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We know it’s a difficult time for us all as we face uncertainty around 
the outbreak of the coronavirus and the disruption it’s causing to 
our daily lives. We are committed as ever to helping people plan for 
a secure financial future and all the actions we are taking now are 
to ensure we can support both you and your clients during this 
difficult period.

We’ve created this special edition of Techtalk to remind you about 
some of the key protection themes and regulatory change facing our 
industry. This edition will help inform your client discussions and 
support you in acting in your clients’ best interests.

This edition features a wide range of protection focused articles including;

• It’s time to start talking about financial resilience in 2020

• Protection and IHT pets 

• Mortgage protection an opportunity

• Access all areas

• Creating transparency to improve access to insurance

• Acting in the customer’s best interests

• Trust basics: bare, discretionary, flexible and split

Take a look at our extensive range of support at: www.scottishwidowsprotect.co.uk 
where you will find tools and calculators you can use when having protection 
conversation with your clients. 

Enjoy the read.

Jackie Leiper
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A resolution for the new decade as:
• up to six million people each year suffer a life event that causes a sudden loss of income.

• many others experience events that cause a sudden rise in outgoings.

• financial shocks are caused by a variety of things – from ill health to the death of a partner.

• a financial shock not only impacts the individual – but their household, employer, landlord 
and ultimately wider society.

• 70% of people in regular jobs face significant volatility in their monthly income.

IT’S TIME TO START  
TALKING ABOUT FINANCIAL 
RESILIENCE IN 2020

JOHNNY 
TIMPSON

Johnny Timpson is Scottish Widows’ protection specialist. Johnny is a 
member of the Income Protection Task Force, the IPTF Welfare Working 
Group, Seven Families project team, Building Resilient Households Group 
and Cii Insuring Women’s Futures Advisory Panel. 

http://www.scottishwidowsprotect.co.uk
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In the UK up to six million people each year suffer a life event 
that causes a sudden loss of income, with many more 
experiencing events that cause a sudden rise in outgoings. 
These life events can also be known as financial shocks, and 
they are caused by a variety of things, from ill health to the 
death of a partner. It’s not only the individual who is 
impacted, it can also affect their wider household, their 
employer, their landlord and ultimately, wider society.

And those impacts can be severe, affecting the mental health 
of the individual and the lives of their dependants.

Being financially resilient can and does help cushion the blow of 
these income shocks. A range of factors contribute to people’s 
financial resilience, including access to employment benefits such as 
sick pay, state benefits, private insurance, savings, affordable credit 
and help from friends and family. The Resilience Taskforce was a 
time-limited independent taskforce, chaired by Baroness Drake. It 
acted as a steering group for the Money and Pensions Service’s 
(MaPS) Financial Capability Strategy. It examined the UK’s financial 
resilience and explored what can be done to quantify the problem 
and understand the drivers.

“Over recent years a growing body of evidence has shown 
that many families and households are living on the edge. 
They are getting by – some comfortably so – but a single 
adverse event can push them over the edge. Each year, some 
4-6 million people suffer a key life event that can cause a 
sudden loss of income. A further sizeable group experience 
other life events which can disrupt the household finances.”

Baroness Drake

We explored the challenges of both measuring financial resilience 
and improving it, and discovered how widespread financial shocks 
and income volatility can be. There is clear evidence that many 
individuals and families lack the financial resilience required to 
weather these shocks.

As a first step, as a taskforce we are recommending the development 
of a new Financial Resilience Index. It would be owned by the ONS 
and would provide a reliable and regular measure of the UK’s financial 
resilience. It would quantify the changing factors which contribute to 
low financial resilience, pinpoint the areas where action is most 
needed, and assess the effects of interventions.

Our report can be read in full online at:

https://www.fincap.org.uk/en/articles/ 
resilience-task-force

The Financial Resilience Taskforce defines  
financial resilience as:

“The ability to cope financially when 
faced with a sudden fall in income or 

unavoidable rise in costs.”

Examples of financial shock include:

• job loss or reduced hours

• sickness absence

• relationship breakdown

• bereavement

• stopping/reducing work to become a carer

• essential repairs to house, contents, car

• jump in housing costs

• earnings volatility

• taking on new family responsibilities

Financial resilience is helped by the following factors:

• employment benefits – sick pay, redundancy pay, bereavement 
payments

• state welfare system

• savings, pensions and assets

• having appropriate insurance in place

• affordable credit

• partner, family, friends

• financial capability & low debt

I am personally of the view that MaPS should promote the importance 
of household resilience within its forthcoming National Strategy to 
improve financial capability. I also feel this should lead to the 
development of a “resilience score”. This would reflect the steps that 
consumers take to improve their financial resilience. It would 
empower them and their financial advisers to secure more 
advantageous financial terms when contracting on the basis that a 
with a better resilience score, the consumer present a better risk. 
This would make for more engaged and relevant financial reviews 
and MOTs with advisers. Time, I suggest, to put as great a focus on 
resilience scores as we currently do to credit scores.

https://www.fincap.org.uk/en/articles/resilience-task-force
https://www.fincap.org.uk/en/articles/resilience-task-force
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Protection policies written in trust can provide funds  
to pay inheritance tax linked to lifetime gifts. We explain 
the key potentially exempt transfer and taper relief rules 
– and illustrate some protection planning solutions.

