INHERITANCE TAX TREATMENT OF TRUSTS

FINANCE ACT 2006 
The Finance Act 2006 introduces major changes in the treatment of Trusts for Inheritance Tax (IHT) purposes.  Not only will the legislation affect Trusts established after 22 March 2006 but, subject to certain transitional arrangements, it will also have an impact on certain types of Trusts which have been in existence for many years.

These Notes provide an outline of the principal effects of the new legislation so far as concerns trusts established by a UK-Domiciled Settlor and having UK-Resident Trustees.

1.
Before commenting on the legislative changes it would be useful to summarise the principal features of the three types of Trust commonly used at present:

1.1 Interest in Possession Trust – IIP

This is a Trust in which one or more of the beneficiaries has a right to receive the trust income or has the use and enjoyment of the trust capital: the above right is usually referred to as the “life interest” and the beneficiary as the “life tenant” – these terms will be used in these Notes.   Generally, IIPs are used where the Settlor wishes individual beneficiaries (or their descendants) to enjoy the income from the trust with the trust assets (capital) passing outright to another beneficiary (or descendant) at a later date.

1.2 Accumulation and Maintenance Trust – A&M

This type of trust was suitable if all of the intended beneficiaries were grandchildren of a common grandparent and were under 25 years of age.  Until that time, income could be accumulated or applied for the maintenance, education or other personal requirements of beneficiaries.  On or before their 25th birthdays, one or more of the beneficiaries would become entitled to trust income (which would constitute a life interest) or to the trust capital.  This type of trust would be useful in providing benefits for grandchildren, such as payment of school fees etc, or as part of wider estate planning arrangements.

1.3 Discretionary Trust – DT

As its name implies, this type of trust is one in which the Trustees have total discretion as regards distribution of income or capital to any one or more of the beneficiaries at any time.  Until the trustees exercise their discretion, no individual beneficiary has a right to receive income or capital.  This type of trust is extremely flexible, particularly where the Settlor wishes to benefit a group (class) of individuals but in undetermined amounts at different times.

2.
Impact of IHT before the Act
2.1 IIP

A gift into an IIP is regarded as a Potentially Exempt Transfer (PET): if the Settlor (donor) survives for seven years after the gift, no IHT is payable.

The life tenant is deemed to own the assets which give rise to the income and, accordingly, on any transfer of assets from the trust to the life tenant no IHT is payable.

The transfer of assets (or the life interest) to another individual during the life tenant’s lifetime, is treated as a PET.

On the death of the life tenant, IHT is payable by reference to the value of the assets within the trust which are deemed to be owned by him and are aggregated with the value of his own assets in calculating the IHT payable: the Trustees are then responsible for payment of the IHT referable to the Trust assets.

2.2 A&M

A gift into an A&M is regarded as a PET: if the Settlor (donor) survives for seven years after the gift, no IHT is payable.

On a beneficiary attaining 25 years of age and becoming absolutely entitled to trust assets (capital), no IHT is payable.

On a beneficiary attaining 25 years of age and becoming entitled to “income”, the trust effectively becomes an IIP and the IHT position is as set out at paragraph 2.1 above.

2.3 DT

Gifts of assets into a DT constitute a “chargeable transfer” for IHT purposes.  To the extent that such transfer together with any other chargeable transfers made by the Settlor within the preceding 7 years exceed the “Nil Rate Band”, IHT at the “life-time” rate of 20% is payable – this is known as the “entry charge”.

On each Ten Year Anniversary there is an IHT charge (the “periodic charge”) equal to 6% of the value of the trust assets at that time in excess of the then Nil Rate Band.  Undistributed and accumulated “income” is excluded in calculating the periodic charge but it is sometimes difficult to identify such “income” especially when little or no distribution has been made by the Trustees in the years leading up to the ten-year anniversary:  properly drafted Trust Accounts could, therefore, be helpful in identifying such accumulated “income”.
When (capital) assets are distributed to beneficiaries, there is an IHT charge (the “exit charge”) based upon the effective rate of IHT payable on the inception of the trust or the previous Ten Year Anniversary and proportionate to the period after inception or the relevant anniversary during which the assets have remained within the trust.  For example, if assets are distributed four years after a Ten Year Anniversary, the “exit charge” would be 40% of the effective rate of IHT payable on the previous Ten Year Anniversary (that would be circa 2.4% of the value of the assets distributed).  The “effective rate” is the amount of IHT payable expressed as a percentage of the value of the relevant assets.
3.
The New Legislation 

3.1 Fundamentally, no new A&M can be created after 22 March 2006 and the IHT regime presently applicable to a DT will apply to IIPs (and existing A&Ms): that is subject to certain “transitional” provisions which will be explained below.

