In this world nothing can be said to be certain, except
death and taxes

Benjamin Franklin

No-one likes talking about mortality and taxes, especially this one. When we’ve worked hard to build
a future for ourselves and our loved ones, we want to leave as much as possible.

UK Inheritance tax receipts continue to rise and whilst some additional allowances have recently
been granted, it remains one of the hardest taxes to avoid without relinquishing complete control of
your assets. The graph below shows how receipts have risen since 2000 and also a correspondence
to rising house prices.
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As wealth grows closer to the thresholds through house price growth alone, more and more families
previously outside of scope of this tax, are finding themselves presented with Inheritance Tax bills.
These are bills that could potentially be reduced or avoided with some careful planning and decision
making.

Currently, the thresholds for IHT are:

Nil Rate Band:

The £325,000 NRB is available to all individuals and can be set against all asset types on
their death. The NRB can also be used both:

e to allow individuals to make lifetime chargeable transfers up to £325,000
within a 7-year period without an IHT liability

e in calculating the periodic and exit charges on relevant property trusts

e Any unused NRB or RNRB following the death of an individual can be transferred
to their surviving spouse or civil partner. This means that since 6 April 2020,
qualifying estates have been able to pass on up to £500,000 and if
the NRB and RNRB remain unused, the qualifying estate of a surviving spouse or
civil partner is still able to pass on up to £1 million without an IHT liability.

e The NRB has been fixed at £325,000 since the tax year 2009 to 2010.

Residence Nil rate Band:

£175,000 per individual (RNRB) from 2020-21 tax year.

It will then increase in line with Consumer Prices Index (CPI) from 2021 to 2022
onwards. Any unused nil-rate band will be able to be transferred to a surviving spouse or
civil partner.

The additional nil-rate band will also be available when a person downsizes or ceases to
own a home on or after 8 July 2015 and assets of an equivalent value, up to the value of
the additional nil-rate band, are passed on death to direct descendants.

There will be a tapered withdrawal of the additional nil-rate band for estates with a net
value of more than £2 million. This will be at a withdrawal rate of £1 for every £2 over
this threshold.

The rate of tax currently payable is 40%, this can be reduced by 10% to 36% by charitable donations,
if they are equal to 10% of the estate death.

Scope

There are a number of ways to reduce Inheritance Tax, such as gifting (subject to certain limits and
rules), taking out insurance policies to cover your IHT liability and the use of Wills and Trusts (not
included here). Please contact us for further information on this.

This article concentrates on how your money can be invested, with the potential for retaining control
of your assets or using it for income, whilst ensuring that all or some of the value of these assets fall
outside of your estate for IHT purposes.



'Only put off until tomorrow what you are willing to die
having left undone.’

Pablo Picaso.

So how can you invest and reduce your IHT bill?

Discounted Gift Trust

The discounted gift trust provides a way for the settlor (or settlors) to make an
inheritance tax effective gift, whilst retaining a right to regular (fixed) payments for their
lifetime. The value of the settlor's gift for IHT will be discounted by the estimated value
of these future retained payments.

Acting as an estate planning vehicle specifically designed for individuals, or married
couples/civil partners, who have excess capital they are prepared to give up, it allows
them to receive a regular income from their capital to supplement their income.

If a discount is agreed(subject to underwriting), the gift into trust will provide an
immediate IHT saving. After the settlor survives 7 years, the whole value of the gift will
be free from IHT.

The insurance company will decide what discount is to be given based on factors such as
an individual’s health and age; ergo, the younger and fitter you are, generally the higher
discount.

Example:

Mrs Smith, who is 63 years old and in fine fettle, invested £400,000 and choose an
income of 5% per annum, the insurance company may value the initial discount at
£220,000%*, leaving a gift of £180,000*. Meaning that £220,000 would be outside Mrs
Smith’s estate immediately.

If Mrs Smith survives for a full 7 years after the original gift, any remaining gift plus
growth on the investment, will be outside Mrs Smith’s estate for IHT purposes. The
amount of regular withdrawals paid, will continue beyond the seven years.

Whilst not suitable for everyone, a Discounted Gift Trust, assuming you are in good
health, likely to live seven years and require an income from the investment, could be a
good way of reducing your inheritance tax liability.

*Estimated figures.



Loan trusts

This type of investment involves an individual establishing a trust. However the settlor
does not make a gift they lend money to the trust. This money is invested by the
trustees, normally through an investment bond, for the benefit of the trust beneficiaries.

Repayment of the outstanding loan can be demanded by the settlor at any time and this
can either be in full or in part.

This is typically used for people who don’t feel comfortable about gifting away capital
now, in case they may need it at some point in the future but want to start estate
planning.

Creating a loan trust means any investment growth is immediately outside the estate
therefore potentially capping any increase of the value of assets included within the
estate.

If loan repayments are spent, a further reduction in the IHT liability will occur. Taking
regular withdrawals to supplement income or larger lump sum withdrawals may reduce
the estate, provided they're not being used to purchase assets or saved which will form
part of the estate on death.

