
Adam:
• is aged 60
• is in good health
• has reduced his hours of work

Jessica:
• is aged 58
• has just retired
• is in good health
• receives a pension of £20,000 a year

Jointly:
• own their own house worth £700,000
• cash £600,000

Adam has recently reduced his hours at work and is looking for 
a secure income to supplement his reduced earnings, by using 
the cash he and Jessica have accumulated.

He is also aware that, as the combined estate is over £1m,  
their children potentially have an inheritance tax liability on  
their death.

Discounted Gift Trust
Having spoken to a professional adviser, Adam and Jessica 
like the idea of a Discounted Gift Trust as this allows them 
to receive regular payments and reduce the amount of 
inheritance tax that their children might have to pay.

Adam and Jessica require: 
•  a monthly income of £1,875 to maintain their  standard  

of living 

•  are willing to pay their adviser an ongoing fee of £208  
each month  

•  want to ensure that the monthly income continues 
unaltered on first death

 so they decide to put £500,000 into a Discounted Gift Trust

Adam and Jessica set up a suitable trust and appoint their two 
children, Sue and Gary, as additional trustees. They want the 
trustees to decide who should benefit on their death, so opt 
for a discretionary trust.

Case Study
Discounted Gift Trust 

Using a Discounted 
Gift Trust to 
maintain a  
constant level of 
income to help  
with budgeting
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As Adam and Jessica retain the right to regular fixed 
payments, the part of the investment that secures this right 
is not a gift. In effect, they are exchanging a lump sum for an 
income stream which ceases on death of the surviving spouse, 
or when the fund is exhausted – this is known as the ‘discount’. 
This discount will depend in part on life expectancy; their 
ages, lifestyle choices, health and the income stream required.

• the discount is calculated on Adam and Jessica individually 

•  as both are in good health they receive £182,261 and 
£187,739 respectively, which is immediately outside of their 
estates 

• the remaining £67,739 and £62,261 are classed as gifts into  
 the discretionary trust and will fall outside of their estates  
 after seven years

So, after seven years Adam and Jessica’s estate, based on a 
3% inflation rate, would be under £1m meaning there would 
be no inheritance tax to pay.

The regular payments, together with the adviser fee, are 
within the 5% tax-deferred allowance; meaning that no 
chargeable event will occur.

Adam unfortunately dies in year 9 but the family know that 
the regular payments will continue to be paid to Jessica 
at the same level.  This gives them the comfort that all the 
household bills can be managed and their mother’s standard 
of living is not affected.  

When Jessica dies six years later, as the right to receive the 
regular payments ceases on Jessica’s death, there is no value 
attached to these payments for inheritance tax purposes.

As trustees, Sue and Gary’s main duty was to ensure that the 
regular payments were paid to their parents whilst they were 
alive. But, on Jessica’s death, the right to receive those regular 
payments stopped. As the trust is discretionary, Sue and Gary 
now need to decide how to use the remaining trust fund. They 
can either continue the investment bond as an investment, or 
cash it in and distribute the proceeds.

After considering various options, Sue and Gary agree that the 
trust fund should be continued and be used to benefit their 
respective children in the future. Sue has one daughter Emily, 
who is currently at university and Gary has two sons, aged 10 
and 14.  

They decide to help Sue’s daughter with her university fees 
and so, the year after Jessica’s death, surrender three policies. 
As this is a discretionary trust any chargeable gain would 
be assessed against the trustees at the trustee rate of tax 
(currently 45%).

Could this tax have been avoided?

If the trustees had assigned the policies to Emily first and then 
let her cash them in, any chargeable gain would have been 
assessed at her marginal rate of tax, probably resulting in no, 
or at least a lower, tax bill.  

Over the years, Sue and Gary can continue to help their 
children with the cost of education, buying their first home, 
buying their first car and anything else they think appropriate.

What has been achieved?

• During Adam and Jessica’s lifetime they:

 - were able to budget knowing that they received a  
  regular monthly payment

 - received an immediate discount for inheritance  
  tax purposes

 -  knew that all the growth on their £500,000 investment 
was outside their estate from day one

• After Adam and Jessica’s deaths:

 -  the use of a discretionary trust gave the trustees 
flexibility on who benefits and when

 - under a discretionary trust the trust fund is not in the  
  beneficiaries’ estate, providing protection from divorce,  
  bankruptcy and inheritance tax on their estate

 -  the trustees were able to ensure that the tax point for 
any chargeable gains was on the beneficiaries

One point is notable; the fact that the help of a professional 
adviser throughout is required, to ensure that the correct 
choices are made.

For more information on Discounted Gift Trusts, please 
contact your professional adviser.

Discounted Gift Trust


