A Guide to Inheritance Tax Planning
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Introduction
Inheritance Tax (IHT) was introduced in its present form in 1986 but much of the
legislation is actually much older and dates back to 1974 when it was known as
“Capital Transfer Tax”. Its roots however go back much further still to the old system
of “Estate Duty”. It is payable by all UK Domiciled individuals on both their
worldwide and UK assets and by Non Domiciled Individuals on their UK based
assets.
Contrary to popular opinion, the tax is no longer payable just by the very wealthy
and is not confined to transfers of value following death. Lifetime transfers and gifts
made within 7 years of death may also be chargeable and the rules have become
increasingly complicated over time. Tax is payable at a rate of 40% on estates or
transfers of value which exceed the current “Nil Rate Band”. For the current tax
year this is set at £325,000.00. The threshold was set at this level in April 2009; and
there are no current plans to review this at the present time. If inflation averages 3%
per annum over this period, the threshold will lose almost ¼ of its value over that
period.

Inheritance Tax is a “voluntary tax paid by those who distrust
their relatives more than they hate the Inland Revenue”
Roy Jenkins
HMRC publish data on the number of estates that pay Inheritance Tax each year
and the sums paid. Between 2002/3 and 2006/7 the number of estates rose from
27,000 to 34,000 and the tax take increased from £2.3Billion to £3.5Billion. In
2008/9 the number fell sharply following the introduction of the transferrable nil
rate band and the fall in property prices to around 16,000 but they still paid £2.8Billion in tax and since then the numbers have increased back up to 21,000 for 2012/13
and the tax take up to just under £3Billion once more. Since then the tax take has
increased each year reaching a record £5.36Billion in 2018/19. Expectations are that
the tax take will continue to rise every year in the future.
Inheritance Tax is payable within 6 months of the date of an individuals death and
during this period, it may be necessary to apply for Probate and to complete the
Inland Revenue form IHT200. It is important to note that any tax due must be paid
before any assets of the estate can be distributed. This can often mean the
beneficiaries have to finance the tax bill themselves or take out a short term loan to
meet the payment. In certain circumstances HMRC will allow the tax to be paid in
instalments over 10 years where illiquid assets are involved. This can include
business interests, unquoted shares, timber and land and buildings although there
are specific rules relating to each.

Tax must be paid before Probate is granted and the estate
released to beneficiaries.
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All of an individual’s assets must be taken into account when calculating the value
of an estate including:•
•
•
•
•

Home / Holiday Homes / Time Shares and any other Property;
Cars / Boats / Bikes etc;
Paintings and other works of Art;
Cash, Shares, ISA and other Investments;
Potentially payments from life assurance policies depending upon how they were
established;
• Personal Effects, Clothing, Jewellery;
• Gifts made either directly to an individual or via a trust arrangement within the last
7 years which are not covered by other exemptions and
• Certain types of pension plan not in trust.
In simple terms, all assets belonging to an individual at the date of their death and
the value of any assets transferred by them within the seven years prior to their
death may be taken into account in the Inheritance Tax computation.

Example 1 – Simple Inheritance Tax Calculation
If we take an example of Mr Smith who is single and dies leaving an estate of
£425,000 to his two children, the tax computation would be:Value of Estate

£425,000

Less Nil Rate Band

£325,000

£100,000

Tax at 40%

(£100,000 x 40%)

£40,000

Net Estate for Children
Effective Rate of Tax on Estate

£385,000
(£40,000 / £425,000)

9.41%
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Nil Rate Bands and Wills
The first slice of an individual’s estate will fall within their Nil Rate Band. As the
name suggests, this is a sum that is currently subject to tax at a rate of 0%. It is not
an exemption. This band applies to assets on death and lifetime transfers.
Until recently, where one partner in a marriage died and all of the assets were
transferred to the other partner, one Nil Rate Band was effectively lost by virtue of
the fact that the transfer between spouses was automatically exempt from
Inheritance Tax. This lead to a significantly higher tax charge on second death than
need necessarily have been the case and to ensure that the Nil Rate Band was used
on first death, the common approach was to ask a solicitor to insert a Nil Rate Band
trust into a Will when it was being drafted.
Essentially the Will would say that assets up to the value of the Nil Rate Band at
date of death would be placed into a trust with the balance of the estate being
payable to the spouse. The terms of the trust were usually such that during the
lifetime of the remaining spouse it would be possible for them to access either
income or capital or both from the assets of the trust should the need arise. Thus,
the surviving spouse was given financial security for the remainder of their life and
the transfer into the trust would use up the Nil Rate Band on first death.

