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Taxation of Trusts: Gordon Brown’s Bombshell 
 
The main taxation treatment of trusts has stood the test of time well, having been broadly unchanged 
for approximately 25 years. Then, quite unexpectedly and without any mention at all in the Budget 
Speech, there was an announcement amongst this year’s Budget notices which will result in a very 
substantial change to the inheritance tax treatment of virtually all lifetime trusts, and many of those 
made by will on death. 
 
As with all major changes in the realm of taxation, there are winners and losers, although on this 
occasion there are far more situations where the tax position is worsened than those where there is an 
improvement. Nevertheless, the new rules open up a few tax saving opportunities and no doubt these 
will be the focus of much attention for the future, until such loopholes as there may be are closed off 
by amending legislation. This memorandum shows how the rules have been changed, and highlights 
what steps now need to be taken in relation to existing trusts, as well as offering an outline of the tax 
planning opportunities which have now been opened up. 
 
Types of trusts 
 
There are broadly three types of trusts which are used in the context of financial and tax planning for 
the family. These are: 
 
Discretionary trusts 
 
Under this type of trust, funds are held by trustees to be applied as to both capital and income at their 
discretion from time to time. If they should choose to do so, they could accumulate the income and not 
pay it out at all, although accumulation periods exceeding 21 years are void under trust law. Trustees 
can be members of the family, although often a professional trustee will be appointed to act with them. 
There is no reason why the person making the trust (the settlor) cannot be one of the trustees and in 
any event he or she will usually offer guidance to the trustees as to how he or she wishes the funds to 
be applied from time to time. 
 
L ife interest trusts 
 
A life interest is known as an interest in possession in the inheritance tax legislation and under this 
type of trust the life tenant has an entitlement to receive the income as and when it arises. His or her 
interest need not be for lifetime and can be for a shorter period; for example a trust might start off as 
an accumulation trust (see next paragraph below) and then when beneficiaries become of age they may 
have an entitlement to receive the income until they are 25 or 30 when they may be entitled to receive 
the capital. Whilst they are entitled to the income, those beneficiaries have an interest in possession 
until such time as they have full entitlement to the trust assets. 
 
Accumulation and maintenance trusts 
 
These are trusts typically utilised for infant children, which were given an exemption on the 
introduction of capital transfer tax (now inheritance tax) by the Finance Act 1975 where no potential 
beneficiary had a vested interest.  There are detailed rules applicable to them, but in broad terms they 
are normally trusts for one generation of infant children in a particular family each of whom must 
become entitled either to the trust assets on attaining the age of 25 (or earlier) or at least entitled to 
receive the income at that time. 
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Previous tax treatment 
 
Until this year, no inheritance tax was payable when funds were transferred during lifetime into 
interest in possession or accumulation and maintenance trusts. Instead, the funds transferred in were 
initially treated as exempt transfers, although this status would be lost and they would become 
chargeable transfers on the settlor’s estate should he or she die within seven years of making the trust. 
 
On the other hand, discretionary trusts fell under a different régime. Funds transferred into a 
discretionary trust were always chargeable transfers so that inheritance tax at the lifetime rate (20 per 
cent) would be payable on the excess of funds transferred in over and above the available settlor’s nil 
rate band, which is currently £285,000. So, for example, if a settlor has already made chargeable 
transfers of £185,000 in the past seven years, and he then transfers £200,000 into a discretionary trust, 
he would have £100,000 of his nil rate band available against the transfer to the new trust and the 
balance of £100,000 would incur inheritance tax at 20 per cent, tax payable £20,000. 
 
Capital gains tax 
 
If investments or other chargeable assets are transferred into a trust, that amounts to a disposal of those 
assets for capital gains tax purposes by the settlor, treated as made at market value. Therefore a capital 
gains tax position arises, and if the assets are standing at a profit over their cost price plus, if 
appropriate, indexation up to April 1998 (being an allowance for inflation) the settlor would have a 
capital gain to disclose on his self assessment tax return form. For discretionary trusts, there was 
provision for any gain to be ‘held over’  into the trust if the settlor so elected, and by this means he 
could avoid incurring any capital gain, but instead the trustees would take on the settlor’s indexed base 
cost. This hold over was not, however, available if either the settlor or his spouse was a possible 
beneficiary under the trust. 
 
For life interest and accumulation and maintenance trusts, there was no general hold over relief before 
the 2006 Budget, although a more limited relief of a similar type is available for business assets, such 
as shares in an unquoted trading company. Once again, this relief is not available for settlor-interested 
trusts. 
 
Recent changes 
 
There are major changes to both the inheritance tax rules with effect from 22 March 2006 and capital 
gains tax rules from 5 April 2006 described above, subject to any changes made to the proposals 
during the passage of the Finance Bill through Parliament. 
 
First and foremost, the distinction between discretionary trusts and other types of trusts for inheritance 
tax purposes is to be swept away, and all trusts will fall under the régime previously applying only to 
discretionary trusts. This means that the settlor will incur an inheritance tax liability on making the 
trust at the rate of 20 per cent on the excess of value transferred to the trust over his or her available nil 
rate band. This régime will apply to children’s accumulation and maintenance trusts as well as life 
interest trusts and discretionary trusts and undoubtedly this will be seen as a major disincentive to 
forming any new family trusts. 
 
However, the inheritance tax position is not quite as penal as it might seem at first sight. This is 
because previously the funds in a life interest trust were treated as part of the estate of the life tenant, 
so that on the death of the life tenant the settled funds would be counted in with the life tenant’s 
personal assets in establishing whether inheritance tax was payable on them at that time. Very often 
this would mean that a 40 per cent liability then arose. This will no longer be the case in future, since 
the rule is now to be that no trust funds are aggregated with the estate of any beneficiary. 
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Instead, the tax régime previously applying to discretionary trusts will now apply. Under this régime, 
charges on the trust funds arise every ten years according to a rather complicated formula with the 
maximum rate of tax being six per cent. Very often the effective rate is lower than this, even if the 
funds in the trust are considerably in excess of the nil rate band. On winding up the trust, a 
proportionate inheritance tax charge arises at the same effective rate as applied on the previous ten-
year anniversary, the proportion being the fraction of the ten-year period following that anniversary 
which has elapsed since the last ten-yearly charge.  
 
Overall, this régime is designed to produce broadly the same inheritance tax position as would apply if 
the funds were in the estate of an individual. Thus, in an individual’s estate, 40 per cent tax might be 
payable every generation, but in a discretionary trust 20 per cent might be payable on making the trust 
and then, say, four ten-yearly charges at a maximum of six per cent which might be not much different 
from the 40 per cent charge on individuals. 
 
The capital gains tax position of discretionary trusts is slightly more favourable than those of life 
interest or accumulation and maintenance trusts. The general hold over relief already described is 
available when the discretionary trust is wound up, but previously life interest trusts did not enjoy this 
general hold over relief, although in most circumstances there was a tax-free uplift to market value for 
the assets in the trust on the death of the life tenant. That will no longer apply for trusts made under the 
new régime, but instead the general hold over relief for capital gains tax will be available. By this 
means, the beneficiaries receiving the assets may be able to take them at their cost prices to the 
trustees. 
 
Existing trusts 
 
The new rules will not apply to life interest trusts in existence at 22 March 2006. In such trusts it will 
be permissible to replace the existing life interest with a new life interest before 5 April 2008. 
 
The new rules will also not apply to existing accumulation and maintenance trusts, although at present 
the proposal is that the terms of such trusts must be amended before 5 April 2008 to ensure that the 
children become entitled to the funds upon attaining the age of 18. This is widely seen as a step in the 
wrong direction and strong representations against it are being made by virtually all the relevant 
professional institutes. However, it is understood to be an aspect of the policy which has been adopted 
by the Chancellor himself, and reports suggest that he is not open to discussion about it. 
 
There is no change for existing discretionary trusts and these all continue to operate under the tax rules 
previously laid down. 
 
