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What has changed?
In October 2007 the Government introduced significant changes to the Inheritance Tax (“IHT”) rules and these rules have now been approved by Parliament. It is therefore important that if you made a Will before then, you should now review it to ensure that it remains tax efficient.

The most fundamental change is that it is now possible for the IHT threshold (currently £325,000) to be transferred between spouses and civil partners.  All references in these notes to spouses include civil partners.  This means that, provided no use is made of the threshold on the first death, up to two full IHT thresholds can be claimed on the second death at the rates then in force.   This applies even if the spouse who dies first had no assets.
Who does the change affect?
It is important to note that the change has retrospective effect in that, so long as the second death occurs on or after 9th October 2007, it does not matter when the first death occurred e.g. if Mr X died in 1985 and Mrs X subsequently dies in 2008, then two full IHT thresholds can be claimed by Mrs X’s personal representatives provided that there was no utilisation of Mr X’s IHT threshold back in 1985.  Please note that before 1972 there was no spouse exemption so particular care needs to be taken in ascertaining whether and to what extent any use of the IHT threshold was made when the first death occurred before 1972.   Also of course, this may mean going back a very long time to obtain documentation to support the claim for an additional IHT threshold e.g. copy Probate, Will and any other relevant document e.g. Deed of Variation.   In order to obtain the benefit of an additional IHT threshold on the second death, a formal claim must be made and supporting evidence provided.

If partial use of the IHT threshold was made on the first death then there is a proportionate reduction in the amount of the additional IHT threshold that can be claimed on the death of the surviving spouse.  For example, in 1996/1997 the IHT threshold was £200,000.   Therefore if £100,000 of this was used up at the time e.g. by bequests to children or grandchildren, then this would restrict the claim to an additional IHT threshold by 50% i.e. an extra £156,000 of IHT threshold could be claimed at current values (£312,000 x 50% = £156,000).
What should I do now?
Prior to October last year, married couples were generally advised to make what are known as “Discretionary Trust Nil Rate Band Wills” to make full use of each spouses’ respective IHT threshold.  Now that the IHT threshold is transferable, this is no longer necessary in most cases, although this type of Will may still be beneficial for some couples e.g. in the case of a second marriage where one or both of the first spouses died.   
Generally speaking it is now likely to be more tax effective not to use up any of the IHT threshold on the first death so as to permit two full IHT thresholds to be claimed on the second death at the rates then in force.  
This is because the IHT threshold generally increases year on year and may increase substantially over the next few years e.g. if there is a change of Government.  As you may be aware, at the 2007 Conservative Party Conference, it was proposed to increase the IHT threshold to £1m, if the Conservative Party forms the next government, which would mean that a married couple would then have a combined IHT threshold of £2m.  This would take many couples out of the IHT net altogether.  There is of course no guarantee that the Conservatives will win the next election (although the present Prime Minister seems to be doing his best to ensure that they do!) or that, even if they do, they will increase the IHT threshold to this extent.  However, IHT is a very unpopular tax and politicians on both sides have no doubt recognised that reducing its effect is likely to prove popular with large sections of the electorate.

We are therefore recommending that married couples should no longer make Discretionary Trust Nil Rate Band Wills and that if they wish to leave legacies on the first death e.g. to children and grandchildren, these should take effect as gifts by the survivor rather than being included in their Wills.   From an IHT point of view, there is now no reason why everything cannot be left simply from one spouse to the other on the first death but there are good reasons for continuing to have a trust arrangement, albeit a much  simpler form of trust.

Advantages of Will Trusts
The main advantages of a trust arrangement in your Will are as follows:-
1. Protection against nursing home fees;
2. Protection against the risk of the surviving spouse remarrying;

3. Protection against the risks of divorce, bankruptcy etc of children/grandchildren.
In our experience it is rare that clients are not concerned about at least one of the above risks, if not all three.  In particular, if the IHT threshold is increasing significantly then the payment of nursing home fees could prove to be a much greater threat to your children’s inheritance than the Inland Revenue!
We therefore advise that married couples now make Wills leaving everything (except personal items) on flexible life interest trusts for the benefit of the survivor.  This means that the survivor can continue to live in the family home and will be entitled to receive the income from any investments held in the trust.  The trustees also have the power to make capital payments out of the trust to the survivor if so required.   The trustees can include the surviving spouse who therefore retains control of the management and distribution of the trust assets during his or her lifetime.  The other trustees can be your children, other family members or professional trustees e.g. Solicitor, Accountant as you so wish.

The trust effectively places a layer of protection around the assets held in it and, for example, means that assets can be retained in the trust indefinitely if so desired e.g. if a child was going through a messy divorce or had got into financial difficulties etc.  Also, if the survivor had to go into a nursing home, it would mean that the capital value of the assets in the trust would not be taken into account for means testing although the income from the trust fund (which might include a share in the sale proceeds of the home) would continue to be paid to the survivor and could be used to meet the payment of nursing home fees.  

The creation of a life interest trust in favour of the surviving spouse enjoys the full benefit of spouse exemption for IHT purposes on the first death and the trust assets will be subject to IHT on the death of the survivor.  However, the difference now of course is that under the new rules, two full IHT thresholds will be able to be claimed on the second death.
Finally, whereas the administration of a discretionary trust is not particularly straightforward and, for example, requires the completion of a separate Trust Return, the administration of a flexible trust for the benefit of the survivor is very straightforward.   All trust income can simply be reported in the survivor’s personal Tax Return and there is no need for detailed completion of a Trust Return.

Summary
In summary, for the reasons explained above, and as a result of the changes to the IHT rules announced last year, we believe that Wills incorporating a flexible life interest trust for the survivor now provide the best solution for most married couples and civil partners.  They combine tax effectiveness with flexibility and simplicity and can easily be adapted to meet unexpected changes in family or financial circumstances.
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