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Introduction 

This information sheet sets out briefly for 

general guidance the main features of trusts 

for death benefits and their tax implications.  

What are death benefits? 

For the purposes of this information sheet, 

death benefits are any lump sum benefits 

payable on the death of a person (referred 

to as “the policyholder") under a life policy 

or pension scheme. 

Advantages of a trust 

With regard to any life policy that has not 

been transferred, the proceeds will be 

payable on the policyholder’s death to their 

estate. This may have adverse Inheritance 

Tax (IHT) implications and the proceeds 

could not normally be paid out until a grant 

of representation has been obtained.  These 

problems do not usually arise with pensions 

but, if the death benefits are paid out as a 

lump sum, they will form part of the 

recipient's own estate for IHT purposes. 

If a life policy is transferred to a trust, the 

policy proceeds will not form part of the 

policyholder's estate for probate or IHT 

purposes. Instead, the proceeds will be 

payable to the trust. 

For company and personal pensions, the 

main advantage of a lump sum death 

benefit being paid to a trust is that the 

money will not be treated as belonging to 

any particular individual for IHT purposes.  

For example, the lump sum can pass to a 

trust for the benefit of the deceased's widow 

and children.  The money will be available 

to the widow during her lifetime. Following 

her death, the money can be paid to the 

children without a significant IHT charge.  

By contrast, if the funds had passed directly 

to the widow, there would be a potential IHT 

charge at 40% on the death of the widow. 

However, each case should be considered 

separately.  Under current pension rules, it 

may be possible for death benefits to pass 

to a new pension, rather than being paid out 

as a lump sum. 

Suitable types of trust 

The most appropriate types of trust for 

death benefits are Discretionary Trusts and 

Life Interest Trusts. Bare Trusts, where the 

assets are held for one or more 

beneficiaries outright, are not normally 

suitable, as there can be complications if a 

beneficiary dies before the policyholder.  

1 A Discretionary Trust is appropriate 

where complete flexibility is required. No 

beneficiary has a fixed entitlement and 

the trustees have complete discretion to 

decide what, if any, benefits should be 

given to each of the beneficiaries. The 

class of possible beneficiaries can be as 

wide or narrow as the policyholder 

chooses.  Mere inclusion in the class 

does not confer any legal right to receive 

any benefit.  The policyholder may retain 

or give the trustees power to add or to 

exclude beneficiaries subsequently. Not 

all of the beneficiaries need to be in 

existence when the trust is created. 

2 Life Interest Trusts give a particular 

beneficiary (normally referred to as the 

Life Tenant) the legal right to receive 

the income from the trust or to use 

property comprised in it.   

The trustees will usually be given a 

power to give some or all of the capital in 
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the trust to the Life Tenant. They can 

also be given powers partially or 

completely to terminate the Life Tenant's 

income entitlement and to reallocate it, 

or even to create new trusts. Subject to 

any exercise of those powers, the trust 

will specify what will happen to the 

capital in the trust on the Life Tenant's 

death.   

A Life Interest Trust is appropriate where 

the policyholder knows in advance who 

should receive the income from the trust, 

but does not want to confer outright 

ownership.   

In comparison with Discretionary Trusts, 

Life Interest Trusts can have income tax 

advantages and often involve less 

administration. However, a Discretionary 

Trust is usually the most straightforward and 

flexible option.  

The trustees 

In view of the very wide powers which a 

trust for death benefits normally confers on 

the trustees, it is vital to ensure that they 

can be relied upon to safeguard the trust 

assets and always to act in the best 

interests of the beneficiaries. It is desirable 

for the policyholder to write a letter of 

wishes providing the trustees with non-

binding guidance as to how the policyholder 

would want them to act.  It may also be 

desirable to appoint one or more 

professional or other independent trustees, 

particularly if the intended trustees are also 

possible beneficiaries. 

Transferring the death benefits 

If death benefits are to be put into trust, a 

trust document will need to be drawn up 

first.  Any further documentation will depend 

on the type of death benefits.  For example, 

a life policy would need to be transferred (or 

“assigned”) to the trustees and notice given 

to the insurance company.  If the policy has 

not yet been issued, it is normally possible 

to arrange for the policy to be issued under 

a trust arrangement. Insurance companies 

usually provide forms for this purpose and 

suggest that legal advice should be taken. 

With pension arrangements, there is 

normally no need for policies to be assigned 

where the pension administrators have 

discretion as to who should receive the 

death benefits.  In that event, it is usually 

sufficient to complete a new nomination or 

expression of wishes form in favour of the 

trust. The rules of the scheme should be 

checked, in order to ensure that it is 

possible to nominate a trust as the recipient.  

Some types of personal pension, such as 

pre-1988 retirement annuity policies, will 

have to be assigned to the trustees, in 

which case a suitable deed would be used. 

Tax implications 

Full details of the tax issues relating to 

Discretionary Trusts and Life Interest Trusts 

are contained in our information sheets on 

those trusts. The following is a summary of 

the main tax implications where such trusts 

are used for death benefits. 

