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Introduction
There is an argument for saying that
inheritance tax (IHT) is the ideal tax
in a world where we are living longer.
The big challenge when drawing up
a financial plan is that we rarely know
how long we are going to live and so
we do not know how much money we
will need to put aside for living costs
and to pay for later-life care. “Surely
it is better to be taxed after we have
died and no longer need the money
than before, when we might?” goes
the argument.

falling into the wealth bracket where
IHT is an issue. It is estimated to affect
one in five estates. So IHT may be
something you have to take into
consideration when giving money now.
You may need to give thought to the
practicalities of how an IHT bill will
be paid if much of your estate is tied
up in illiquid assets, like property, that
cannot necessarily be sold easily. And,
of course, you may want to consider
how to minimise the IHT that your
estate pays.

But for most people the complaint
is that we have already been taxed
once when earning this wealth. IHT
is iniquitous, they say, because it is a
second tax and lessens the amount
we can share with beneficiaries who
also need the money.

In this guide we try to explain in
plain English how IHT works and
the legitimate steps you can take
to reduce it.

Whatever your view, a growing
number of people find themselves

Charles Calkin
Partner and financial
planning consultant

Inheritance tax receipts are rising:

£2.8bn
2011/12

£5.2bn
2017/18
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What is IHT?
Rates and allowances
IHT is levied on the value of your
estate when you die and includes
property, money, investments and
possessions. Everyone is allowed to
pass on up to £325,000 tax-free, but
anything above this threshold – called
the nil-rate band (NRB) – is liable
to be taxed at the standard IHT rate
of 40%. There are a number of rules
that can help you to mitigate the
charge. The most important is that
you can pass your entire estate to
your spouse or civil partner free of
IHT. So when the first spouse dies,
the second does not need to worry
about having to sell off assets to pay
an IHT bill.
The first spouse to die can also pass
on their NRB or any portion of it that
they have not already used, meaning
an effective IHT threshold of up to
£650,000 for a couple.

There is also now a further allowance
relating to residential property. Since
April 2018 individuals have been
able to claim an additional £125,000
in IHT allowance on the value of
qualifying property if this is passed to
lineal descendants. This is known
as the residence nil-rate band
(RNRB). In recognition of the pace
of property price inflation, this extra
allowance is set to rise to £175,000
by 2020, meaning a couple will be
able to pass on an estate valued up
to £1 million tax-free. However, the
RNRB tapers off for estates valued
at more than £2 million, at a loss of
£1 for every £2 of assets, meaning
estates currently valued at more than
£2.5 million will not receive the extra
allowance.

Where there has been more than one marriage, the survivor’s NRB can never be
increased by more than 100%. The NRB remaining (if any) from a deceased first
spouse can be captured by ensuring it is used on death of the surviving spouse if
they are the first to die in the new marriage. A simple NRB discretionary trust can
be used to take advantage of this and perhaps allow three NRBs worth £975,000
in total.

Single

Couples/widows

From 2018/19

Up to

£650,000
Up to
Additional

£325,000

Everyone is allowed
to pass on up to
£325,000 tax-free.

£125,000

You can pass your
entire estate to your
spouse/civil partner
free of IHT.

Since April 2018
individuals have been
able to claim an
additional £125,000
IHT allowance on the
value of qualifying
property passed to
lineal descendants.
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How IHT is applied
If you have a will when you die, the
named executor of your will usually
manages your estate and settles any
IHT that is due. This is often your
spouse, civil partner or one or all of
any children, but it may also be a
professional, like your accountant or
solicitor. They will first need to
complete what is known as a probate
form (PA1), applying for a grant of
representation.
They must then value the estate by
contacting the firms and individuals
managing or holding your assets –
be they banks, building societies
and/or asset and wealth managers.
Unless the entire estate is passing to
one beneficiary or is valued at less
than £250,000, HMRC may require
professional valuations for any
property and valuables worth more
than £500.
Strictly speaking, IHT must be paid
before a court will issue a Grant of