Example 2 – Loss of Nil Rate Band
Mr Smith dies leaving the whole of his estate of £350,000 to his wife. At the
time of his death his wife also has an estate of £250,000. By the time of Mrs
Smith’s death 5 years later, she has a total estate of £600,000.
Mr Smith’s Estate
£350,000
Tax payable on his death (covered by spouse exemption) £0
Net transfer to spouse

£350,000

Mrs Smith’s Estate on second death
Less Nil Rate Band
Tax at 40% on £275,000
Net estate transferred to beneficiaries

£600,000
£325,000
£110,000
£490,000

Effective Rate of Tax on 2nd Death

18.33%
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Example 3 – Nil Rate Band Retained using Will Trust
Let us now assume that on Mr Smith’s death his will created a trust for
£325,000 i.e. the value of the Nil Rate Band at the date of his death. At the
time of Mrs Smith’s death 5 years later her estate is £250,000. The trust is
valued at the same £325,000.
Mr Smith’s Estate
Less Transfer into Trust
Tax Payable on balance (covered by spouse exemption)
Net Transfer to Spouse

£350,000
£325,000
£0
£ 25,000

Mrs Smiths Estate on second death
Less Nil Rate Band
Tax Payable

£275,000
£325,000
£0

Net to transfer to beneficiaries
Plus Value of Trust

£275,000
£325,000

Total Transfer

£650,000

Effective Rate of Tax

0%

Total amount transferred to beneficiaries £275,000 plus trust assets of £325,000
which gives a total Inheritance Tax saving of £110,000. This is clearly a simple
example but the principles are transferable to other situations.
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Main Residence Nil Rate Band
The main residence nil rate band (RNRB) applies to deaths on or after 6th April
2017. For those eligible to use it, it will be in addition to the standard nil rate band
(NRB), currently £325,000 (and frozen at that level until April 2021). In summary,
the RNRB is intended to protect some or all of the value of the family home (or
previous family home) from inheritance tax where the home (or, if the home has
been disposed of, assets of equivalent value) is being passed on to children or
grandchildren (or their spouses).
The RNRB has been phased in gradually from 2017/18 to 2020/2021 as follows:
•
£100,000 per person in 2017/18
•
£125,000 per person in 2018/19
•
£150,000 per person in 2019/20
•
£175,000 per person in 2020/21
and then increasing in line with CPI in subsequent years
The RNRB can be offset against the value of a property which has, at some time,
been occupied as the family home as long as that home passes on death to the
direct descendants of the deceased. A direct descendant is defined as a child
(including step-child, adopted child or foster child) or grandchild of the deceased.
This includes the situation where the property is left to a direct descendant and
their spouse or civil partner jointly, to a direct descendant's spouse or civil partner
solely, or to a direct descendant's widow, widower or surviving civil partner who has
not remarried or entered into another civil partnership at the time of death of the
deceased.
The RNRB can be used when the individual dies on or after 6th April 2017. The
transfer must be on death and can be made by will, under intestacy or as a result of
the rule of survivorship.
A direct descendant can be treated as inheriting the home if it was held in a certain
type of trust before the deceased died and the property passes to them on the
death of the deceased or they are entitled to benefit from the property and are
treated as owning the property. Where the deceased had a qualifying interest in
possession in residential property (for example, as the occupying beneficiary of a
life interest trust), the lineal descendant will be deemed to inherit the property if
they become beneficially entitled to it - this will be the case where a remainderman
inherits property absolutely or where, on termination of the deceased’s life interest,
the beneficiary becomes entitled to a disabled person's interest.
The RNRB is also available where a qualifying residential property is left to a trust
on death where the direct descendant is treated as owning the trust assets (i.e. a
bare trust); or one where the direct descendant has a qualifying interest in possession (that is, either an immediate post-death interest or a disabled person's interest); or an interest which meets the conditions for a trust for bereaved minors or an
18-25 trust.
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Where the value of the deceased's estate (after deducting liabilities such as
mortgages but before deducting reliefs and exemptions such as Business Property
Relief) exceeds £2 million then, broadly, the RNRB will be reduced by £1 for every
£2 excess value. This means, for example, in 2020/21 there will be no RNRB available on first death if the net value of the deceased's estate exceeds £2.35 million.
This figure will be £2.7 million in 2020/21 on the death of the second spouse
assuming their own and their deceased spouse’s RNRB are both available. The £2
million threshold is due to increase in line with CPI from 6th April 2021.
The deceased's RNRB (including any RNRB transferred from a deceased spouse or
civil partner) will be set off against the value of the family home before the set off
against the standard nil rate band.
Any RNRB unused on first death can be transferred to a surviving spouse or civil
partner in the same way as the standard nil rate band. This applies whether or not
the first to die could have used his/her RNRB and the date of first death is
irrelevant. The amount unused (expressed as a percentage of the amount available)
will be applied to uplift the survivor's RNRB entitlement on second death. The rule
is that the amount of the RNRB due for an estate will be the lower of:
•
the value of the home (or share of the home) that’s inherited by direct
descendants
•