Settlor -interested trusts 

 
In the past, it has been the case that the settlor-interested discretionary trust (namely a discretionary 
trust in which the settlor can benefit) has had a highly unfavourable inheritance tax régime and so such 
trusts were basically off the agenda. The problem now is that all new trusts will fall under the previous 
discretionary trust régime for inheritance tax purposes and trusts in which the settlor is to have an 
initial life interest have been very common in recent years for various financial or tax planning 
purposes. These will now fall under the harsh discretionary trust régime and in general they are 
unlikely to be worthwhile contemplating. The main exception will be where the funds are within the 
settlor’s available nil rate band (currently £285,000) when no inheritance tax will be due on setting up 
the trust and ten-yearly charges might also be minimised. 
 
Capital gains tax hold over relief has not been available since December 2003 for settlor-interested 
trusts. For the purposes of this tax the definition of settlor interested is wider and includes a trust 
where the settlor’ s spouse is a potential beneficiary. Unfortunately the definition is being extended 
further with effect from 5 April 2006 and, in future, any new trust which is set up for the settlor’s 
infant children will be treated as a settlor-interested trust. This means that capital gains tax hold over 
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relief will cease to be available for these trusts. This package of proposals will clearly operate as a 
major disincentive to parents putting funds into trust for their children, since both capital gains tax and 
inheritance tax may be due on forming the trust. 
 
Review of existing trusts 
 
It will clearly be important to review all life interest and accumulation and maintenance trusts over the 
next two years to ensure that their existing favourable inheritance tax position is preserved for as long 
as possible. Smaller trusts may not be affected to any degree, as the funds may be insufficient to give 
rise to inheritance tax liability in any event. But with life interest trusts it may be thought appropriate 
to extend the current tax position by replacing the current life interest with a new life interest in favour 
of a younger member of the family. This of course will require a detailed review of the financial 
position of the family as a whole. 
 
New trusts 
 
Equally, new trusts where the funds are within the available nil rate band will not be affected to any 
great degree. In future therefore it may be important to make sure that wealthy members of the family 
make full use of the fact that their inheritance tax ‘clock’  is re-set to zero every seven years so that a 
new nil rate band then becomes fully available once that time has elapsed since any previous 
chargeable transfer. 
 
There are various exemptions from inheritance tax. In particular there is 100 per cent business 
property relief for shares in unquoted trading companies so that no inheritance tax liability arises if 
such assets are transferred into a trust. After two years ownership, the trust should qualify for the same 
100 per cent relief.  Another relief which is commonly overlooked is the relief for normal expenditure 
out of income. Therefore a person with substantial income may be able to make sizeable gifts into trust 
every year without any inheritance tax liability arising at that stage. In this way, funds can, over a 
period of years, build up in trust for the family and under the new rules these funds will only incur six 
per cent ten-yearly charges, and there will be no charge on the death of any life tenant under the trust. 
That will be a more favourable position than is obtained under the rules as they applied in the past. 
 
There is also an exemption for divorce settlements, particularly where under Court Order, as these are 
not regarded as being made with gratuitous intent. In future, it will probably be better for the funds 
passing between divorcing parties to be settled on trust for the other so that no inheritance tax liability 
will be payable at that stage, and from then on only six per cent charges can arise.  If the funds had 
passed to the estate of the divorced spouse, the ultimate inheritance tax liability could have been 40 
per cent. 
 
There are various other relief’s and exemptions from inheritance tax, mostly available in fairly 
specialist circumstances, but it will in future be most important, where a relief is available, to put it to 
the best use, perhaps by making a gift into trust for an individual rather than to the individual outright. 
 
We can advise on how best to take advantage of the new rules in the light of your own personal 
finances and circumstances. 
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DOES YOUR WILL STILL WORK? 

Quite unexpectedly, the Chancellor announced in the 2006 Budget significant changes in the 
inheritance tax legislation as it applies to gifts by will. The result of this is that a substantial number of 
wills need review and quite possibly rewriting. The underlying policy appears to be that the use of 
trusts both in lifetime and on death is to be discouraged by tax provisions which encourage outright 
gifts to other individuals.  
 
Furthermore, Government policy is that gifts to infant children should not be tied up in trust beyond 
their eighteenth birthday. Since trusts have featured in English law since the Middle Ages, this attack 
on the use of them has caused considerable consternation and virtually all the relevant professional 
institutes are making representations for a change of view by the Government. Whether they will have 
any success remains to be seen, but at present this seems unlikely. 

 

Inher itance tax on death 
 

Inheritance tax (‘ IHT’ ) on personally held assets has a relatively simple charging structure. There is a 

nil rate band which has been increased for the 2006/2007 tax year to £285,000. Next year it is set to 

increase to £300,000. Once a person’s estate exceeds the nil rate band, IHT on death is payable at 40 

per cent on the excess. Any gifts to individuals made in the seven years prior to the donor’s death, less 

the annual exemption of £3,000 if available and if not covered by another exemption, become 

chargeable to tax.  

 

However, if the gift was made more than three years before the donor’s death, the tax (if any) on the 

gift is reduced by a tapering provision. Note that the reduction is not in the amount of the gift, but only 

on the tax payable in respect of it. Lifetime gifts which become chargeable on death are primarily 

allocated to the nil rate band, pushing the estate on death into the chargeable band at which 40 per cent 

tax is payable. The result of this position is that a lifetime gift of £285,000 in cash which is made six-

and-a-half years prior to death achieves no tax saving at all because the gift absorbs the whole of the 

nil rate band, leaving the balance of the testator’s estate to pay tax at 40 per cent. 

 

Capital gains tax on death 
 

No capital gains tax is payable on personally held assets at the time of death. Instead all accrued gains 

are wiped out and the base cost of the asset is re-set to its open market value at the time of death. This 

rule continues to apply following the 2006 Budget. 

 

The rule also applies to assets held in trust for a person for his or her lifetime, where the trust in that 

person’s favour was made before 22 March 2006. The rule will not, however, apply to new lifetime 

trusts created after Budget day this year. Instead assets in these new trusts can benefit from capital 

gains tax ‘hold over relief’ ; this means that the assets can, by election made jointly by the trustees and 

the beneficiary, pass out of the trust at their capital gains tax base costs, rather than the market value at 

the time the trust is wound up. 
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Existing wills 
 

In recent years most people have preferred to keep the provisions of their will relatively simple, and, 

wherever possible, to avoid the use of trusts. A simple will provides for all assets to pass to the spouse 

or civil partner, if he or she survives, and if not assets then pass direct to children, or into trust for 

them if they are minors to be paid to them after they have attained the age of eighteen (or older). 

 

This simple type of will has often been embellished, on receipt of professional advice, by the use of 

what is known as a ‘nil rate band trust’ . This is a method of dealing with the problem by which the nil 

rate band of the first to die of husband and wife becomes wasted if all the assets pass to the surviving 

spouse, because there is an outright exemption for gifts in such circumstances. It has therefore been 

common to provide for a legacy of an amount equal to the testator’s available nil rate band in favour 

of a discretionary trust for all members of the family, including the surviving spouse. This avoids the 

assets in the nil rate band trust passing into the estate of the surviving spouse, so that they will not be 

aggregated with that spouse’s free estate on his or her later death.  

 

These nil rate trusts have been successfully employed for many years, although more recently the 

Revenue has attempted to introduce detailed requirements for the administration of the trust. The 

Revenue has also taken the view that a share in the family home could not benefit from the IHT 

advantages of a nil rate band trust for technical reasons, which have been widely disputed, but as a 

result it was accepted that the viable alternative was to place a charge on the home in favour of the 

trustees of the nil rate band trust, the amount of the charge being equal to the available nil rate band. 

Thus the trust would have as its only asset an amount payable to it under the charge whenever the 

property came to be sold. 

 

More complex wills 
 

This simple type of will has suited many ordinary situations and it will continue to be tax efficient 

following the 2006 Budget. In particular, nil rate band trusts will not need to be revisited after the 

Budget and in fact the setting up of them should become easier. 

 

However, more complex wills have often been required particularly where one or more of the parties 

to a marriage has previously been divorced so that there are children of a previous marriage to be 

considered. In such a case it might be appropriate to set up a trust of the testator’s estate on death so 

that the income, or the use of the testator’s share in the family home, can be enjoyed by the surviving 

spouse for life, and thereafter the estate may pass to the children of the previous marriage. 

