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Inheritance planning is all about deciding the best way to leave
your estate to your loved ones when you die. No one
likes to think about death. But planning
ahead and being prepared could make
a big difference to those you
leave behind.

Inheritance tax – the basics
It’s a common misconception that only the extremely wealthy have an
estate. The reality is that everyone has an estate, no matter how big or
small it may be.
This includes your house, money, savings and
investments and any other personal possessions you
may have, such as cars and jewellery.
When you die, the Government charges tax on your
estate. This is called ‘inheritance tax (IHT)’ and is
payable by whoever inherits your estate. The first
£325,000 of your estate is free from IHT – this is
known as your nil rate band.
If you leave all your assets to your spouse or civil
partner, there’s normally no IHT to pay.
When you die, your unused nil rate band is added to
your spouse or civil partner’s nil rate band, giving them
a total nil rate band of up to £650,000.
People can also benefit from the use of a residential
nil rate band (RNRB), which was introduced in April
2017. This means the first £175,000 (2022/23) of your
home’s value is also free from IHT. However, this
is dependent on you passing your home to a ‘direct
descendant’ such as your child or grandchild.
Like the IHT nil rate band, the unused RNRB can
be transferred between spouses and civil partners.
This means that in 2022/23, married couples and civil
partners can get an IHT allowance of up to £1 million.

For people who exceed their nil rate bands and aren’t
exempt, the rate of IHT is usually 40%.

Inheritance tax allowances
An individual’s inheritance tax allowance

£325,000

£325,000

When you die, your unused nil rate band is
added to your spouse or civil partner’s nil
rate band, giving them a total nil rate band of
up to £650,000

£0

£650,000
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IHT exemptions
There’s a number of exemptions available to pass on assets, during your
lifetime and when you die, to help reduce the potential IHT liability on
your estate.
When you make a gift to someone in your lifetime,
there’s no IHT to pay at that time. But it may be a
potentially exempt transfer (also known as PET),
unless a valid exemption applies.
For example, there’s no IHT to pay on gifts between
spouses or civil partners – so you can give them as
much as you like during your lifetime, as long as they
live in the UK permanently.
Most gifts made more than seven years before death
are exempt from IHT. They’re not included in your
estate when you die, so they don’t use up any available
nil rate band or transferable nil rate band.
But gifts made within the 7 years before death will
be subject to IHT. The tax payable depends on how
long before death the gift was made, and reduces on a
sliding scale as shown below:
Years between gift and death

Tax paid

Less than 3

40%

3 to 4

32%

4 to 5

24%

5 to 6

16%

6 to 7

8%

7 or more

0%

Each tax year, you can also gift:
• wedding or civil ceremony gifts, which allow parents
to each give £5,000, grandparents £2,500 and
anyone else £1,000
• normal gifts out of your income, which must be
regular and you must be able to maintain your
standard of living after making the gift, such
as Christmas or birthday presents and regular
contributions to a pension on someone else’s behalf
• small gifts of up to £250, to as many people as
you like
• gifts to charities and political parties.
As well as these exemptions, there’s also an annual
IHT exemption of £3,000 a year. Anything up to this
amount can be given away to other people and it won’t
be subject to IHT. This can be in addition to most of
the other exemptions.
The annual exemption can be carried forward by one
year. This means if none of the annual exemption was
used in the previous year, up to £6,000 could be used in
the current year.

Turn the page for an example of how these different exemptions can be used to support your
inheritance planning.
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Intergenerational planning case study
This case study is based on our understanding of current tax rules and legislation and can change. Tax treatment
depends on individual circumstances and could change in the future

George, 78, is a retired doctor. He’s a
widower with one son, Martin, who has a
daughter, Maria (George’s granddaughter).
Maria has three children under 12 (George’s
great-grandchildren).

George

Martin

Sarah

Maria
George’s great-grandchildren
Great granddaughter, age 6

Twins, age 4
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When George’s wife died, she passed everything on to
George. This means that George has a combined nil
rate band of £1 million.

£650,000

£325,000

George’s
nil rate band

+
£325,000

His wife’s
nil rate band

£175,000

George’s residential
nil rate band

+
£175,000

His wife’s residential
nil rate band

+
£350,000

=
George has built up an estate of £1 million, which can
be broken down as follows:
House

+
£400,000

George doesn’t want to gift a large lump sum. Instead,
he’d like to help his family out more regularly by giving
them some of the income he doesn’t need.
A tax-efficient way for George to do this is by using his
exemptions and saving into pensions on behalf of his
granddaughter and three great-grandchildren.

George’s granddaughter, Maria
George will gift £2,500 in expectation of his
granddaughter, Maria’s wedding.