the maximum RNRB available for the estate when the individual died

However it’s important to note that, on second death, if the full RNRB hasn’t been
used on first death of a married couple (even if this is because the property value
was below the RNRB figure applying at that time) it is still possible for the personal
representatives of the second to die to claim to transfer the unused RNRB
percentage.
Where the first death occurred before 6th April 2017, none of the RNRB will be
deemed to have been unused on first death, ie. where the first death occurred
before 6th April 2017, the estate of the surviving spouse will always be entitled to a
100% uplift to their RNRB (so, a double RNRB) – regardless of whether the first to
die left an interest in a qualifying property direct to descendants. The exception to
this rule is where the estate of the first to die exceeded £2 million. In this case, the
transferable RNRB will be reduced by £1 for every £2 that the estate exceeds the £2
million taper threshold (for this purpose only, the RNRB is assumed to be £100,000
where first death occurred before 6th April 2017, ie. the £1 for £2 reduction is
applied to £100,000). If the first spouse’s estate didn’t exceed £2m no reduction is
required to the transferable RNRB and the full 100% uplift is available to give the
second spouse a double RNRB.
Where the deceased owned more than one property that at some point in time was
their residence, their personal representatives will be able to nominate which
residential property will be their qualifying residential interest. For IHT purposes,
any mortgage is deducted from the value of whichever property the mortgage is
secured on and this property might not be the individual's main residence or the
property being passed to direct descendants to benefit from the RNRB. Some
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rearrangement of the mortgage position might be required in order to take
maximum advantage of the available RNRB.
Take a scenario where the deceased owned one property worth £600,000 with a
mortgage of £350,000, and a second property that he used to live in which is
worth £200,000 and which he owns outright. Assuming it’s 2020/21 and the
maximum RNRB of £350,000 is available to the deceased (their own £175k plus
£175k available to transfer from their previously deceased spouse), as things stand,
neither property enables full advantage to be taken as the net value of the
mortgaged property is only £250k and the second property £200k. However, if
£100k of the mortgage could be moved on to the second property, this would leave
a £250k mortgage on the first property, giving a net value of £350k and allowing
the full RNRB to be made use of.
Downsizing rules: where the family home is sold (or no longer owned) on or after
8th July 2015, the RNRB will still apply as long as assets of equivalent value are
passed on death to direct descendants (or their spouses). This is to ensure there is
no disincentive to downsize or sell a home from the date the RNRB was announced
at the Summer Budget, eg. to move into rented accommodation or residential care.
This will apply to situations where the deceased:
•

downsized to a less valuable residence and that residence, together with
assets of an equivalent value to the ‘lost’ RNRB, has been left to direct
descendants

•

sold (or otherwise ceased to own) their only residence, and the sale
proceeds, or other assets of an equivalent value, have been left to direct
descendants

The broad intention is that an estate will be eligible for the proportion of the RNRB
that is foregone as a result of downsizing or disposal of the property as an addition
to the RNRB that can be used on death.
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Example 4
Anne sells a home worth £400,000 in August 2020 and moves to a home
worth £210,000. At the time of the sale the available RNRB is £350,000 as,
had she died at that time, her executors would be able to make a claim to
transfer all the unused RNRB from her late husband (ie. she is entitled to 2 x
£175,000). By downsizing, she has potentially lost the chance to use £140,000
or 40% of the available RNRB which could have applied had the more valuable
home not been sold.
When Anne dies in October 2020, the home is worth £225,000 and is left to
her children together with £500,000 of other assets. The estate can use an
RNRB of £225,000. However, Anne was eligible for an RNRB of £350,000 had
she not downsized. The estate can therefore claim an additional RNRB of 40%
of the available RNRB (40% x £350,000) or £140,000. This would give a total
RNRB of £365,000 (£225,000 + £140,000). But this is more than the
maximum available RNRB (£350,000) so the additional RNRB is restricted to
£125,000 to ensure that the total amount used does not exceed the maximum
available.
In addition, the existing nil-rate band together with any transferable nil-rate
band claimed from her late husband’s estate can be applied to the remaining
assets in the estate.

Example 5
Bob sells a home worth £300,000 in July 2020 and moves to a home worth
£140,000. At the time the available RNRB is £175,000. He has potentially lost
the chance to use £35,000 or 20% of the available RNRB which could have
applied had the more valuable home not been sold.
When he dies in December 2020, the home is worth £175,000 and is left to his
son with the remainder of the estate passing to his wife. The estate can use
the RNRB of £175,000 to the full and since the RNRB was fully used on death,
there is none to transfer to the widow. However, none of the existing nil-rate
band has been used, so it can be transferred and will be available on the
widow’s death along with her own RNRB.
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Transferrable Nil Rate Bands
Often in the past it was the more financially astute who were able to plan in this
way and many people therefore ended up paying more tax than was necessary.
Acknowledging this, in 2007 the then Chancellor of the Exchequer introduced the
concept of the transferrable Nil Rate Band.
The idea was that it would be possible to transfer unused Nil Rate Band to surviving
spouses and civil partners following first death.
•

The rules apply for all surviving spouses or civil partners who die on or after
the 9th October 2007, regardless of the date of death of the first
spouse/partner. This means it includes deaths that predate the introduction
of the current IHT rules.

