
Welcome
to the May edition of 
WHIB.

An aging population 
means that issues of 
mental capacity arise more 
often and, in the first of a 
series of articles focussing 
on the older client, we look 

at points that you need to consider if your 
client loses mental capacity.

In other articles, we look at inheritance tax 
planning and what the government might 
find acceptable, how the “bank of Mum 
and Dad” can protect their investment and 
we consider reversionary lease schemes 
for tax planning purposes. We also feature 
excluded property trusts and their use 
for non-domiciled clients and report on 
the consultation on the taxation of life 
insurance policies.

As always, please get in touch if you 
require any further advice or information.

Anthony Fairweather
Partner
0845 209 1265* / 0117 305 6265
anthony.fairweather@clarkewillmott.com
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Capacity: how to determine when there may 
be an issue 

Mental capacity and its decline in older age will 
be a key issue in dealing with older clients. There 
is no single test of capacity; the issue of capacity 
is “task specific” and whether an individual is 
capable of making a decision depends on the 
nature of the task which they are undertaking. For 
example, an individual may be entirely capable of 
deciding what to eat for their dinner and how to 
spend their leisure time, but they may not have 
the necessary capacity to make decisions relating 
to their financial affairs. Given the complexity 
and importance of most financial decisions, if a 
client is beginning to lose capacity this may be 
one of the first areas in which their lack of mental 
acuteness becomes evident.

Questions of mental capacity are now governed 
by the Mental Capacity Act 2005 (MCA) and its 
accompanying code of practice. There are four 
key questions which must be considered:

1.  Can the individual understand information 
relevant to the decision, including the likely 
consequences of making, or not making, the 
decision?

2.  Can they retain this information long enough 
to make the decision?

3.  Can they use and weigh the information to 
arrive at the choice?

4.  Can they communicate their decision in any 
way?

If there is a ‘reasonable belief’ that the answer to 
any of these questions is ‘no’, then the individual 
does not have the capacity to take action or to 
make a decision.  ‘Reasonable belief’ means that 
any other reasonable person would have come 
to the same conclusion. Under the MCA the 
concept of a person’s best interests is paramount 
and where it is possible for an individual to reach 
a decision, help should be given to them to do so.

As a financial adviser you will not be expected 
to be an expert in assessing capacity, but if it 
appears to you that a client no longer has the 
ability to understand, remember and weigh up 
information relating to key financial decisions then 
the client’s capacity must be in question.  You 
may notice some signs that indicate a problem:  
perhaps some financial behaviour that is unusual 
for a particular client, such as a longstanding 
client who has always been cautious in their 
financial dealings starting to take inadvisable risks, 
or you might receive instructions to raise large 
sums of money from their portfolio for unspecified 
reasons.

Continued on page 2

Advising the older client: when your client 
loses capacity
As the post-war baby boomers begin to grow older, 
advisers may find that the age profile of their client base 
is increasing. In the first of a series of articles looking 
at the points to consider when advising this growing 
sector of the population, we look at the question of 
capacity.  
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Consultation on the taxation of life insurance policies
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The problem with the current rules

At present a policyholder can make multiple surrenders of parts of a life 
insurance policy for twenty years and suffer no immediate tax charge 
provided the surrenders do not exceed 5% of the original policy premium. 
Instead any tax due is deferred until the policy comes to an end. Any 
withdrawals in excess of the 5% are charged to tax at the next policy 
anniversary date. These rules are easily understandable and, as the 
consultation document states, popular with policyholders.

However, the problem with the current rules is that they can lead to an 
excess charge to tax if a large withdrawal is made in the first years that the 
policy is held. This is because the gain then chargeable to tax is calculated 
by reference to the amount withdrawn in excess of the 5% deferred 
allowance and this is likely to have no reference to the actual gain on the 
policy at that time. For example, if an individual pays a single premium of 
£50,000 for a policy, a withdrawal of £20,000 a year after the policy was 
taken out would lead to an assessable gain of £17,500 which is highly likely 
to be in excess of the actual economic gain on the policy.

