Will Planning Under the New Regime
This discussion focuses on will trusts, as for the most part new inter vivos trusts are still roundly discouraged by the new inheritance tax (IHT), although some clients will still choose to settle trusts despite the tax cost.  By and large, they will be treated as discretionary trusts were under the old rules.  I do note however that recent government amendments do allow a settlor to settle an inter vivos trust for his own benefit should he be in the early stages of a condition likely to affect his own future incapacity, although under a limited number of circumstances.

Summary of recent government amendments

Several other recent government amendments affect new trust planning.  The definition of an immediate post-death interest (IPDI) originally required that it not subject to an overriding power (or only to a power that is exercisable by or with the consent of the life tenant) and that it vest absolutely on the death of the life tenant or by age 18, but these requirement was dropped as the Finance Bill was amended.  An IPDI is now simply an interest in possession (IIP) created by will or on intestacy in which the life tenant becomes entitled to the IIP on the death of the testator or intestate.  This is accorded generally the same treatment as an IIP before the Budget – that is, no periodic charges but IHT at 40% at the end of the life tenant’s interest on death or earlier appointment to someone else.  All other new trust interests, including life estates following an initial IPDI, are subject to the periodic charge regime.
1.
Marital Trusts

It was originally feared that nothing like the traditional marital planning would be possible under the new regime, but government amendments provide that full IHT marital relief will still be available where the surviving spouse receives an interest in possession, even if subject to an overriding power and even if followed by trusts for other persons.  Full IHT at 40% will be payable when the succeeding trusts take effect (as before), and they will be subject to periodic charges (unlike corresponding life interests under the will of the surviving spouse).

2.
18 to 25 Trusts

The original proposal removed the favoured status of A&M trusts unless the beneficiaries must become absolutely entitled at 18.  This has been modified somewhat in another government amendment so that a trust for children may delay absolute vesting up to age 25, but periodic and exit charges will apply after age 18 – thus the maximum payable is a prorated charge of 4.2%.  This change applies both to existing A&M trusts and new trusts.

3.
Bereaved Minors Trusts

I shall not say much about bereaved minors trusts except to observe that they may only be created by the minor’s parent or guardian – not grandparents.  The circumstances in which they will be applicable seem fairly limited.

4.
Post mortem amendments

Finally, another government amendment has corrected the drafting to allow trustees to make tax-efficient amendments to trusts within two years of the testator’s death as originally indicated on Budget Day.
Will Planning Under the New IHT Regime
The people who will bear the brunt of the new IHT regime imposed by the Finance (No. 2) Bill 2006 are those least able to do so – those of relatively modest means and those whose beneficiaries, though not “disabled”, are vulnerable to any of a number of common risks.  Persons of considerable wealth in excess of their needs may still reduce their eventual IHT exposure through a variety of means – outright PETs (while they are still allowed), sophisticated use of business or agricultural property relief, life assurance, etc.  The purpose of this discussion is not to muse about sophisticated techniques still available for the time being to the very wealthy, however, but to consider the basic planning appropriate for those who, though their means exceed the nil rate band (NRB), cannot afford to give much away inter vivos or engage in expensive and sophisticated planning – a vast number of ordinary homeowners in southern England, for example.
The situation is more difficult for these persons, who are now are faced with a broad choice of either conforming to their wills to avoid ten-yearly charges or accepting the tax in order to protect their families.  The trade-off may make this a choice between two bitter pills.

Of course, there is no one ideal estate plan, nor even one under each of these broad approaches.  Each client’s situation is a combination of many factors, and he is faced with a number of subsidiary choices, which often have nothing to do with tax.  This discussion is not intended, therefore, to present an ideal estate plan.  It will consider a fairly typical scenario, but only in its simplest details, and sketch with broad strokes a few possible approaches, with relevant observations.  An actual client’s needs may call for a combination of approaches.

