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In this issue we focus on:
l IHT Main Residence Allowance
l IHT and Pension Freedom

Mortality is never going to be a buzz word – more a conversation stopper. Mortality is one of those subjects that’s
loved by statisticians but carefully avoided by the rest of us.

Taxes are a very different matter. We’ll all hold forth upon the unfairness of taxation – and after a brief sojourn in
Gibraltar (whisky @ £3.30 a bottle, fuel @ 73p a litre) I’m in sympathy with such sentiments!

So death and taxes fall into that middle ground of conversational acceptance but sentimental avoidance. I’m about
to test that – because I want to flag-up the newfound importance of ‘Pension Freedom’ when addressing the
potential for our childrens’ inheritance of the fruits of our labours.

The taxation of wealth passing on death has been with us for more than 300 years, although it was the introduction
of Estate Duty in 1894 that brought the single rate Duty system that is still with us today. Capital Transfer Tax
replaced Estate Duty in 1975 but was then renamed by the softer sounding Inheritance Tax in 1986. Softer sounding
but harder hitting – for over recent years, the level at which Inheritance Tax starts to bite has moved ever lower,
once inflation is factored in.The Treasury’s tax take from Inheritance Tax has increased over the last 10 years at the
startling rate of 12% per annum. Residential property makes up 1/3rd of the value of tax paying estates and with
rising property values and a frozen £325,000 Inheritance Tax threshold, more than £4.6 billion was delivered to the
Treasury in the 2015/16 tax year – a 22% increase over the previous year. Analysis of these HMRC figures* reveals
that of tax-payers’ estates settled in 2013/14, the average male-owned estate carried a net value of £1,027,000
and met a tax liability of £168,000. 

IHT Main Residence Allowance
Although the £325,000 nil-rate threshold has remained unchanged for more than 7 years (and is therefore an
inflation adjusted 15% lower), George Osborne, when Chancellor, introduced a new tax-free ‘main residence’
Inheritance Tax allowance. This ‘Residence Nil-Rate Band’ (RNRB) will grant additional relief to those who, upon
death, pass their family home to a direct descendant, being a child (including step-child, adopted child and foster
child) or their lineal descendants (grandchildren and great grandchildren) in their Will. 

RNRB is to come into effect on 6 April 2017. Upon introduction, the tax-free element of a house owning married
couples’ estate will move in annual stages from its current £650,000 (£325,000 x 2) to £1 million (£500,000 x 2) by
2020/21, with the first £100,000 of allowance becoming available next April. Thereafter, additional £25,000 of
allowance will be added each year until the ceiling of £175,000 is reached in April 2021.

Sounds simple – but isn’t. There will be rules, caveats, conditions and complications, as this link shows:
www.gov.uk/government/collections/inheritance-tax-statistics.

RNRB is to be used to offset the value of the owner’s interest in a domestic property which at some point, has
been occupied by the owner as a main residence. Special rates will be introduced to protect those who downsize
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in the 10 years prior to death. 

Where the deceased’s estate exceeds £2 million (prior to reliefs and exceptions) RNRB will be reduced by £1 for
every £2 excess value – and is removed altogether above £2.7 million. The ignoring of Business Property Relief
and Agricultural Relief within these conditions may frequently become a limiting factor upon Relief value. 

It’s important to recognise that these new 2016 Finance Act provisions have yet to come into effect and could in
theory be repealed by the new Chancellor, Philip Hammond. He has an Autumn Statement to deliver to the House
on 23 November and whilst he may be loath to backtrack on the Tory election pledge to move couples with a
combined estate of £1 million out of inheritance tax, he faces tough decisions on growing budget deficits. The
yawning gap that exists between taxation of income and taxation of wealth, favouring those that inherit over those
who aspire, is a confusing message to send out to a post Brexit world.

IHT and Pension Freedom
One of the biggest but least used Inheritance Tax avoidance routes exists within our pension regulations. Osborne’s
Pension Freedoms – an almost forced outcome of his monetary policy – has hugely increased the usage of
‘drawdown’ as the method of choice for almost all ‘money purchase’ pension uplift initiatives. Drawdown – with its
retention of pension fund, albeit with existing drawdown payments, monetarises a benefit that doesn’t exist under
defined benefit scheme pensions – or annuitised ‘money purchase’ arrangements. 

Upon death under Drawdown, the residual member fund usually remains outside the estate and thereby avoids
Inheritance Tax. Whether it avoids all avenues of taxation depends upon the age of the member on death, the
Expression of Wishes of the deceased and the income tax position of the beneficiaries.

Nevertheless, the capacity for a member in drawdown to retain capital wealth in the Inheritance Tax free environment
of his pension account must become an important consideration within estate planning. In instances where
personal wealth propels an estate unavoidably into Inheritance Tax territory and where that potentially taxable
estate contains liquid assets, the choice between drawdown of pension or uplift of personally invested capital
demands careful thought. 

The ultimate tax difference between depleting an inheritance tax-free pension fund and inheritance taxable personal
capital is stark. Retained personal wealth suffers taxation on income at 20% or 40% and ultimate taxation of capital
at 40%. These taxes, when combined will impose an overall tax charge of either 52% or 64% upon the taxable
element of the inheritable estate. Far better then to spend at least some of this personal income and capital, and
retain pension fund wealth for the family to inherit. Better still – spend both!

Of course all of this presumes that existing tax structures remain unchanged. We know they won’t– but if the new
Chancellor chooses to turn the screw on inherited wealth, then maybe pension fund wealth retention would become
an ever more appealing tax sheltering solution.
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