3.2 Consequently, “entry charges”, “periodic charges” and “exit charges” will be applicable  other than in respect of trusts that are created:

for a disabled person either during the Settlor’s lifetime or on death. 

on death by a parent for a minor child who will become absolutely entitled to the assets in the trust on attaining 18 years of age;

on death for the benefit of one life tenant (other than a minor child of the testator) whose interest cannot be replaced (for example, by successive life interests); this is referred to in the legislation as an “immediate post-death benefit”.
3.3
There are special rules dealing with “age 18 to 25 trusts” which apply to any settled property held for the benefit of an individual under age 25 at least one of whose parents has died, if the settlement is created by the will of a deceased parent provided that the beneficiary will become absolutely entitled to capital no later than age 25.
4.
Existing IIP

4.1 Current IHT rules will apply until the life interest  extant at 22 March 2006 comes to an end.

4.2
If the life interest is terminated by the relevant trust assets vesting in the absolute ownership of the life tenant (or his spouse) no IHT liability arises (as the life tenant is deemed to own those assets for IHT purposes)

4.3
If an individual (other than the life tenant/spouse) then takes absolute ownership of the relevant trust assets, that will be regarded as a transfer by the life tenant and will be subject to the same IHT treatment at present: consequently, if the life interest comes to an end during the lifetime of the life tenant, that would be regarded as a PET; if the interest comes to an end on death of the life tenant, IHT is payable by reference to the value of the relevant assets within the trust.

4.4 If the present life interest comes to an end in circumstances where the relevant assets remain within the trust (for example by a successive life interest), that will be treated as the creation of a new trust with the result that:

If the life interest comes to an end during the lifetime of the life tenant, that will be subject to an “entry charge” by reference to the value of the relevant trust assets (which will subsequently be subject to “periodic charges” and “exit charges”).

If the interest comes to an end on the death of the life tenant, the value of the relevant assets will form part of that individual’s estate and IHT will be payable, (as at present) and the relevant trust assets will subsequently be subject to “periodic charges” and “exit charges”.

4.5
Transitional provisions apply where a life interest in comes to an end before 6 April 2008  (whether during the lifetime or on death of the life tenant) and is  replaced by another life interest, referred to as a “transitional serial interest” (TSI): in such circumstances the TSI is treated as if it were in existence at 22 March 2006; and the rules set out at 4.4 above would apply.  A life interest ending after 6 April 2008 would also be a TSI if it ends on the death of the life tenant’s spouse who was entitled to a life interest in the same property on 22 March 2006.
5.
Existing A&M

5.1 Where the trust assets will become owned absolutely by a beneficiary attaining 18 years of age, the current IHT treatment will continue. 

5.2 Transitional provisions provide that where the terms of the trust are modified before 6 April 2008 and result in the above circumstances, the current IHT treatment will continue.

Where the terms of the trust are amended prior to 6 April 2008 and result in beneficiaries becoming absolutely entitled to the trust assets (capital) at age 25, having been entitled to trust income at age 18, there will be a proportionate “exit charge” calculated by reference to the period between the 18th birthday of the beneficiary and the date upon which the assets are appointed (distributed) to him.
If for example, the trustees appoint the assets at age 25 the “exit charge” would be a maximum of 4.2% (that is 7/10x6%) of the value of assets appointed: at age 21 the maximum charge would be 1.8% of the value of assets appointed.

5.3 Where the terms of the trust do not result in a beneficiary becoming absolutely entitled to assets on attaining 18 years of age (and no modification to those terms is made) then with effect from 6 April 2008, the “periodic charges” and “exit charges” will apply to the trust.