•

The amount of Nil Rate Band that can be transferred is the proportion of the
allowance which was not used on the first death rather than a cash sum. This
means the value of the unused allowance will increase in line with increases
in the standard Nil Rate Band. The proportion of the unused allowance is
added to the allowance applicable to the surviving spouse or partner subject
to a maximum allowance of two times the current allowance.

•

The measures do not apply to single people or those who are co-habiting.

•

The rules will allow the unused allowance for more than one person to be
transferred subject to an overall maximum of one additional allowance. This
will benefit individuals who have been married more than once as they will
be able to carry forward unused allowances from previous marriages
provid ing the combined total carried forward, when added to the individuals
own nil rate band does not exceed 2 x the standard nil rate band.
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Example 6 – The Transferrable Nil Rate Band
Mr Smith dies leaving an estate of £350,000 with gifts to his two children of
£60,000 each and the balance payable to his wife. Let us assume no change
in the Nil Rate Band and the estate of his wife being worth £450,000. If the Nil
Rate Band could not be transferred the tax position would be:Estate on 1st Death
Less Gifts to Children
Net Transfer to Spouse

£120,000

£350,000
£230,000
£230,000

No immediate tax is payable as the gifts to the children are within the
£325,000 Nil Rate Band and the balance transferred to the spouse is exempt.
On her subsequent death without a transferrable nil rate band the tax payable
is:Estate on 2nd Death
Less Nil Rate Band
Tax at 40%

£325,000
(£150,000 x 40%)

£450,000
£150,000
£60,000

Net estate transferred

(£450,000-£60,000)

£390,000

Under the new arrangements, the unused Nil Rate Band can now be
transferred and in this case this is worth an additional 60% of the current Nil
Rate Band. This is because Mr Smith used only 37% of the Nil Rate Band i.e.
£120,000 / £325,000 = 37% in making the gifts to his children on his death.
The new computation is therefore:Estate on 2nd Death
Less Nil Rate Band*
Tax Payable

£529,750

£450,000
£0
£0

Net Transfer to Children

£450,000

An increase of

£60,000

* This is 163% of the current £325,000 Nil Rate Band.

In this example, the transferred Nil Rate Band is sufficient to wipe out any IHT
liability.
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It is important to note that in this example we have assumed the Nil Rate Band is
static. Where it does increase however, the allowance available will increase. If in
this example the standard Nil Rate Band at the date of death was £350,000 the Nil
Rate Band applicable for the calculation would have been £350,000 x 160% =
£560,000. Whilst this higher limit would not have made a difference in this
example, for bigger estates it might be important.
It would be dangerous to assume that a surviving partner will always have the
transferrable nil rate band available to them. The first to die might have used their
allowance unbeknown to the survivor or may have utilised it fully making gifts
within the seven years prior to death.
In addition, it is worth pointing out that pre 21st March 1972 the spouses exemption
didn’t exist so any transfer between spouses on death before this date would have
automatically used up some of the nil rate band available at that time. There was a
limited spousal exemption of £15,000 between March 1972 and March 1975. HMRC
publish historical Nil Rate Band data on their website.

It is important to note that the Transferrable Nil Rate Band is
not automatic and must be claimed using form IHT402. Supporting evidence will be required such as Marriage Certificate
and a copy of Will from first death to demonstrate how much
of the nil rate band was used on first death. Record keeping
is therefore very important.
With the transferability of the Nil Rate Band, it might be argued that the
Discretionary Will Trust has become defunct. However, there are still circumstances
where it may be important to use the arrangement:•

Where the surviving spouse may be put under pressure to transfer assets to
other members of the family in a way that might not be the case if indepen
dent trustees had to be consulted.

•

In a situation where the assets being transferred on first death were likely to
grow at a faster rate than the expected growth in the Nil Rate Band. The
reason for this is that once the asset is transferred to the trust on first death,
any growth is outside of the estate of the surviving spouse. If the asset
growth outstrips the growth in the Nil Rate Band and reliance was placed on
the transferability of the Nil Rate Band, a portion of that excess growth is
likely to be taxable.

Legal advice should always be sought in relation to the drafting, insertion or
modification of Nil Rate Band Discretionary Trusts and if you do not already have a
solicitor we would be very happy to put you in touch with one.
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Lifetime Transfers, Exemptions & Reliefs
Lifetime Transfers (Gifts) made by an individual during their lifetime can be classed
as “Chargeable”, “Potentially Exempt” and “Exempt”.

Chargeable Transfers
A chargeable transfer is one that is neither classed as a “Potentially Exempt”
or “Exempt” transfer. If a gift is made and the donor does not survive seven
years, any Potentially Exempt Transfer will become a chargeable transfer. A
chargeable transfer may also arise where a gift is made into certain types of
trust. See later for further information on this.

Not all transfers of assets are taxable and taking advantage of one or more of the
following might have the effect of reducing the tax payable on gifts or eliminating it
entirely.