 

Will trusts have also been appropriate where the testator wishes to provide for another member of the 

family, or a close acquaintance, for his or her life, and thereafter the assets may be distributable to 

different beneficiaries. Also those enjoying substantial wealth through, traditionally, landed estates 

have commonly felt it appropriate to tie up the assets in trust following their death in order to protect 

the estate from the claims of creditors, or to prevent it being dissipated by falling into the hands of a 

beneficiary not capable of managing it effectively. 
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After the 2006 Budget 
 

Unfortunately, the Chancellor does not recognise the usefulness of will trusts for these various 

purposes, and the 2006 Budget contained proposals designed to discourage the use of all will trusts, 

except in the following two circumstances: 

 
·  Trusts in favour of one named individual who is to receive the income for life, following 

which the funds must be distributed outright, or distributed absolutely to the testator’s children 
as soon as they attain the age of eighteen. The life interest trust must conform to strictly set 
out terms, and in particular it will not be permissible for the trustees to have a general power 
to appoint the funds out as they think fit. If the trust is in favour of the surviving spouse, the 
spouse exemption will apply, but only if the trust conforms to the strict terms, just referred to 

 
·  Trusts for bereaved minors: a will trust in favour of the testator’s own infant children who 

must receive their inheritance on attaining the age of eighteen will be free of inheritance tax 
charges once it is set up and running, although it does not benefit from any exemption from 
inheritance tax on the testator’ s estate 

 

Reviewing existing wills 
 

It is important to note that the date on which a particular will was executed is of no consequence 

whatsoever. The will speaks from the date of death, and accordingly many wills which have been 

made for tax efficiency in the past may now need to be redrawn to conform with the new rules (as 

described under paragraphs 1 and 2 under the previous heading above) where the testator is still alive. 

It is most unfortunate that the new rules were announced with immediate effect on Budget day, as 

clearly this may have produced a most unfair result on the estates of those who died shortly after 

Budget day and who were incapable of having their wills urgently reviewed prior to death. In these 

circumstances, the position may be assisted by a post-death deed of variation of the will, although 

there are limits on what can be achieved with such deeds; in particular, the potential interests of infant 

children under a will cannot be varied unless it is clear that the variation can only operate in their 

favour. 

 

New wills 
 

Testators now face difficult choices if they wish to provide for any form of trusts in their wills. 

 

As regards trusts for infant children of their own, these can either conform to the new rules in which 

case the funds must be distributed absolutely to the children as and when they attain the age of 

eighteen. Alternatively it may be felt that this age is too young for children to receive their inheritance 

outright, and it would be better to delay it until the age of 25; this type of trust will not conform to the 

new rules and 6 per cent inheritance tax charges on the funds in the trust in excess of the nil rate band 

will be incurred every ten years. If the trust funds are likely to be within the nil rate band, it will not 

matter which type of children’s trust is used. 

 

As regards putting funds in trust for another person for life, the choice is between a trust which confers 

a life interest within the new stringent requirements (see paragraph number one under heading “After 
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the 2006 Budget” above) and which will therefore avoid ten-yearly charges, and one which is less 

stringently drawn and so does not conform with them thus potentially incurring liabilities every ten 

years. On the death of the life tenant, where the life interest trust is within those new rules, 40 per cent 

inheritance tax may then be due as the trust funds will be aggregated with the estate of the life tenant 

and tax charged on the total in excess of the life tenant’s available nil rate band. At the same time, the 

capital gains tax base costs of the assets in the trust are written up to market value without any capital 

gains tax charge arising. In the alternative scenario where the trust is not strictly drawn and thus does 

not conform to the new rules, 6 per cent ten-yearly inheritance tax charges will be incurred, if the 

funds are substantial enough, and there will be no tax free write up of the base costs at any time 

 

As a general rule, if the trust is for a third party, and not the surviving spouse, it will probably be better 

to have a widely drawn trust which is outside the new provisions and to accept that the 6 per cent 

charges every ten years will be due; if of course the trust is quite small, there may be no tax to pay at 

all. On the death of the life tenant there will then be no aggregation of the funds with the life tenant’s 

own personal estate. If the trust is for the surviving spouse, it may be better to have it conform to the 

new rules, in which event no inheritance tax will be payable on the death of the testator insofar as the 

funds pass into the trust, but there could well be liability on the death of the surviving spouse. 

 

Generally 
 

The Budget changes will clearly have a major impact on the drafting of wills, and unfortunately this 

will mean many people will need to reconsider the terms of their existing wills. 
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TAX PLANNING WITH TRUSTS 
 
Any client to whom the use of a trust is recommended for the first time could be forgiven for a sense 
of trepidation in the light of a whole range of new terms thrown at him or her. 

The purpose of this Memorandum is, firstly, to set out in simple terms what a trust is and explain some 

of the terminology commonly employed in different types of trusts. Secondly, the Memorandum 

considers some of the benefits and possible disadvantages of a trust.  Finally, examples are provided of 

how a particular trust might be utilised in different tax planning contexts. 

 

What is a trust? 

 
The most common characteristic of a trust is that it is a relationship in which one person, or persons, 

normally called a trustee, or trustees, is the legal owner of property held for the benefit of another 

person, or persons, normally called a beneficiary, or beneficiaries. 

 

It is common to describe a trust as a settlement, and, vice versa.  The person who creates a trust, and 

usually gives property to it, in the first instance, is known as a settlor. 

 

It is preferable and good practice to bring a trust into existence using a written trust instrument.  The 

document normally defines the initial trustee or trustees and sets out the rights and duties that the trust 

gives to them.  The nature of these rights can be divided between ‘ trusts’  and ‘powers’ . 

 

A trust is a mandatory instruction, e.g. I give my shares in ABC Ltd to Fred and Lucy (trustees) to 

hold for the absolute benefit of Mary (beneficiary) subject to her attaining the age of 21 years.  Here, 

the trustees are obliged to give the property to Mary when she becomes 21  

 

A power is discretionary, so the trustees may use their own judgement as to whether it should be 

exercised, depending on the circumstances of the beneficiaries.  For example, most trusts contain a 

power of maintenance, enabling income to be paid to a young beneficiary for keep or the cost of 

education, even though the beneficiary, Mary in the example above, has no direct right to income until 

she is 21.  There are usually many powers in a well drafted trust, divided between administrative 

powers, which give express authorisation to the trustees to undertake the management of the trust in a 

particular way, and dispositive powers. 

 

Dispositive powers concern the benefits in the underlying trust capital and any income it generates.  A 

power of appointment over income and capital enables the trustees to change the beneficial interests of 

beneficiaries in the light of future conditions. 

 

The most flexible form of trust is called a discretionary trust: in this variant, no beneficiary has a 

vested right in income or capital.  The trustees may exercise their discretion in the form of a power to 

appoint income or capital to any one or more of the prospective beneficiaries.  If they do not appoint 

income, it is typically accumulated, that is, saved for future use by the trustees. 
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As regards beneficiaries, if a beneficiary has the entitlement to receive income, he or she is described 

as having an interest in possession.  This interest exists even though the trust is not actually generating 

income because, for example, it holds shares in a family company which is not currently making 

dividend distributions.  Such a person can also be described as a life tenant. 

 

Reversionary beneficiaries are those whose interest in the capital is subject to a prior life interest. 

 
Benefits of a trust 

 

Trusts have traditionally been used as a tool in succession planning to avoid death duties.  Under the 

current inheritance tax (‘ IHT’ ) régime, outright gifts (i.e. gifts which exclude the settlor and his or her 

spouse from benefit) usually constitute a potentially exempt transfer (‘PET’ ) which falls out of 

liability to IHT in respect of the donor’s estate after seven years have elapsed. 

