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Seven (or Fewer) Steps to Less 
Tax with a Real Estate IRA  

A TaxLoopholes™ Publication 
By Diane Kennedy, CPA/Tax Strategist 

 
 
Introduction 

 
We had an overwhelming response to the quick summary of action steps in 

February’s Special Report, Five Leveraged Steps to Grow Your Pension Faster. Most 
of you wanted to see more detail on how to put a strategy in place that would use 
wealth-building tips for investing with tax-deferred and tax-free money. 

 
Remember, if you want to see two new Special Reports 30 days ahead of 

everyone else, then join the First Class Lounge today! Even better, you’ll receive 
those two new Special Reports as part of the First Class Lounge for FREE! For less 
than $10 per month, you’ll receive both Special Reports plus be able to view the 
weekly online video course, Discussions with Diane, where I answer your questions 
and provide further details and information on tax loopholes and tax strategies. 

 
First, let’s examine why a RE IRA might work for you. Consider one of these 

plans if: 
 

1. You have (or want to get) experience investing in real estate; 
 
2. You have funds in an IRA now, or you can get funds into an IRA; 
 
3. You want to pay less tax on real estate proceeds; 
 
4. You want to maximize your funds at retirement; and 
 

http://www.taxloopholes.com/index.php?s=benefits
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5. You are prepared to follow more strict recordkeeping requirements and 
procedures. 

 
If you’re not prepared to commit to each one of these five prerequisites, do 

yourself a big favor – don’t follow these plans. This is especially true of #5 above – 
you (or your employees and advisors) will need to follow stricter recordkeeping and 
procedures. Is it worth it? Well, let’s recap what the results showed between three 
plans in Special Report #2 in the IRA Investment Series. 

 
Investment Term Plan A 

(After Tax) 
 

Plan B 
(Tax-Deferred) 

Plan C 
(Tax-Free) 

5 Years $  62,227 $  95,270 $148,983 

10 Years $  86,048 $142,439 $245,123 

15 Years $118,989 $220,049 $403,302 

20 years $164,540 $347,741 $663,557 

 
These numbers are real, in your pocket, cash.  
 
Our example was based on three actual deals that were done. Nothing changed 

except how much and when the tax was paid. So, is it worth more paperwork to 
more than double your money? Only you can answer that question. 

 
Two Tax Loopholes Plans 

 
Following are two different loophole plans for investing in real estate. In both 

cases, we recommend that you form an LLC (limited liability company) with an 
experienced formation expert.  

 
The difference between the two is that under the RE IRA LLC some tax may be 

due or deferred. Under the RE Tax-Free LLC Plan, there is no tax due. However, 
there are more paperwork and additional requirements needed to qualify for the RE 
Tax-Free LLC Plan.  
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Real Estate IRA Limited Liability Company (RE IRA LLC) – Step by Step 
 

Step 1: Roll your current pensions into a self-directed plan, using one of our 
recommended custodians. 
 
If you currently have an IRA, this step could be as simple as changing 
custodians for your IRA. Check out the custodian to make sure they allow, 
and are familiar with, real estate transactions. Although the law allows 
real estate investing, not all custodians will. In fact, you might notice that 
the custodians most used for IRA rollovers (brokerage houses) generally 
only allow investments in things they can sell and for which they receive a 
commission.  
 
There will be some paperwork involved in this first step. There are also 
some costs to do it. But, shop around to get an estimate of the cost. I’ve 
seen custodians charge anything from $350 to $3500 for exactly the same 
amount of work.  
 
Although it’s called a self-directed plan, this is not a “do it yourself” 
pension plan. The plan must be approved by the IRS first so that it can be 
either tax-deferred or tax exempt. That’s why you need a custodian. A 
custodian will have already received approval for their plans. They will file 
the required tax returns and provide all other required administrative 
functions for the plan itself. It’s up to you to make the investments. That’s 
the part that is self-directed. 
 
Most IRA custodians are familiar with the special investment rules for 
IRAs, and they’ll hopefully tell you if and when they see you about to 
commit a violation. You as a self-directed IRA owner are solely responsible 
for avoiding a prohibited transaction. However, good custodians will try to 
offer their input if they see the potential for a prohibited transaction. In 
the final analysis, it’s you’re responsibility, though. Seek the counsel of a 
qualified attorney and CPA to avoid potential problems. 