Exempt Transfers
Spouses Exemption - If Mr Smith were to be married at the date of his death,
any assets transferred to his wife, whether up to or above the Nil Rate Band
allowance would be free from Inheritance Tax at that time. This “Spouses”
exemption is one of a range of exemptions that individuals can take advantage
of. The exemption also applies to Civil Partners since December 2005.
Annual Exemption – This exemption is allowable in isolation or to cover part of
a larger gift. The exemption allows gifts of up to £3,000 per tax year to be
made without them ever coming into the charge for IHT in the future. The
exemption applies equally to husband and wife with each being able to make
gifts independently of the other. Each tax year therefore a married couple
could transfer up to £6,000 from their joint estate. If unused in one tax year it
can be carried forward for one tax year and then only where the whole of the
allowance for that following tax year has been used up. Therefore, for a
married couple who have made no previous gifts it would be possible to transfer assets of up to £12,000 in one year.
Small Gifts Exemption – Any number of small gifts of up to £250 may be
made in any one tax year and are exempt from IHT. In the extreme an
individual might make 100 gifts or more. However, where the gifts to one
particular person exceed £250 the exemption does not apply. This exemption
cannot be used as part of a larger gift and cannot be carried forward from
year to year.
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Exempt Transfers
Gifts to Charities – providing the charity is UK registered, gifts of any value are
wholly exempt from IHT. Gifts to overseas charities do not normally qualify for
this exemption although UK registered charities which do most of their work
overseas would qualify.
Gifts in consideration of Marriage - Gifts made to the bride or groom in
consideration of their marriage are exempt to the following amounts:Gift from
Each Parent
Grandparents (or great grandparents)
Bride or Groom
Any other Person

Maximum Exemption
£5,000
£2,500
£2,500
£1,000

The gifts can be made to either party but should be made conditional on the
marriage taking place. Thus each parent could gift up to £5,000 to either the
bride or groom or a combination of the two.
Gifts to Political Parties – qualifying political parties benefit from the same
exemptions as charities. They must have at least two MPs or one MP and at
least 150,000 votes cast in its favour at the last general election.
Normal Expenditure out of Income – gifts during an individual’s lifetime are
wholly exempt if they can be shown to be part of the individual’s normal
expenditure and come out of income. The donor must establish a regular
pattern of making such gifts and, taking one year against another, the making
of the gift should not affect the normal standard of living. It is very important
to ensure records are maintained documenting both the amount of the gift
and the donors total income before and after making the gift. This is perhaps
one of the least well understood exemptions and least used.

Most gifts that an individual makes are likely to be classed as “Potentially Exempt
Transfers”.
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Business Property Relief – a special deduction is given against the value of
property where it was owned in the previous two years or had been inherited
from a spouse and the combined period of ownership exceeds two years and
where the property is not subject to a binding contract for sale. 100% relief is
available to sole proprietors or to partners up to their share in the firm. For
incorporated businesses, as long as they are essentially not “investment”
businesses, where the shares are unlisted, 100% relief is available and where it
is a listed company, at a rate of 50% if the individual had voting control. Shares
held on AIM are treated as being unlisted. This area can be complex and
specialist tax advice should be sought.

Business Property Relief Rates
Sole Proprietor / Interest in a Partnership

100%

A holding in unquoted shares / Aim listed shares

100%

Controlling interest in a company listed on the stock exchange

50%

Land/Buildings/Machinery owned by the business owner*

50%

*Owned by a controlling shareholder or partner and used wholly or mainly in
the business carried on by the company or partnership.

It is important to note that an interest in a business which is subject to a binding
agreement for sale on death will not qualify for Business Property Relief and
therefore great care needs to be taken when drafting shareholder/partnership
agreements.
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Agricultural Property & Woodlands – land occupied by the transferor will be
100% exempt if the occupation has been for 2 years or more. Where one farm
is sold and another bought, the period is normally counted from the
occupancy of the first farm. Woodlands would normally qualify for exemption
under the Business Property Relief rules but again the rules are very complex
and specialist advice should be sought.

Various investment schemes are available to enable individuals to take advantage
of the Business Property Relief Rules.
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Gifts with Reservation (GWR)
Section 102 of the Finance Act 1986 provides that where a gift is made in such a
way that the donor is not entirely excluded from benefiting from the asset in the
future, then the gift will be treated as a “Gift with Reservation”. The consequence of
this is on the donor death, the gifted asset will be brought back into the calculation
of the value of the individuals estate for Inheritance Tax Purposes. A transfer
treated as a Gift with Reservation will therefore be ineffective from an Inheritance
Tax planning point of view.
The most common example of a Gift with Reservation is the gift of a house in which
the transferor continues to live without paying a rent at a full commercial rate.
Another example would be where a business is transferred from father to son; if the
father continues to receive an income from the business the gift with reservation
rules may be broken.

Some examples of where the GWR rules would not apply:• Where an individual gifts a property but continues to reside there, no GWR
will occur provided the individual pays a full market rent;
• Where parents gift part of their house to their children as joint tenants and
both parents and children continue to occupy the property, no GWR will occur
as HMRC treat the parents allowing the children to occupy their share of the
property and vice versa to be the equivalent of paying a market rent;
• Where circumstances change in an unforeseen way following making the gift.