 

A private trust is most typically employed in the present era to detach property or assets from a 

wealthy estate owner so that his or her estate is reduced with the consequence that the extent of 

inheritance tax on eventual death is reduced.  The distinct benefits of employing a trust, as opposed to 

the direct transmission of property to beneficiaries, can be summarised, as follows: 

 
·  fiduciary control over assets and voting rights 
·  benefiting the younger generation without exposing assets to ‘youthful folly’  
·  income tax benefits for adult children 
·  income tax benefits for infants where the settlor is not a parent and the money effectively 

belongs to the child (often referred to as a ‘bare trust’ ) 
·  some measure of protection from creditors and estranged spouses 

 
Possible disadvantages of trusts 
 

The key issue for a possible settlor who is concerned with inheritance tax mitigation is, can he or she 

afford it? Clients should be sure that they have sufficient assets and pension funding to sustain their 

lifestyle bearing in mind increasing life expectancy and the financial impact that low interest rates or 

continuing inflation may have. 

 

Once clients are satisfied with this fundamental issue, trusts can be tax efficient in a number of ways 

although all trusts (except bare trusts – see below) are liable to the top rate of capital gains tax (‘CGT’ ) 

which is 40 per cent. 

 
Examples of trusts 
 

Different types of trusts are illustrated below by reference to the tax benefits usually associated with 

them. 

 

It should be noted that the different trusts described below are not mutually exclusive. In other words, 

it is feasible and often desirable for one trust to be, in sequence, a discretionary trust, changed to an 
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accumulation and maintenance trust, then an interest in possession trust and finally a ‘bare trust’  by 

reason of the trustees exercising a given power of appointment over income and capital. 

 
Discretionary trusts 

 

In this instance, the trustees hold the income and capital for a class of beneficiaries, where no one of 

them has a vested right to income or capital.  It follows that none of them have an interest in 

possession in this type of trust. 

 

So far as the settlor is concerned, a discretionary trust gives complete flexibility, which is very 

attractive.  An important tax benefit is that no beneficiary is liable to capital taxation in respect of his 

or her own death. 

 

If property not qualifying for any IHT reliefs is given to a discretionary trust, it is an immediately 

chargeable transfer and if the historical and present total of chargeable transfers made by the settlor 

exceed £285,000, IHT is chargeable at 20 per cent on the excess.  There is a ten-yearly charge on 

capital within a discretionary trust, but the rate of tax does not exceed 6 per cent on these occasion.  

Finally, there is an ‘exit charge’  on property leaving a discretionary trust when paid to a beneficiary, 

or where the discretionary trust is terminated and the trust becomes a different type of trust. 

 
Accumulation and maintenance trusts 

 

These are discretionary or income accumulation trusts set up for infants and beneficiaries under the 

age of 25 years under which the beneficiaries will become entitled to an interest in the trust capital 

(either absolutely or as an interest in possession) at an age not exceeding 25.  In the interim the income 

must be accumulated except for that applied for the education, maintenance and benefit of the 

beneficiary. 

 

In the past, provided the trust satisfied the IHT exemption requirement, it enjoyed the benefit of 

exemption from the IHT charging régime for discretionary trusts described above.  This meant that 

until a possible beneficiary acquired a vested interest, the trust capital was free of IHT except in 

relation to the PET exposure that existed for seven years after the settlor had made a gift to the trust.  

However, these trusts no longer have any other tax advantages and in fact are liable to the top rates of 

income tax and capital gains tax.  Furthermore they are now radically affected by proposed changes 

contained in this year’ s Finance Bill as described later in this memorandum. 

 
Interest in possession trusts 

 

In the past a gift to an interest in possession trust was a PET for inheritance tax.  So again, if the settlor 

survived any gift to the trust by seven years, there was no IHT by reference to his or her estate.  

However, such a trust is liable to IHT on the death of the person with an interest in possession.  If 

there is a termination of that interest, e.g. by advancing capital to reversionary beneficiaries, there is a 

PET exposure on the trust for seven years after the termination. 
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With effect from 22 March 2006 there is to be a radical change in the tax treatment of new trusts of 

this type, as detailed further below. 

 

The reason that clients use trusts such as these is to ensure that the benefit of their assets will go to 

predetermined beneficiaries.  For example, a trust will often provide an interest in possession for the 

settlor’s spouse, giving him or her an income interest throughout their lifetime. On the death of the life 

tenant, the capital will go equally to the settlor’s children; perhaps employing an intervening 

accumulation and maintenance trust if a child is under the age of 25 at the death of the life tenant. 

 
Bare trusts 

 

This is the simplest form of trust, in which a trustee holds property absolutely for a beneficiary.  Bare 

trusts are often employed to hold property for infants.  However, any income that arises to an infant 

under 18 years of age is assessable to income tax on the parent, if he or she provided the capital of the 

trust. 

 

For capital gains tax purposes, the acts of the trustee are regarded, in capital gains tax terms, as the act 

of the beneficiary.  Where a 40 per cent taxpayer is contemplating a company sale, it is therefore 

useful to consider creating bare trusts for relatives and children so that each absolute beneficiary is 

entitled to the annual exemption of £8,800 and, beyond, the marginal rates of tax of 10 per cent and 20 

per cent can be secured.  Such transfers must be susceptible to hold over relief for capital gains as 

explained further below. 

 
Recent changes to the taxation of trusts  
 

The whole field of the taxation of trusts has undergone enormous changes in recent years and yet even 

more far reaching alterations are set out in the 2006 Finance Bill. 

 
Two years ago all accumulating and discretionary trusts became liable to the top rates of income tax 
and also the top rate of capital gains tax (40 per cent).  The net result of these two changes was that 
nearly all the tax advantages of making trusts were swept away, and in fact it was quite possible for it 
to be disadvantageous to put money into trust. For example, the settlor’ s capital gains tax rate could 
never be more than 40 per cent, but in some years it might be less.  Fixing the trust rate at 40 per cent 
means that the tax bill on gains realised on assets within a trust might well be greater than if the settlor 
had retained the assets in his or her estate. 
 

One of the few remaining tax advantages in making a trust is therefore the removal of assets from the 

settlor’s estate.  So long as this is carried out more than seven years prior to the settlor’s death, a 

saving in inheritance tax should be achieved. 

 
Capital gains tax holdover relief 

 

Two other important changes to the capital gains tax régime in relation to trusts were also introduced 

in 2004. 
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The first related to gifts to settlor-interested trusts.  The gift of an asset into trust is a disposal at 

market value for capital gains tax purposes, but for gifts of business assets or gifts into a discretionary 

trust it is possible to make a claim for the trustees to take over the settlor’s indexed base cost, thus 

deferring any tax charge until the trustees sell the asset.  This is known as hold over relief.  Previously 

hold over could be claimed even if the settlor was the principal beneficiary under the trust.  However, 

following the Finance Act 2004, no hold over can be claimed if the settlor has any interest under the 

trust.  

 

The other change to holdover relief concerned its interaction with private residence relief for capital 

gains tax purposes.  If the base cost for a property is affected by a holdover claim, main residence 

relief will no longer be available for disposals of the property after 10 December 2003.  Thus if a 

property is transferred to a trust, and the settlor makes a claim for holdover relief, on a subsequent 

disposal by the trustees of the property, main residence relief will not be available even if the property 

has been occupied by a beneficiary of the trust as his or her own residence. 

 
Lower rate band 

 

This year a reform has resulted in a reduction in the 40 per cent rate applicable to trusts for the first 

£1,000 of income arising to accumulating and discretionary trusts. This relief is available to all such 

trusts, and is not dependent on any election.  The income within the £1,000 band is chargeable at 

either the basic rate, the lower rate or the ordinary dividend rate, depending on the nature of the 

income.  Amounts of tax paid at the basic rate or the lower rate on this band of income then go into the 

trustees’  tax pool.  However, payments to beneficiaries continue to be certified net of 40 per cent tax 

so that the new £1,000 band will effectively be withdrawn if the trust income is fully distributed. 

 
Yet more changes 
 

All the reforms for the taxation of trusts in 2004 and 2005 have been eclipsed with sweeping changes 

announced in the 2006 Budget.  These impact particularly in the field of inheritance tax. 