PROTECTION AND IHT PETS

BERNADETTE 
LEWIS

Bernadette joined the group in 2006. She has over 35 years’ experience in 
Financial Services with both intermediaries and providers. She has broad 
and deep technical experience across pensions, protection, tax and trusts.

http://www.scottishwidowsprotect.co.uk
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PET ESSENTIALS
When it comes to lifetime gifting, a potentially exempt transfer (PET) 
is a non-exempt outright transfer from one individual to another 
individual, which reduces the donor’s IHT estate and increases the 
recipient’s IHT estate. 

EXAMPLE 

KIRSTIE
Kirstie gifts £100,000 cash to a bare trust 
for Iain’s absolute benefit.

As a result, Kirstie’s IHT estate reduces and Iain’s increases. 
Kirstie has only the current year’s £3,000 annual exemption 
available, so she makes a £97,000 PET.

While this article focusses on PETs, it’s worth remembering that non-
exempt transfers to flexible and discretionary trusts are chargeable 
lifetime transfers (CLTs) instead of PETs. In addition, non-exempt 
indirect gifts or transfers of value that reduce a donor’s IHT estate 
without increasing another individual’s IHT estate are also CLTs.

EXAMPLE 

LACHLAN

Lachlan pays £20,000 school fees 
out of his capital directly to his minor 
grandchild’s school. 

Although Lachlan’s IHT estate reduces, his grandchild’s estate 
doesn’t increase. Lachlan has no available annual exemptions 
and makes a £20,000 CLT.

Lachlan could have made a PET by giving £20,000 to his 
grandchild’s parents so their IHT estates increased before or 
after they paid the school fees. 

The value of a PET is based on the reduction in the value of the 
donor’s estate rather than the value of the gift itself.

EXAMPLE 

CATRIONA

Catriona ceases to have a controlling 
interest in a company as a result of gifting 
10 shares to Alasdair.

The value of Catriona’s estate reduces by considerably more 
than the value of the gifted shares in Alasdair’s hands. The 
value of the PET is based on the reduction in the value of 
Catriona’s estate.

INTERACTING FAILED PETS
If the donor survives for seven years after making a PET, it becomes 
completely IHT exempt. If the donor doesn’t survive for seven years, 
the failed PET becomes a chargeable transfer for IHT purposes. This 
creates complications if there’s more than one failed PET in the seven 
years before death.

EXAMPLE 

HAMISH

Hamish died in May 2019. After allowing  
for lifetime exemptions, he’d made a 
£300,000 PET to Lorna in January 2014  
and a £60,000 PET to Shona in March 2017.

Hamish’s £325,000 standard nil-rate band (NRB) on death is 
used up by his chargeable IHT transfers in chronological order, 
starting with the earliest one.

His January 2014 £300,000 failed PET is within his £325,000 
NRB. Lorna has no IHT liability.

Only £25,000 of Hamish’s March 2017 £60,000 failed PET is 
within his remaining NRB. He died too soon for Shona to benefit 
from taper relief. She’s liable to £35,000 x 40% = £14,000 IHT.

There’s no standard NRB left to set against Hamish’s death 
estate, which could be liable to up to an additional £325,000 x 
40% = £130,000 IHT, depending on any other NRBs, exemptions 
and reliefs available to his estate.

Protection policies written in trust can provide funds  
to pay an IHT bill linked to lifetime gifting.
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EXAMPLES
PET within donor’s standard NRB

Jeanie made an outright £106,000 gift to Rab in January 2014, when she had 2 x £3,000 annual exemptions available.

She died in February 2019. Her £100,000 failed PET fell within her £325,000 standard NRB. Rab had no IHT to pay and no taper relief  
was available.

The failed PET reduced Jeanie’s standard NRB to £225,000. Her estate could be liable for up to an extra £100,000 x 40% = £40,000 IHT 
as a result.

PET exceeds donor’s standard NRB

Duncan made an outright gift of £406,000 to Morag in January 2014 – a £400,000 PET after his available annual exemptions.

Duncan died in February 2019. His failed PET exceeded his £325,000 standard NRB. Morag was liable for the IHT on the failed PET.  
She benefitted from 60% taper relief.