So far as the “periodic charges” are concerned, the ten-yearly anniversaries will be governed by reference to the original date of the trust and for the first ten year anniversary after 6 April 2008, the rate of IHT payable will be proportional from that date to the date of the ten-year anniversary: for example, if the ten-year anniversary falls in April 2010, the IHT charged would be two-tenths of the rate of tax which would otherwise be chargeable on a ten-year anniversary; in effect, that would approximate to 1.2% of the value of the trust assets at that time.

6.
Calculation of IHT Payable

6.1
The Act results in new terminology for calculating IHT payable in respect of “relevant property”: previously that term was reserved for assets within a DT or, to be more precise, for trusts in which no “interest in possession subsists”.

Consequently the term “relevant property” will now apply to DTs IIPs and previously qualifying A&Ms.

6.2
As indicated at Paragraph 2.3 where assets are transferred into or out of trust, those assets would constitute “relevant property” and IHT is payable as follows.

6.2.1
Entry Charge

This is based upon the amount of the “chargeable transfer” made by the settlor on transfer of the assets which become “relevant property” and would take account of any “chargeable transfers” made by him in the 7 years prior to the transfer into trust.

Example:

In May 2007 Noah creates an IIP for the benefit of his three sons who are to enjoy income from the trust until attaining the age of 30 and then become absolutely entitled to capital (i.e. the Trust assets).

The value of the assets transferred is £700,000 and Noah has not made “chargeable 
transfers” in the previous seven years.


£’000
Value of assets transferred into Trust
700

Nil Rate Band
(300)


____

Amount chargeable to IHT (ignoring Annual Exemptions)
400


____

Assuming that Trustees pay the IHT (to avoid “grossing-up” calculations) 

the liability on establishing the Trust is 20% x £400,000
80

___
The “effective rate” of tax is therefore 80/700 = 11.4%
6.2.2
Periodic Charge


This is based upon the value of the “relevant property” on the ten-year anniversary of the Trust and on each successive ten-year anniversary.  The charge is 30% of the “life-time” rate of 20% i.e. 6% calculated by reference to the value of the “relevant property” less the Nil Rate Band.

Example
The Trustees of Noah have successfully invested the initial funds and in May 2017 the value of the Trust assets is £1.4million.


£’000

Value of “Relevant Property”
1,400

Nil Rate Band (assumed)
(400)


____

(Notional) Amount chargeable to IHT - which if a “lifetime” 

transfer would be chargeable at 20%
1,000


____

Therefore IHT Payable 30% of 20% x £1,000,000
60

____


The “effective rate” of IHT is  __60 x 100 = 4.3%

                                       1,400 
6.2.3
Exit Charge


This is based upon a proportion of the effective rate of tax payable on the previous Ten-year Anniversary which the period elapsed since then bears to Ten years.  In fact the Ten Year period is divided into quarters so that the relevant proportion will be the number of quarters elapsed divided by 40.

Example

In December 2020 one of the sons attains 30 years of age and his one-third share of the assets of the Trust are appointed to him absolutely.  Thus a life interest in one-third of the Trust terminates and the “exit charge” is calculated as follows:


£’000
Value of entire Trust 
1,800

One-third thereof
600

Period since previous Ten Year Anniversary 3 years 6 months

Number of (complete) quarters 14 -   Relevant Proportion 14/40

Effective Rate of Tax on Previous Ten Year Anniversary 4.3%

IHT Payable £600,000 x 4.3% x 14/40 
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6.3 There are tortuous calculations where assets are injected into Trusts between 
Ten-Year Anniversaries in which case the Periodic and Exit Charges are pro-rated to the period during which the assets have been “relevant property”.
6.4
Had Noah established the Trust in May 2005 there would have been no IHT charges in the above circumstances because:

6.4.1 The transfer of assets into the trust would have been a “PET” and assuming Noah survived until after May 2012 no further IHT would become payable by his Estate.

6.4.2 There would be no “periodic” nor “exit” charges in view of the life interests in the whole of the Trust being extant at 22 March 2006.

6.5 To illustrate the “Transitional Provisions” of the Act:

6.5.1 Suppose that Noah’s trust was established in May 2005 and provided for life interests for the three sons subject to Trustees having the power to curtail those interests and appoint similar interests to the “next generation”.