The last point above is worth exploring further. Take the example of Margaret who
transfers her home to her son before she retires to Spain. In the future she suffers a
stroke and has to return to the UK and moves into the house with her son. HMRC
will not treat the transfer as a GWR because Margaret’s circumstances changed in a
way that could not be foreseen at the time of the transfer.
Where a gift is made with reservation but subsequently that reservation comes to
an end, the transfer for the purposes of the 7 year clock referred to above will be
deemed to be made at the date the reservation comes to an end and the value of
the transfer will be the value of the asset at that point in time.
When considering the value of the gift it is important to note that the value for IHT
purposes may not be the market value the asset. For example, a small number of
shares in a company might be valued at their market price in one transfer but might
be deemed to have a much higher value in another if in that second transfer the
receipt of the small number of shares granted the recipient control of a business.
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Gifts into Trust
Gifts into trust are slightly more complex. Here we will simply consider new gifts i.e.
those made from January 2008 onwards. The treatment of earlier gifts in to trusts
may be different and advice should be sought before taking any action. The
comments also apply in situations where no other gifts, except using the
exemptions, have been made previously.
Gifts up to the current Nil Rate band may be made in to a trust with no immediate
liability to Inheritance Tax. The gift will be deemed to have fallen wholly outside of
the individual’s estate if they survive seven years from the date of making it and will
be taxed on the sliding scale above if they do not. Gifts over the Nil Rate Band are
taxable immediately at the Lifetime Rate of 20% unless the trust is an absolute /
Bare Trust where the beneficiary is clearly identified at outset and cannot be
changed. This rate of tax is half the 40% rate payable on death. Additional tax of up
20% will be payable in the event the individual does not survive 7 years from making
the gift. In certain circumstances, the period to be taken into account for calculating
any charge can stretch to 14 years depending upon the pattern and nature of gifts
and advice should be sought before making any arrangements.
Most new trusts created today, unless they specify the beneficiary absolutely and
are created in such a way as that beneficiary cannot be changed will be treated as if
they were “Discretionary Trusts”. The taxation of such trusts can be quite
complicated but essentially two further tax charges may apply to them. Firstly there
is the 10 year charge which seeks to tax the assets of the trust at a rate of up to 6%.
This is the maximum that will be charged every 10 years and often the rate of tax is
much lower than this. Secondly a tax is potentially payable when distributions are
made from the trust. Again, the rate of tax depends upon the individual
circumstances of the trust. Specific advice should be sought.
On the face of it, using a trust complicates matters somewhat but there are some
very real advantages to trusts over outright gifts which include:• The ability of the donor to continue to control the asset during their lifetime by
virtue of them being a trustee.
• The ability of the donor to continue to control the asset after their death if they
select the remaining trustees carefully and ensure they are aware of the donor’s
wishes.
• The assets of the trust do not generally belong to the intended beneficiaries until
they are actually distributed to them. This means they are safe from the hands of
potential creditors or more importantly, do not form part of the matrimonial assets
in the event of a divorce. With divorce rates increasing year after year, many of our
clients raise this as a concern.
• Depending upon how the trust is structured, the donor may be able to make a gift
and still benefit from capital or income during their lifetime.
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Gifts into Trust continued
These issues of control can be especially important where the beneficiary of the gift
is quite young. Often children / adolescents go through difficult periods and the
trust structure may allow the donor to ensure the gift is not squandered.
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Planning, Trusts and Other IHT Solutions
Clearly the exemptions and reliefs, the transferability of the Nil Rate Band and the
effectiveness of the Nil Rate Band Discretionary Will Trust will be sufficient in many
cases for the IHT problem to be either solved or mitigated to a point where the Tax
involved is potentially very modest in relation to the overall estate. However there
will be some individuals with larger estates who will need to take further steps in
order to mitigate the effects of the IHT system.
The solutions they might consider include:Check the exemptions and if possible, make gifts out of income and capital – it
seems obvious but actually making use of the allowances available is important and
often overlooked. Sometimes these allowances can be used in conjunction with
other solutions – for example the annual allowance might be used to fund a life
assurance policy. Aside from spending money, giving away capital or income is the
simplest way of reducing the value of an estate. For some however, this is simply not
practical.
Insure against the potential tax liability – Life Assurance Policies can be used in a
number of ways to assist with Inheritance Tax planning. If a life assurance policy is
taken out and the policy placed into a trust, in the event of a death claim the value
of that policy will be outside of the estate of the deceased and therefore not subject
to Inheritance Tax. The proceeds of the policy can be used to pay some or all of the
tax liability on the remainder of the estate. The premiums will often fall within the
annual allowance and will therefore also be free from Inheritance Tax. Essentially the
policyholder swaps the large lump sum IHT liability following death for a small
regular monthly outgoing in the form of the monthly premium.
The first option is the stopgap approach. Cheap, fixed term cover is put in place for
a number of years to meet the liability should it occur unexpectedly as a result of
premature death. This isn’t a long term solution as the cover will come to an end but
it does allow some breathing space to make other plans or to defer making any
decision about gifts until later in life.