Failed PET from 2013/14 £400,000

Duncan’s IHT NRB (£325,000)

Taxable PET in 2018/19 £75,000

40% IHT £30,000

60% taper relief (>5, <6 years) (£18,000)

Morag’s IHT bill £12,000

Duncan’s estate was left with no standard NRB and could be liable for up to an extra £325,000 x 40% = £130,000 IHT as a result of his 
failed PET.

Jeannie to Rab
£100,000 failed PET

Taper relevant

£225,000 standard NRB remaining£100,000 @ 0%

£75,000 
@ 40%£325,000 @ 0%

£325,000 NRB

Duncan to Morag
£400,000 failed PET

TAPER RELIEF

As illustrated in the above example, a failed PET uses up all or part of 
a donor’s standard NRB on death. The recipient of the PET is primarily 
liable for any IHT on the gift – although HMRC can also recover the 
tax from the estate or even the legal personal representatives. 

Taper relief might be available to reduce the IHT payable on the gift 
if the donor survived for more than three years. Taper relief doesn’t 
reduce the amount of the gift, so it’s only relevant to PETs or CLTs 
over the standard NRB, which is £325,000 in 2020/21.

Rates of taper relief

Donor dies up to 3 years after making the 
transfer

No taper relief

Donor dies more than 3 years, less than 4 after 
the transfer

20% taper relief

Donor dies more than 4 years, less than 5 after 
the transfer

40% taper relief

Donor dies more than 5 years, less than 6 after 
the transfer

60% taper relief

Donor dies more than 6 years, less than 7 after 
the transfer

80% taper relief
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EXAMPLE

Neil is divorced and makes a PET of £744,000 to his daughter, Flora in 2019/20. His estate is valued at  
£1 million after making the PET. His will leaves all his assets to a discretionary trust. In his circumstances, 
he can’t rely on any transferable NRB or the residence NRB.
If Neil dies within seven years, the £744,000 PET fails. After allowing for the standard NRB, Flora will be liable to up to £167,600 IHT, 
although taper relief gradually reduces her IHT liability once Neil survives over three years.

No standard NRB is likely to be available to Neil’s death estate for the full seven years, in 2019/20 creating a further 

£325,000 x 40% = £130,000 IHT liability as a result of the PET. 

Term assurance need

Term assurance set up in trust could fund the potential IHT. As the PET can benefit from taper relief, a GIV plan could be suitable.  
Two possible solutions are as follows:

GIV plan to cover Flora’s liability, separate LTA to cover estate’s liability

GIV plan – 5 linked LTAs Years 1-3 Year 4 Year 5 Year 6 Year 7

3 year LTA £33,520

4 year LTA £33,520 £33,520

5 year LTA £33,520 £33,520 £33,520

6 year LTA £33,520 £33,520 £33,520 £33,520

7 year LTA £33,520 £33,520 £33,520 £33,520 £33,520

Total GIV cover £167,600 £134,080 £100,560 £67,040 £33,520

7 year LTA £130,000 £130,000 £130,000 £130,000 £130,000

GIV plan to cover both Flora’s and estate’s liability

GIV plan – 5 linked LTAs Years 1-3 Year 4 Year 5 Year 6 Year 7

3 year LTA £33,520

4 year LTA £33,520 £33,520

5 year LTA £33,520 £33,520 £33,520

6 year LTA £33,520 £33,520 £33,520 £33,520

7 year LTA £163,520 £163,520 £163,520 £163,520 £163,520

Total GIV cover £297,600 £264,080 £230,560 £197,040 £163,520

WHOLE OF LIFE COVER NEED
There’ll be a significant IHT liability on Neil’s remaining £1 million estate whenever he dies. He could consider a whole of life policy in trust, 
with a sum assured of £270,000 (£1,000,000 – £325,000 x 40%).

ROLE OF PROTECTION COVER
Protection policies written in trust can provide funds to pay an IHT bill linked to lifetime gifting – whether it’s due on a failed PET, a CLT or 
additional IHT is due on an estate because lifetime gifts have used some or all of the deceased’s NRB. Depending on a client’s circumstances, gift 
inter vivos (GIV) cover – which is a special type of decreasing term assurance – level term assurance (LTA), or whole of life cover could all be 
suitable solutions. 

As a practical point, providers often arrange GIV cover by setting up several linked LTA policies as a single easily administered plan.
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LTA FOR SMALLER PETS
A seven year LTA set up in trust should be considered for lifetime gifts within the donor’s available standard NRB, as taper relief won’t be available. 

IMPLICATIONS FOR TRANSFERABLE NRB
A failed PET by a first spouse/ civil partner to die has ongoing implications for the transferable NRB. A joint life, second death, whole of life policy 
written in trust might be the solution.

EXAMPLE

Gavin is married to Mhairi. They’re childless and their wills leave their estates to each other on first death 
and then to Gavin’s nephew. The residence NRB won’t be available on either death.

