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Should You Put Real Estate In An IRA?

Tactic’s Use Growing

Investors are learning
to use a new strategy in
retirement accounts

BY PAUL KATZEFF
NVESTOR'S BUSINESS DAILY

Direct investment of IRA assets in
real estateisahot trend.

“Its growth is explosive,” said
Tom Anderson, chief executive and
president of Pensco, a retirement
plan custodian and trust company
based in New Hampshire and San
Francisco.

Less than 1% of the $2.45 trillion
that the Investment Company Insti-
tute says was in individual retire-
ment account assets in 2002 was in
real estate, estimates Patrick Rice,
author of IRA Wealth,

Now just over 2% of the $3.01 tril-
lion in TRA assets is estimated to be
inreal estate.

One benefit of direct real estate in-
vestment can be high returns.

During 1972-2004, real estate in-
vestment trusts had the third best
average annual return among major
asset classes. Their 13.44% average
yearly gain trails only mid-cap
stocks’ 14.49% and small caps’
13.57%, says Ibbotson Associates.

More benefits: pleasure of doing
your own investment research and
tax-deferred growth until with-
drawal. except in Roth IRAs.

But realty investing has risks,
warns Marco Caporale, president of
Independent Executive Manage-
mentin Tampa, Fla.

If you put all of your IRA assets

into one or only a few properties,
you lack diversification. If those in-
vestments perform poorly, your ac-
count holds little or nothing else to
cushion theblow.

And if you default after borrowing
money to help finance an acquisi-
tion, you risklosing the property.

Also, if you don’t abide by strict tax
rules, you can incur severe financial
penalties from the IRS.

Still, one key reason for the growth
in IRA real estate investing is that
real estate does not move in synch
with the stock market. Thismakes it
ahedge against downturns in stocks
and stock funds.

The stock category it performs
most similarly to is mid cap. But
their annual returns match only
68% of the time, Ibbotson says. It
matches gold only 3% of the time.

And the ongoing mutual fund in-
dustry scandals makes some share-
holders seek alternatives to funds,
says John Beater, vice president of
special assets for Pensco.

Like A Secret

Many individual investors believe
they’re not allowed to invest in real
estateviaan IRA.

But it’s been permitted since IRAs
werecreatedin1974.

Typically, you need to use a self-di-
rected IRA — one that lets you
choose your investment.

“That’s part of why so few people
know about using IRAs,” Anderson
said. “Banks, insurance companies
and brokerages can help you set up
an IRA. But they limit your invest-
ment options to products they sell.
There's no incentive for them to
market real estate IRAs.”

Asset Class Returns

Real estate had the third best
average annual return, 1972-2004
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A custodian like Pensco helps yvou
create your IRA, but it typically
does notgive investmentadvice.

At first glance, fees commonly ap-
pear much higher than, say, mutual
fund annual fees, which may be $10
t0$30.

Pensco, for one, charges up to
$400 for an account as small as
$100,000. The rate falls to $2,000
for an accountof at least $1 million.

But stock investors via self-direct-
ed IRAs get hit with transaction
fees. Mutual stock-fund sharehold-
ers pay a vearly average of $1,250
per $100,000 in assets, says the ICL.

The easiest way to conform with
tax rules is by buying real estate
from an unrelated person, paying
cash and not using it yourself, Capo-
rale says.

And you can buy anything from
raw land to commercial property or
residential rental property.

Butamajor no-nois buyingreal es-
tate from a so-called disqualified

person. Thatincludes:

¥ Yourself, your spouse, offspring
orparent.

¥ Son- or daughter-in-law.

¥ Your IRA trustee or custodian.

¥ An entity, like a partnership,
that’s at least 50% owned by any
combination of disqualified people
like you and your spouse.

¥ A 10% owner, officer, director or
highly paid employee of such an en-
tity.

Also, your IRA can'tbuy real estate
and then let a disqualified person
use it. That means you can't take a
vacation in a rental property in a re-
sortowned by your IRA.

Taking A Mortgage

1t's OK for your IRA to buy proper-
ty with help from a lender. But tax
deferral applies only to the portion
your IRA pays cash for, Rice says.

On the financed portion, income
from, say, rent gets taxed at a top
rate of 35%. You can exempt an ini-
tial $1,000 annually of netincome.

Any capital gain would be taxed at

15% max. The $1,000 can be npphed
1f ithasn't been taken on netincome.

Youcan investin property via your
IRA alone. Or your IRA can join a
partnership such as a limited liabili-
ty corporation.

In case of default, a lender can re-
possess property from an IRA. But it
can't seek the account owner’s as-
sets.

That's why lenders generally pre-
fer dealing with a partnership, Rice
says. They can't go after assets held
by participating IRAs or owners.
But they can repossess the property
aswell as attack assets owned by the
partnership’s manager.
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These S&P 500-beaters are among the top 15% of stock funds the past year
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