Options for change

In considering the options for change the government states that it wishes 
to tackle this problem but retain a tax deferred allowance. It also wishes to 
make the changes as simple and cost-effective as possible for the financial 
services industry to process. 

They put forward three options:

1.  Retain the current 5% allowance but, when withdrawals are made in 
excess of this allowance, in calculating the gain then arising deduct a 
proportionate amount of the premium from the amount withdrawn. 

2.  Change the current cumulative 5% tax deferred allowance to a 
lifetime 100% deferred allowance. Once all premiums paid have been 
withdrawn, withdrawals would be taxed in full so the assessable gain 
would equal the economic gain. 

3.  The third option is to calculate the gains as at present but defer any 
gains above a specified amount of the premium (the consultation 
document suggests 3%) until maturity or full surrender of the policy 
when they would be taxed.

Responses

The government has requested responses to the consultation by 13 July 
2016. The consultation can be found here if you wish to put forward your 
views as to the best way forward.

For further information please contact: 
Carol Cummins 
Consultant 
0845 209 1275* / 0117 305 6275 
carol.cummins@clarkewillmott.com

Following the government’s announcement in the Budget that a consultation would 
take place on the taxation of life insurance policies to prevent excess tax charges 
arising, the consultation document has been issued. We outline in brief the options 
for change put forward by the government.

Advising the older client continued
If you have concerns about a client’s capacity, there may, ultimately, come 
a point when you have to decline any further instructions until someone is 
appointed to act on the client’s behalf. If you believe the client has sufficient 
capacity to consent to you discussing the situation with a third party, your 
concerns can be brought to the attention of another family member or the 
client’s solicitor so that a medical assessment of capacity can be carried 
out. As a matter of good practice, when taking on a new client you should 
obtain details of any Enduring Power of Attorney or Lasting Power of 
Attorney he or she may have made, so that you know who has authority to 
act for the client in the event of their incapacity.

What if financial abuse is suspected?

Sadly this is a growing problem and, as someone who deals with financial 
advice, you could be in the frontline for detecting when an older person is 
being taken advantage of. In this context we are considering the older client 
who retains control over their own affairs; in a later article we will look at 
the position where an attorney or court appointed Deputy is acting. Again 
the alarm bells should ring when clients depart unaccountably from normal 
patterns of behaviour, if large sums of money are being transferred to a third 
party with no adequate explanation, or if you find that the client is being 
prevented from giving you direct instructions. 

If a third party accompanies your client to meetings, you should ask to 
spend some time with your client alone so that you can establish that no 
undue influence is being brought to bear and that their instructions are 

genuinely their own. Remember, however, that an older person retains 
the right to make a bad decision. As their financial adviser you may not 
think that they should prejudice their financial security by making gifts they 
cannot afford, and your advice will reflect that view. If, however, your client 
is making such gifts of their own volition without being unduly influenced or 
pressurised by a third party, and they can understand and retain information 
about the consequences of what they are doing, then it is possible that they 
have capacity and the course of action cannot be challenged.

If you have concerns that financial abuse is taking place then contact 
should be made with the local authority adult safeguarding team, the client’s 
solicitors, or the police.

For further information please contact:

Heledd Wyn 
Associate 
0845 209 1495* / 0117 305 6495 
heledd.wyn@clarkewillmott.com

Anne Minihane
Partner 
0845 209 1391* / 0117 305 6391 
anne.minihane@clarkewillmott.com

https://www.gov.uk/government/consultations/part-surrenders-and-part-assignments-of-life-insurance-policies
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The furore over David Cameron’s personal investments, and his mother’s gift to him 
of £200,000 following her husband’s death, now seems to have died down, but this 
episode, and the general climate currently prevalent around tax planning, throws up 
interesting questions as to what is and is not considered acceptable in pursuit of 
minimising an individual’s potential inheritance tax (IHT) liability.
Some light has perhaps been thrown on this subject by the publication 
recently of a further consultation on the government’s attempts to formulate 
an IHT “hallmark” under the Disclosure of Tax Avoidance Schemes (DOTAS) 
regime.