Probate – although, as we will explain
later, there are several procedures
that can help make the payment of
IHT more manageable. The executor
can pay any IHT due either personally
or using assets from within your estate
(though some assets may qualify for
instalment payments).
To obtain a Grant of Probate the
executor must complete an IHT form
(IHT421), which, like the probate
form, is available online, through a
solicitor or at a probate office. The
IHT form is then submitted with the
probate form to your local probate
registry, along with an official copy of
the death certificate, the original will
and three copies, plus any codicils
(amendments) and an application fee.
The executor will also be required to
sign and swear the necessary probate
forms either at a probate office or in
front of a Commissioner for Oaths at
a solicitor’s office. Probate will then

be granted. Once this has happened
the estate can then be divided, with
creditors first in line for any
repayments owed to them.
Your executor must submit both forms
and pay any IHT due within six
months of your death. HMRC will
otherwise begin to charge interest.
It is worth noting that HMRC can ask
to see your records up to 20 years
after IHT is paid, so you are advised
to keep all accounts and key estate
papers.
There are various helpful guides
available online, from organisations
including Age UK.
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Steps the executor of your
will must take on your death

1

5

Apply for a grant of representation

Swear oath

2

6

Establish the value of your assets – HMRC may require
professional valuations for any property and valuables
worth more than £500

Obtain sealed copy of the Grant of Probate, confirming
that the will has been proven and that administration vests
in the named personal representatives/executors

3

7

Raise funds to pay IHT (by borrowing against or realising estate
assets, including using any cash held in your bank accounts)

Settle any remaining bills

4
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Settle any IHT and apply for a Grant of Probate by
completing and submitting an IHT form

Distribute the estate in accordance with the terms of the
will and any expression of wishes
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Dying without a will
If you die without a will, known as
dying intestate, your next of kin will
need to apply to be an administrator
of your estate. This will need to be
a direct relative, spouse or civil
partner. The law makes a range of
assumptions as to who your next of
kin is, depending on circumstances
highlighted on the next page.

If there is IHT to be paid, regardless
of your marital status or whether
you have children, the money must
be taken out of the estate.

Where there’s a will…

68%*

aged 36-54
do not have a will

36%*

aged over 55 do
not have a will

* Research co-commissioned by insurer Prudential in 2016

No matter the size of your estate, dying intestate
creates an administrative burden for your loved ones
and can potentially spark long-term conflict within
families. So making a will is an essential financial
planning measure. It can cost as little as £250 for an
individual or £400 for couples.

7

Dying without a will
Married or in a civil
partnership with children

Single with children

Unmarried with a partner

Married or in a civil
partnership with no children

If you have children and the estate
is valued at more than £250,000,
your spouse or civil partner will
inherit all your personal property
and belongings, the first £250,000
of your estate and half of your
remaining estate, with the rest
divided evenly between your
children. If one or more of your
children has died and has children,
they will inherit his or her share.
This may create complications if
the house is a substantial part of
the estate and your adult children
want their share of the assets
immediately.

If you have children but no spouse
or civil partner, your children will
inherit your estate. It will be divided
equally between them. As an aside,
if you have divorced or ended a
civil partnership, your former
partner cannot make a claim on
your estate. However, if you have
only separated and have not ended
a legal relationship formally, they will
have a claim on your estate should
you die intestate.

If you have a long-term partner
but are not married or in a civil
partnership, the partner will not
automatically inherit under the
rules of intestacy. Many call these
relationships “common-law”
partnerships, but the reality is that
they are not recognised in law. If
you have a previous marriage and
have not divorced, your estate
may go to your previous spouse.

If you do not have any children,
your spouse or civil partner will
inherit your entire estate.

Single with no children

If you do not have a spouse, civil
partner or children, your estate will
be divided between your nearest
relatives. It will go to the crown if
there are no surviving relatives at all.
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Settling the IHT bill
As mentioned, your executor or
administrator will need to complete
the process within six months of your
death. It may be the case that your
estate has not been fully valued in
that time, in which instance they can
make a “payment on account” and
reclaim any overpayment later. Your
executor or administrator can use a
number of means to pay the IHT,
including bank accounts in their
and/or your name, National Savings
and Investments accounts, government
stocks (a.k.a. bonds/gilts) and the
transferral of national heritage
property such as land or artworks. IHT
can also be paid in yearly instalments
where it relates to property, which
may be useful if there are currently
not enough liquid assets to cover costs.

