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Family partnerships in the UK

Since the Crusades of the 11th and 12th centuries, trusts have been used to protect beneficiaries and their
assets with great success. Here in the 21st century, the introduction of the 2006 Finance Act brought
considerable changes. Suddenly it seemed as though war had been declared on the trust and estate planning
industry as trusts of all types became subject to the special Inheritance Tax charges (IHT), which had
previously applied only to trusts.

Today if a UK-domiciled individual establishes a trust (or a non-domiciled individual places UK- situated
assets in a trust) the following charges are levied on the settlor:

. An immediate 20% IHT bill on any value exceeding the nil rate band (currently
£325,000) unless the assets are otherwise exempt from IHT;

. A further 20% IHT bill if the settlor dies within 7 years of creating the trust or
adding funds to it.

Furthermore, the trustees can expect to pay:

. An IHT charge on every 10th anniversary of the trust’s creation, if assets exceed
the nil rate band;

. A potential IHT charge every time they appoint capital out of the trust (the exit
charge).
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In addition to these new charges the Act also abolished Accumulation & Maintenance Trusts, which had a
favourable method of holding funds on behalf of children. At the same time, Life Interest Trusts, (with the
exception of certain Will Trusts and trusts for disabled people) were also eradicated, although existing
trusts were granted limited ‘grandfathering’ exemptions.

Since 2006, the attack on UK trusts has continued. From 6th April 2010, the new 50% rate of income tax
will apply to every UK-based trust, even if its income level remains below the threshold at which
individuals pay the new ‘super-tax’; and offshore trustees will also have to pay income tax at the new 50%
rate if they have UK source income, such as rental income from a UK property.

So what alternatives are there for parents or grandparents (‘donors’) who want to make gifts to the next
generation? Historically, their options have been limited to:

. Outright Gift: where the donor gives away full ownership of the ‘gift’ and retains
no benefit, which means that they also relinquish all control over the funds/assets;

. Bare Trust: this type of trust allows a nominee to hold the gift, but only until the
recipient reaches the age of majority when they have complete and unrestricted
access to the funds/assets.

Whilst a donor may be perfectly happy for their child or grandchild to have full access to such funds, it is
important to note that if they marry and subsequently divorce the full value of any assets ‘gifted’ will be
available for distribution by a divorce court. As a result, alternative structures such as partnerships which
mitigate IHT and facilitate family succession and wealth preservation, are becoming increasingly popular.
Partnerships have been used in the UK since the 19th century, and have been a mainstay of the US estate
planning industry for many years.

In recent times, Family Limited Partnerships (FLPs) have become more common in the UK. Formed under
the Limited Partnership Act 1907, FLPs are used to hold investments and/or assets on behalf of a family.
When structured correctly, this type of partnership mimics the protection provided by a trust, without
falling foul of the new IHT rules.

The partnership deed can include detailed provisions governing when partners can access their funds,
which partners run the partnership and how long it will operate for. Senior partners can have powers similar
to those of trustees, whereas junior partners act as beneficiaries. Unlike trusts, such partnerships can
continue indefinitely, or run until the junior partners reach the age of majority.

Such partnerships are usually treated as being transparent for tax purposes. This means that each partner is
liable to tax, at his/her normal rate, on their share of partnership income and gains; however, as with trusts
parents can be taxed on income belonging to minor children under certain circumstances.
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There are some issues surrounding FLPs which should be considered where minor children are involved.
Under UK law, children under the age of 18 are not permitted to enter into a contract (which includes
partnerships) and a nominee must therefore be appointed to hold the child’s interest. When the child
reaches 18 they become entitled to their interest and this may have adverse tax consequences for the person
who set up the partnership (as a Reservation of Benefit ).

Furthermore, case law suggests that it may be possible for the child to keep their capital account and
‘disclaim’ any debts, which could certainly be a very expensive 18th birthday present! There are however
a number of specialist partnership structures now available such as that offered by Penningtons Solicitors
LLP, which deals specifically with the issue of minor children and ensures they are tied into the partnership
in a way that prevents them from disclaiming or taking control at age 18.

The beauty of such partnerships is that they are flexible; partners can agree to vary the terms as time goes
by. This can be particularly useful where young adult children are involved, as it allows the older partners
to pass control to the next generation in stages. With the constant attack on trusts in the UK, the flexibility
offered by family partnerships will undoubtedly make them more popular in the years to come.

Jo Summers

Jo is a director of PWT Advice Ltd, a specialist consulting company, and a consultant to
Penningtons Solicitors LLP.

*The settlor is the person creating the trust.

Contact us

Please contact us for further information on any of the above - we would be pleased to deal with your
questions quickly, and of course, in the strictest confidence.
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