 

As mentioned a transfer of funds to a discretionary trust was a transfer immediately liable to 

inheritance tax at 20% to the extent that the value of it exceeded the settlor’s available nil rate band.  

Thereafter ten-yearly charges arise on the discretionary trust funds at a maximum rate of 6 per cent; 

very often the rate is less than this, as the calculations are by reference to a complex formula.  There is 

then a proportionate charge if the trust is brought to an end between ten-year anniversaries, the rate 

payable being the same effective rate as on the previous ten-yearly event. 

 

These rules did not apply to trusts where an individual had an interest in possession, nor did they apply 

to funds transferred into accumulation and maintenance trusts for infant children.  Transfers into these 

trusts only became chargeable if the settlor died within seven years of making the settlement, but 

thereafter they had exempt transfer treatment. 

 

The proposals in the 2006 Budget revoke the treatment of life interest and children’s trusts and, in 

place, all lifetime settlements are to have the same inheritance tax treatment as discretionary trusts.  
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This will operate as a major disincentive to setting up lifetime trusts, as it will mean that 20 per cent 

inheritance tax charges will arise on the making of virtually all lifetime settlements, unless the funds 

concerned are less than the settlor’s available nil rate band. 

 

Existing accumulation and maintenance trusts will only continue to benefit from IHT exemption if 

they are changed before 6 April 2008 to give beneficiaries absolute entitlement at the age of 18. 

 

This proposed change does, however, have one beneficial side effect.  This is that on the making of all 

lifetime settlements, it will be possible for the settlor to hold over any capital gain on the assets 

transferred in, so that the trustees can take them at his original base cost for capital gains tax purposes.  

Even so, this hold over is not available if the settlor or any of his infant children can have any possible 

benefit from the trust at any future time, and so the possibilities for holding over gains are strictly 

limited. 

 

There are also changes proposed to the tax treatment of trusts set up by will.  In particular, the spouse 

exemption will not apply to a trust for a surviving spouse unless it satisfies certain strict conditions set 

out in the Finance Bill; for example, it will not be permissible for the trustees to have a general power 

to appoint the funds out as they think fit.  Also on the termination of the life interest, the funds must 

vest absolutely in another beneficiary, or be held for children absolutely on attaining the age of 18. 

If these strict rules are not satisfied in the case of a will trust, a further disadvantage arises in that ten-

yearly inheritance tax charges will arise, as with lifetime discretionary trusts. 

 

In practice, careful planning will now be needed with will trusts in choosing between the two régimes.  

Ten-yearly inheritance tax charges on a will trust may be a better alternative than 40 per cent 

inheritance tax previously payable on the death of a life tenant, but on the other hand there was a tax-

free capital gains tax uplift in the base cost of assets to market value on the death of a life tenant, 

which will not be the case with a will trust under the new ten-yearly charge régime. 

 

With lifetime settlements, the new régime will be more favourable in certain cases.  If the transfer into 

a trust is not chargeable to inheritance tax (as for example is the case with a settlement of shares in an 

unquoted trading company), no inheritance tax will then be payable on the making of the settlement 

and thereafter only ten-yearly 6 per cent charges will arise if the trust has by then diversified into 

ordinary quoted investments.  If the trust continues to hold shares in an unquoted trading company, 

business property relief at 100 per cent will apply after two years ownership. Previously with life 

interest trusts there was the possibility of a 40 per cent inheritance tax charge on the death of a life 

tenant. 
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THE INCOME TAX CHARGE ON PRE-OWNED ASSETS 
 
Last year an annual income tax charge was introduced targeted at those who have gone in for 
inheritance tax planning schemes since 1986. It is known as the pre-owned assets legislation and it 
applies to three distinct categories of schemes. In each case, an essential characteristic of the schemes 
involved is that they successfully avoided the gift with reservation of benefit provisions introduced 
into the inheritance tax legislation in 1986. An example might help to make this point clearer. 

 
Suppose that Arthur gave a half share in his house to his son, but continued to live in the home. His 
son lives elsewhere. Arthur might have been under the misapprehension that, so long as he were to 
live for seven years from the date of the gift, he would escape inheritance tax liability on the half of 
the house which he gave away. This would not in fact be so. Arthur has indeed given away part of his 
estate, but he has kept a benefit in the share which he gave away, namely he continued to enjoy 
exclusive use of the whole property. His gift would therefore be a ‘gift with reservation of benefit’ , 
and as a result for inheritance tax purposes Arthur would be treated as continuing to own the whole 
property. So Arthur would have achieved nothing by giving the half share away. In fact he would have 
made things worse because if he kept all the property in his estate until his death, his son could receive 
the property under Arthur’s will written up to its then current market value for capital gains tax 
purposes. 

 

Suppose, however, that Archie next door was better advised. He sold a half share in his house to his 

son for market price paid in cash. Like Arthur, he continued to have exclusive use of the whole 

property. Archie then gave away the money he received from his son. Archie will have avoided the 

gift with reservation of benefit rules for the simple reason that he has not made any gift at all. He sold 

the one half share for market value, so there was no gift element in the transaction. Archie’s 

arrangement would therefore successfully avoid inheritance tax on the one half share sold so long as 

he lived for seven years from the time that he gave away the money received. 

 

In fact, Archie’s scheme would normally have been carried out in a more sophisticated manner. The 

better arrangement might have been to sell the house to a specially formed trust in which Archie 

would have a life interest, and the sale price due from the trustees would be left outstanding as a debt. 

Archie would then give the debt away to another trust, of which the beneficiaries would be his 

children. This became known as the double trust scheme and it was marketed quite widely. 

 

Mass marketing of tax schemes is a sure sign that a reaction will soon follow from the Government. 

The pre-owned assets legislation was the reaction to the various inheritance tax schemes which were 

being widely adopted, and it is certainly a harsh reaction at that. 

 

The three categories of schemes to which it applies are: 

 
·  Those where an interest in a property has been disposed of, with the homeowner continuing in 

occupation. Alternatively, under this head the taxpayer might have given money to a third 
party who would use it to buy a house for the taxpayer to live in 

 
·  Where works of art or other valuable possessions have been given away, but the donor 

continues to have use and enjoyment of them. Alternatively, an interest in the possessions 
might have been given away, or money given for valuable items to be purchased and then 
used by the donor 
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·  Where a person has put funds into trust under which he or she personally is one of the possible 

beneficiaries and the trust has successfully avoided the gift with reservation of benefits 
provisions 

 

For cases in the first category above, the income tax charge is based on the market rental of the 

property. The calculation is: 

 
Cur rent value of the interest given away  x Annual rental value 

 

Full current value of the whole property 

 

The double trust scheme involved a sale of the whole property, but many of the arrangements devised 

in recent years in relation to the family home worked by dividing the ownership of the property into 

separate interests, and giving away one of those interests. For example, one might create a lease over 

the property for a suitable period which the homeowner would retain, and he would then give away the 

freehold interest to his children. 

 

It will be seen that if the current value of the interest given away is half the full value of the property, 

income tax will be payable each year on one half of the current rental value. Very often, this will be 

quite a substantial tax liability and of course there is no income produced by the scheme to meet the 

tax due. 

 

For cases in the second category above, those involving valuable possessions, the formula to calculate 

the tax charge is similar except that in place of current rental value the charge is based on the rate of 

interest applicable to loans to employees. This is currently five per cent, and is known as the ‘official 

rate of interest’ . Accordingly if one gave away a painting worth £200,000 whilst continuing to have 

possession of it, income tax would be due each year on £200,000 multiplied by five per cent, which is 

£10,000. If one gave away only an interest in the painting, then a fraction of the value would be 

chargeable, in the same way as applies to properties. 

 

In relation to the third category above, which applies to settlor-interested trusts, the charge is also 

based on the official rate of interest. This is applied to the value of the funds in the trust and income 

tax is payable each year on the result of this calculation. The value is taken as at 6 April each tax year. 

 

There is a de minimis exemption from the charge which is £5,000 per annum. Thus, if, in the example 

above relating to a painting, the value of the picture had been £100,000 rather than £200,000, and the 

person concerned has no other assets within the pre-owned assets legislation, the charge would be on 

£100,000 multiplied by five per cent. This is £5,000 and is therefore covered by the de minimis 

exemption. However, once the chargeable amount exceeds £5,000, the whole is chargeable to income 

tax and not just the excess over £5,000. 

