
 

 

MP&S REAL ESTATE ADVISOR JANUARY 2012: STRATEGIES AND SOLUTIONS FOR 
CONTINUING TO GROW YOUR REAL ESTATE BUSINESS   
 

A GRAT CAN BE A GREAT WAY TO TRANSFER A BUSINESS 

Succession planning can be daunting. A grantor retained annuity trust (GRAT) can help. It lets a 
business owner minimize gift and estate tax liability associated with transferring ownership 
interests while retaining an income stream for a specified period of time.  

 Along with selecting the right family member or other individual(s) to carry on the business, you 
must weigh a variety of tax and financial planning issues. The use of a grantor retained annuity 
trust (GRAT) by a closely held business owner is one way to help reduce the tax burden.  

A GRAT can help minimize gift and estate tax liability associated with transferring ownership 
interests, while at the same time retaining an income stream for a specified period. In the current 
economic environment- where the lifetime gift tax exemption is $5 million and the value of your 
business might be lower than it was a few years ago, a GRAT can be quite tax-effective.  

The Nuts and Bolts  

A GRAT is an irrevocable trust funded by a one-time contribution of assets by the “grantor.” For 
example, if you’re the owner of a real estate development company, you can transfer some or all 
of your ownership interests in the business to the GRAT. The GRAT pays the grantor an annuity 
for a specific term.  

The amount of the annuity payment is a fixed percentage of the grantor’s initial contribution or a 
fixed dollar amount and it must be paid at least annually. The grantor maintains the right to the 
annuity payments regardless of how much income the trust actually produces. When the GRAT 
term expires, the assets remaining in the trust (known as the “remainder”) are transferred to the 
designated beneficiaries.  

For gift tax purposes, the value of the gift tax is determined when the GRAT is funded based on 
the value of the beneficiaries’ remainder interest. The remainder interest’s value is based  on the 
appraised value of the property transferred to the GRAT, the term of years of the GRAT and an 
interest rate - known as the IRS § 7520 rate-  in effect at the time of the GRAT’s creation. An 
asset such as an ownership interest in a closely held real estate business (or any asset other 
than publicly traded stock), must undergo a valuation before the § 7520 rate can be applied to 
calculate the remainder interest’s value. 

When the § 7520 interest rate is low - as it has been recently- and the trust assets are able to 
generate a total return that is greater than the § 7520 interest rate, the assets will be worth more 
when the trust terminates than the remainder interest’s gift tax value.   At the termination of the 
trust, any asset appreciation in excess of the initial value of the asset contributed, passes to the 
beneficiaries free of gift and estate taxes. Considering that the Sec. 7520 rate has been at 2% or 
less for a while, many GRATs have outperformed and passed substantial wealth to the next 
generation.  

Furthermore, with the lifetime gift tax exemption increased from $1 million to $5 million for 2011 
and 2012, your gift tax obligation when funding a GRAT may be significantly lower than it would 
have been in the past- or stands to be in 2013- when the exemption  drops  back down to $1 
million, absent additional Congressional action.  



In addition, if your business’ value is currently lower than it has been in the past, the GRAT 
contribution may generate a lower value for gift tax purposes. And GRATs work particularly well 
for interests in closely held businesses because valuation discounts can reduce a gift’s value for 
tax purposes even further. If you make a gift of less than 50% of the interests in your company 
there is a further discount due to minority interest. This is what is called “leveraging”. 

The grantor of the GRAT must report all of the income, gains and losses from the trust assets on 
his/her individual income tax return. Paying income tax on the trust asset income and gains is 
actually beneficial for estate planning purposes. Why? By paying the tax, the Grantor’s estate is 
further reduced (rather than the GRAT paying taxes), and you preserve the trust’s assets for the 
beneficiaries — essentially making additional tax-free gifts to them — and further reducing the 
size of your taxable estate. Please note that over the term of the Trust, the annuity stream will 
essentially return to the grantor the value of what was contributed. It is the growth over the initial 
value- plus future growth after the Trust terminates- that is transferred to the next generation. 

IRS Rules 

While the IRS accepts GRATs as valid vehicles for transferring assets, it does impose some rules 
on the trust instrument used to create a GRAT. The instrument must prohibit: 

 Additional contributions to the GRAT, 

 Commutation (prepayment of the grantor’s annuity interest by the trustee), and 

 Payments to benefit anyone other than the grantor before the grantor’s retained interest 
expires. 

