DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

ASSISTANT SECRETARY

SEP 19 2012

The Honorable George Miller
U.S. House of Representatives
Washington, DC 20515

Dear Representative Miller:

Thank you for your letter of August 2, 2012, to Acting Assistant Secretary for Tax Policy Emily
McMahon and Assistant Secretary of Labor Phyllis Borzi regarding the potential for taxpayer
avoidance of the contribution limits on individual retirement accounts and annuities (IRAs) and
simplified employee pension individual retirement arrangements (SEP IRAs). Because the
Treasury Department and the Internal Revenue Service (IRS) are responsible for enforcing the
contribution limits on IRAs and SEP IRAs, my office is responding on behalf of both the
Treasury Department and the Department of Labor. Because I was recently confirmed as the
Assistant Secretary for Tax Policy, I am responding to your letter.

Your letter expresses concern arising from media reports suggesting possible avoidance of the
contribution limits applicable to IRAs and SEP IRAs through purchases by these accounts of
assets for less than fair market value. The Treasury Department and the IRS have been aware of
this risk for a number of years and have been taking action to curb abuses in this area.

In late 2003, for example, the Treasury Department and the IRS issued Notice 2004-8 identifying
certain transactions involving the undervaluation of IRA assets as “listed transactions” that must
be disclosed to the IRS. Specifically, the notice targets schemes involving transactions between
a business owned by a taxpayer and a corporation owned by the taxpayer’s Roth IRA (the Roth
IRA corporation) that have the effect of transferring assets or value from the IRA holder’s
business to the Roth IRA corporation for less than fair market value.

Under the terms of the notice, the IRS may challenge the tax benefits claimed for the transactions
between the IRA holder’s business and the Roth IRA corporation by recharacterizing them as a
series of transfers from the IRA holder’s business to the IRA holder, then from the IRA holder to
the IRA, and finally, from the IRA to the Roth IRA corporation. The notice also provides that
the IRS may impose applicable taxes on these recharacterized transactions, including excise
taxes on any deemed contributions to the IRA in excess of the applicable limits. Further, the
notice provides that the IRS may, when appropriate, allocate income from the Roth IRA
corporation to the IRA holder (or the IRA holder’s business or other entities under the control of
the IRA holder), take the position that the transactions give rise to prohibited transactions, and
impose other listed-transaction penalties.

The IRS has pursued both the listed transactions identified in Notice 2004-8 and instances in
which assets of traditional IRAs and qualified plans have been abusively undervalued. The



Internal Revenue Code, however, currently provides relatively little incentive to shift investment
gains into traditional IRAs or SEP IRAs through the use of undervalued assets. While sales or
other dispositions of assets within an IRA are not taxable events, any appreciation (or other
earnings) on assets distributed from traditional IRAs and SEP IRAs are taxed at ordinary income
tax rates when the distribution occurs and are not eligible for favorable capital gains treatment
that might apply to the appreciation realized upon the sale or other disposition of assets held
directly by the taxpayer. Although value-shifting strategies involving traditional IRAs and SEP
IRAs may have offered greater advantages in the early 1990s when the tax treatment of long-
term capital gains was closer to that for ordinary income, these advantages appear to be much
smaller in recent years.

The IRS generally requires that all IRA assets, including those that are not publicly traded, be
valued using a fair market value standard (as opposed to liquidation or other value), and the fair
market value of IRA and qualified plan assets must be reported on Form 5498 (IRA Contribution
Information) and Form 5500 (Annual Return/Report of Employee Benefit Plan), as applicable.
In addition, the IRS requires that this value be supported by audited financial statements,
valuations by third-party experts, or contracts or agreements related to an investment, as
applicable. The Treasury Department and the IRS are currently working to obtain a reliable
estimate of the number of audits that specifically involve IRA asset valuation issues and an
estimate of the size of associated tax compliance problems. We would be happy to discuss any
additional information that we obtain with members of your staff.

In your letter, you also asked whether we had any policy recommendations for addressing these
issues. As noted above, the IRS has pursued these issues diligently and last year convened a
working group to study ways of improving compliance and enforcement in this area. The group
will consider whether any statutory changes would be helpful to this effort. The group is still in
the early stages of its review, however, and is not in a position to make any recommendations at
this time. Of course, we will forward any policy recommendations that we develop to your
offices for further consideration.

Thank you for your interest in this issue and your willingness to consider our recommendations
for legislative action.

Sincerely,
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Mark J. Mazur
Assistant Secretary (Tax Policy)

Identical letter sent to:
The Honorable Sander Levin
The Honorable Chris Van Hollen

cc: The Honorable Phyllis C. Borzi, Assistant Secretary, Employee Benefits Security
Administration, U.S. Department of Labor