 
Step 2: Form a RE IRA LLC to handle the administration 

 
It’s not required under the IRS Code to operate in an LLC. However, I 
strongly recommend that you use an LLC for the administration of the IRA 
funds. It makes it much easier to actually do business. 
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A limited liability company (LLC) is a form of business structure. The owner 
of an LLC is called a member and the ownership interest is called a 
membership unit. 
  
LLCs are our favorite entities for holding real estate. Here are some of the 
reasons we love them: 
 

1 They are pass-through entities, so profits and losses pass 
through them to the owners on a pre-tax basis; 

 
2 They provide a “limit to liability” as no member is liable for the 

debts of the LLC and the member’s liability is limited to the 
amount of their investment in the LLC; 

 
3 LLCs have more flexibility than similar “S” corporations; 
 
4 Dividends are not taxed twice as with “C” corporations; 
 
5 With the exceptions of the District of Columbia and 

Massachusetts, there is no limit or minimum number of 
investors; 

 
6 Unlike “S” corporations, you can have individuals and other 

entities (INCLUDING an IRA!) as members; 
 
7 They offer flexibility in the distribution of profits and losses 

unlike “C” corporations; and 
 
8 In case of distribution, the assets will transfer out of the LLC at 

basis, not at fair market value as with an S Corporation.  
 
LLCs have been in all states for over six years now. They can be formed 
quickly and inexpensively, and are not taxed as entities in most states. It is 
important to be sure that the LLC operating agreement contains the 
language necessary for the LLC to receive pass-through tax status like a 
partnership, and for that reason alone, the operating agreement should be 
formulated by someone familiar with the state and federal law regarding 
LLCs. You also need to ensure that the language of the LLC takes into 
account the special IRA provisions to ensure you don’t accidentally 
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invalidate your entire IRA. Again, don’t try this by yourself. Get someone 
who is experienced with IRAs and LLCs to help you set up the RE IRA LLC 
correctly.  
 

Why would you want to form an LLC?  
 
Here’s our Top Five Reasons to Form an LLC for your IRA: 
 

1 You plan to invest your IRA in real estate and want to pay less 
tax; 

 
2 You want to simplify the investment process for your IRA; 
 
3 You want flexibility in the number and type of potential 

members, including individuals, other corporations, trusts, 
pensions, IRAs, and foreigners; 

 
4 You are concerned with having “checkbook control” when 

buying investments within the LLC; and 
 
5 You are interested in limiting the exposure to liability claims to 

the amount of your investment. 
 
Of course, there are some downsides, the biggest of which is the extra 
administration involved with an LLC. You now have one more entity you 
need to track. You need to set up the LLC (and there is a cost to that), and 
you need to maintain it (and there is a cost to that).  
 
The biggest benefit, in my opinion, is the ease with which you can now 
invest your IRA funds. That’s critical if a deal is hot. You need to be able to 
move fast. An LLC will help you do it. 
 
When your RE IRA LLC later buys real estate, the assets will be purchased 
in the name of the LLC and not the IRA. It’s the same principle as if your 
IRA is a stockholder in Amazon. The Amazon stockholder owns shares but 
does not participate in Amazon’s business affairs. Still, the stockholder 
shares in the business’s success through stock appreciation and dividends. 
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The same is true when an IRA is a member in an LLC. It does not 
participate in the affairs of the LLC, once the initial funding is completed. 
Like the IRA that invests in Amazon, it will share in the profits and losses 
of the LLC that are passed along to it and any other members. 
 

Who Can Own the RE IRA LLC? 
 
An IRA cannot invest in an LLC in which the IRA owner and/or any other 
“disqualified persons” already own 50 percent or more. In other words, 
you can’t go 50/50 into an LLC with your IRA. Now, let’s look at who the 
disqualified persons would be. 
 
Disqualified persons include: 
 

• The IRA owner; 
 

• The spouse of the IRA owner; and 
 

• The IRA owner’s descendants, ascendants and spouses of 
descendants. 

 
For example, if you, your spouse and kids have an existing LLC in which 
you are the only owners (e.g. 100 percent ownership by disqualified 
persons), then your IRA cannot invest in that LLC. You could, however, 
create a new LLC and have both your IRA and the existing LLC invest in it 
together at the beginning. 
 