£1 million

£600,000

How George will help his family

Other assets

=

Maria has a yearly salary of £60,000. This means she’s
hit by the High Income Child Benefit tax charge,
which effectively cancels out the amount of child
benefit she receives.
The child benefit tax charge is currently £21.80 a week
for the eldest child and £14.45 for each additional
child. So Maria will need to pay a child benefit
charge of £2,636.40

£1 million
He also has a final salary pension of £60,000 a year.
George is in really good health and is expecting
to pass everything on to Martin, but not until
Martin’s much older.
At the moment, there will be no IHT payable on
George’s estate. However, he only needs £35,000 a year
to meet his living costs.
George’s spending continues to be lower due to the
coronavirus pandemic, so he has significant disposable
income and without further planning, Martin’s
likely to have a significant IHT bill to pay when he
inherits George’s estate.

£50.70

£21.80

for the eldest daughter

+
£28.90

for the twins

x
52

=
£2,636.40

weeks in a year
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This means that for the £10,000 Maria earns over
£50,000, she only sees £3,417.60 after income tax and
the child benefit tax charge is deducted.
£10,000

£1,946

basic rate income tax

£2,636.40

£3,892

higher rate income tax

£2,636.40 child benefit charge

=
£3,417.60
Maria knows pension contributions would be a good
way to reduce her tax bill, but she doesn’t have any
disposable income.
The maximum George can contribute into Maria’s
pension is 100% of Maria’s earnings, minus any
pension contributions being made.
If George sets up a regular pension contribution for
Maria of £8,000 (£10,000 gross), it will be treated as
if it was made by Maria. This is within his normal
expenditure, so it’s exempt from IHT.
For the purposes of the child benefit charge, this will
be deducted from Maria’s income, which is subject to
tax. Her income will reduce to £50,000 – so she’s no
longer hit by the child benefit tax charge and receives
the full amount of child benefit.
Maria can also claim £1,946 higher rate tax relief
on the pension contribution (on top of the £1,946
claimed by the pension provider), so instead of having
£3,498.20 in her bank account, she’ll now have £8,000,
plus a pension contribution of £10,000.

income after tax and child
benefit charge

+

over £50,000

£54

£3,417.60

higher rate tax relief

+
she’s saved from no child
benefit tax charge

=
£8,000

George’s great-grandchildren
George will contribute £2,880 (£3,600 gross) a year
into a pension for each of his great-grandchildren
until they reach age 18. This is within his normal
expenditure, so it’s exempt from IHT. This will reduce
the value of George’s estate, whilst building up a
pension for his three great-grandchildren.
By contributing the maximum he can until his greatgrandchildren reach age 18, George’s estate will reduce
by £115,200. This is a potential IHT saving of £46,080
(£115,200 x 40%).

£34,560

£2,880
x
12 years

for his eldest
great-grandchild

£2,880
x
14 years

for twin 1

£2,880
x
14 years

for twin 2

+
£40,320

+
£40,320

=
£115,200
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At age 18, his eldest granddaughter’s pension savings
could be worth £42,600 and the twins’ pension savings
could each be worth £50,1001. And at age 65, his
eldest granddaughter’s pension savings could be worth
£140,000 and the twins’ pension savings could each be
worth £173,000, without them contributing another
penny1. All these figures are in today’s money and it’s
important to remember that the value of investment
can go down as well as up, so the grandchildren could
get back less than the original investment.

How Martin will help
his daughter
Now we’ve looked at how George will pass on his
assets to his family, let’s take a look at how Martin will
help his daughter, Maria.

They’re happy with the pension they’ll have when they
retire. They have £100,000 saved in an ISA and they’d
like to help their daughter out now, while they’re still
working. The most tax-efficient way to do this is by
using their exemptions.
Martin and Sarah will each gift £5,000 to Maria in
expectation of her wedding. They’d also like to use
their ISA to gift £25,000 to pay the remaining cost
of the wedding and £25,000 to help Maria on to the
property ladder by paying a house deposit.
By using their annual IHT exemption of £3,000 for
this year and last year, this means that £12,000 out of
the £50,000 will be exempt from IHT. The remaining
money is a potentially exempt transfer (PET), so as
long as they live for seven years after making this gift,
it will be exempt from IHT.

Martin’s 55 and married to Sarah. They’re both
teachers with a combined yearly income of £80,000 and
they’re comfortable financially.

Other things to consider
Here’s some more things to consider, with the help of your adviser, as
part of your inheritance planning conversations.
Make sure you have a Will in place
Having a Will in place will give you the peace
of mind that your loved ones will be looked after
financially when you die.
This is one of the most important financial
decisions you could make.
If there’s no Will in place, your assets will be allocated
according to UK law rather than your wishes – so
setting them down in a legal format is very important.

Please note that the Financial Conduct Authority
and Prudential Regulation Authority don’t regulate
taxation and trust advice and Will writing.

Set up a trust
If you have a larger estate, you might want to put your
assets under trust. This is a very complicated option, so
it’s important that you speak to a financial adviser as
they’ll be able to advise you on whether or not this is a
suitable option for you.

This is particularly the case for cohabiting couples, or
people who’ve been separated or divorced. If you’re in
a new relationship but haven’t updated your Will, your
current partner could end up with nothing.
1 Figures are based on a Royal London illustration, assuming investment in Governed Portfolio 4, investment growth of 2.5%
a year above inflation and no adviser charge. These figures are a simple example and don’t include the effect of compound interest.
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