Should all or the majority of your
estate pass to your spouse, this may
be a relatively simple process –
especially if the bulk of the estate is
the family home and no sales are
required. Your spouse will still need
to complete the relevant
paperwork, but no action should be
required after that. When he or she
dies, however, your children or next
of kin will need to go through the
above process in full.

“When my husband died,
dealing with inheritance tax
was very straightforward. My
adviser helped me with the
forms. I’m now trying to tidy
my paperwork so my children
don’t have too much
complication and stress on
my own death.”
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IHT and pensions
Pension assets fall outside of your
estate for IHT purposes. This can
be a significant benefit. In recent
years, the government widened the
scope of certain types of pensions
to incorporate estate planning.
If you have a defined
contribution scheme (such as
Personal Pension Plans and Self
Invested Personal Pensions (SIPPs))
and you die before the age of 75,
your beneficiary or beneficiaries will
inherit the pot without any IHT or
income tax to pay at all. If you die
after this age, any funds drawn will
be subject to income tax and a liability
may result, depending on your
beneficiary’s or beneficiaries’ total
income. This may be very attractive
if they are a nil or basic-rate (20%)
taxpayer. It is less so if they are an
additional-rate (45%) taxpayer,
although beneficiaries are in turn able
to nominate successors to inherit the
pot on their death.
The tax rules are slightly different for
annuities. When you buy a basic

single life annuity the income dies with
you, subject to any remaining payment
guarantees. Joint-life and guaranteed
annuities can be passed to any named
beneficiary tax-free if you die before
the age of 75. After age 75 the income
from them is taxed under PAYE.
This also applies to value-protected
annuities – an annuity that includes
an option for a lump sum to be paid
out if the policy holder dies without
having received the full value of their
pensions fund.
Defined benefit pension
schemes remain the most
restricted: if you have begun
drawing from one, it can usually
only be passed to spouses, civil
partners, financial dependants and
children of the member, normally
under the age of 23, with income
taxed at their marginal rate, regardless
of your age at death. Benefits vary
from provider to provider, so check
the terms and conditions, along with
the relevant definitions.
There may also be an additional tax

charge on death before age 75 if
your total pension benefits exceed
any prevailing or protected
Lifetime Allowance (LTA).
Because of the generous IHT benefits
currently associated with pensions,
many people harbour assets inside a
pension wrapper as part of their
IHT strategy. That can influence the
way they draw money in retirement
(in what is known as the drawdown
phase). For instance, you may want
to take your tax-free personal
allowance (£11,850 in 2018/19) from
your pension every year and then top
up your income from ISAs, drawing
on them before you use up your
pension, as they are subject to IHT
on death.
If IHT is an issue for you and you are
approaching or in retirement, you
should seek advice on the best ways
to draw income tax-efficiently. Good
advice could save you a lot of money
in various taxes.

There are limits as to
how much you can put
into a pension each year,
and when saving into a
pension you should
also bear in mind the
pensions Lifetime
Allowance – currently
set at £1.03 million. Any
pension assets over
this limit are subject to
additional taxes when
“crystallised” (drawn
down) or upon death.
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Mitigating IHT
Spouse and civil partner allowances
One of the easiest ways to mitigate
IHT on first death is to pass everything
first to your spouse or civil partner.
No tax will be payable. Of course,
this may not be suitable for everyone.
You may want to leave something for
children, grandchildren, friends or
charities, for example, rather than
have them wait until your spouse dies.
If the value of your assets is below the
IHT threshold – including your share
of a property jointly owned – this is
not a tax concern. If it is above the
threshold, though, you may want to
consider passing down assets well
ahead of time (see next section).
However, the most efficient way to
pass on a family home to children or
grandchildren is through your spouse
or civil partner, due to the generous
allowances outlined above. This is
especially the case if you have a
valuable property. For example, if you
were to pass on a home currently
valued at £750,000 using only your
nil-rate band –

£325,000+£125,000=£450,000), it
would incur an IHT charge of £120,000
(40% of £300,000). However, if you
were to pass this to your spouse/
partner first and then he or she passes
it to the children when they die, there
would be no IHT charge, as your
spouse would be able to use their
nil-rate band on top of your inherited
nil-rate bands, providing a total
threshold of £900,000. This becomes
less important if the value of your
home and other assets is below
£450,000, in which case your assets
can be distributed without incurring
a charge.

