRA’s accountholder; 
the accountholder’s spouse and anyone 
in the accountholder’s bloodline; busi−
ness entities that are individually owned 
50 percent or more by the account−
holder; and certain business partners  
in disqualified entities.

Congress clearly had an 
inherent skepticism that  
if the IRA was allowed to 
financially interact with the 
IRA’s accountholder or other 
family members that “funny 
business” could occur. 
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For example, what if the self−directed 
IRA holds ownership of a small business 
that does not provide regular valua−
tions? What if the IRA holds real estate, 
but the values given by online resources 
(and even county assessors) seem 
uncertain and wildly inaccurate?

The risk in these situations is that the 
client will take an RMD based on the 
value of all pre−tax IRAs at year−end, but 
the value will be too low due to the alter−
native assets within the self−directed IRA 
being undervalued. In this situation, it’s 
recommended that the client get as firm 
of a valuation as possible but also take a 
larger distribution than necessary, in 
order to defend against a potential IRS 
argument that the total pre−tax IRA 
values were too low.

CONCLUSION
The potentials and perils discussed 
above are certainly not the only quirks 
that apply to self−directed IRAs that 
hold alternative investments, but they 
are examples of how self−directed  
IRAs can be both a glorious tool and  
a tax minefield. It’s important for clients 
who are considering a self−directed  
IRA to seek out as much education  
on these topics as possible before 
moving forward. 

Warren L. Baker, JD, LLM (taxation), is  
the co−founder and managing partner  
of Fairview Law Group, PS. In addition  
to counseling individual clients across  
the country, he is a regular commentator  
and contributor to leading publications  
in the area of self−directed IRAs. Contact  
him at warren@fairviewlawgroup.com. 
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like the IRA is doing it as well (albeit to a 
fractional extent). At the end of each tax 
year, the IRA will be issued a Schedule 
K−1 tax form, which will list a fractional 
allocation of the partnership’s gains and 
losses. At that point, if the partnership’s 
accountants have determined that the 
partnership earned “ordinary business 
income” or passive income, e.g., capital 
gains, rental from real property, interest, 
etc., that is debt−financed, the IRA’s K−1 
will list a UBTI calculation. If more than 
$1,000 of UBTI is earned in any tax year, 
the IRA must file its own tax return (IRS 
Form 990−T) and pay tax. This can be 
quite a shock to clients who are unaware 
of this concept.

POTENTIAL 5: ROTH CONVERSIONS
The conversion of pre−tax IRA funds to a 
Roth IRA generally is straightforward—
cash or publicly traded assets with a 
readily available value are shifted from a 
pre−tax IRA to a Roth IRA. In that situa−
tion, the amount of the conversion is clear. 
However, in a self−directed IRA, if one 
or more of the assets being converted is 
illiquid, e.g., private equity, real estate, 
etc., there is an opportunity to execute a 
Roth conversion using an appraisal of 
the alternative asset. This can be risky, 
depending on the circumstances and the 
confidence in the appraisal. But in the 
right situation, a Roth conversion at an 
appraised value (preferably one as low  
as possible) can be beneficial. This in 
particular is valuable when the alterna−
tive asset is undervalued based on market 
conditions that likely are to turn upward 
in the near future.

PERIL 5: REQUIRED MINIMUM 
DISTRIBUTIONS
Self−directed IRAs can make dealing 
with issues related to RMDs more chal−
lenging. RMDs do not apply to Roth 
IRAs during the accountholder’s life−
time, but for pre−tax IRAs, RMDs 
currently kick in at age 73. Clients who 
are subject to RMDs and who have a 
pre−tax self−directed IRA must ask  
a unique question: “What is the IRA 
worth on December 31 of each year?” 

accountholder individually. This is done 
using a basic business checking account 
in the name of the LLC to manage all 
inflows and outflows going forward. 
Using this method, the client is able to 
maintain maximum control over the 
IRA−owned LLC’s investments. But with 
control comes responsibility to comply 
with the federal tax laws, e.g., prohibited 
transactions as well as an awareness of if 
and when the IRA can owe taxes.

PERIL 4: UNRELATED 
BUSINESS TAXABLE INCOME 
A common misconception is that invest−
ments always grow tax−free within an 
IRA. However, tax−free growth is granted 
by the tax code for only certain types of 
income, which happen to be the type  
of income that generally results from 
publicly traded investments, e.g., divi−
dends, interest, capital gain from the sale 
of stock—in short, passive income. This is 
why IRAs held by large brokerage firms 
almost never face tax consequences.

Unfortunately for some unsuspecting 
clients, alternative investments within 
self−directed IRAs can generate income 
that is not tax exempt. For example, if  
an IRA earns income from an “operating 
business,” the income can be taxable 
under the unrelated business taxable 
income (UBTI) rules of Internal Revenue 
Code Section 512. Also, even if the 
income is not from an operating busi−
ness, if the income is resulting from  
debt financing, i.e., the investment is 
leveraged, either directly by the IRA or 
via ownership in a flow−through entity, 
the income can be partially taxable to 
the IRA under a concept called unrelated 
debt financed income (UDFI) under 
Internal Revenue Code Section 514.

A classic example of how this UBTI or 
UDFI situation can arise is if the IRA 
invests into another entity that is taxed 
as a partnership, e.g., a multi−member 
LLC or limited partnership. In that case, 
it might appear that the IRA’s invest−
ment is passive, but, for tax purposes, 
anything the partnership does is just  

If more than $1,000 of UBTI 
is earned in any tax year,  
the IRA must file its own  
tax return and pay tax.
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