The DOTAS regime requires taxpayers, their advisers and the promoters of 
tax avoidance schemes to disclose these schemes to HMRC. This can lead 
to a HMRC challenge to the lawfulness of the scheme, and a request for 
advance payment of the tax due (known as an accelerated payment notice) 
if the scheme fails.

IHT has been affected only minimally by DOTAS to date, but in July 2015 
the government published a proposed IHT “hallmark”, a standard by which 
a scheme should be judged, to determine whether or not it should be 
disclosed. This hallmark was very wide in its potential applicability and, in 
the view of many practitioners, would have caught ordinary tax planning 
arrangements if implemented. This was clearly not the government’s 
intention as it was then announced that a revised hallmark would be 
produced and this has now been published as part of this consultation.

Under the revised hallmark, for a scheme to be notifiable, two conditions 
would both have to be met:

•  The main purpose, or one of the main purposes of the arrangements is 
to enable a person to obtain a tax advantage; and (crucially)

•  The arrangements are contrived or abnormal or involve one or more 
contrived or abnormal steps without which a tax advantage could not 
be obtained.

The acceptable face of inheritance tax planning
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The consultation document makes it clear that ordinary tax planning 
arrangements (including gifts to individuals, gifts into trust or investing in 
property which has the benefit of IHT relief, such as business property) will 
not be disclosable as there is nothing contrived or abnormal about this type 
of IHT planning. It is considered acceptable, therefore, for a parent to make 
a gift of surplus assets to a child in the hope that he or she will survive seven 
years so that the value of the gift falls outside the IHT net; or for that same 
parent to set up a trust for their grandchildren’s education, or to choose to 
invest in shares in a company listed on AIM, which qualifies for IHT Business 
Relief (rather than in fully quoted shares, which do not). Making a Will in the 
most tax advantageous way also falls outside the remit of DOTAS as do 
many popular IHT planning financial products.

A contrived scheme which also saved IHT would, however, be disclosable. 
The consultation document gives the example of an individual making a 
gift into trust of over £325,000 (which would normally attract a 20% IHT 
entry charge) and also making an attempt to circumvent the entry charge. It 
would seem therefore that “clever” schemes might fall foul of the proposed 
new hallmark but an individual implementing straightforward IHT planning, 
including the use of trusts and ensuring that reliefs are maximised, will be 
acting in a way deemed not to be disclosable and, by analogy, in a way 
which is, on the face of it, acceptable to HMRC.

For further information please contact: 
Fiona Debney 
Partner 
0845 209 1135* / 0117 305 6135 
fiona.debney@clarkewillmott.com
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Excluded property trusts and the dangers of relying on outdated 
advice 

Philip Van der Merwe and Deborah Goldman were a couple from South 
Africa who lived in the UK and since 2002 had jointly owned a property in 
Oxford. The couple were both believed to be domiciled in South Africa but 
only Mr Van der Merwe had sought and received HMRC confirmation of that 
fact.

The inheritance tax (IHT) position for non-domiciled individuals is 
advantageous in that they are only subject to IHT on property situated in the 
UK. A person’s domicile is, very broadly, usually determined by their father’s 
domicile at the time of their birth. It is, however, possible to lose this initial 
domicile (known as a domicile of origin) and acquire a domicile of choice in a 
country where you are resident and intend to live permanently.

Mr Van der Merwe and Ms Goldman’s situation in 2005 was that they were 
domiciled in South Africa but on 6 April 2006 they would be deemed to be 
domiciled in the UK for IHT purposes. This was because at that date they 
would have been living in the UK for 17 out of the preceding 20 tax years. 
This change to their domicile status would mean that their entire worldwide 
assets would become subject to UK IHT.

The advice

The couple sensibly took advice on their situation in November 2005 and 
were advised that it would be beneficial for them to set up a trust before 
6 April 2006, under which they had an interest for their lifetimes. As their 
Oxford house was in the UK, this would not avoid IHT on the value of the 
house on their deaths but, under the law in force at the time, it would enable 
them to reduce the IHT liability by the trustees taking out a mortgage on 
the Oxford house and then investing the money raised outside the UK. The 
investments outside the UK would not be subject to IHT, as property held in 
a trust created by someone who is non-UK domiciled 
at the time of its creation is excluded from IHT. In 
addition, under the law in force at the time, the 
mortgage on the Oxford house would reduce 
its value for IHT purposes. Further, if Mr 
Van der Merwe and Ms Goldman decided 
to return to South Africa, the UK house 
could be sold and the proceeds used to 
buy a house in South Africa which would 
be excluded from IHT even while the couple 
remained deemed domiciled in the UK.