Moreover, issuing a note, other debt instrument, option or similar financial arrangement to satisfy 
the annuity obligation is not allowed. 

Act Now 

If a GRAT sounds right for you, now is the time to contact your tax advisor. First, you can 
potentially take advantage of a low business value, a low § 7520 interest rate and a high gift tax 
exemption. 

Second, Congress has introduced several bills that would limit the benefits of GRATs by requiring 
a minimum term of 10 years. Thus, the benefit of transferring the appreciation out of the grantor’s 
estate may be reduced or lost if this provision is repealed. It’s likely that any successful legislation 
would apply only prospectively, though, leaving existing GRATs intact. 

GRATs, GRUTs and GRITs, Oh My! 

GRATs aren’t the only type of grantor trusts available for estate planning. You might also want to 
consider a grantor retained unitrust (GRUT) or grantor retained income trust (GRIT). Like a 
GRAT, both are irrevocable trusts created by the transfer of assets and followed by the gift of 
remainder interests. However, there are some key differences. 

When you create a GRUT (Grantor Retained UniTrust), you retain an annual right to receive a 
fixed percentage of the net fair market value (FMV) of the trust assets, determined on an annual 
basis, for a specified term. If the FMV increases, the amount of your payment also increases. Just 
as with a GRAT, if you survive the term, the remaining value of the trust passes to the named 
beneficiaries. The one drawback is that the fair market value of the Trust assets must be revalued 
every year. This can be impractical for a closely held business and possibly expensive.  



With a GRIT  (Grantor Retained Income Trust), you retain the right to receive all of the income the 
trust generates for either 1) the earlier of a specified term or at your death, or 2) a specified term. 
If you outlive the specified term, any principal left in the trust passes to the beneficiaries named in 
the trust instrument. However, the beneficiaries can’t be members of your family. It should be 
noted that “family members” does not include nieces and nephews so that if they are to be your 
heirs, a GRIT may work better for you. 
 

IRS MAKES IT EASIER TO DEDUCT REAL ESTATE ACTIVITY LOSSES 

Under recently released IRS Revenue Procedure 2011-34, real estate professionals can now 
more easily make late elections to treat all interests in rental real estate as a single rental real 
estate activity. What does this mean to you? The election can help you retroactively meet material 
participation requirements and potentially deduct losses. 

Why It Matters 

The Internal Revenue Code (IRC) generally allows you to claim passive-activity losses only 
against income from other passive activities. If your passive losses exceed your passive income 
for the year, you can carry the losses forward until you either have enough passive income to 
absorb them or you dispose of the activity, in which case you’re generally allowed to deduct the 
losses against nonpassive income. 

“Passive activity” is defined as any trade or business in which the taxpayer doesn’t participate on 
a regular, continuous and substantial basis (also known as “material participation”). Rental real 
estate activities are usually considered passive activities regardless of whether you materially 
participate — unless you qualify as a real estate professional. Then rental activities are treated as 
a trade or business, and losses from the activity aren’t considered passive, so you can deduct 
them against nonpassive income.  

The Stumbling Block 

A taxpayer qualifies as a real estate professional by satisfying two requirements. First, more than 
50% of the personal services the taxpayer performs in trades or businesses must be performed in 
real property trades or businesses in which the taxpayer materially participates. Second, during 
the tax year the taxpayer must perform more than 750 hours of services in real property trades or 
businesses in which he or she materially participates. 

Under the IRC, a taxpayer’s interests in rental real estate generally will be treated as separate 
activities when determining whether the taxpayer materially participates in each rental real estate 
activity — unless he or she elects to treat all interests in rental real estate as a single rental real 
estate activity. To make this election, the taxpayer must file a statement with specific information 
attached to your income tax return. Taxpayers failing to make the election on their tax returns can 
seek an extension of up to six months by obtaining a letter ruling from the IRS. However, this is a 
burdensome process which can take months from start to finish. 

An Easier Way to Make Late Elections Effective 

The IRS has now outlined special procedures, in lieu of the burdensome letter ruling procedure, 
for making a late election. To be eligible, a taxpayer must show the following: 

1. He or she failed to make the election solely because of failure to timely meet the election 
requirements. 

2. He or she filed income tax returns consistent with having made an election. That is, 

 The returns must have been filed “as if” the election had been made on a timely basis,    



 The taxpayer must have filed all required federal income tax returns consistent with the 
requested aggregation, and not have filed any returns inconsistent with the requested 
aggregation, for all of the years under scrutiny, and 

 Once the election is made, all future returns must be filed using aggregation unless  there 
is a material change in the taxpayer’s facts and circumstances which warrants the 
revocation of the election. 