Example:

Bryan is in his late 70’s and wants to give a gift to his children, he can't really afford to
reduce his capital and he needs the income it produces. He has not made any previous
gifts.

He chooses to put £150,000 into a discretionary loan trust. He decides to receive a
regular payment of £7,500 each year and dies 9 years later. Of his is original loan, he
has received £67,5000

No IHT is chargeable when the trust is created. There is no chargeable lifetime
transfer(CLT) and the loan trust does not need to be reported on HMRC form IHT100.

Bryan’s bond is worth £130,000 when he dies. The loan outstanding of £82,500 forms
part of his estate at date of death and IHT is payable at 40% on assets over NRB. This is
pay to the estate by trustees and any IHT is payable by executors. The £47,500 of
growth is outside of his estate for IHT.



Pension Contributions

Inheritance Tax usually won’t be applicable when you die and your beneficiaries inherit
your defined contribution pensions. This is because, unlike other investments, your

pension plan isn't normally part of your taxable estate.

That's why it can be tax-efficient to keep your pension savings invested within your
pension plan, drawing on other assets first, allowing the full value of your pension to go

on to family members or down through future generations.

Beneficiaries (those you want to pass your money onto) may be able to receive tax-free
withdrawals if you die before the age of 75. However, money you take out of your
pension pot could form part of your estate. If you don't spend it, it will form part of your

estate.

Money left in your pension savings can be passed on to your dependants or family tax-
efficiently. It will depend on what type of pension it is, you have made a nomination as
to who you wish to receive the money (your beneficiaries) and your age when you die,

as your dependant could pay income tax on any income they take from your pension

pot.
Payment Type of pot Age its Tax you usually pay
owner
died
Most lump  Defined Under 75 No tax, unless your pension
sums contribution or defined pots are above the lifetime
benefit allowance
Most lump  Defined contribution or 75 orover Income Tax deducted by the
sums defined benefit provider

Source: HMRC
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Investing in BPR-qualifying companies

BPR was introduced as part of the 1976 Finance Act and can be a valuable relief from
inheritance tax. It allows certain investments to be left to your beneficiaries free from
inheritance tax; it was created to allow small businesses to be passed down through
generations without facing a large inheritance tax bill.

BPR-qualifying investments are not intended just for tax planning purposes. Investors
can consider BPR as an incentive to invest in unlisted trading companies or those listed
on the Alternative Investment Market (AIM). The tax incentives can compensate for
some of the additional risks associated with investing in such companies.

Holding shares in BPR-qualifying companies provides a quicker inheritance tax
exemption. Making a gift or putting assets in trust means they take 7 years before they
become exempt from inheritance tax, shares in a BPR-qualifying company or investment
become exempt from inheritance tax after being held for just 2 years, provided the
shares are held at the time of death.

You also retain access and control. With a gift, you have to relinquish control over the
asset or the gift will fail and it is seen as being part of the estate on death. Here the
investor retains control over the investment, can sell the investment and get the
proceeds back if they need to. It should be noted that shares sold or money taken out of
the investment will no longer be exempt from inheritance tax.

There is a degree of simplicity in buying shares or an investment in BPR-qualifying
companies compared to setting up a trust or using life insurance. There is no need for
more complex legal structures, or client underwriting or medical questionnaires.

There are a number of investment houses that run AIM-listed or unquoted company
portfolios. This type of investment will use the money it receives from investors to buy
the shares of companies that it has researched and believe qualify for BPR. Meaning that
as long as the investment has been held for at least 2 years, and is still held at the time
of the investor’s passing, it can be left to the beneficiaries without an inheritance tax
charge.

There is also a two year joint Married couples and civil partners qualifying period. This
means that should the investor die within 2 years of investing, the investment can be
transferred to their surviving spouse or civil partner without resetting the two-year clock.

There are risks:

Capital is at risk: The value of a BPR-qualifying investment portfolio will depend on the
actual performance of the companies it invests in. Investment risk means you may get
back less than you invest.

Shares could be more volatile and less liquid: Investments in AIM-listed and
unquoted companies are likely to fall or rise in value more than shares listed on the main
market of the London Stock Exchange. They are generally harder to sell.

Tax rules and reliefs can change: Tax treatment depends on your personal
circumstances and legislation may change in the future. BPR will depend on the portfolio



companies maintaining their qualifying status. HMRC will considers claims for BPR based
on the facts at time of claim is made and will reference legislation in place at the time.
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An example of the possible savings: Mrs Smith has an estate that includes an equity portfolio worth
£1m. She has invested £250,000 via the AIM Portfolio IHT Plan. After two years, she is able to pass on
an extra £100,000 to her descendants. (Source: Investec)

The contents of this article do not represent financial advice or
a recommendation.

The truth of the matter is that you always know the right thing to
do. The hard part is doing it.

Norman Schwarzkopf

This article was written by Nick Roberts, one of our independent financial
planners. You can find more detail about Nick on the ‘Meet the Team’
section.