Mr Van der Merwe and Ms Goldman had received 
good advice and all that was required was for them to 
sign the necessary legal documents before they became 
deemed domiciled on 6 April 2006. For some reason, 
however, the couple took a little time before executing the 
necessary deeds and they did not sign them until 24 and 
27 March 2006. There is no indication in the judgment 
that they checked with their advisers before 
signing the documents.

The mistake

When the couple were initially advised, 
the creation of the trust would have been 
IHT neutral. However, in the Budget on 22 
March 2006 far-reaching changes to the 
taxation of trusts were announced, effective 
immediately. 

The result of these changes was to impose an immediate IHT charge on 
creation of the trust of 20% of the value of the property exceeding the IHT 
nil rate band. Moreover, the trust would also become subject to further IHT 
charges every ten years from its creation and when capital was distributed 
from it. The interest alone on the tax due on creation of the trust amounted 
to over £60,000 when the couple had expected no immediate tax liability of 
any kind.

No doubt this unwelcome tax bill came as a great shock and consequently 
the couple applied to the court for an order that the settlement (and a 
preceding gift of the house from them both to Mr Van der Merwe) should be 
set aside on the basis that they were mistaken as to the tax consequences 
of the transaction and would not otherwise have gone ahead. Luckily for the 
couple, the High Court judge agreed that the relevant legal principles as to 
gifts made by mistake applied and he set aside the transaction so that the 
house was returned to the joint ownership of the couple free of the trust, 
and consequently the tax bill fell away too.

Excluded property trusts: are they still useful?

Excluded property trusts are of no help if you are domiciled “in fact”, or 
“deemed domiciled”, in the UK. They are also of no help in respect of a non-
domiciliary’s UK assets. If a trust is used for this purpose, its assets will not 
be excluded property at the outset, so to avoid the situation encountered 
by Mr Van der Merwe and Ms Goldman, the amount transferred to the trust 
should not exceed the IHT nil rate band (currently £325,000) for each person 
putting assets into the trust.

There is no longer any advantage in mortgaging a UK property to invest 
the proceeds elsewhere as this couple had been advised, as a change in 
the law since then means that the liability would not be deducible for IHT 

purposes against the value of the UK property.

Excluded property trusts remain very useful for non-domiciled 
individuals who expect to become deemed domiciled or domiciled 
in fact in the UK, and who have non-UK assets, although it is likely 
that from next year it will not be possible to protect UK residential 
property from IHT in this way. Transferring the assets into the 
trust whilst the owner is non-UK domiciled ensures that they are 
and remain excluded property, and outside the IHT net, even after 

the individual becomes UK domiciled. Given that the time taken 
to become deemed domicile is to reduce from ‘residence in the last 

17 out of 20 tax years’ to ‘residence in the last 15 out of 20 tax years’, 
probably from next year, then action needs to be taken sooner rather than 
later. Moreover, if clients wish to avoid the considerable expense of a High 
Court application, it would be prudent for them to act promptly on the 
advice given to them or, if there is unavoidable delay, before acting on advice 
they should check that there has been no intervening change in an area of 
tax law which is currently in a state of flux.

For further information please contact: 
Gillian Kennedy-Smith 
Senior Associate 
0845 209 1095* / 0117 305 6095 
gillian.kennedy-smith@clarkewillmott.com

A South African couple recently applied to the High Court for a trust created by them 
to be set aside, on the basis that they were mistaken as to the tax consequences of 
creating it. In this article we look at the mistake that was made and what the court 
decided; why excluded property trusts can be advisable for non-domiciled clients, 
and why you and your clients should never rely on outdated advice.
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Inheritance tax and reversionary leases

What is a reversionary lease?