3. The taxpayer timely filed each return that would have been affected by the election if it had 
been timely made. (For these purposes, “timely” means that the return was filed within six 
months of the due date, excluding extensions.) 

4. There is reasonable cause for the failure to meet the requirements for the election (for 
example, reasonable reliance on the written advice of the IRS). 

The procedure contains specific requirements for requesting relief for late elections. The taxpayer 
must attach a specific statement to an amended return for the most recent tax year and the 
statement must contain a declaration explaining the reason for failing to file a timely election. In 
addition, the statement must include certain representations, including, among other things, that 
the taxpayer has filed all required and relevant returns consistent with having made the 
aggregation election,   

Making the Election 

If you haven’t made the election to treat all real estate activities as one activity, check with your 
tax advisor. If you’re in need of retroactive relief, he or she can help you determine if you satisfy 
all of the requirements and assist you in preparing the election and supporting documentation. 
 

THE MASTER LEASE: AN UMBRELLA OF PROTECTION 

In a sluggish economy, you should fortify your interests. A master lease not only can help you 
protect your properties, but also can reduce the possibility of rent defaults. 

What It Is and How It Works 

A master lease covers a multitude of properties or units (spaces), with a single tenant assuming 
the role of master tenant and guaranteeing the rent for all the units or properties covered under 
the master lease.  

A master lease arrangement with a credit-worthy master tenant helps to protect the owner against 
rental market hazards such as vacancies and lease expirations, ensuring a consistent rental 
stream for the lease period. In addition, administering a master lease is often easier than 
administrating multiple leases and dealing with multiple tenants. 

Why It’s a Safer Bet 

A master tenant is typically chosen for his or her pristine credit which lenders like because it can 
offer an extra layer of protection against loan default.   

Lenders sometimes require a master lease as additional loan collateral. Master leases are 
especially common during the rent-up phase of a large commercial property or when an owner 
lacks sufficient collateral or operating track record to otherwise qualify for debt financing. If an 
owner defaults on a loan, the lender looks to the master tenant as a secondary source of cash 
flow after it’s foreclosed on the property. That is, if the lender takes title to the property, the lender 
can collect rent payments due under the master lease. 



 

Adding Up the Pluses 

Why would anyone cast themselves as a master tenant, considering the responsibilities of the 
role? It’s simple: profit. The master tenant sublets the units or properties under the master lease 
and becomes a sub-landlord and property manager. He or she collects rent from subtenants and, 
after paying the master rent to the owner, retains any funds.  

The “Master” of Leases 

As a property owner, you must protect your interests and properties from whatever life — or the 
real estate market — throws at you. A master lease can help you not only decrease the risk of 
individual tenant defaults, but also build a steady rental stream.  
 

ASK THE ADVISOR 

As the economy continues to wobble along, many property owners are looking for creative 
alternative sources of revenue. Specialty leasing programs can provide a welcome revenue 
boost.  But it’s important to know what taking this route involves.  

Should I Use Specialty Leasing to Increase Ancillary Revenue? 

As the economy continues to wobble along, many property owners are looking for creative 
alternative sources of revenue. Specialty leasing programs can provide a welcome revenue 
boost.  But you need to know what you’ll be getting into if you decide to take this route. 

What is Specialty Leasing? 

Specialty leasing encompasses a variety of arrangements for leasing nontraditional retail space. 
Lessees rent space for transportable “outlets” such as pushcarts and kiosks that sell smaller 
items requiring little or no preparation (think: cell phone accessories, jewelry or food).  

The arrangements typically include leases for both short and long terms. Some retailers — such 
as weekly farmers’ markets or toy store outlets — may only sign seasonal leases. 

Who Are Potential Tenants? 

As the concept of specialty leasing has gained popularity, nationally known retailers such as 
Sony, Apple, Tupperware and Avon are leasing carts and kiosks to sell their products. And they’re 
not locating only in shopping centers — retailers and consumer product manufacturers who want 
to shorten their supply chains are also placing vending facilities in office buildings, grocery stores 
and other locations. 

What Programs Work Well? 

The goal is to find tenants whose products will complement your existing inline tenants’ offerings. 
With that in mind, you might offer retail merchandising unit (RMU) leasing in which you lease both 
space and an RMU (or push cart) to a business, retaining ownership of the RMU to ensure 
consistent design throughout your building.  