 

In general, the new tax charge will apply only to those who have carried out inheritance tax planning 

schemes since 1986. There will undoubtedly be some arrangements caught by the legislation where 
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tax planning was furthest from the minds of those involved, but these situations will be the exception 

rather than the rule. 

 
L ife insurance schemes 
 
Rather surprisingly, the Revenue has accepted that most of the inheritance tax schemes 
marketed by life insurance companies fall outside the legislation. This is because of the 
particular type of trust which was normally set up within the scheme. It is quite likely 
therefore that those who have purchased inheritance tax planning schemes from life insurance 
companies will not have any tax charges under the pre-owned assets legislation, although it 
would no doubt be as well to check this with the life insurance company concerned. 
 
Electing out 
 

Those who are caught by the legislation can escape its clutches by making an election for the 

arrangements entered into to be disregarded for inheritance tax purposes. The election works by 

treating the gift previously made as being within the inheritance tax gift with reservation rules, so that 

inheritance tax will be due on the full amount of the asset within the scheme on the death of the 

taxpayer. The election must be made before 31 January in the tax year following that in which a tax 

charge under the legislation would first arise. Thus an election by someone caught by the new tax 

charge from the outset must be made by 31 January 2007. 

 

Although making the election solves the problem of having the annual income tax liability to pay, it 

does of course mean that the scheme is effectively unwound and treated as if, for inheritance tax 

purposes, it had never been entered into. It is very important, however, to appreciate that this treatment 

solely applies to inheritance tax. The consequences for other taxes are not unwound and they remain 

as they are. For example, therefore, if the scheme was a gift of an interest in a property, very often the 

donee will have a low capital gains tax base cost for his share in the property. In the course of time, 

that share is likely to be sold at a considerable profit and capital gains tax will be due. The inheritance 

tax election does not apply for capital gains tax purposes, and so the ultimate capital gains tax liability 

remains. Generally, therefore, it will be better to find another solution to the problem. 

 
New trust ar rangement 
 

One such solution was for the interest in an asset given away to be put back in trust for the original 

donor for his or her life. By using a particular type of trust, it was possible to avoid the income tax 

charge and preserve the benefits of the scheme originally entered into. Unfortunately new legislation 

this year blocks this loophole and in fact applies the income tax charge to those who have already used 

this device. The trust will however continue to produce capital gains tax advantages for the donees and 

so such arrangements will now need careful review. 

 

For the future, the choices for those who have entered into inheritance tax schemes in respect of their 

main residence are therefore, in the main, to accept the income tax liability and pay it each year, or to 

unravel the scheme. There are more tax efficient methods of unravelling the scheme than using the 

statutory alternative of electing out. 
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Other  possibilities for  home owners 

 

For instance, if full payment is made for the use of the share in the property which has been given 

away, the income tax charge under the legislation will not arise. At first sight, paying full rent looks to 

be much worse than simply paying income tax on the benefit, but there are other ways of looking at 

the position.  

 

If the home owner is looking to make further transfers out of his or her estate and into the estate of the 

heirs under the will, paying full rent is one way of passing value over without there being any 

chargeable transfer for inheritance tax purposes. The drawback is of course that the payees will have 

income tax liability on the rent received, and so the Government is still likely to get its tax take. 

 

Another possible solution to the problem involves an exemption in the legislation for property sharing 

arrangements. If the donees of the share in the home also occupy the property from time to time and 

keep possessions there, they may be able to claim a specific exemption for this type of scenario in the 

pre-owned assets legislation. Otherwise it may be considered best to arrange for the full title to the 

property to be transferred back to the donor, although this will require careful attention to the capital 

gains tax position. 

 
Valuable possessions 
 

Paying full consideration for the use of valuable possessions is the best way out of the income tax 

charge for schemes caught by the second category listed above. Generally the payment to be made 

amounts to a very small sum each year, perhaps one per cent of the capital value of the chattels, and so 

this is quite manageable. It seems odd that schemes involving valuable possessions can so easily skate 

past the pre-owned assets legislation, but the Revenue’s guidance notes seem to confirm that this is the 

position. 

 
Settlor -interested trusts 
 

There are also some fairly simple ways out of the pre-owned assets charge in relation to settlor-

interested trusts. For example, the charge only arises where the settlor has an interest personally under 

the trust, and it is not relevant that his or her spouse has an interest. Accordingly one might remove the 

settlor as a beneficiary, but not the spouse. In this way, the settlor might indirectly benefit from the 

trust. 

 

Alternatively, the trust can be reinvested into tangible assets, such as a let property, and then once 

again the charge will be avoided. 

 
Summary 
 

All in all, there are many planning opportunities available in order to manage prospective income tax 

liabilities under this legislation. We shall be pleased to advise further in any particular case. 
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IS YOUR COMPANY READY FOR SALE? 
 

Clients involved in the day-to-day management of companies they own seldom have the time to plan 

for the time when they will sell their shares.  But such planning can be critical both in terms of the 

price obtained for their shares and the tax ultimately payable. 

 

The purpose of this Memorandum is to encourage our clients who hold shares in unquoted companies 

to consider at an early stage the steps which can and should be taken to ensure that when shares 

change hands their price is maximised and any consequent tax incidence minimised.  There is no 

substitute for a well considered, well implemented exit strategy. 

 

THE SHAREHOLDER 

 
The earlier planning starts the better.  Ideally shareholders should be considering tax and operational 

matters five years before a sale is anticipated. 

 

As a general proposition, it is preferable to withdraw from the company surplus assets such as 

investments and excessive cash.  There is often a case for withdrawing valuable trading premises from 

a company which then takes a lease back.  The shareholder may feel that retention of the premises is a 

good investment for retirement.  Such retention means there is no capital gains tax on this historical 

element of the company when the shares are sold.  Finally, the diminution in asset value in the 

company will reduce the price of the shares to an extent and make the core business more affordable 

for the eventual buyers. 

 

One of the reasons for planning five years in advance is that such radical restructuring of the 

company’s Balance Sheet may distort the trading results in the short term.  Corporation Tax may be 

payable on capital gains on disposals by the company, but this can often be offset by a trading loss, 

even if it arises from substantial pension contributions.  The vendor wants to complete such radical 

reorganisation so that, subsequently, his or her company can demonstrate two or three consistent years 

of improving profits which is the ideal prelude to achieving an optimum price. 

 

Selling shares in an unquoted company will probably be the single most important transaction in a 

shareholder’s life.  It makes sense to ensure, as far as possible, that the fruits of the investment are 

enjoyed by the investor rather than the Inland Revenue. 

 

Some of the possible tax planning matters to consider: 

 
·  Taking advantage of provisions to defer or avoid or reduce the payment of capital gains 

tax.  These include taper relief and the Enterprise Investment Scheme.  All require certain 
conditions to be fulfilled before full advantage can be taken of their benefits - careful 
planning allows the best utilisation of these reliefs. 

 
·  Ensuring that the shares held qualify as business assets to obtain the maximum level of 

taper relief.  If shares did not qualify as business assets in the 17 March 1998 – 5 April 
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2000 period optimum taper relief may not accrue until 2010; tax planning steps may 
improve the position after two years. 

 
·  Transferring shares between spouses to enlarge shareholdings thereby maximising the 

benefit of re-basing on shares where value at 31 March 1982 is relevant.  (This procedure 
also works in the case of a civil partnership). 

 
·  Establishing non-UK residence.  Despite the 1998 Finance Act changes, it may still be 

possible to avoid capital gains tax by living outside of the UK while still making regular 
visits. 
 

·  Paying a pre-sale dividend. 
 
·  Shares in a trading company often qualify for 100% Business Property Relief from 

Inheritance Tax.  When the company is sold, the cash proceeds will be liable to Inheritance 
Tax.  For the vendor who wishes to make provision for his family, it is usually preferable 
to make gifts well before the sale of the company:  the values of gifted shares are usually 
lower and surviving the seven year Potentially Exempt Transfer period is more likely. 
 