A reversionary lease is where the owner of a freehold or leasehold property 
grants a long lease or sub-lease of the property to their chosen recipient, 
but the lease does not come into effect until sometime in the future.  As 
the donee does not take up occupation immediately, such schemes are 
known as reversionary leases. They were common before 1999 (when the 
law changed) and enabled the person making the gift of the lease to remain 
in occupation of the property (by virtue of their retained freehold reversion) 
without paying a rent, but to make a gift of a substantial proportion of the 
value of their property. Reversionary leases were therefore an efficient way 
of making a gift of a substantial part of the value of a property without falling 
foul of the inheritance tax (IHT) reservation of benefit rules.

So for example, prior to 1999, Charles could grant a long lease of Laburnum 
House to his daughter, Clare, with a provision that the lease would not come 
into effect until 20 years’ time, which Charles estimates will be outside his life 
expectancy. Charles can continue to occupy Laburnum House without there 
being any reservation of benefit for IHT purposes. The gift of the lease is a 
potentially exempt transfer and exempt from IHT if Charles survives by seven 
years; the value of the freehold reversion in Charles’s estate is significantly 
less than the unencumbered freehold, and will decline still further in value as 
the time before the lease comes into effect elapses.

What happened in the 2014 case (Buzzoni v HMRC)?

Mrs Kamhi held the head lease of a property in Knightsbridge.  In 1997 Mrs 
Kamhi granted an underlease to nominees for the trustees of a trust for her 
two sons. The underlease was not due to vest in possession until 2007 and 
Mrs Kamhi died in 2008.

HMRC contended that the gift of the underlease by Mrs Kamhi was a gift 
with reservation of benefit (and therefore ineffective to save IHT), because 
the nominees had entered into covenants in Mrs Kamhi’s favour in the 
underlease which were similar to those imposed on her by the head lease.

The relevant law provides that a reservation of benefit arises on a gift if 
possession and enjoyment of the property is not assumed by the donee 
or “the property is not enjoyed to the entire exclusion, or virtually the entire 

exclusion, of the donor and of any benefit to him by contract or 
otherwise”.

The court concluded that if a benefit has been reserved from  
property given away but the donor’s benefit makes no difference, or 

virtually no difference, to the donees’ enjoyment of the property, 
it is not possible to say that the donees’ enjoyment is other 

than to the exclusion of any benefit to the donor. In this 
case, because the donees’ 
covenants were identical to 
those given by them in the 
licence to underlet direct 
to the head landlord, the 
covenants given to Mrs 
Kamhi did not affect the 

donees’ enjoyment of the property; they enjoyed it to the exclusion of Mrs 
Kamhi and thus there was no gift with reservation of benefit by her.

What happened in the most recent case (Hood v HMRC)?

This case also involved a leasehold property. In 1997 the owner of the 
lease, Lady Hood, granted a sub-lease to her three sons, with the sub-lease 
commencing in 2012. Lady Hood died in 2008. HMRC again argued that 
this was a gift with reservation of benefit as the sub-lease was not enjoyed 
to the entire exclusion of any benefit to Lady Hood because the sub-lessees 
covenanted in the sub-lease to observe certain covenants in the head-lease. 
Importantly, unlike Buzzoni, the sub-lessees were not party to the licence 
to sub-let obtained from the landlord and they gave no direct covenants to 
the head lessor. The executors of Lady Hood’s estate relied on Buzzoni in 
arguing against HMRC’s contentions.

The fact that there had been no prior entry into covenants by the sub-
lessees in favour of the head-lessor was, however, crucial and enabled 
the case to be distinguished from Buzzoni, with the court concluding that 
the sub-lessees’ enjoyment of the property was not to the exclusion of 
any benefit to Lady Hood. The court also decided that the benefit retained 
was referable to Lady Hood’s gift of the sub-lease and not to her retained 
freehold interest, and that there was no element of double taxation involved. 
The value of the sub-lease therefore fell to be taxed as part of Lady Hood’s 
estate on the basis that it was a gift with reservation of benefit.

Why have reversionary lease schemes been used less often since 
1999?