6.5.2 In December 2007 the Trustees appoint the whole of the Trust assets on life interests for Noah’s grandchildren.

As the present life interests are terminated prior to April 2008, the successive life interests constitute TSIs and, accordingly no IHT would become chargeable until those interests terminate which may not occur for many years.

7.
Capital Gains Tax (CGT) Consequences

7.1 The changes in the IHT regime provide additional opportunities for “hold-over” relief to be claimed for CGT purposes where assets are transferred into or out of IIP or A&M Trusts – as is the present position in relation to DT.

7.2 “Hold-over” relief in relation to certain transfers to A&M trusts will be restricted to those which meet the new IHT criteria for trusts for minor children.

7.3 It must be noted particularly that “hold-over” relief cannot apply where a gift is made to a “settlor-interested trust”: that is a trust from which the settlor could derive some benefit, present or future.

As a result of the Act the term “settlor-interested trust” now includes trust of which a minor unmarried child of the settlor is (or becomes) a beneficiary.

Furthermore, “hold-over” relief may be withdrawn (“claw-back”) if the trust becomes “settlor-interested” at any time within six years of the gift into trust being made.

7.4 The special rules relating to the “uplift” in value of trust assets on the death of a life tenant will be restricted to assets that are subject to a life interest which meets the new IHT rules.

8.
IHT and CGT “Planning”

Despite the Act’s major impact on the IHT liabilities of Trusts and their settlors, there still remain certain “planning” opportunities in the shape of “Nil Rate Band” (NRB) Transfers and “Hold-over” relief for CGT purposes.

8.1 Suppose that Abraham and his wife own a small property investment company worth, say, £600,000 which they wish to transfer to their two sons in equal proportions.  The shares in the company have a Base Value for CGT purposes of £10,000 so that any transfer to the sons would give rise to a chargeable gain (ignoring Taper Relief) of £590,000.

8.2 Abraham and his wife each transfer their (equal) shareholding to the Trustees of respective IIPs in which each son has an equal life interest.

8.3 The transfers fall within the NRB (post April 2007) and no IHT is payable: that is important for two reasons:

First, IHT is in fact chargeable but at the “Nil” rate: this allows CGT “hold-over” relief to be claimed.

Second, the IHT “entry charge” is Nil and so is the “effective rate” on the shares becoming “relevant property”: that rate governs any “exit charge” as may arise on appointment (distribution) of trust capital within 10 years of the inception of the Trust.

8.4 Abraham and his wife make the relevant “election” to “hold over” the chargeable gains with the result that the Trustees of the (two) Trusts inherit the original “Base Value” of the shares.

8.5 One year later, the Trustees appoint the shares to the sons absolutely.

Again, IHT is charged at “Nil” rate (the “exit charge”) and the Trustees and the sons make the relevant CGT elections to hold over the chargeable gain: the sons therefore inherit the original base value of the shares (i.e. £10,000).

8.6 Consequently the shares have been transferred to the “next generation” without any immediate liabilities to IHT or CGT.

8.7
Providing that Abraham and his wife survive for 7 years after transfer of the shares into Trust, no IHT liability arises and if they are young enough and have significant assets, the exercise could be repeated.

9.
Wills

9.1
As is well known, modern wills, especially for married couples, contain provisions for IHT mitigation.  That may take the form of the “Nil Rate Band Discretionary Trust”, so as to utilise both of the IHT Nil Rate Bands for a married couple, or some other form of trust so that ownership of assets can, so to speak, “skip a generation”.

9.2
More sophisticated devices (provisions!) include “Flexible Life Interest Trusts” for the benefit of a surviving spouse.  That ensures that no IHT is payable on the death of the first spouse to die and if the Trustees have an overriding power of appointment, assets could be redirected to other individuals and structured so as to qualify as PETs: provided that the surviving spouse lives for seven years after the “appointment” no IHT is payable thereon.  The added advantage in the above respects is that the “appointment” is regarded as a “deemed” PET (as opposed to an actual PET) with the result that the surviving spouse could continue to benefit from the assets concerned without being caught by the restrictions on “gifts with reservation of benefit”.  This latter advantage has now been negated by the Act.
9.3
There remains, however, the “Nil Rate Band Discretionary Trust” arrangements but Trustees will need to ensure that they are seen (by HMRC) to act consciously (and conscientiously) as otherwise the Trust may be regarded (by HMRC) as a sham.