Kiosk leasing allows you to lease space to a business for a kiosk it owns. And if you choose 
vending, you’ll lease space for cash-operated units that dispense a business’s products. 

 

 



What Lease Issues Should I Be Aware of? 

Before you enter into a specialty leasing arrangement, make sure it won’t conflict with any 
existing leases. Some leases may prohibit the use of common areas for retail purposes. Future 
leases for traditional space should be negotiated accordingly. Tenants might request that you 
agree not to locate a specialty retail outlet within a particular zone (for example, within 100 feet of 
their storefronts) or not to locate competing specialty outlets nearby.  

Also run credit checks before agreeing to specialty lease terms. This is especially important for 
smaller lessees with unproven track records. 

Explore the Possibilities 

Specialty leasing offers opportunities for shopping malls as well as for other types of commercial 
properties. Your financial advisor can crunch the numbers and help you determine the most 
lucrative specialty arrangements for your property. 

 
SPOTLIGHT ON MP&S 
 
 
VAULT.COM RANKS MP&S AMONG NATION’S TOP 20 ACCOUNTING FIRMS 
 
MP&S ranked number 19 in the Vault Accounting 50 for 2012, Vault.com’s annual survey of the 
top 75 accounting firms in the US based on their Accounting Today rankings. This rating reflects 
both the market’s recognition of the firm’s increased prestige within the industry and staff 
satisfaction. The survey measures overall industry prestige and quality of life variables for 
employees.  
 
 
INCREASING BUSINESS CASH FLOW WITH AN ESOP 
 
In the current economic environment, business owners are searching for strategies to increase 
their available cash flow. In his article, co-authored with Robert B. Danziger, Esq and Jay Fenster, 
Esq., MP&S Partner Ron Nash notes that this becomes critical when the business owner, 
struggling to find capital to expand his business, must then find the resources to pay taxes on his 
business income. This perpetual burden on cash flow can be reduced, almost to zero, with proper 
planning. (Please see below for full article.)  
 
 
“INCREASING BUSINESS CASH FLOW WITH AN ESOP” 
 
By: Ronald Nash 
Co-authored by:  Robert B. Danziger, Esq. & Jay Fenster, Esq. 
 
In the current economic environment, business owners are searching for strategies to increase 
their available cash flow.  This becomes critical when the business owner, struggling to find 
capital to expand his business, must then find the resources to pay taxes on his business 
income.  This perpetual burden on cash flow can be reduced, almost to zero, with proper 
planning. 

One such strategy involves the utilization of an Employee Stock Ownership Plan (ESOP).  The 
owner of the corporation will sell all of his or her shares to an ESOP where immediately after the 
transaction the sponsor corporation, if an S corporation maintains its S election or, if a C 
corporation, converts to an S corporation.  This technique substantially reduces the tax burden on 
the business income coupled with the benefit of allowing the owner to withdraw funds at the 



capital gains tax rate. 

Tax Shield 
Regular corporations (C corporations) are subject to tax at the corporate level.  However, a 
corporation may elect to be treated as a pass-through entity (S corporation) for tax purposes.  If 
an S corporation is 100% owned by an ESOP, all of its taxable income flows through to its sole 
ESOP shareholder, and since an ESOP is tax exempt, there is no current federal or state income 
tax on its annual income.  Since there is no current federal or state income tax on the business 
income, more money can be kept in the business for working capital, capital improvements or to 
meet the cash operating needs of the business. 

For example, if a company that is not owned by an ESOP has an annual profit of $2 million and is 
paying 40% in federal, state and local income taxes, it would then have $1.2 million available 
after taxes for working capital and capital improvements.  However, if the same company is an S 
corporation and is wholly-owned by an ESOP, the entire profit of $2 million is retained, as there is 
no Federal or State tax on the business income, resulting in an additional $800,000 in free cash 
flow. 

Sale Structure and Terms 
In a typical structure involving a 100% stock sale to an ESOP sponsored by an S corporation, the 
selling shareholder receives as the purchase price of his stock a combination of cash, an 
installment note from the ESOP and warrants to purchase additional stock of the company, 
thereby preserving his upside potential.  Annually, the S corporation will make a tax deductable 
pension contribution to the ESOP.  The ESOP will use the proceeds from this contribution to 
make its annual payment on the installment note.  The exercise price for the warrants will 
generally be equal to the value of the shares immediately after the sale which will be reduced by 
the indebtedness incurred by the company to finance the ESOP purchase transaction.  The 
selling shareholder will ultimately realize value through the warrants by selling them to a third 
party or having them redeemed by the corporation; provided he holds the warrants for a year or 
more, he will be taxed at long-term capital gains rates at such time. 
 