“It is a huge relief
knowing that if anything
happened to me my wife
doesn’t have to worry
about paying IHT bills.”
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Mitigating IHT
Potentially Exempt Transfers (PETs)

Percentage of full IHT rate and years
between transfer and death

If you have no surviving spouse, you
could consider gifting to your children
or grandchildren while you are still
alive. Under Potentially Exempt
Transfers (PETs), you are
permitted to pass on property, assets
and possessions IHT-free provided
you do not die within seven years of
making the gift. The gift must be
outright (e.g. not to a trust) with no
strings attached. Should you die within
this timeframe, the value of any gifts
that exceed your nil-rate band of
£325,000 will be charged on a sliding
scale (see the table right), from the
full IHT rate of 40% within three
years of gifting to 20% of the full rate
(or 8%) within six to seven years.

Up to three
years
3-4 years

As mentioned above, the executor
or administrator of your estate is the
person who settles your IHT, so they
will be responsible for any tax owed
on gifts made within the seven-year
period. Although the IHT liability

falls on the beneficiary, your family
must decide how they cover the
charge and who pays – i.e. the
beneficiary through their gift or the
executor/administrator through
other sources. It is not a matter for
HMRC to decide. You should
therefore consider the potential tax
charge when making a gift if you are
not reasonably confident that you
will live for more than seven years.
If you wish to pass on the family home
through a PET but still live there until
you die, you will need to pay the new
owner market-rate rent and continue
to pay bills. You do not have to pay
rent if the new owner or owners
move in with you or if you give away
only part of the property. Again, you
will need to survive for seven years
or else IHT will apply. Think through
each option carefully and take advice,
as you cannot take your home back
once you have signed it over.

100%

80%

4-5 years

60%

Effective
Effective
Effective
IHT charge IHT charge IHT charge

40%

32%

24%

5-6 years

6-7 years

Effective
IHT charge

Effective
IHT charge

40%
16%

20%
8%
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Mitigating IHT
Exempted gifts
Smaller gifts are often not subject to
the so-called seven-year rule. You
can give away up to £3,000 of gifts
every year tax-free, while any unused
allowance can be backdated by a year.
This rises to £6,000 for a couple,
meaning you and your partner could
potentially give away £12,000 in one
year if neither of you used any
allowance the year before. On top
of this, you are also allowed to give
wedding or civil ceremony gifts of up
to £1,000 per person a year, rising to
£2,500 for a grandchild and £5,000
for a child. You can also give away up
to £250 per person every year
IHT-free as long as the recipient is not
benefiting from another exemption,
while payments to support elderly
relatives and your own children under
18 are also exempt.
Another and often underused
allowance is normal expenditure

out of income, which is any value
of a gift that is taken from your normal
after-tax income and does not affect
your standard of living – i.e. you are
still able to pay all your bills and live
comfortably after making the gift. For
those with large incomes who would
like to pass money on, this can be a
powerful tool. If, for example, you
have a valuable pension paying perhaps
£10,000 per month but only require
£5,000 to live on, you could
potentially give away up to £5,000
per month – or £60,000 per year
– IHT-free and not be subject to the
seven-year rule. Note: there needs to
be a pattern of making such gifts, or
an intention for there to be a pattern,
and careful records should be kept
of when gifts are made and the
amounts, so that your executor has
the details when applying for probate.

“We paid the costs of
our daughter’s wedding
and were able to give the
happy couple a £5,000
gift towards the
honeymoon.”
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Mitigating IHT
Gifting in trust/Chargeable Lifetime Transfers (CLTs)
Gifting in trust is a more complex way
of passing on assets that can reduce
your IHT bill but still allow you to
maintain an element of control. This
approach tends to be for significant
gifting, so before you forsake
ownership of an asset it is important
to be sure that you no longer need it
and that you seek relevant professional
advice. There are a number of legal
structures you can use, depending on
your circumstances and what you wish
to achieve.
Gifts into a discretionary trust of
over the nil-rate band of £325,000
are subject to an immediate 20%
IHT charge (this is not the case for
simple trusts known as “bare” or
“absolute” trusts where the gift is a
PET), which acts like a payment on
account and the seven-year rule