It is tempting to say that in some situations the choice may be easy – imagine a couple in their 60’s with a house worth £500,000 and another £500,000 in investments and savings; their children have grown into competent and responsible adults.  This couple may well be comfortable with providing for (1) a nil rate band discretionary trust (DT) and (2) a marital interest in possession (IIP) for the surviving spouse, which vests absolutely in the children on the death of the survivor.
Suppose, however, that one or more of the children is vulnerable to the temptations of drink, drugs or gambling, or is simply impecunious.  There may also be concerns about creditors, arising either from business transactions or marital discord.  Fortunately (in part), amendments to the Finance Bill would allow our couple to provide for the same NRB and marital trusts but have the latter continue in trust for the children without forsaking IHT marital relief, but the continuing trust for the children will be subject to periodic and exit charges.  This is inconsistent with the position of interests in possession for the children under the surviving spouse’s will (assuming she has not remarried and included marital provisions for her new husband), which still receive essentially the same treatment as under the old rules – that is, no periodic and exit charges and taxation as if part of each child’s estate at his death.  Although the children’s life interests may be followed by continuing trusts for the grandchildren, allowing those trusts to continue will entail periodic and exit charges, so in order to avoid those taxes in practice the trust funds of the children’s trusts must vest in their issue (assuming it is not intended to go elsewhere) at 18, or 25 with a small exposure to tax.  For the surviving spouse, however, it is at least possible to create reasonably tax-efficient life interests for the children.
Neither of these “simple” choices gets the family as a whole very far, however, for the children, all in their 30’s, all have minor children of their own who, though delightful little darlings at present, may yet succumb to the vices indicated above – or they simply may not be very mature at 18 or 25.  Provision must be made for the grandchildren, whether their parents inherit absolutely (in which case the parents’ own wills must make this provision) or the parents have interests in possession in trust funds passing to the grandchildren at their parents’ deaths.

It must be assumed, therefore, that at some stage there is a possibility of beneficiaries who would not be well served by absolute entitlements.  The result of the new regime in this respect is quite absurd.  If you are concerned about your child’s ability to handle money, you may leave him a life interest only, but in order to avoid periodic charges it will need to vest absolutely in his children at 18 or 25.  If you are concerned about your grandchildren’s ability to handle money, you must leave assets to your child absolutely and hope that he will provide suitable life interest trusts for the grandchildren.  It makes sense only if financial responsibility (or irresponsibility) neatly skips a generation.

Given this fact, the estate planner is now faced with the unpleasant choice of either “conforming” to the new regime and liberally dispensing absolute entitlements at youngish ages despite these concerns, or resorting to longer-term trusts and accepting the tax consequences.  Many people may well choose the latter.

For those opting to suffer the tax after the death of the surviving spouse, the tiny shred of good news is that, because all trusts (except for the few narrow exceptions for disabled trusts, trusts for bereaved minors and rump of the accumulation and maintenance provisions) are now the same as far as inheritance tax is concerned, there is more flexibility available under the new regime.  CGT consequences must of course be taken into account, but from an IHT standpoint, after the death of the surviving spouse a single DT for the benefit of all the children, grandchildren, etc., or a broad overriding power exercisable in their favour, is as good a choice as any.  Such flexible provisions should prove helpful should reason ever return to the IHT regime.
Let us then consider how the estate plan of our “typical” couple might look.   (Again, we are assuming their means do not allow the more sophisticated tax-reduction techniques available to the rich.)  There are three directions they may take – the first two under the broad rubric of conforming their wills to minimise ten-yearly charges to IHT, and the third under that of protecting the family at the cost of suffering the tax.

1.  Outright entitlements

If they are truly confident of the ability of their children and grandchildren to handle money, or if they are primarily concerned with saving tax whatever the human cost, husband and wife may each provide by will that the surviving spouse takes an IIP in everything in excess of the nil rate band amount, which is left in a DT for all the family.  On the death of the surviving spouse, the marital trust fund vests absolutely in the children per stirpes.  (And similar legacies arise under the will of the second spouse to die, without, of course, an intervening marital trust.)  Should any child die leaving minor issue, their shares may remain in trust but they will in practice have to vest no later than 18 to avoid periodic or exit charges, or no later than 25 subject to periodic charges of up to 4.2%.  An advantage to absolute entitlement is that it allows the child to make appropriate provision in his own will taking into account his own children’s situations at a later date and making provision, if appropriate, for a bereaved minor’s trust.  Assuming the law does not change in the meantime, the child could give each of his own children an interest in possession – although note that the child will be faced with the same quandary as to marital trusts and his own (initially unborn) grandchildren’s ability to handle money.
This arrangement will be taxed as follows:

There will be no IHT on the first death as the IIP for the surviving spouse will receive full marital relief.  On the death of the survivor, the marital trust fund together with the surviving spouse’s own assets (less her nil rate band amount) will be subject to IHT at 40%.  It is assumed in all cases that the first spouse’s NRB trust fund will not outgrow the NRB amount in future, so it will escape tax.  Of course, there will be no periodic charges during each child’s lifetime on his absolute entitlement, which will fall into his own estate at death (to the extent not dissipated) along with his own assets and attract 40% IHT, subject of course to any marital relief or changes in the law.
2.  Interests in possession for the children