1 IHT 

The assignment of a life policy to a 

Discretionary Trust or a Life Interest Trust is 

treated as a gift by the policyholder and 

constitutes an initially chargeable transfer. 

The value of the life policy will therefore 

have to be considered.  



  April 2022 
 

 

www.ts-p.co.uk 3 LIVE 7415810-9 

Trusts for death benefits 

(continued) 

Following the assignment, any payment of 

insurance premiums by the policyholder 

would also be gifts to the trust. However, 

these would usually be exempt from IHT, 

either as “normal expenditure out of income” 

or within the annual exemption.  

For pensions, the creation of a trust in 

respect of death benefits will normally have 

no IHT implications, assuming that the 

policyholder is not in poor health. However, 

if the policyholder dies within two years after 

creating the trust, full details will have to be 

disclosed to HM Revenue & Customs 

(HMRC) and an IHT charge may arise. 

On the death of the policyholder, the trust 

assets will not be treated as comprised in 

their estate for IHT purposes. For registered 

pension schemes, there is no IHT payable 

for as long as assets are held within the 

scheme. In addition, no IHT is charged on 

payment out of the scheme, provided that 

this takes place within two years after the 

death of the policyholder in those cases 

where the pension scheme administrators 

have discretion as to who should receive 

the lump sum death benefits.  

The trust assets will not be treated as 

belonging to any of the beneficiaries for IHT 

purposes. There will be a potential charge 

to IHT on the trust fund every ten years.  

There will also be an exit charge when 

distributions of capital are made.  The 

maximum rate of IHT on each occasion is 

currently 6%. If pension death benefits are 

paid to a trust then, for the purpose of the 

ten-yearly charge, the commencement date 

of the trust is the date on which the 

policyholder joined the pension scheme. 

Life Interest Trusts made before 22 March 

2006 are treated differently for IHT 

purposes. These are outside the scope of 

this information sheet.  

2 Capital Gains Tax (CGT) 

There will normally be no liability to CGT on 

the creation of a trust for death benefits.  

The Trustees will be liable to CGT currently 

at 20% (or at 28% on residential property) in 

respect of any gains exceeding the trustees' 

available annual exemption, which is 

presently a maximum of one half of the 

individual’s annual exemption. 

There will be no uplift in the value of the 

trust assets for CGT purposes on the death 

of any beneficiary. 

Should any beneficiary become entitled 

outright to the trust assets, the trustees will 

be treated as if they had disposed of them.  

Any CGT liability on the termination of the 

trust may be deferred, irrespective of the 

nature of the assets, by an election for hold 

over relief. 

3 Income Tax 

Trustees of Discretionary Trusts pay income 

tax as follows: 

 the first £1,000 of income is taxed at 

20% (unless the trust only receives 

dividend income, in which case the rate 

of tax is 8.75% on the first £1,000); 

 tax is payable at a special rate of 

39.35% on dividend income.  However, 

the trustees may have additional income 

tax to pay if they distribute dividend 

income; each case must be looked at 

separately.  A beneficiary (other than a 

top rate taxpayer) receiving dividend 
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income will be able to recover some or 

all of the tax paid by the trustees; 

 tax is payable on all other income at 

45%.  However, a beneficiary who 

receives a distribution of income is given 

a credit for the 45% tax paid by the 

trustees.  If the beneficiary is a non-

taxpayer or a taxpayer at the basic or 

higher rate, they may reclaim the surplus 

tax previously paid.  If the beneficiary is 

taxable at the top 45% rate, they will 

have no further tax to pay.  

 In contrast, trustees of a Life Interest 

Trust are generally subject to income tax 

at 8.75% on dividends and at the basic 

rate, presently 20%, on other income. If 

the Life Tenant who is entitled to receive 

the income is taxable at the higher or top 

rate, the Life Tenant will have to account 

to HMRC for the further tax.  A Life 

Tenant who is a non-taxpayer may 

reclaim tax previously paid by the 

trustees. 

Administration 

Trusts need to be properly administered.  

This usually involves the trustees filing 

annual Tax Returns, issuing tax deduction 

certificates, maintaining trust accounts and 

properly managing the trust assets.  If a life 

policy trust continues for more than two 

years after the death of the life assured, it 

will be necessary to register it with HMRC’s 

online Trust Registration Service.  

The amount of administrative work will 

depend on the nature of the trust assets. 

However, no administration will normally be 

required unless and until the death benefits 

become payable. 

Conclusion 

A trust is usually suitable for an individual 

who wishes to ensure that death benefits do 

not form part of their estate and are held in 

a tax-efficient way, with flexibility as to the 

manner in which the income and capital are 

distributed. 

Disclaimer 

This information sheet is written as a 

general guide.  As any course of action 

must depend on your individual 

circumstances, you are strongly 

recommended to obtain specific 

professional advice before you proceed.  

We do not accept any responsibility for 

action which may be taken as a result of 

having read this information sheet. 

NOTE:  The law is stated as at 6 April 2022. 

If you require further information, please 

contact Mark Politz or Stuart Goodbody on 

01892 510000 or by email at: 

mark.politz@ts-p.co.uk 

stuart.goodbody@ts-p.co.uk 
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