applies; IHT will be payable if you
die within this time. The double
taxation rule means you should
never pay more than the full 40%
IHT rate.
Trusts can be used to ensure that
family property and wealth are
protected from future divorces or
bankruptcies, again depending on the
type of trust used. Trusts may also
prove tax-efficient to beneficiaries,
such as grandchildren, where income
falls below the income tax personal
allowance. For others, however, taxes
may be punitive – again depending
on the type of trust used. Trusts are
complex and often expensive, so they
are best suited to larger estates. In
all cases a qualified and experienced
lawyer should guide you.
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Mitigating IHT
Charitable donations
You can leave your entire estate to
charity or a community sports club
completely IHT-free. You can also
use charitable donations to reduce
your IHT bill. If you leave more than
10% of your net estate (the value
of your estate after your nil-rate band
is deducted) to a registered charity,
you receive a 4% discount on your
rate of IHT, reducing the rate to 36%.
The actual donation is also tax-free,
making this an attractive way to
support your chosen charities without
necessarily penalising your other
beneficiaries too much, as our example
(right) illustrates.

On a net estate valued at £250,000, the IHT
charge would be £100,000, leaving your
beneficiaries with £150,000.

If you give away 10% – £25,000 – to a registered
charity, the IHT charge on the remaining estate
(£225,000) is reduced to £81,000, leaving your
beneficiaries with £144,000.

£250,000
£25,000

£250,000
£250,000

£25,000
£25,000

£100,000
IHT tax charge

£81,000
IHT tax charge
£81,000
£81,000

£100,000
IHT tax charge
£100,000
IHT tax charge

IHT
IHTtax
taxcharge
charge

£150,000
£150,000
£150,000

£144,000
£144,000
£144,000

In other words, you have given £25,000 to
charity but it has cost your other beneficiaries
just £6,000.
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Mitigating IHT
IHT-efficient investments
There are several schemes that might
be worth considering with a view to
reducing IHT bills.
Business Relief allows the owners of
certain business assets to pass them on
entirely or partly IHT-free. This can
be done either during an owner’s
lifetime or in a will. It is possible to
claim Business Relief on assets such
as property and buildings, unlisted
shares and machinery. The HMRC
website provides full details regarding
exemptions, necessary periods of
ownership or occupation and other
considerations.
Similarly, Agricultural Relief allows the
owners of certain agricultural assets
to pass them on entirely or partly
IHT-free. As with Business Relief, this
can be done either during an owner’s
lifetime or in a will. Generally speaking,
land or pasture used to grow crops or
rear animals intensively qualifies for

Agricultural Relief. The HMRC website
again provides full details regarding
exemptions, necessary periods of
ownership or occupation and other
considerations.
Several investment schemes have also
been designed to be IHT-efficient.
These include Enterprise Investment
Schemes (EIS), Seed Enterprise
Investment Schemes (SEIS) and some
Alternative Investment Market (AIM)
shares. For IHT purposes, any
investment made into one of these
schemes falls out of your estate after
two years, while they also boast a
raft of other tax advantages. As they
tend to invest in higher-risk
businesses, you need to think carefully
about using these schemes. The fees
can be quite expensive, too. Our
advice is always to be careful not to
let the tax tail wag the investment
dog and to invest only in assets that
are suitable for your appetite for risk.
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Mitigating IHT
Life cover
Finally, while it will not directly
reduce your IHT bill, life insurance
can be a helpful way to pay for part
or all of the IHT – especially if you
have limited liquid assets and would
like to prevent a valuable property
or family heirlooms having to be sold
on your death. An option is having a
whole-of-life insurance policy
written on either a single or joint life,
second-death basis (paying out,
respectively, on the first or second
death of you and your partner) with
the sum assured – the amount
payable on the death – equal to the
IHT liability on your estate and written
in trust for your beneficiaries/
executor. This then sits outside your
estate. Again, these can be expensive
and would be subject to medical
underwriting. Health is therefore a
consideration. Nonetheless, they
remain worth considering if you
anticipate a significant IHT bill that
relatives may struggle to settle and
you wish to provide for.