IRS Notice 2004-8 
 
A new notice from the IRS issued in early 2004, called “Notice 2004-8,” 
gave us some specific guides for investing with a Roth IRA. Although it 
specifies the Roth IRA, the rules appear to also apply to all IRAs and 
investments. Specifically, this notice sets out guidelines related to avoiding 
a penalty associated with a prohibited transaction involving a Roth IRA. 
Essentially, what Notice 2004-8 says is that any Roth IRA owner that has a 
“controlling” interest in an entity (e.g. an LLC), has to avoid a transaction 
between that entity and any disqualified person. In addition, even if the 
IRA owner doesn’t have a “controlling” interest in the entity, certain 
transactions, that are not necessarily prohibited, still have to be "listed" 
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(e.g., filed) with the IRS. Failure to do so can result in a non-negotiable 
penalty of up to $100,000. (And, because it’s a non-negotiable penalty the 
IRS doesn’t have the authority to waive the penalty – even if you made an 
honest mistake or were misled by the advice of others! This means that 
prohibited transactions must be avoided.) 
 
Let’s assume that your Roth IRA owns a part of an entity. It could own 
part of that entity with you or without you. If you are the managing 
member or officer of that entity, or if the operating agreement or by-laws 
of that entity stipulates that you alone can make decisions for the entity 
(hence, “control” the entity), and the entity conducts a transaction 
between itself and a disqualified person such as your wife, or another 
entity that you own, you could be considered creating a prohibited 
transaction. This is true even though you are not violating the letter of the 
rules of any existing IRA prohibited transaction provision. 
 
Again, to be clear, this issue occurs only when you have one entity owned 
(all or in part) by an IRA doing business with another entity that is 
controlled by a disqualified person for the IRA.  
 
Let’s go through a couple of scenarios to illustrate how Notice 2004-8 
works in real life. In each case, we’ll assume that Fast Money, LLC is 
owned in part by your IRA. Fast Money, LLC provides systems and website 
maintenance to others. 
 
Case #1: You and your partner Bob own an S Corporation as 50/50 
shareholders. Fast Money, LLC can not transact with the S Corporation, 
because you are both a majority owner of the S Corporation and a 
disqualified person as far as the IRA that owns Fast Money, LLC is 
concerned. 
 
Case #2: You and three others own an S Corporation as 25/25/25/25 
owners. This time the S Corporation can do business with Fast Money, 
LLC. You are a minority owner, holding 25 percent of the S Corporation, 
which means you aren’t a disqualified person as far as Fast Money, LLC, is 
concerned.  
 
However, things change quickly in the tax world.  
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The Rollins Case 
 
In November 2004, a tax court case called the “Rollins” case contradicted 
previous case law and Notice 2004-8. The Rollins case ruled that a 
prohibited transaction was created when an entity that was owned 
partially by an IRA made a loan to another entity that was owned (33 
percent or more) by the IRA owner.  
 
Remember: before the Rollins case control was determined as 50 percent 
ownership or more. But now we have a case that says control is 33 
percent or more.  
 
Looking back at our examples with Fast Money, LLC, at this time the 
results wouldn’t change. But until the Rollins case is overturned or Notice 
2004-8 is adjusted to erase the current contradiction, this is going to be a 
tricky area. Current knowledge of the IRS requirements will be crucial to 
make sure your LLC operates the way it should, and it would certainly be 
to your benefit to consult with your IRA Custodian ahead of time. Even 
though your custodian can’t be made liable for any advice they give you 
(in a truly self-directed plan like the Tax-Free IRA LLC you’re on your own), 
a good Custodian can help you by reviewing your proposed transaction 
and pointing out any potential hazards. 
 

Summary 
 
In summary, an LLC can be a good way to take control of your IRA 
investing. But an LLC is not a license to ignore the rules. Be sure to 
maintain a current knowledge of the rules, and to include a competent 
attorney or accountant on your team to help you avoid the potential traps! 
 

Step 3: Get a loan for the property 
 
Remember that the loan will be in the name of your LLC.  
 
Generally speaking, you’ll need to have another person or entity 
guarantee the loan. This will usually be your IRA, which is the owner of 
the LLC. 
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Even though you are the manager of the LLC, you can’t guarantee the loan 
on behalf of the LLC.  
 
Because your IRA is guaranteeing the loan, you’ll need to make sure the 
IRA has sufficient resources to cover unforeseen demands on the property. 
You cannot step in to bail out the IRA with personal money – again, you’ll 
create a prohibited transaction if you try. 
 

Step 4: Sell or Rent the Property 
 
There’s an old Steve Martin joke that answers the question, “How can you 
make a million dollars and not pay taxes? 
 
“Well, first get a million dollars …” 
 
That line always cracks me up, especially when I get to use it. The RE IRA 
LLC is kind of like that. The plan we are presenting here is based on your 
first having and executing a plan that means you will make money. We 
don’t really talk about how you make the money – just the plan for 
minimizing taxes once you do. 
 