·  Review pension funding arrangements whilst there is flexibility before the shares are sold.  
Ensure that any actuarial surpluses that arise on premature death enure for the benefit of 
the vendor’s family and not the purchaser of the company.  There is often a case for 
converting from a conventional occupational pension scheme to a personal pension format.   
 

·  Establishing or enhancing the funding of a self-administered pension scheme, which will 
reduce Corporation Tax liabilities before the sale: loan backs and investments in the 
employer company can help cashflow. 

 
·  On 6 April 2006, the rules relating to privately funded pension schemes changed radically.  

It is important for directors and employees to review their position in the light of these 
changes.  In addition, the Pensions Regulator now has considerable power to compel a 
company to make sure that its pension fund is adequately resourced.  This issue needs 
careful consideration well in advance of a company sale, and it may be advisable to seek 
advance “clearance” from the Regulator. 

 

THE COMPANY 

 
The old adage “ first impressions make the greatest impact”  is never truer than when a potential 

purchaser reviews the financial history of a target company.  What is he looking for? 

 

First and foremost, a business with a proven track record and the potential to grow.  Key indicators 

will be: 

 
·  sales and earnings growth 
·  stable gross profit margins 
·  positive cashflows, ideally capable of sustaining operations, funding capital investment and 

providing a return to shareholders 
·  efficient working capital utilisation 
·  a viable balance sheet 
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How can you ensure that your company is the one which catches his eye? 

 
·  maximise profits and cashflows in the run-up period to sale by: 

�  managing trade debtors 
�  eliminating slow moving or obsolete stock (tighten purchasing criteria and review 

base stock levels) 
�  cancelling non-essential capital expenditure 
�  considering carefully all research and development expenditure  

 
·  whilst it is always important for a company to ensure that its plant and computer equipment 

is viable and can sustain effective competition, it is usually better not to initiate major 
investment immediately, or in the two or three years, before sale 
 

·  isolate or sell under-performing or non-income producing assets - these may include loss 
making subsidiaries or parts of the business or vacant land and buildings 
 

·  a safe and easily achievable means of improving profit in the short term, before sale, is to 
eliminate unnecessary cost or overhead 

 

A key question owner managers should ask themselves is:  “How is my business performing compared 

to my competitors?”  Answering this question may well point to areas in which improvements can be 

made. 

 

Bear in mind that the acquisitor is purchasing the promise of future cashflows and in this context it 

might well be appropriate to review whether or not directors’  remuneration, including pension 

contributions, reflects commercial reality.  Personal benefits for shareholders are best eliminated early 

so that profit is enhanced and the sale process is made easier. To give a better financial profile, 

distribution of profits by dividend may be the better alternative to funding lifestyles if a sale is 

envisaged. 

 

Finally, the purchaser will require some indication of what the future holds.  Clients contemplating the 

sale of a company are strongly advised to formalise their thoughts in this area, ideally in a formal plan 

covering the next two to three years, updated regularly for changing conditions.  A well-reasoned 

vision of the company’s immediate future can be a very valuable asset when negotiating its sale. 

 

A WORD OF WARNING 
 

At all costs owner managers should avoid the trap of allowing the process of selling the company to 

divert their attention from running the business.  A customer or contract lost, production difficulties, or 

cashflow problems will probably reduce the price.  Interesting as active involvement in the sales 

process may be, working shareholders may be best advised to employ specialists to guide them 

through the difficult days ahead, leaving them to concentrate on day to day management.  
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CONCLUSION 

 
Planning the optimum exit strategy for individual shareholders is a complex and time consuming 

exercise.  Many issues must be addressed including the inter-action of the various taxes (capital gains 

tax, inheritance tax and income tax) and, most importantly, the aspirations of the individual 

shareholders.   

 

We will be pleased to discuss your individual circumstances with a view to planning an optimum exit 

strategy. 
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DISPOSAL OF MAIN RESIDENCE OR SECOND HOME 
 

Introduction 
 

One of the most valuable tax relief’s for an individual is the exemption from Capital Gains Tax (CGT) 

which applies on the sale of the person’s own home.  Any gain on disposal is exempt, and any loss is 

non-relievable. 

 

The above represents the bare bones of the relief.  Naturally, a number of conditions have to be met in 

order to qualify for this relief.   

 

Although the relief can be fairly straightforward, many complications can arise in practice.  For 

example: 

 
·  What happens if there was partial business use of the house? 

 
·  What happens on divorce or separation? 
 

·  Does the exemption apply if you sell part of the garden? 
 

·  Does the exemption apply if you let the property for a period while working abroad?   

 

We consider these matters below, and we hope to demonstrate that it is possible to maximise the 

benefit of the tax relief with the help of some advance planning ahead of disposals. 

 

The Basic Relief 
 

The relief applies on the disposal of a person’s private residence. 

 

Of course, the exemption covers houses and flats.  It may also cover a houseboat which is on a 

permanent site and is connected to all main services.  A static caravan may also qualify, as long as it is 

connected to main services. 

 

In the case of a married couple (or civil partners) only one property qualifies for exemption. 

 

There used to be an additional exemption for a property provided for a dependent relative of the 

taxpayer, as long as it was provided rent-free and without any other consideration.  This exemption is 

no longer available, subject to a possible exemption if the property was the sole residence of the 

dependent individual on 5 April 1988 (or any earlier time in the taxpayer’s period of ownership). 

 

Periods of exemption  
 

If the house is your main residence for the entire period of ownership, then full exemption will be 

available on disposal, unless – of course – there is an element of letting or business use (see below). 
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It should be borne in mind that for CGT purposes a person normally acquires a property on the 

exchange of contracts, not completion.  Similarly, the relevant date for disposal is normally the date of 

the exchange of contracts. 

 

If part of the period of ownership does not qualify for exemption, then the proportionate part of the 

total gain will be chargeable to tax, subject to possible relief’s – see below. 

 

If you do not occupy the property as soon as you acquire it, the exemption will apply for the first 12 

months of ownership.  This allows you time to make alterations, or even to build a house on a plot of 

land, and the exemption applies even if you have another main residence during the period.  The 

Revenue have discretion to extend this period to up to 24 months.  It is important to note that, if you 

exceed the permitted period of non-residence, you lose the entire initial exemption, not just the excess.  

Thus, if you take 14 months before moving in and the Revenue refuse to grant an extension, then the 

exemption will be lost for the whole period of 14 months. 

 

Turning to disposal, the legislation recognises that there may be a delay in selling the property after 

you have moved out.  The last 36 months’  period of ownership will, therefore, qualify for exemption, 

even if you have another main residence.  If disposal takes (say) 40 months, you will still qualify for 

the 36 months’  exemption. 

 

The above relief’s are quite generous, but further relief’s may also apply:- 

 
(i) A period (or periods) of absence not exceeding three years. 
 
(ii) A period throughout which the taxpayer worked as an employee and all the duties of the 

employment were performed outside the UK. 

 
(iii) Any period of absence not exceeding four years throughout which the taxpayer was prevented 

from living in the property due to the location of the place of work or the demands of the 
employer. 

 

The above three periods apply only if the property was the taxpayer’s main residence both before and 

after the period(s) of absences.  If the taxpayer has another main residence during the period(s) of 

absence – e.g. a rented property while working abroad – he/she can make an election (see below) to 

treat the original property as the main residence during the period(s) of absence. 

 

There is also a special exemption for people who live in job-related accommodation while maintaining 

a separate main residence.  This relief is quite narrow in scope but we can advise you further if you 

think that this may be relevant to you. 

 

Husbands and wives 
 

A husband can transfer his interest in the main residence (and other assets) to his wife on a tax-neutral 

basis (and vice versa). 
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If the husband had a separate main residence from the wife at the date of marriage, then up to that date 

each will have been entitled to a separate exemption, assuming the various conditions were met. 

 

However, after marriage they are only entitled to one main residence between them.  Commonly, one 

of the residences will be sold within three years of marriage and this will qualify for exemption under 

the rules described earlier. 