The second option is the Whole of Life assurance policy which is s designed to pay a
lump sum in the event of death whenever that occurs. The policy is open ended and
therefore as long as the premiums are paid to maintain the cover, the sum assured is
certain to become payable. This type of policy guarantees to pay a lump sum to
beneficiaries when the tax is due.
The third use of the life assurance policy is a “gift inter vivos” arrangement – this is a
fixed seven year term policy where the sum payable on death reduces in line with
the seven year IHT taper relief set out above. It is commonly used to meet the IHT
liability in relation to large gifts should death occur unexpectedly during the seven
year taper period.
It is important to note that this option is of course, subject to the state of health of
the individual(s) who will have to be underwritten and can be quite costly for older
lives.
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“Loan Trust” arrangement. A trust is created with a nominal initial gift. A much
larger loan is then made to the trustees. The trustees invest this loan and any growth
in its value belongs to them and is immediately outside the estate of the donor. The
loan is repayable on demand and often a repayment schedule is agreed with the
trustees whereby they agree to repay the capital without any interest over a fixed
number of years. Because the loan is repayable, the capital value remains in the
estate of the donor for Inheritance Tax purposes but, the loan arrangement means
that its value will never increase. This type of arrangement can be suitable for those
that wish to cap their IHT liability but cannot, for whatever reason, give up access to
their capital. This solution is often used alongside a gift trust arrangement (see
next). As it is only the growth that is removed from the estate, the savings can be
modest unless the trust is in place for many years or the initial sum loaned to the
trustees is significant.
Gift Trust – as the name suggests, this is an alternative to making an outright gift to
an individual or group of individuals. A trust is created and a transfer made into it;
provided the gift plus previous gifts in the last seven years do not exceed the Nil
Rate Band, the gift will be treated as a Potentially Exempt Transfer and after seven
years will be completely outside of the settlors estate. This is very effective for IHT
planning purposes but, all access to capital is lost. Gift Trusts are often used in later
life and in combination with Loan Trusts and Gift Inter Vivos policies. See earlier for
further information about trusts.
Discounted Gift Schemes – this arrangement was formulated to get around the
problem of giving away capital and losing access to the income from it and it may
therefore be suitable for those who do not envisage significant capital outlays but
do need to generate a regular flow of income from their investments. There are a
variety of such schemes available with different degrees of flexibility but in simple
terms they operate as follows:A trust is created with an initial gift of capital and at outset a decision is made about
the level of income that the donor wishes to receive back. Often this will be a
payment of 5% of the initial capital each year. The health and life expectancy of the
donor is assessed and a calculation made as to the likely capital value of the income
stream – essentially an estimate of how much income the individual might expect
from the trust throughout their remaining lifetime. This value is immediately
deducted from the value of the gift and will normally be excluded from any IHT
calculation immediately. The remaining value of the gift, provided it does not exceed
the Nil Rate Threshold, is treated as a Potentially Exempt Transfer and after seven
years will fall outside of the settlors estate.
There are variations on these schemes, some allow income to be deferred and some
do not, some allow joint life arrangements and others do not.
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AIM and Other Business Property Relief Schemes – these are investment
arrangements that aim to qualify under the Business Property Relief rules set out
above. Typically marketed by specialist investment providers, they have the
advantage of reducing the value of an estate but the sum invested after a holding
period of just two years. They offer an alternative to investing directly into one or
more Aim listed or Unlisted businesses and take the form of a portfolio of such
investments which is actively managed by a specialist investment manager. There
are a variety of such schemes available, with different investment risk characteristics.
They can be very effective indeed where time is short and some managers have
tried to reduce the investment risk by investing in businesses with high levels of
asset backing or undertaking trades where the risks are more limited.
Spousal Bypass Arrangements – pension arrangements are often overlooked as part
of the planning process as they are typically free of tax on first death. However,
where the value of the pension fund is paid out free of tax to a spouse, on their
subsequent death, unless they have spent all of the capital it will form part of their
estate and is therefore potentially subject to Inheritance Tax. A spousal bypass
arrangement involves the establishment of a trust into which the pension fund death
benefit can be paid. During their lifetime the surviving spouse can benefit from the
trust subject to the trustees agreement and the idea is that monies are retained in
the trust unless / until such a time as the spouse needs them. Any money which is
retained in the trust will not form part of their estate on subsequent death of the
surviving spouse. This arrangement can be very effective from an IHT point of view
but must be put in place whilst the pension plan holder is alive.
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The Law of Intestacy
One of the most important elements of financial planning is ensuring a Will is in
place and the consequences of death where no Will exists are shown in the following
chart. Many clients are surprised when they see where there assets will end up if
they don’t make a Will. Making a Will is important in terms of ensuring assets end up
in the hands of those one might wish to benefit but it can also help to avoid family
arguments, can ensure minors or vulnerable adults are cared for appropriately and in
some cases can have positive benefits from an Inheritance Tax planning point of
view.
THE LAWS OF INTESTACY IN ENGLAND AND WALES
ARE YOU MARRIED / IN A CIVIL PARTNERSHIP?