Alternatively, instead of an absolute interest, each child could be given an interest in possession.  (The provisions during the life of the surviving spouse would be the same.)  At the child’s death, should his own issue then be under 18, the trust fund may be held under the new, narrower A&M provisions, vesting absolutely at 18 or possibly up to 25.  If the grandchildren are over that age, their chares may remain in trust but at the cost of periodic and exit charges.  This works rather better under the surviving spouse’s will than that of the first to die, as the marital trust in the latter case means the children’s trusts will be subject to periodic and exit charges, while in the former these charges will not apply until after the children’s interests end.
In fact, it is possible to combine the first two approaches by omitting the marital trusts in favour of an absolute marital gift, so that the surviving spouse can leave life interest trusts that will escape periodic charges.  This will be problematic, of course, where for example the survivor has issue of a previous marriage, or issue of a future marriage are a concern.  And of course it is possible to leave absolute entitlements for the mature and responsible children and trusts for the vulnerable ones.

Let us assume for illustration that our couple have chosen to retain a marital trust in the first estate, with succeeding life interest to children, and that the second estate creates identical life interests, eventually vesting absolutely in grandchildren at 18 or 25.

This arrangement will be taxed as follows:

Again, there will be no IHT on the first death, and there will be 40% IHT at the surviving spouse’s death.  (The NRB trust fund escapes further tax as before.)  For the estate of the first spouse to die, the children’s trusts will be subject to periodic and exit charges.  For that of the second spouse to die, there will be no periodic charges during each child’s lifetime, and his interest in possession will fall into his own estate at death along with his own assets and be subject to 40% IHT.  Thereafter the trust fund will not be subject to periodic charges while the grandchildren are under 18, but should any child’s share vest after that (but no later than 25), a prorated periodic or exit charge (up to a maximum of 4.2%) will apply.
3.  Longer-term trusts

If, on the other hand, our couple have immediate concerns about creditors, substance abuse, gambling, etc. (in other words, the reality of everyday life), then their wills may start out the same (with NRB trust and marital IIP), but on the death of the surviving spouse the marital trust fund may stay in trust for the benefit of their issue under more flexible terms – it may be a broad DT for a class, or it may confer IIPs subject to broad overriding powers.  This has the advantage of maximum flexibility and protection of vulnerable beneficiaries, and may prove useful should the new regime at some point be repealed or amended to conform with reason and human decency.
This arrangement will be taxed as follows:
Again, there will be no IHT on the first death, and the NRB trust will not be taxed in the future.  IHT at 40% will be payable on the marital trust at the second death, and thereafter the entire trust fund will be subject to periodic charges at 6% every ten years (counting from the date of the original testator’s death).  This is in effect the same treatment as in scenario two for the children’s trusts following a marital trust in under the will of the first spouse to die, and in both cases it is not necessarily disadvantageous.  If at the surviving spouse’s death one or more of the children is elderly or otherwise has a low life expectancy, the incidence of the ten-yearly charge may prove less costly than a full charge of 40% after a relatively short period.
Approach to drafting

For the time being, the safest approach (for the testator, if not the trustees) may be for new wills to provide for a single, broad DT
, leaving a detailed letter of wishes to the trustees indicating the testator’s views on the Hobson’s choice presented by the Finance Bill.  The amendments to the Bill to permit post mortem adjustments may be to achieve greater tax-efficiency make this possible.  Delaying the formal imposition of trust terms intended to comply with the new regime will prove wise if in the near future the law is changed, or if relevant details of the operation of the new regime emerge from experience.

The trustees may be put in a very difficult position having to decide what to do, so at the very least the testator should be made fully aware (so far as possible) of the implication of the new regime and should express his views as clearly as possible.  The decision which course to take must therefore be made now, but a DT in the first instance may allow adjustments in light of further development in the tax law or the beneficiaries’ circumstances.
At some point, of course, detailed trust provisions must be drafted, at which point it is essential that clients take competent advice both as to planning and drafting.
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�  If a DT is not appropriate – for example if the testator is a US citizen or has substantial US assets also subject to US estate taxes, a marital trust or absolute marital entitlement may be required to defer the US taxes so that they fall with the IHT at the death of the surviving spouse, allowing an offset – then it may not be possible to maintain much flexibility.  If the surviving spouse is not a US citizen, a marital trust is required to defer the US tax to the second death.
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