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You may be new to the idea of using a self-directed IRA to invest in alternative 
investments. What you may not realize is that the concept has been working for 

investors for over 40 years. Investors are not restricted to only investing in publicly 
traded securities in their self-directed IRA as many of them are lead to believe. Self-

directed IRAs allow investors to invest in what they know, that may be stocks, bonds, and 
mutual funds, or it may be horses, real estate, franchises, private company stock, 

physical gold or structured settlements. 

The term “self-directed IRA” needs to be defined before we progress since many people 
don’t fully understand what it means. 

 
A Self Directed IRA is an account defined by the Internal Revenue Code (IRC) with 
preferential tax treatment, which is capable of investing in virtually any investment 

including alternative investments. 
 

These alternative investments could be assets such as real estate, tax liens, private 
mortgages, gold & silver, horses, livestock, farmland, medical equipment, and more. 

While a self-directed IRA can invest in traditional assets such as stock, bonds and mutual 
funds, it is typically used to describe investing in alternative investments.
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WHAT IS A SELF DIRECTED IRA?



 

  I CAN INVEST IN WHAT?  
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 Not a horse ETF, or a horse stock, a real live horse. 

If you didn't know this fact, then you are not alone. We 
estimate that 85%+ of the population is unaware that they can 
invest their self-directed IRA into alternative investments such 
as real estate, gold, tax liens, private mortgages, horses, 
livestock, farmland, and more.  
 
As of 2015, approximately 5% of the population had their self-
directed IRA investments in alternative assets. This is not to 
suggest that everyone should invest in alternative investments, 
but certainly more people should be aware of it. Peter Lynch 
famously said, “Invest in what you know.” We think this is 
sound advice for people looking at alternative investments in 
their self-directed IRA.

DID YOU KNOW THAT 
YOU COULD INVEST 

YOUR IRA IN A 
HORSE?!?
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“ PROHIBITED 

TRANSACTIONS

When investing in alternative assets with your IRA you want to steer clear of any prohibited 
transactions. This is the one thing that can haunt any novice who has not previously invested in 
alternative investments with their IRA. This issue even concerns sophisticated investors, since 
many transactions can be complex and involve many different parties. 
 
A prohibited transaction is any transaction which causes the IRA to become disqualified. When 
a transaction becomes disqualified, the effect is that your investment is treated as if you had 
taken the funds out of your IRA as a distribution. You will have to pay the taxes on those funds 
as well as any penalty for early distribution. The real concern is when you are not aware of one 
of these transactions until many years later.
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DISQUALIFIED PERSONS NON-QUALIFIED PERSONS

DISQUALIFED 

PERSONS#3

A disqualified person is someone who cannot participate in your investment in any way without creating 
a prohibited transaction (see above). There are many ways this could happen, but that is beyond the 
scope of this post. One example of this is buying a piece of rental real estate in your IRA, then renting it 
to your mother. This creates a prohibited transaction. Another example is buying a piece of rental real 
estate in your IRA and then when a toilet breaks for the tenant, you personally fix the toilet.

Great Grandparents

Grandfather Grandmother

Father Mother

Your Spouse You

Son (In Law) Daughter (In Law)

Grandson (In Law) Granddaughter (In Law) 

Cousin

Aunt/Uncle

Brother/Sister (Step-) or (In Law)

Niece or Nephew (In Law) 

The Internal Revenue Code (IRC) makes it clear who are considered disqualified persons for IRAs. 
According to the IRS, “Disqualified persons include the IRA owner’s fiduciary and members of his or her 
family (spouse, ancestor, lineal descendant, and any of a lineal descendant)”. 
 
These people are: yourself, your spouse, mother/father, grandmother/grandfather, son/daughter (and 
their spouses), and grandson/granddaughter (and their spouses). 

Exceptions to this are: Brother/sister, aunt/uncle, cousins, step-brother/step-sister, and friends.
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INVESTING IN A LLC TO 

AVOID CERTAIN RULES
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I will make this statement for anyone who is having happy thoughts about screwing over the IRS 
because they think they have a genius way around the rules… Don’t do it. I don’t care how smart you 
think you are. Don’t do it. I guarantee they are smarter than you. Even if you happened to be smarter 
than everyone else who has ever invested in a LLC with their IRA, it is not worth the risk. Don’t do it. 
The IRS can be an unpleasant bunch if they think you are trying to avoid paying taxes illegally. JUST 
DON’T DO IT. 

As my grandmother used to say, “Just because you can do something, doesn't mean you should do 
it.” 
 
I hope I made myself clear on that point. 
 
Good. Now that that unpleasantness is out of the way…  
 
You should know that having an alternative investment inside an IRA is looked at the same way as if it 
is held in a LLC. Now there may be some advantages to having alternative investments held inside a 
LLC in your IRA, but skirting the rules is not one of them. 

There are several potential benefits when you use a LLC inside a self-directed IRA, 

• It can minimize the involvement of the custodian, or rather limits the amount of work they need 
to do for you (which can lower the fees). 
• It can provide a level of liability protection for some investments. 
• It can provide some secrecy about the individual investments held in the LLC. 
• It can make transactions simpler and more cost effective. 

 
While a LLC can be beneficial for many investment strategies, it is not always the case. You should 
seek advice from a qualified financial advisor, legal advisor, or tax advisor, if you are considering 
using a LLC inside your IRA. 
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WITHDRAWING MONEY 

FROM AN IRA TO INVEST 

IN AN ALTERNATIVE 

INVESTMENT 
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This mistake is typically made by people who misunderstand how self-directed IRAs work. I 
frequently speak with people who decided to take money out of their IRA to invest in a piece of 
real estate, start-up venture, or some other investment only to find out afterwards that they could 
have done these things inside their IRA. On occasion, a few have told me (after the fact) that they 
had heard you could use your IRA funds to invest in alternatives and this is why they withdrew the 
funds. Doh! 
 