So, for now, let’s just assume that you have an investment that makes you 
money. If you’ve used leverage in the purchase of the property, you’ll need 
to deal with Step 5. Otherwise, if you paid cash, you skip this step. (By the 
way, the rest of the Steve Martin joke is, “Then, don’t pay your taxes. 
When they show up and ask why you didn’t pay your taxes, simply say, ‘I 
forgot!’”) 
 
Evading taxes is not a Tax Loopholes strategy. We want you to not only 
remember about your taxes, but plan for them in advance with smart, 
legal tax strategies. That’s the beauty of IRAs and investing. You don’t 
have to pay taxes if you do it right. 
 

Step 5: Pay the Taxes Due to UDFI (unrelated debt-financed income tax) 
 
There are some taxes due with the RE IRA LLC in one case. If you use 
leverage (debt), you’ll have to pay a tax based on the amount of 
acquisition indebtedness. 
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The “acquisition indebtedness” is first determined. Acquisition 
indebtedness is the outstanding amount of principal debt incurred by the 
organization to acquire or improve the property: 
 

1 Before the property was acquired or improved, if the debt was 
incurred because of the acquisition or improvement of the 
property; or 

 
2 After the property was acquired or improved, if the debt was 

incurred because of the acquisition or improvement, and the 
organization could reasonably foresee the need to incur the 
debt at the time the property was acquired or improved. 

 
Now, the average indebtedness for the property is determined. Let’s 
assume that (based on the acquisition price) at the beginning of the year, 
the property has 70 percent acquisition indebtedness. At the end of the 
year, this has been reduced to 68 percent. Average the indebtedness, and 
you find that it is 69 percent for the year. If you ended up selling the 
property at the end of the year and made $100,000 in profit, then 69 
percent (or $69,000) of the gain would be subject to UDFI tax.  
 
This tax will be paid by the pension plan itself, as part of the calculation of 
the tax return for the IRA. 
 

Real Estate Tax-Free Limited Liability Company (RE Tax-Free LLC) – Step by Step 
 
The Real Estate Tax-Free LLC has a couple of additional steps. There are actually 

two different plans: 
 

1 RE Tax-Free LLC – Roth IRA Version (Use this plan if you are paying 
cash and have a Roth IRA already). 

 
2 RE Tax-Free LLC – Solo Roth 401(k) Version (Use this plan if you are 

either using leverage or have not yet been able to qualify for a Roth 
IRA due to your high income). 

 
Let’s start with the qualifications necessary for the RE Tax-Free LLC – Roth IRA 

Version. 
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RE Tax-Free LLC – Roth IRA Version 
 
The RE Tax-Free LLC – Roth IRA Version requires that you have, or can soon 

fund, a Roth IRA. If you can’t do that, chances are your possible Roth contribution 
was limited because your income was either too low or too high.  

 
Roth IRA Contribution Limitations  

 
The basic limit for annual contributions to a Roth IRA (other than rollover 

contributions) is $4,000. This limit may be reduced for any of the following reasons: 
 

• You or your spouse may not have enough income to qualify to contribute 
the full amount 

 
• Your modified adjusted gross income is too large, or 

 
• You made contributions to other plans 

 
On the other hand, it’s possible to increase your contribution: 
 

• You can add $500 ($1,000 beginning in 2006) if you're age 50 or older 
by the end of the year 

 
What Qualifies As Income? 

 
Compensation income includes wages and self-employment income. Alimony 

that is received also counts as compensation income. Compensation income does 
not include passive income, investment income, pension income, or non-taxable 
income. 

 
Contribution Phase-Out Rules  

 
If your income is too high, you can’t make a contribution to a Roth IRA. There is 

a phase-out of the maximum contribution above the following levels: 
 

Single $  95,000 
Married filing jointly $150,000 
Married filing separately (living apart) $  95,000 
Married filing separately, otherwise $           0 
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As your modified AGI rises above those amounts, your contribution amount is 
gradually reduced, or "phased out," and eventually eliminated. 

 
Modified Adjusted Gross Income 

 
Your adjusted gross income is the amount on your tax return before you claim 

the standard deduction, any itemized deductions, or the deduction for personal 
exemptions. Take this number and then subtract any income you report because of 
converting a regular IRA to a Roth IRA. You now have to add back the amount of 
your regular IRA deduction (if any) and certain tax-exempt amounts. 