“I’ve taken out a life
insurance policy, written
in trust, that matures on
my death and the sum
assured should meet all
my IHT commitments.”
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Conclusion
There are many ways to reduce or in some cases eliminate IHT liabilities. For very wealthy families it is much harder,
but with careful planning and forethought it is possible to reduce significantly an IHT bill and increase the amount
that can be left to beneficiaries.

We end with three last important points to keep in mind:

1

2

3

Do not let your desire to
reduce IHT lead you to
make reckless investment
decisions or give away
money too early. We are
tending to live much longer
these days.

If you are worried about IHT, take
advice from an authorised financial
adviser. The costs could be well worth
it and they can help you to reach an
informed decision about whether you
wish to act on your concerns.

Remember that the rules are always changing
and so can your personal circumstances. Do
not assume that a plan made today will still
be appropriate in five years’ time. It is worth
reviewing your strategy at least annually with
an adviser as part of an overall financial
review.
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Glossary
Please find below a number of key phrases and their definitions to help you easily navigate this guide.
Administrator
An individual appointed by a court to
settle the estate of a deceased person
who died without a will.
Annuity
An insurance product that, in exchange
for a lump sum, pays a regular income
either for life or a set period.
Chargeable Lifetime Transfer
A lifetime gift that is neither exempt nor
potentially exempt.
Defined benefit pension scheme
A pension scheme usually arranged by an
employer, which promises to pay out a
“defined” income, usually based on either
your final salary or the average wage
across your employment.
Defined contribution pension
scheme
A pension scheme made up of agreed
– or “defined” – contributions that are
then invested to create a fund to
provide a retirement income. The
benefit is not defined and depends on
factors like contribution levels, investment
performance and fees.

Discounted gift trust
A trust that allows an individual to gift
assets for IHT purposes, generally at a
discounted value, while still receiving an
income from them.

Lifetime Allowance (“LTA”)
The maximum amount of pension
benefits, currently set at £1.03 million,
that an individual can hold before
additional taxes are levied.

Double taxation rule
A rule preventing gifts being taxed more
than the full 40% rate of IHT.

Lineal descendant
A person directly related to the deceased,
such as a child, grandchild or greatgrandchild. This also includes those
individuals’ spouses or civil partners,
widows, stepchildren, foster children and
their descendants.

Drawdown
The process of taking a regular income
from part or all of your defined
contribution pension pot while it remains
invested.
Executor
The individual you appoint in your will to
execute your will – often a spouse or one
or more of your children but sometimes a
paid professional – who often has to apply
for probate and then manages the estate
upon your death, settling any IHT due
and making distributions to beneficiaries.
Intestate
An individual who has not written a will
before their death is considered to have
died intestate and the next of kin must
apply to administer the deceased’s estate.

Marginal rate of income tax
The highest rate at which an individual
is paying income tax.
Net estate
The portion of your estate liable for
IHT (i.e. assets that are not IHT-free
and that remain after the nil-rate band
and any residence nil-rate band have
been taken into account).
Nil-rate band
The portion of an estate’s value – up to
£325,000 – exempt from IHT (up to
£650,000 where a person has inherited
their spouse’s full nil-rate band).

Normal expenditure out of income
A gift of any value can be given from
your normal after-tax income IHT-free
as long as you are still able to pay your
bills and you can demonstrate that your
standard of living is unaffected.
Potentially Exempt Transfer (PET)
A gift of property, assets and/or
possessions, without reservation, that
can be made without triggering IHT
provided you do not die within seven
years, under what is colloquially known
as the “seven-year rule”.
Probate
The legal and financial process involved
in proving the validity of a will and
registering it in the court, together with
confirming the position of the executor,
as well as the valuing of a deceased
individual’s estate for IHT purposes
prior to distribution by the executors.
Residence nil-rate band
The value of qualifying property
(£125,000 per individual in 2018/19,
rising to £175,000 by 2020/21), which
can be passed on to lineal descendants
IHT-free.

About James Hambro & Co.
James Hambro & Co. is the financial planning arm of wealth
manager James Hambro & Partners. We offer families a holistic
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recommend appropriate proposals that encompass a full range
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pension planning (including SIPPs), protection planning (including
life insurance, income protection and critical illness cover) and
IHT planning.
If IHT is a serious concern for you and your family, contact us
for a review of your strategy and to discuss ways in which you
can achieve the optimum approach.
www.jameshambro.com
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