Owner Participation in ESOP 
Subject to certain limitations contained in Internal Revenue Code Section 409(p), which prohibits 
concentrated direct and indirect ownership of S corporation ESOPs, the selling shareholder may 
also participate in the ESOP, with his share allocation based on his proportionate share of the 
company's payroll (subject to a limit on maximum compensation of $245,000 in 2011).  For 
companies with high employee turnover, allocations will benefit longer-term employees over time, 
including the selling shareholder, since allocations to employees who leave prior to vesting 
(generally on a graded basis over a six-year period) will be forfeited and reallocated based on 
participant compensation in the year of the forfeiture.  Moreover, once the installment note to the 
selling shareholder is repaid, the net profits of the company (free of federal and state income 
taxes) can be distributed to the participants' tax-deferred ESOP accounts, thereby building up 
cash accounts within the ESOP. 

Benefits to Owner 
The selling shareholder thereby achieves the best of all worlds.  First, principal payments on the 
installment notes will generally be taxable at capital gains rates as received, thereby converting 
ordinary income previously received in the form of compensation and/or corporate earnings into 
capital gains.  Second, the corporation pays no tax and thereby has more available cash flow to 
service the note obligation to the selling shareholder.  Third, the selling shareholder continues to 
benefit from future appreciation in the value of the company through his warrants and ESOP 
stock account, both of which increase in value as the company prospers. 

Robert B. Danziger, Esq. and Jay Fenster, Esq. are partners at the White Plains law firm of 
Danziger & Markhoff LLP.  This firm is a business and tax-oriented law firm that has been 



representing clients for over fifty years.  Mr. Danziger and Mr. Fenster may be reached at 914-
948-1556 or at bdanziger@dmlawyers.com and jfenster@dmlawyers.com. 

Ronald Nash, CPA, is a partner at Marks Paneth & Shron LLP in New York.  With offices in 
Westchester and Long Island, MP&S is one of the largest accounting firms in the New York 
region.  Mr. Nash may be reached at 212-503-8858 or at rnash@markspaneth.com.  

 
MP&S JOINS MORISON INTERNATIONAL 
 
MP&S is committed to providing our clients with high-quality professional services, no matter 
where their business takes them. This is facilitated by our membership in Morison International 
(MI). MI is a global association of leading independent accounting and consulting firms. It serves 
clients with complex needs across multiple jurisdictions and continents. MI provides high-quality, 
full-service member firms worldwide with the ability to meet the cross-border needs of the most 
complex business models. 

 
Our membership in MI affords us the opportunity to collaborate with other outstanding 
professional services firms around the world. 
 
 
FOR FURTHER INFORMATION 
 
If you have any questions, please contact Harry Moehringer, Partner-in-Charge of the Real 
Estate Services Group at 212.503.8904 or hmoehringer@markspaneth.com or any of the other 
partners in the MP&S Real Estate Services Group: 
 
 Timothy Andrews 

tandrews@markspaneth.com 
 

 Susan Nadler 
  snadler@markspaneth.com  

 Vincent Barra 
vbarra@markspaneth.com 

 Abe Schlisselfeld 
  aschlisselfeld@markspaneth.com  

 Arthur Cannata 
acannata@markspaneth.com 

 Steve Schochet 
  sschochet@markspaneth.com  

 Bradley Eckstein 
beckstein@markspaneth.com 

 Robert Feldman 
rfeldman@markspaneth.com 

 Michael Saul 
msaul@markspaneth.com 

 Michael Siino 
      msiino@markspaneth.com  

 William Jennings 
  wjennings@markspaneth.com 

 Howard Warshaw 
  hwarshaw@markspaneth.com  

 Kurt Kiess  
kkiess@markspaneth.com  

 

 

Additional information on the Marks Paneth & Shron Real Estate Services Group can be found at 
www.markspaneth.com. 
 
IRS CIRCULAR 230 DISCLOSURE 
Treasury Regulations require us to inform you that any Federal tax advice contained in 
this communication is not intended or written to be used, and cannot be used, for the 
purpose of (i) avoiding penalties under the Internal Revenue Code or (ii) promoting, 
marketing or recommending to another party any transaction or matter addressed herein. 
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