Peek v. Comm’r, 140 T. C. 216 (U. S. Tax Ct. 2013)

In Peek v. Comm'r, the U. S. Tax Court ruled that personal guarantees by Peek and
Fleck on a loan to FP Company, a corporation owned by their IRAs, constituted
prohibited transactions under IRC § 4975(c)(1)(B). Consequently, their IRAs lost tax-
exempt status from 2001, and the gains from selling FP Company stock in
2006-2007 were taxable to Peek and Fleck personally. This decision underscores the
strict enforcement of rules preventing self-dealing in retirement accounts and the
tax implications of violating them.

Parties

Lawrence F. Peek and Sara L. Peek (Petitioners) v. Commissioner of Internal
Revenue (Respondent); Darrell G. Fleck and Kimberly J. Fleck (Petitioners) v.
Commissioner of Internal Revenue (Respondent). Peek and Fleck were the key
parties at all stages of the litigation, with their spouses listed as petitioners but not
directly involved in the facts at issue.

Facts

In 2001, Peek and Fleck established self-directed IRAs and used the funds to form
FP Company, purchasing 100% of its stock. FP Company then acquired the assets of
Abbott Fire & Safety, Inc. (AFS), with Peek and Fleck personally guaranteeing a
$200,000 promissory note part of the purchase price. The IRAs converted to Roth
IRAs in 2003 and 2004, with Peek and Fleck reporting the stock’s value as income.
In 2006, the Roth IRAs sold FP Company’s stock, realizing significant gains. The
personal guarantees remained in effect until the 2006 sale.

Procedural History

The IRS issued statutory notices of deficiency to Peek and Fleck for the tax years
2006 and 2007, asserting that the personal guarantees were prohibited transactions
that disqualified their IRAs, resulting in taxable gains from the stock sale. Peek and
Fleck timely filed petitions with the U. S. Tax Court, which consolidated the cases.
The court reviewed the case de novo, as it involved questions of law and statutory
interpretation.

Issue(s)

Whether Peek’s and Fleck’s personal guarantees of a loan to FP Company
constituted prohibited transactions under IRC § 4975(c)(1)(B), resulting in the
disqualification of their IRAs and the inclusion of the gains from the 2006 sale of FP
Company stock in their taxable income?

Rule(s) of Law

IRC § 4975(c)(1)(B) prohibits “any direct or indirect * * * lending of money or other
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extension of credit between a plan and a disqualified person. ” IRC § 408(e)(2)(A)
states that an account ceases to be an IRA if the individual engages in any
transaction prohibited by IRC § 4975. IRC § 408(e)(2)(B) treats the assets of a
disqualified IRA as distributed on the first day of the year the prohibited transaction
occurred.

Holding

The Tax Court held that Peek’s and Fleck’s personal guarantees were indirect
extensions of credit to their IRAs, constituting prohibited transactions under IRC §
4975(c)(1)(B). Consequently, their IRAs ceased to be IRAs as of 2001, and the gains
from the 2006 sale of FP Company stock were includible in their taxable income for
2006 and 2007.

Reasoning

The court reasoned that the personal guarantees were prohibited transactions
because they indirectly extended credit between the disqualified persons (Peek and
Fleck) and the IRAs through FP Company, an entity owned by the IRAs. The court
rejected the argument that the statute only prohibited transactions directly between
the disqualified person and the IRA itself, noting that such an interpretation would
allow easy evasion of the law. The court emphasized that the use of “indirect” in IRC
§ 4975(c)(1)(B) was intended to prevent such circumventions. The court also found
that the prohibited transaction continued until the 2006 sale, thus disqualifying the
IRAs throughout that period. The court dismissed arguments that the notices of
deficiency were untimely, clarifying that the notices properly adjusted for the 2006
and 2007 tax years based on the 2001 prohibited transaction. The court also upheld
the imposition of accuracy-related penalties under IRC § 6662, finding that Peek and
Fleck were negligent in not reporting the income from the stock sale, especially
given their knowledge of prohibited transactions and lack of reliance on
disinterested professional advice.

Disposition

The court’s decision was to enter decisions under Tax Court Rule 155, affirming the
deficiencies and penalties as determined in the notices of deficiency for the tax
years 2006 and 2007.

Significance/Impact

This case significantly reinforces the strict interpretation of IRC § 4975 regarding
prohibited transactions in IRAs, emphasizing that indirect extensions of credit
through entities owned by IRAs are prohibited. It highlights the importance of
maintaining the integrity of IRAs to preserve their tax-exempt status and the severe
tax consequences of engaging in prohibited transactions. The decision serves as a
warning to taxpayers and tax professionals about the risks of self-dealing in
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retirement accounts and the need for careful planning to avoid unintended tax
liabilities. Subsequent courts have cited Peek in similar cases involving IRA
disqualification due to prohibited transactions, solidifying its doctrinal importance in
the area of retirement account regulation.
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