LIFE ESTATES TAX AND FINANCIAL ISSUES
Introduction. A life estate generally involves the right to use property for a term that is
measured by a life or lives, with the ownership transferring to the “remainderpersons” upon
termination of the measuring life. A life tenant is entitled to retain all rights to use of the
property, as well as the responsibility for maintenance and repairs. For a home, a life tenant has
the right to live there, allow or disallow others to live there and to collect any rental income. The
life tenant remains responsible for paying real estate taxes and other regular expenses of
maintaining the home in reasonable condition. When the life tenant dies, the life tenant’s rights
end, and the remainderpersons become the complete owners. The remainderpersons then have
the right to possession, rental income, etc., but also the responsibility for all expenses. Generally
a life estate or remainder interest cannot be sold during the life of the measuring persons, since it
is unknown how long they will live and therefore the value cannot be determined.
A.

TAX CONSEQUENCES.

1.
Income Tax. Under IRC § 674(a) “the grantor shall be treated as the owner of
any portion of a trust in respect of which the beneficial enjoyment of the corpus or the income
therefrom is subject to a power of disposition, exercisable by the grantor or a non-adverse party,
or both, without the approval or consent of any adverse party.” Under § 677(a) “the grantor shall
be treated as the owner of any portion of a “trust” whose income without the approval or consent
of any adverse party is or may be distributed to the grantor or grantor’s spouse.” Under § 671,
the income, deductions and credits against tax will be attributable to the life estate owner.
2.
Real Estate Tax. Under Minn. Stat. § 273.124 subd. 21, the property qualifies as
a homestead if the grantor or surviving spouse of the grantor occupy and use the property as a
homestead. In addition, the life tenant is entitled to deduct the real estate tax, and treat the
property as homestead property, so long as the life tenant is a “relative” under Minn. Stat. §
273.124 subd. (1)(c) and resides in the property as his or her homestead.
3.
Sale of Interest. If the life tenants and remainderpersons sell all of their interest in
the property, the sales proceeds are apportioned between the life estate and remainder interest.
For tax purposes, the value of the life estate and remainder interest are calculated under actuarial
tables in IRS Publication 1457. There are separate tables for one life, two lives, and term
certains, and the factors are based on the IRC § 7520 (“AFR”) rate for the month of sale. An
example of the two life table is attached as an exhibit to these materials. The same factors are
also used to allocate the tax basis in the property. If the life tenant meets the 2 out of 5 year
ownership and use test in § 121, they can apply the income tax exclusion to their life estate
interest. However, the exclusion does not apply to the remainder interest. If the life tenant or
remainderpersons are able to sell their interests at different times, the § 121 rule would apply to a
remainder interest (assuming the 2 out of 5 year test is met), but not to the life estate. §
121(d)(8). In determining the gain or loss on the sale of a term interest (including a life estate

interest), basis is not allocated to the term interest unless it is part of a sale or other disposition in
which the entire interest in property is transferred to any person or persons. IRC § 1001(e).
4.
Gift/Estate Tax. The annual gift tax exclusion is not available because the
remainder interest is not a gift of a “present interest.” In addition, if the transfer is to a member
of a transferor’s family, the value of the retained interest will be treated as zero unless it is a
“qualified interest.” IRC § 2702. The gift tax value would be the full fair market value of the
property. However, under § 2702(c)(3), a term interest or life estate interest is a “qualified
interest,” and therefore the “gift” is the value of the remainder interest. Because the annual gift
tax exclusion is not available, the gift tax actuarial value should be reported on a gift tax return
in the year that the gift is completed. Upon the life tenant’s death, however, the gross estate will
include the entire fair market value of the property because of the Decedent’s retained interest
under IRC § 2036(a)(1). Any gift tax that was paid on the previously-reported gift would be a
subtraction in determining estate tax under IRC § 2001(b)(2). Note that IRC § 2036 applies to
retained interests. Therefore, if the life tenant received the interest from another party, the value
of the life estate or property will not be included in their taxable estate.
5.
Charity. Normally no deduction is allowed for any contribution of a partial
interest in property to charity. There are exceptions for charitable remainder trusts and pooled
income funds. In addition, there are exceptions in IRC § 170(f)(3)(B) for:
a.
b.
c.

a contribution of a remainder interest in a personal residence or farm;
a contribution of an undivided portion of the taxpayer’s entire interest in
property; and
a qualified conservation easement.

6.
Creditors/Medical Assistance. The tenant’s interest is generally exempt from
creditor claims and the remainder interest may escape creditors under the bankruptcy exceptions
if they make the property their homestead.
a.
Creditors. If the remainderperson does not make it their homestead, the
remainderperson’s interest may be subject to the remainderperson’s creditor or divorce
issues. However, a creditor is typically unable to perfect their interest in the property
until the life tenant dies and the remainderperson owns an outright joint interest. The
creditor may file a lien against the property to document the future claim, and the life
tenant may need to satisfy the present value of the remainder interest if they decide to sell
or refinance.
b.
Medical Assistance. Federal law does not allow a Medical Assistance lien
to be imposed against the home of the recipient while he or she is residing there, or while
a spouse or a protected relative is residing there. Once these exceptions expire, Medical
Assistance will file a lien against the property for any benefits paid. If the property is
sold during the life tenant’s lifetime, the lien will secure payment for Medical Assistance.
If the life tenant dies while holding the life estate, the life estate interest terminates as
provided in common law. However, for Minnesota Medical Assistance purposes, the life
estate continues as provided in Minn. Stat. § 256B.15. Note that these rules do not apply
to a life estate that was established prior to August 1, 2003. The statute provides that the
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life estate will continue to exist after the life tenant’s death for purposes of Medical
Assistance recovery, and be subject to liens and claims. If a probate proceeding is
commenced, then the claim would be satisfied out of probate assets. However if no
probate has been opened, the remainderpersons may apply to the lien holder (e.g.
County) for a statement of the amount of the lien or for a full or partial release of the lien,
and they also have the right to a hearing under Minn. Stat. § 256.045.
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