NO
SPOUSE / CIVIL
PARTNER GETS
EVERYTHING

YES
SPOUSE / CIVIL
PARTNER GETS
£250,000 PLUS
PERSONAL CHATTELS
PLUS A LIFE INTEREST
IN HALF THE
REMAINDER WITH
BALANCE TO
CHILDREN
YES
SPOUSE / CIVIL
PARTNER GETS
£450,000 PLUS
PERSONAL CHATTELS
PLUS HALF THE
BALANCE
ABSOLUTELY,
BALANCE GOES TO
PARENTS
ABSOLUTELY

YES
SPOUSE / CIVIL
PARTNER GETS FIRST
£450,000 PLUS
PERSONAL CHATTELS
PLUS HALF THE
BALANCE
ABSOLUTELY,
BALANCE SHARED
AMONG BROTHERS
& SISTERS

YES

NO

IS YOUR ESTATE
WORTH MORE THAN
£250,000 EXCLUDING
PERSONAL
CHATTELS?

DO YOU HAVE A
CHILD OR CHILDREN?
NO

YES
SHARED EQUALLY
BETWEEN THEM

YES

DO YOU STILL HAVE
A PARENT ALIVE?

YES

DO YOU HAVE A
CHILD OR CHILDREN?

NO

SHARED EQUALLY
BETWEEN THEM

NO

DO YOU HAVE
BROTHERS OR
SISTERS OR THEIR
ISSUE IF DECEASED?

YES
SHARED EQUALLY
BETWEEN THEM

NO

DO YOU STILL HAVE
A PARENT ALIVE?

DO YOU HAVE A
GRANDPARENT STILL
ALIVE?

NO

NO
DO YOU STILL HAVE
UNCLES & AUNTS
OR THEIR ISSUE IF
DECEASED?

YES
SHARED EQUALLY
BETWEEN THEM

YES
SHARED EQUALLY
BETWEEN THEM

NO

DO YOU HAVE
BROTHERS OR
SISTERS?
NO

EVERYTHING GOES
TO SPOUSE / CIVIL
PARTNER

EVERYTHING GOES
TO THE CROWN
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What Happens to Debts on Death?
This is a practical point which is often overlooked. When an individual dies, any
debts they leave behind are paid out of their estate. A spouse, civil partner or any
other third party would only be responsible for their debts if the loan/agreement
was jointly owned with them, or if they had provided a guarantee (i.e. acted as
guarantor). A spouse or civil partner is not automatically responsible for their late
spouse/civil partners’ debts.
An individual's estate is handled by their Personal Representatives, i.e. the Executor
of the will or Administrator if there is no will. Their responsibility will include the
distribution of legacies to any beneficiaries and also the payment of any debts.
In the instance where there isn’t enough money to pay off all debts, the outstanding
debts are dealt with in a set order before anything is given to the beneficiaries, or
until the money runs out.
Where property is jointly owned and there isn’t enough money elsewhere in the
estate to pay off the deceased person's debts, the property may have to be sold in
order to satisfy the debts. The way in which a property is owned will dictate the
options available.
Where the property is owned as ‘tenants in common’, each individual owns a stated
share of the property. The share belonging to the deceased forms part of their
estate and can be ‘Willed’ away. However, if there are outstanding debts these must
be satisfied first. Where the property is owned as ‘joint tenants’, the whole property
is owned together. The deceased person's share passes automatically to the other
joint owner(s) and cannot be ‘Willed’ away.
However, creditors can apply for an 'Insolvency Administration Order' within five
years of the death, which has the effect of dividing the property in two, effectively
changing the basis of ownership to ‘tenants in common’, and can force a sale.
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Conclusion
Inheritance Tax Planning is a complex area and no one solution is right for everyone.
Indeed, it is quite common for our clients to employ a variety of solutions as part of
their overall strategy. "It is also something that needs to be kept under review as
allowances, asset values, and rules change over time.
There is no doubt that HMRC are focussed on IHT as a potential significant source of
future revenue for the Treasury and with asset prices increasing once again, the
importance of appropriate planning has never been greater.
If you would like further information on the solutions available and / or to discuss a
solution tailored to your particular circumstances, we would be very happy to speak
to you.

The comments in this document are general in nature and are not designed to be
used as a basis for taking action in relation to Inheritance Tax Planning. We strongly
recommend you seek advice based on your specific circumstances. The comments
are based on our current understanding of HMRC rules and practice which are of
course subject to change without notice. Similarly the rates of Tax, Reliefs and
Exemptions are subject to change without notice. The issue of this document should
not be taken to be advice and we are not suggesting that any of the strategies,
arrangements or products referred to are or may be suitable in your personal
circumstances.
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