In 1999 the law changed so that such schemes fell within the reservation 
of benefit rules unless the donor had owned the property for seven years 
or more before entering into the lease. This was followed in 2005 by the 
introduction of the pre-owned assets tax (POAT). This imposes an annual 
charge to income tax on an individual who has given away certain property 
(including land and buildings) and who subsequently benefits from that 
property by, in the case of land and buildings, occupying it. Reversionary 
lease schemes are therefore still effective if the donor has owned the interest 
in the property for at least seven years before entering into the lease, but the 
income tax charge means that they are now much less common. 

How could reversionary leases be used today?

The POAT does not apply to let property, as the owner does not occupy 
it, so an individual who owns let property for at least seven years could 
consider entering into a reversionary lease with a consequent IHT saving.

If an individual is non-resident for income tax purposes he or she would also 
not be caught by the POAT and so could continue to occupy a property 
over which he or she has granted a reversionary lease until the lease 
falls in without an income tax charge. From April 2017, UK situs property 
owned in a foreign company will no longer be excluded property for non-
UK domiciliaries, and so will fall within the IHT net; the reversionary lease 
scheme may prove helpful in these circumstances.

For further information please contact: 
Kelly Greig 
Partner 
0845 209 1042*/ 0117 305 6042 
kelly.greig@clarkewillmott.com

The question of reversionary leases and reservation of benefit for inheritance tax 
purposes has come before the courts again with a different result from a similar case 
reported in 2014. We summarise the decisions and consider the possible uses of 
reversionary lease schemes today.
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The bank of Mum & Dad: planning ahead

The family bank is expected to be involved in a quarter of all UK mortgage 
transactions this year, with the average help amounting to £17,500. If your 
clients are thinking about assisting their children with a property purchase, 
they should consider how the funds will be protected from unforeseen future 
events.

What happens, for example, if 
your client gives their married 
child money towards a property 
and that child is later divorced 
from their spouse with whom they 
bought their property? The gift 
to their child might then benefit 
someone who is not a member 
of their family.  Another client 
who has an inheritance tax (IHT) 
problem, might anticipate helping 
their adult children in the future 
but the children  are not yet in 
need of funding. What options are 
open to them?

For clients who are concerned 
about protecting their funds, 
it may be better to consider 
making a loan, rather than a gift. The funds can then be recalled if necessary 
and  would not be lost or split in a divorce settlement.  If your client’s 
child is obtaining a mortgage it will be necessary to check that the loan 
is acceptable to the mortgage provider, as some will refuse to provide a 
mortgage to a buyer taking a second loan.  Lending the deposit would also 
be a less tax efficient option for clients who need to reduce the IHT on their 
estate as the money loaned still remains as an asset in the lender’s estate.

If the funds advanced are likely to significantly exceed the average help of 
£17,500, your clients might consider setting up a trust to, perhaps, buy a 
share of the property as the trust structure provides ongoing protection for 
the finance. Following recent changes to the stamp duty land tax (SDLT) 
rules, a life interest trust will be a cheaper alternative from an SDLT viewpoint 

as a discretionary trust will pay a higher rate 
of SDLT (3% more than usual rates).

For clients who want to reduce the IHT 
payable on their assets, a trust can also be a 
useful vehicle in which to “park” assets which 
are to be used to fund a property purchase in 
advance of a decision to buy. It is necessary 
for your client to survive seven years from the 
gift to reduce their IHT bill, and the gift to a 
trust will start the seven year period running 
while ensuring that any increase in the funds 
is outside of their estate. Up to £650,000 can 
currently be put into trust by a couple without 
any immediate IHT bill (assuming that there 
were no other gifts in the preceding seven 
years).The trust will then provide a layer of 
protection against events such as divorce or 
financial difficulties while helping to provide a 
first home for your client’s children – the bank 

of Mum & Dad but with additional asset protection.

For further information please contact:
Stuart Thorne  
Partner 
0845 209 1105*/ 0117 305 6105 
stuart.thorne@clarkewillmott.com
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Great service... Great people...

Earlier this month it was reported that the “Bank of Mum & Dad” would be a top ten 
UK mortgage lender if it were a bona fide lending institution.
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