DEED WITH LIFE ESTATE
This article was prepared by the Estate Planning Council of Hampden County.  The council is a nonprofit organization of accountants, lawyers, life insurance underwriters, trust professionals and other financial service providers involved in planning, settlement and management of estates.
        A home is often a person's single largest asset.  Parents commonly wish to transfer their home to a child with the understanding that they will keep the right to use, occupy and enjoy the premises for as long as they wish. This retained interest is called a life estate. The interest transferred, often to children, is referred to as a future interest or remainder interest in the property.
        However simple this transaction may appear, many issues need to be resolved prior to the transfer to avoid tax and other pitfalls that could result from poor planning. 
        To complete the transfer, a deed from the grantor to the grantee must be recorded with the appropriate Registry of Deeds.  Once the deed is recorded, the grantor/parents are not able to sell, mortgage, refinance or in any way encumber the property without the consent of the children.  Likewise, the children may not transfer or sell the property without the signatures and consent of the parents.
        There are several benefits to this type of transfer. 
        The property avoids probate upon the death of the life tenant. The holder of the remainder interest becomes the full owner of the property automatically, with no court involvement.
        The value of the real estate is in the taxable estate of the parent for estate tax purposes, but this normally works to the advantage of the remainder interests.  The children receive a step​up in basis in the value of the real estate, meaning they inherit the property at the date of death value not the value attributable to the parent at the date of the transfer.  Note that the value of the real estate added to the deceased parent's other assets may cause an estate tax to be due. 
        In Massachusetts, an estate tax lien attaches to a decedent's real estate automatically at death.  The lien is released by filing an Estate Tax Return within nine months of death or filing an affidavit.  This step, a mere formality if there is no estate tax due, is necessary to clear title to the property for the succeeding owners.
        Transferring a remainder interest to the children triggers the waiting period for Medicaid eligibility, but has some benefits to an elder transferor concerned about long term care.  The rules and regulations of the Office of Medicaid are complex – but suffice it to say that this transfer will "start the clock ticking" on the Medicaid ineligibility period, which may be up to five (5) years for a transfer to a trust.
        Following the disqualification period, a portion of the property would not be considered owned by a Medicaid applicant. The Commonwealth will place a lien on the life estate portion, but the lien expires at the parent's death.  In addition, if the property is sold during the life tenant's lifetime, the Commonwealth's reimbursement would be limited to the value of the life estate. 
        By contrast, if the property were wholly owned by the Medicaid recipient, the entire value would be subject to claim if sold during the person's lifetime or in the probate estate at death.
        An elder who retains the life estate also will be entitled to an abatement for real estate taxes if he or she otherwise qualifies for the abatement with the city or town. 
        Naturally, whenever there is a benefit there is also a downside.  If the remainderperson/child dies, becomes disabled, gets divorced, or incurs significant debts or liabilities, the interest may be attached by creditors or pass to undesirable parties.  Also, if the property is sold during the life tenant's lifetime, there may be a capital gains tax assessed against the child who does not reside in the home.  The life tenant/parent would usually be entitled to the exclusion from tax on capital gain earned on the sale of a principal residence. 
        This article is far from a comprehensive explanation of the life estate deed, but is intended to shed light on this technique to transfer real estate to the next generation.  As always, it is advisable to consult a professional with expertise in legal and tax matters prior to making the final decision to transfer the real estate. 