This action is unfortunate if not caught in time, because you will have to pay the taxes and 
potentially a penalty on the withdrawal. This is when having a knowledgeable financial advisor 
comes in handy. If you have recently done this, there may be a way to correct this mistake, but 
your time is limited to do so. 

If you are going to consider using your IRA to invest in an alternative investment, don’t take the 
funds out prior to making the investment. The point of a self-directed IRA is that you can 
participate in that investment inside your IRA. Always try to keep the funds inside your IRA, 
however if it is not possible, then you can consider taking the funds out. If you are unsure, always 
seek professional help from someone who can providing advice in this area of expertise.

CHOOSING A SELF-

DIRECTED IRA 

CUSTODIAN

When using a self-directed IRA, it is very important to consider which self-directed IRA custodian 
you will be using. If you are looking to invest in an alternative investment such as tax liens, then 
asking your discount broker dealer or mutual fund company to do it for you might get a response 
such as,  

“Huh? You can’t do that.” 

You will need to find a self-directed IRA custodian that meets your needs for the asset and type of 
investing that you want to participate in. This is an important part of the process since it can affect 
both the investment’s return and process. Investing in a mutual fund at a discount broker may be 
as easy as a few keystrokes on your computer. However, investing in a single-family rental property 
can be more complex.
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NOT DOING DUE 

DILIGENCE ON THE 

INVESTMENT
#7

Many times an investor has found an investment by speaking with a 
promoter. The promoter, being a salesperson has nothing but 
good things to say about the investment. So naturally the investor is 
excited about this particular investment. They come to us with this 
“great investment idea”, yet they have done none of the research 
themselves to verify the information is true. 

All they know is that it sounds great and they expect to make a lot 
of money. 

This happens with experienced investors as much as it does with 
inexperienced ones. Some stories are just too appealing to ignore. 
 
That is why the due diligence process is so important. It keeps you 
from making silly mistakes with your money. 
 
You should know as many of the risks as possible, and know how 
you could lose money. Then and only then should you worry about 
how much money you can make. If you take care of the risks, the 
rewards will take care of themselves. 

Innovative Advisory Group has a thorough due diligence process 
to verify all investments that we consider for our clients. This is the 
most important part of our wealth management process. It should 
be the most important part of yours as well.

MANY TIMES AN 
INVESTOR HAS FOUND 

AN INVESTMENT BY 
SPEAKING WITH A 

PROMOTER. 



 

A 401K IS NOT AN IRA
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A  401k account and an IRA account are two separate types of accounts. They are not interchangeable. 
It is like comparing an apple and a watermelon. They are both delicious fruits, but also very different. An 
IRA is an abbreviation of Individual Retirement Account. This type of account is controlled by you as the 
individual. You make the decisions about what to invest in and where the account should be held. No 
one else has a say in these decisions. This goes for all types of IRAs, Roth IRA, SEP IRA, or Traditional 
IRAs. 
 
A 401k account is a similar type of account to the IRA in its taxation to the account holder, but it is 
generally controlled by the 401k plan trustee. For example, if you work for a large fortune 500 company 
like Verizon, IBM, or General Electric, the company will have appointed a 401k plan trustee. This person 
will make the decisions about what the 401k plan accounts can be invested in, where the accounts are 
allowed to be held, how much the company will provide as an employee match, the vesting schedule 
of those matches, the availability of a company loan, as well as other decisions. The 401k account 
holder’s decisions are limited to: choosing between the listed investment options, whether to take a 
loan from the account (if available), how much to contribute annually, and a few others. 
 
While an IRA and a 401k account are similar, they are also very different. Make sure you know which 
type you have.

CAN I INVEST IN AN 

ALTERNATIVE INVESTMENT 

WITH MY 401K?

Yes, but probably not. This question almost 
always comes up when I discuss alternative 
investments with people. If an investor is looking 
to invest in some type of alternative investment, 
they generally want to know if they can use their 
401k account to invest in that asset. While it is 
possible, it is usually unlikely that this will be 
allowed. 

Listed above I pointed out the differences 
between IRAs and 401k accounts. One of the 
problems with investing in an alternative asset in 
a 401k plan is that the asset would have to be 
allowed to each participant in the 401k plan. On 

most occasions, this will likely cause some 
concerns with the 401k plan trustee. 

The trustee has a fiduciary duty to all plan 
participants, and will probably not want to take 
on unknown risks. It doesn't hurt to ask. It is 
possible that the plan trustee will allow certain 
alternative assets in a plan, but my experience 
tells me that it is unlikely to be considered. It is 
more likely that an alternative asset might be 
allowed if the company has a fewer number of 
employees, or if the 401k plan is a soloK (i.e. a 
401k plan with 1-2 employees).
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While this is not an exhaustive list of mistakes, it certainly comprises some of the more 
common ones. I hope this helps you get a better grasp on the idea of investing in 

alternative investments inside your self-directed IRA. 

While self-directed IRAs can bring some great opportunities to investors who are willing 
to invest in what they know, it can also bring some greater complexity. This complexity 
can also add some new challenges to investors. The challenge is that you will need to 

know as much as possible about how self-directed IRAs work and the rules set out in the 
Internal Revenue Code if you want to keep your IRA compliant. Once you know the rules 

it is easy to remain compliant. The challenge is the initial learning curve.  

While these new rules can present some challenges to novice investors, it also opens 
doors to new opportunities that you never knew existed. New ideas that you never 

thought possible. The world is your oyster. Take advantage of it and make the most of 
your self-directed IRA.
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ARE THERE MORE COMMON MISTAKES USING  
A SELF DIRECTED IRA?
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