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The use of Trusts with Inheritance Tax Mitigation
In last month’s newsletter, we sought to demystify trusts and to explain the benefits of trusts as
a key tool with personal financial planning.
We identified how trusts
•
•
•
•

enable us to stay in control of assets, even though we have given up the legal ownership,
help us to define who will benefit from the trust assets and when,
enable assets to be distributed quickly after death without having to wait for probate and
help us to mitigate the Inheritance Tax (IHT) liability on our estate.

In this month’s newsletter, we are going to spend more time considering the last of these
benefits; how trusts can help us to mitigate the IHT liability on an estate.
This subject could become extremely complicated but we will try to keep things at a simple
level so that you can understand the basics and can contact us if you would like to discuss
matters in more detail.

Relinquishing legal ownership
We should be aware that, if we have an estate
where the overall asset value is in excess of the
IHT nil rate band, there will probably be a liability to
IHT when we die.
The only way we will be able to mitigate this
liability is to reduce our estate value and the only
realistic way we can achieve this is if we are
prepared to relinquish legal ownership of some of
our assets. In other words, transfer the assets to
somewhere other than our own estate.
The obvious step we can take is to transfer the
asset(s) directly to one of our intended
beneficiaries, for example, one of our children.
However, this decision brings with it many
emotional considerations such as the age of the
intended beneficiaries, their experience of dealing
with additional assets and whether we can trust
them to manage the asset prudently.
Because of these considerations, people may
decide against relinquishing the legal ownership of
some of their assets. As a result, assets which are
surplus to needs may well remain inside the
estate, adding to the estate value and to the
eventual IHT liability.
This is why one Chancellor of the Exchequer many
years ago described the forerunner to Inheritance
Tax, Capital Transfer Tax, as a ‘voluntary tax paid
because people distrust their heirs more than they
dislike the Inland Revenue!’
As we identified in last month’s newsletter, a trust
involves the Settlor transferring the legal
ownership of an asset to Trustees who then take
on the management of that asset for the ultimate
benefit of the trust’s Beneficiaries.
This means that we could transfer an asset to a
trust as the Settlor and then appoint ourselves as a
Trustee. In this way, we would be able to relinquish
the legal ownership of the asset but still retain an
element of control over the future management of
the asset.

We need to be mindful that Her Majesty’s Revenue
and Customs (HMRC) are very unlikely to agree, if
we have appointed ourselves as a Beneficiary as
well as being the Settlor and a Trustee, that we
have relinquished legal ownership. Therefore, for a
trust to be effective for IHT mitigation planning, the
Settlor should not also be included as a
Beneficiary.
However, having transferred legal ownership to the
Trustees, of whom we are one, we would be able
to have some say in the timing and destination of
any benefits paid from the trust, thus overcoming
many of the potential disadvantages of transferring
legal ownership directly to an intended beneficiary.
Different ways of mitigating IHT through the
use of trusts
• Gift Trusts
A Gift Trust can use either a ‘Bare’ or a
‘Discretionary’ Trust (see last month’s newsletter).
The Settlor can transfer either a capital asset or
income which is surplus to their needs to the trust.
Small transfers of capital may be exempt from IHT
if they fall within an IHT exemption limit, e.g. the
annual exemption of £3,000 per donor. For more
substantial transfers of capital, the value would
only fall outside the estate after seven years.

Transfers from surplus income are immediately
exempt.
One important point to be aware of is that
transfers into Discretionary Gift Trusts are
regarded by HMRC as Chargeable Lifetime
Transfers for IHT purposes. This means if the total
of all Chargeable Lifetime Transfers (including
those made in the previous seven years) is over
the £325,000 IHT nil rate band, then an immediate
IHT liability may be payable when the trust is set
up.
Furthermore, there may be additional tax charges
levied against the trust.
However, Gift Trusts are ideal for situations where
capital and/or income has been identified which is
not required for the Settlor’s own future financial
security but over which they would like to exercise
control as far as the timing of distributions to
Beneficiaries.

• Loan Trusts
These only use Discretionary Trusts. The Settlor
sets up a trust and then makes a loan to the
Trustees. Access to the loan is available to the
Settlor and can be repaid either on a regular basis
or by single amounts on demand.
Typically, the Trustees will invest the loan into a
suitable investment and any return achieved on
this is outside the Settlor’s estate.
As Discretionary Trusts are used, the potential for
additional tax charges also needs to be
considered.
Loan Trusts provide Settlors with the ability to still
access their capital but to effectively transfer any
future growth on that capital outside their estate,
thereby effectively ‘freezing’ their liability to IHT.

• Discounted Gift Trusts
As with Gift Trusts, these can use either Bare or
Discretionary Trusts. The Settlor receives regular
‘income’, which is effectively a withdrawal of
capital from the underlying investment within the
trust. This regular withdrawal is set up at the start
of the trust and cannot be altered.
There is an immediate reduction in the estate
value equivalent to the discounted portion of the
investment required to provide the income.
The remainder of the investment will fall outside
the estate after seven years. Any growth on the
investment is outside the estate.
Again, where a Discretionary Trust is used, the
potential for additional tax charges should be
considered.
These Trusts have been very popular in the
financial planning profession because of the
apparent ability to ‘have your cake and eat it’.
However, care needs to be taken over the lack of
flexibility with these Trusts.

‘Transfers from surplus income
are immediately exempt’

Overview
When discussing the mitigation of an IHT liability with our clients, we initially need to quantify the value
of the estate and the potential IHT liability and then to identify whether any of the estate wealth will be
surplus to the client’s requirements.
The next step is to gauge whether the client would feel comfortable transferring assets directly to
beneficiaries.
It is when a client indicates that they are keen to mitigate their IHT liability but not keen on transferring
assets directly to beneficiaries that trusts have a role to play.
As you will gather from this newsletter, IHT mitigation is a complex area of financial planning and your
Breed Elliott planner will be more than happy to guide and advise you upon your options.
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