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Use of lifetime trusts 
 
Inheritance tax planning using lifetime trusts 

Trusts are a familiar concept when it comes to lifetime inheritance tax (IHT) planning as they 
have many beneficial qualities, such as the ability to retain control of the asset given away, 
the ongoing protection of the assets held in the trust and the potential tax benefits. 

Gifts into trust 

Making gifts of assets into trust rather than outright gifts to individuals can reduce the risk that those 
assets will be lost to a third party in the event of the divorce or bankruptcy of any of the individuals. Also 
the person making the gift (donor) can be a trustee of the trust so ensuring that the donor retains full 
control over the assets given away deciding not only the type of assets held by the trust but also who 
can benefit from the trust and when. 

Trusts can also be a good way of undertaking second generation IHT planning. For example, where a 
donor has children who are wealthy in their own right the outright transfer of additional assets to those 
children will simply compound their own IHT problem. If the gift is made into trust the children can 
access the funds if required but on the death of the children the assets will not form part of their estate 
for IHT purposes meaning that they can pass free of tax to the donor’s grandchildren or their great-
grandchildren. 

A gift into trust is an immediately chargeable transfer for IHT purposes. If the amount gifted exceeds 
the donor’s available nil rate band (currently £325,000) there will be an IHT charge at a rate of 20% on 
that excess. If the value given away is kept below the nil rate band IHT is charged at 0% so no tax is 
actually payable. In the case of husbands, wives and registered civil partners, both parties to the 
marriage or civil partnership have a nil rate band available to them so assets worth up to £650,000 can 
be given away without an immediate charge to IHT. After 7 years the donor will have another nil rate 
band available to them and the process can be repeated. 

As the transfer of assets into trust is a chargeable event for IHT purposes, even though no IHT may 
actually be payable, in most circumstances any capital gains tax (CGT) liability that would otherwise 
arise on the transfer of assets into the trust can be held over so that it only becomes payable on the 
eventual disposal of the asset in question. The ability to hold over a CGT liability is only available where 
gifts of business assets are made to individuals and so for gifts of any other assets (except  cash which 
is not subject to CGT) trusts should always be considered. 

If the assets held in trust increase in value during the donor's lifetime that uplift in value will not be 
subject to IHT on the donor’s death whether or not they survive the 7 year period. This can be extremely 
useful where the donor owns an asset which they know is likely to increase significantly in value, such 
as land with development potential.  



 

 

Retaining access to income from the capital given away 

As a general rule, in order for a gift to be effective for IHT purposes the donor must not continue to 
derive any benefit from the asset given away or if they do a full market rent must be paid for that 
continuing benefit. Falling foul of this rule can lead to the value of the asset given away still being 
counted as part of the donor’s estate for IHT purposes on their death whenever that may be. 

For those who require access to the income produced by their capital assets the making of a successful 
gift of those capital assets for IHT purposes can be problematic. However H M Revenue & Customs 
accept that in certain circumstances the right to income from an asset given away can be separated 
from the underlying capital and can therefore be retained by the donor. 

The most common example is a "discounted gift trust" arrangement. This typically involves the purchase 
of an insurance bond which is written into trust. The donor is permitted to take a continuing income from 
the trust with the amount being fixed at the outset for the remainder of their life. The capital, which is 
held in trust for the benefit of the beneficiaries chosen by the donor, can pass to the beneficiaries free 
of IHT on the donor’s death. 

In such cases cash is needed to purchase the bond. As such, funding the purchase of the bond may 
give rise to a CGT liability if the donor needs to liquidate other assets in order to raise the required cash. 

Discounted gift trusts are not the only way to separate income from a capital asset so that the donor 
can keep access to the income. If cash of £325,000 is settled onto trust with the donor being given the 
right to any income produced by the trust but with the trust including an express ban on the trustees 
being able to use the underlying capital for the donor there will be no reservation of benefit in relation 
to the capital. Accordingly, if the donor survives the gift by 7 years there will be no IHT charge on the 
capital on the donor’s death. 

Further information 
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