9.4
Residue of an estate of the first spouse to die may still be left to the surviving spouse on an “immediate post-death interest” trust and if that spouse has sufficient personal financial resources, appointments could be made in favour of the “next generations” to start the seven-year “clock” running as soon as practicable.

10
What next……………?

First, it will be necessary for professional advisors and trustees to digest the effects of the Act with particular reference to existing IIPs, A&Ms, and Wills.

Trust Deeds (and Wills) would then need to be reviewed and, subject to the wishes of Trustees (and possibly settlors, where their consent is required) amendments may need to be made.  That would require specialist legal advice as it is difficult to alter the provisions of Trust documentation: sometimes consent of the Court is required.  It may, however, be possible to avoid unnecessary IHT charges by making suitable “appointments” prior to April 2008.
Future legislation (and a change of government) may ameliorate the worst effects of IHT (it may even be abolished!) but it is probably fair to say that Trusts and IHT, which have been around in one form or another for over 900 years and 100 years respectively,  are here to stay.

Consequently, however unpalatable, the provisions and impact of the Act will need to be understood and action taken where feasible to mitigate potential liabilities arising in the future.

Attached are three charts encapsulating the comparative IHT treatment for each of the three principal types of Trust, pre and post the Act.
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INHERITANCE TAX CHARGES FOR TRUSTS

BEFORE AND AFTER FINANCE ACT 2006

INTEREST IN POSESSION TRUSTS (IIP)

	OCCASION FOR CHARGE
	Pre FA 2006
	New Trust

(created after 22 March 2006)
	Transitional Provisions

for Trusts extant at 22 March 2006

	
	
	
	
	

	
	
	
	Until 6 April 2008
	From 6 April 2008

	
	
	
	

	
	
	
	On termination of Life Interest

	
	
	
	
	

	
	
	
	
	

	Entry
	PET
	Chargeable Transfer
	During Lifetime  - PET

On Death - Chargeable Transfer
	During Lifetime  - Entry Charge

On Death - Chargeable Transfer

	
	
	
	
	

	
	
	
	
	

	10 Year Anniversary
	None
	Periodic Charge
	None


	Periodic Charge - pro-rated

(but none until after existing Life Interest ends)

	
	
	
	
	

	
	
	
	
	

	Exit
	None
	Exit Charge
	N/A


	Exit Charge 

(but none until after existing Life Interest ends)


INHERITANCE TAX CHARGES FOR TRUSTS

BEFORE AND AFTER FINANCE ACT 2006

DISCRETIONARY TRUSTS (DT)

	OCCASION FOR CHARGE
	Pre FA 2006
	New Trust

(created after 22 March 2006)
	Transitional Provisions

for Trusts extant at 22 March 2006

	
	
	
	
	

	
	
	
	Until 6 April 2008
	From 6 April 2008

	
	
	
	
	

	Entry
	Chargeable Transfer
	Chargeable Transfer
	N/A
	N/A

	
	
	
	
	

	
	
	
	
	

	10 Year Anniversary
	Periodic Charge
	Periodic Charge
	N/A
	N/A

	
	
	
	
	

	
	
	
	
	

	Exit
	Exit Charge
	Exit Charge
	N/A
	N/A


INHERITANCE TAX CHARGES FOR TRUSTS

BEFORE AND AFTER FINANCE ACT 2006

ACCUMULATION & MAINTENANCE TRUSTS (A & M)

	OCCASION FOR CHARGE
	Pre FA 2006
	New Trust

(created after 22 March 2006)
	Transitional Provisions

for Trusts extant at 22 March 2006

	
	
	
	
	

	
	
	
	Until 6 April 2008
	From 6 April 2008

	
	
	
	
	

	Entry
	PET
	N/A
	N/A
	N/A

	
	
	
	
	

	
	
	
	
	

	10 Year Anniversary
	None
	N/A
	None
	Periodic Charge – pro rated

	
	
	
	
	

	
	
	
	
	

	Exit
	None
	N/A
	None
	Exit Charge

	
	
	
	
	

	
	
	ie Discretionary Trust rules apply
	
	

	
	
	
	NOTE: Special Rules for “Age 18 to 25 Trusts”
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