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September 2004

N E W S E X T R A

A Few Points on Inheritance Tax (updated June 2008)

Introduction


The comments below are intended only to draw attention to some aspects of Inheritance Tax.  They are not comprehensive and should not be used as the basis for tax planning.  No-one should ever try to arrange their affairs in a tax-efficient way without taking advice specific to their circumstances.


All figures and rates given are those for the tax year 2008/09, which may change in future.

Scope of the Tax and rates


Inheritance Tax is a form of death duty payable on the estate of a deceased person: the rate is 40% of the amount over £312,000 (the nil-rate band).  A widow or widower can also have any part of the nil-rate band which was not used on the death of their spouse.  What is less well-known is that Inheritance Tax at the lower rate of 20% can also be charged on lifetime gifts which exceed £312,000 in any seven year period.  A gift is always measured as the amount by which the value of the donor’s estate has been reduced.


Lifetime gifts up to threshold will escape Inheritance Tax as long as the donor survives for seven years; if not, then the whole or part of the gift will be added back to the estate on death to calculate Inheritance Tax.


The tax is generally applied to worldwide assets of people living in the U.K. and U.K. assets of foreign residents, but the precise rules are far too complicated to consider here.

Main Exemptions


Some items are exempt and are not counted when valuing the estate for the Inheritance Tax calculation:

1. Lifetime gifts out of income, meaning any gifts which can be made out of income without affecting the donor’s lifestyle or depleting capital.

2. Gifts between spouses (which means only people legally married to each other, including same-sex couples in civil partnerships).

3. Gifts to charity.

4. Business property, such as most shares in family companies and unincorporated businesses.

5. Agricultural property.

6. £3,000 each year and some other wedding gifts to children and grandchildren.
The Family Home


For years, people have been trying to find ways to reduce their estate by giving away their house to the children, while continuing to live in it.  Generally this will not be effective unless the parents pay a full commercial rent to live in the house; if they do not, then they are treated as still owning the house when they die.  Some schemes have worked, but those people now face an annual Income Tax charge on the value of the house, somewhat defeating the object of saving tax.


With the rapid increase in house prices over the last few years, many people are now living in a house which, on its own, is worth more than the Inheritance Tax threshold of £312,000.  In that case, the only practical way to avoid Inheritance Tax is to move to a smaller house, give away the surplus cash to the children and hope to live another seven years.
Property as a Pension Fund


Many people who have become disillusioned with traditional pension schemes have invested in property to provide an income in retirement.  What they may not have considered are the Inheritance Tax implications of that decision.


A pension policy with an insurance company builds up a fund from premiums and the proceeds of investing them.  If the policyholder dies before drawing the pension, then the fund is paid into the estate and is liable to Inheritance Tax.  Once the pension has been drawn, however, it is simply an annuity giving the pensioner the right to receive an income for life; as such it has no capital value, so adds nothing to the value of the estate on death.


A property portfolio, however, may have a considerable capital value and has to be retained in order to provide the income for which it was purchased.  It will therefore incur Inheritance Tax on death.
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