 

They may, however decide to retain both properties.  In that case they need jointly to elect for one of 

the properties to be regarded as the main residence from the date of marriage.  This election has to be 

made within two years of marriage. 

 

If a husband and wife separate they can make transfers from one to the other on the tax-neutral basis 

throughout the tax year in which separation occurs (or up to the date of divorce if this is in the same 

tax year).  Thereafter the tax-neutral treatment ceases. 

 

This means that great care is needed in order to ensure full tax exemption on disposal of the main 

property in connection with divorce. 

 

The following is a common situation.  Husband and wife separated in (say) February 2006.  They 

jointly owned the main residence.  The husband left the family home and bought another house for 

himself.  The divorce is expected to occur in March 2007.   

 

As part of the divorce settlement the husband will be transferring his share of the main residence to his 

wife.  That transfer will be in 2006 – 07 and will not qualify for the tax-neutral treatment referred to 

earlier.  He will be regarded for CGT as selling his share of the property to his wife at market value at 

the time of the divorce settlement.  As long as this occurs within three years of it ceasing to be his 

main residence he will have no CGT liability. 

 

If there is a long delay in connection with the divorce, so that the formal transfer to the wife is made 

(say) four years after separation the husband can still obtain exemption, by reason of a Revenue 

Concession.  However he will not be entitled to claim exemption in relation to a second property 

during this same period. 

 

Civil Partnerships 
 

The new rules on civil partnerships came into effect on 5 December 2005.  Once a same-sex couple 

have entered into a formal civil partnership they qualify for the same capital gain tax treatment as a 

married husband and wife. 

 

However prior to entering into the civil partnership each individual would have been entitled to the 

main residence exemption on a separate property, if appropriate.  Once they have entered into the civil 

partnership they are entitled to the exemption on only one main residence between them.  This does 

not, of course mean that there will be any immediate CGT liability.  If one of the properties is sold 

within three years of ceasing to be the main residence of the vendors there is likely to be no CGT 
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liability.  If the partners intend to retain both properties they can jointly elect for one of the properties 

to be treated as the main residence in the future.  Clearly care is needed in deciding which property to 

elect for.  The election needs to be made within two years of entering into the civil partnership. 

 

Business use of home 
 

If part if your home is used exclusively for business purposes then an appropriate proportion of the 

gain will be liable to CGT when you sell the property. 

 

If you buy a further property to be used partly for business purposes then you may be able to “ roll 

over” the gain into the cost of the new property, thus deferring the CGT liability. 

 

Roll over relief is complex so please consult us if this is relevant to you.  In principle the proceeds of 

the “old”  property must be “ reinvested”  in the new property within one year before the disposal or 

three years after the disposal.  Special rules apply if one or both of the properties is leasehold and the 

lease runs for less than 60 years. 

 

The calculation of the gain on the disposal of a house which was used partly for business purposes is 

rather curious and an example is included in the Appendix. 

 

Second homes 
 

We have already made reference to four situations where it may be possible for a person to obtain 

CGT exemption in respect of two main residences at the same time.  These apply in certain narrow 

circumstances: 

 
·  In connection with marriage or entering into a civil partnership. 

 
·  In connection with divorce/dissolution of a civil partnership. 

 
·  Job related accommodation. 

 
·  If you move out of your home into another main residence but need up to three years to sell 

the old property. 

 

If you are in any of these positions the matter needs to be carefully reviewed at an early stage, and we 

shall be happy to help you.  As mentioned earlier, a main residence election may be needed in certain 

circumstances and this is subject to tight time limits. 

 

If you have a second home, and the above circumstances do not apply, then you need to decide which 

property to elect as your main residence.  This may well be the property which is likely to produce the 

greatest gain on disposal.  On the other hand, if you and your family clearly intend to reside in one of 

the residencies for a lifetime, it may be sensible to elect for the other residence which may be sold in a 

shorter timeframe. 
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It is important to note that you can only elect to determine which of your two residences is your main 

residence within two years from the date when you first used the second home as your residence.  You 

can vary the election by way of a further notice (again subject to time limits).  If you made no election 

then the Revenue may themselves determine the position, and this will not necessarily be to your 

advantage! 

 

If you start to occupy a third property as a residence, then the right to make an election runs from that 

date, so you can nominate one of the three residences at that stage.  This can be particularly useful if 

you missed the deadline for an earlier election. 

 

Garden/grounds 
 

The CGT exemption covers not only the house but also surrounding land which the owner has for “his 

own occupation and enjoyment” up to the “permitted area” . 

 

This permitted area is 0.5 hectares (or 5,000 sq metres), or a larger area if this is required for the 

reasonable enjoyment of the property as a residence having regard to its size and character.  If you 

have grounds of (say) three hectares, and HMRC determine that the permitted area is one hectare then 

the “excess” two hectares will not qualify for the CGT exemption. 

 

If you are potentially in this situation you should note the following points:- 

 
·  If part of the grounds is physically separate from the main garden/grounds, that part may well 

be excluded from the exemption.  This could apply, for instance, to a fenced-off paddock. 

 
·  If you sell part of the grounds but retain the house, this may be a strong indicator that the 

element sold was not needed for the “enjoyment”  of the property.  It may be possible in 
certain situations to overcome this potential contention by HMRC, by arguing the sale was to 
a family member or was due to financial problems. 

 

Another problem arises if you sell your house but retain part of the grounds.  When you subsequently 

sell the retained part, you cannot obtain the CGT exemption in relation to the period when you owned 

it together with the house.  This is because the land must have been enjoyed with the house at the time 

of disposal of the land.  This ruling applies even if the “original”  grounds fell within the 0.5 hectares 

“permitted area.”  

 

Letting  
 

The rules relating to let property are very complicated. 

 

In principle, if your home was let for part of the period of ownership, then the gain on disposal will be 

apportioned along similar lines to the example in the Appendix. 
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If the letting was residential there is a special relief on disposal.  The apportioned gain relating to the 

let element can be reduced by £40,000 or (if lower) the amount of the main residence exemption.  If 

the property is owned by both husband and wife (or civil partners) they each qualify for this relief. 

 

Summary 
 

It can be seen from the above that the special CGT relief’s on disposal of a main residence are 

potentially very valuable.  It is important to keep your position constantly under review if you have 

more than one residence, and the deadline for election should of course be met, where appropriate. 

 

If you are planning to sell part of your garden, then it may be possible to save tax, as demonstrated 

above as long as the position is carefully considered in advance. 
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APPENDIX 

 

BUSINESS USE OF HOME 
 

Example 

 

Fred bought a house on 1 April 2000.  He used this all the time as his main residence but it has also 

been used in connection with his architect’s practice.  He has agreed with HMRC that the house is 

used 20% for business purposes. 

 

He sells the house on 28 April 2006 (the key date for tax purposes is the date of exchange of contracts, 

not the completion date). 

 

The computation is as follows: 

 
       
     £  
       
Proceeds  28.4.06    520,000  
       
Less cost  1.4.00    340,000  
       
       
     180,000  

Less Indexation Allowance – not applicable post 

5.4.98 

  

- 

 

       
       
   £  180,000  
       
Less Taper Relief  11,160    

       

Principal private residence 

exemption 80% 

  

144,000 

  

155,160 

 

       
       
     24,840  
       
Less Annual Exemption    8,800  
       
       
Taxable Gain     16,040  
       
       
 

Tax will be payable on the gain at 10%, 20% or 40%, depending on the amount of Fred’s other 

income. 
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Note 

 

The Taper Relief is calculated in a curious manner: 

 

    £ 
     
     

Business portion of gain = 20% of £180,000  36,000 

     

Taper Relief apportionment:     

     

Non-business portion = 80% x £36,000 = 28,800 

     

This qualifies for 6 years’  non-business asset 

Taper Relief, i.e. 20% 

  

5,760 

     

Business asset portion = 20% x £36,000 = 7,200 

     

This qualifies for maximum 

Taper Relief i.e. 75% 

    

5,400 

     

Total Taper Relief   = £5,400 + £5,760   

 = £11,160   
 