 
Reduction for Other Contributions 

 
The amount you can contribute to a Roth IRA is also reduced for certain other 

contributions: 
 

• Contributions you make to a regular IRA (other than rollover 
contributions) 

 
• Contributions you make to a 501(c)(18) plan. These are pension plans 

created before June 25, 1959, which are funded entirely with employee 
contributions 

 
Your Roth IRA contribution is not reduced or otherwise affected by any 

contribution you or your employer make to a 401(k) plan or 403(b) plan.  
 
Remember there are two requirements to being able to set up and use the Real 

Estate RE Tax-Free LLC – Roth IRA Version: 
 

1 You have to have a Roth IRA, and 
 
2 You won’t need leverage for the deal. If you do leverage part of the 

property, you’ll pay UDFI on some of the income and gain. 
 
 

RE Tax-Free LLC – Solo Roth 401(k) Version 
 
The Solo Roth 401(k) version has one requirement – you have to be able to set 

up a Solo Roth 401(k). That means you will have to have a business that pays you a 
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salary, and in which only you and/or family members are employees. If you operate 
through a formal business structure, there’s no problem at all – as long as you and 
your family are the only employees. Even if you operate as a sole proprietor or 
receive 1099 income you can still set up a Solo Roth 401(k), but because of the 
personal risks to you and your assets, we never recommend operating without the 
protection of a proper business structure. If you have an existing business with non-
family employees, you may be able to set up a separate business to which you 
upstream income, and set up your Solo Roth 401(k) through that business instead.  

 
Now, it’s up to you. Which plan can you qualify for? If you find that you can’t 

really qualify for either, take a look at the RE IRA LLC. You’ll pay some tax, but the 
gains are still much bigger because you are able to defer the bulk of the tax, and 
that lets the gains build up even bigger, faster. 

 
The steps for the RE Tax-Free LLC – Roth IRA version are similar to the steps for 

the RE IRA: 
 

1 Roll your current Roth IRA into a self-directed Roth IRA.  
 
2 Form a RE Tax-free LLC to handle the administration. The LLC can then 

write the checks directly for the fix-up and maintenance of the 
properties.  

 
3 Buy a property. 
 
4 Sell the property. 

 
That’s it! 
 
If you’re doing the RE Tax-Free LLC – Solo Roth 401(k) Version, there is one 

additional step at the beginning: 
 

1 Set up and fund a Solo Roth 401(k) plan for your business.  
 
You need to have a business. You and/or your family need to be the only 

employees. Otherwise, your pension plan would be considered a regular 401(k) and 
you won’t be able to self-direct the investments. You must be a Solo account to 
self-direct. 
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Be aware of controlled group issues if you have multiple companies. You could 
end up being disqualified for a Solo Roth 401(k) plan if you have another company 
with employees. 

 
The remaining steps for your RE Tax-Free LLC – Solo Roth 401(k) Version are the 

same: 
 

2 Form a RE Tax-Free LLC to handle the administration. The LLC can then 
write the checks directly for the fix-up and maintenance of the 
properties.  

 
3 This might be the toughest step yet. If you don’t have a business that 

has only you and family members as employees, you’re going to need 
to form one. For the truly RE Tax-Free LLC plan to work, and still be 
able to leverage your money, you’ll need a Solo Roth 401(k).  

 
4 Roll your other Roth plans into your Solo Roth 401(k) fund to pay for 

the property. 
 
5 Get a loan for the property. (Presumably you’ll have enough funds in 

your IRA for a down payment and any fix-up costs).  
 
6 Sell the property. 

 
Conclusion 

 
A RE IRA LLC can be your ticket to building wealth faster than you thought 

possible. There are extra steps involved, and more than ever, you need to make 
sure you have good advisors involved in the process. 

 
What’s Next? 

 
This area is going to change quickly! Stay registered at TaxLoopholes for your 

free eNewsletter updates. We want to be your tax education partner as you 
continue growing your business in the best tax-advantaged way. Make more money 
and pay less tax using the same tax loopholes that the rich do!  

 
This Special Report, Seven (or Fewer) Steps to Less Tax with a Real Estate IRA is 

the third in our IRA Investment Series. If you want more, consider joining our First 
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Class Lounge. New Special Reports are released in a special sneak preview to First 
Class Lounge Members 30 days earlier than they are offered for sale at the Tax 
Loopholes site.  

 
If you’re not a member of the First Class Lounge yet, sign up today! As part of 

the package, you will receive special sneak previews of two Special Reports like this 
for NO CHARGE. 
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