After Gavin makes a £97,500 PET to his nephew, the value of the survivor’s estate on second death is £600,000.

Gavin dies within seven years of making his PET

Assuming no changes in 2020/2021 £325,000 NRB or the estate’s value: 

If Mhairi dies first, Gavin benefits from 100% transferable NRB = £325,000
His failed PET reduces his own NRB to £227,500 (£325,000 – £97,500) So his overall NRB is £552,500
If Gavin dies first, his failed PET uses 30% of the £325,000 standard NRB. 

Mhairi loses 30% of any increase in the transferable NRB whenever she dies. 

She has an overall NRB of £325,000 + (£325,000 x 70%) = £552,500
In both cases, the IHT liability is £600,000 – £552,500 = £47,500 x 40% = £19,000
Gavin survives for seven years after making his PET

There’s no IHT on first death. The estate of the second to die goes to Gavin’s nephew, and in 2020/21 benefits from two standard NRB’s 
totalling £750,000. So there’s no IHT on a £600,000 estate.

Whole of life need

Gavin and Mhairi could take out a joint life, second death, whole of life policy written in trust.

If Mhairi dies first and Gavin dies within seven years, the policy provides funds towards his estate’s IHT liability directly resulting from 
his failed PET.

If Gavin dies within seven years and he’s survived by Mhairi, the policy provides funds towards her estate’s increased IHT liability 
resulting from the reduced transferable NRB whenever she dies.

If Gavin survives for seven years, they could cancel the policy unless they’ve another need for the cover.

FURTHER INFORMATION
For more information on IHT planning and trusts, see our continuing professional development (CPD) courses, 
available from the Scottish Widows Adviser Extranet:

https://adviser.scottishwidows.co.uk/expertise/professional-development.html

• Inheritance tax for protection advisers

• Residence nil-rate band for protection advisers

• Trusts for protection advisers.

https://adviser.scottishwidows.co.uk/expertise/professional-development.html
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In this article we look at the reasons why mortgage holders don’t take the steps to adequately protect 
their mortgage, why more advice isn’t given around Protection and what can be done to close the UK 
Protection gap. The Coronavirus pandemic has showed the unexpected can happen and highlighted 
the need for financial resilience.

There are two types of protection cover we believe should be considered when financial planning for 
mortgage protection, life and critical illness. Putting in place the right cover can improve individuals 
financial resilience and mean people are able to focus on their health and wellbeing rather than 
worrying about whether they will have a roof over their heads. 

There are nearly 11 million outstanding mortgages in 
the UK1, Many of these first time buyers, home movers 
or remortgage customers will have turned to a Mortgage 
Adviser for advice. The reality is that only a fraction of 
these will have had a conversation about protecting their 
home or their families and even fewer will have taken out 
a Protection Policy as a result of this.

MORTGAGE PROTECTION  
AN OPPORTUNITY 

1  https://www.finder.com/uk/mortgage-statistics

CHRIS 
DUNNE

Chris Dunne is a Financial Services communication professional with over 
15 years experience in the industry. As a part of the Scottish Widows 
Protection Proposition team, Chris brings creative solutions to Proposition 
design and promotion. With a background in Mortgages, Chris is a specialist 
in writing simple, engaging, and thought provoking content for advisers.

https://www.finder.com/uk/mortgage-statistics
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THERE IS A NEED TO START TALKING 
MORTGAGE PROTECTION WITH  
CUSTOMERS OR REFERRING TO  
SOMEONE WHO WILL DO SO 
Research by Scottish Widows Johnny Timpson, chair of the Access to 
Insurance working group, showed that while about 44,000 advisory 
firms have protection permissions from the Financial Conduct 
Authority, only 4,000 write protection on a frequent basis — under 
10 per cent of all those who can. 

The figures, taken from the Scottish Widows database of business 
written by advisers, also showed that on a daily basis activity falls to 
less than 4 per cent of potential advisers, to sit at 1,500. 

One of the reasons for this is that protection is not a mandatory 
requirement in the mortgage advice process – which is odd as house 
purchasers are required to buy buildings insurance to protect the 
lender, but the borrowers aren’t required to protect themselves.

This is not the same all over the world. In France for example, 
mortgage protection that covers the family in case of death or 
disability is a requirement. The 2020 Coronavirus pandemic has 
seen major lenders offer customers up to a 3 month payment break, 
with 1 in 9 customers taking this option.

WHEN ARE CUSTOMERS TAKING 
PROTECTION? 
It’s not all doom and gloom, as customers do take out protection. 
Among mortgage holders, life insurance has a good level of 
penetration with 55% of mortgage holders owning life insurance, and 
18% having death in service benefits.

However research also shows that 43% of mortgage holders without 
cover are not likely to take out life insurance showing that, educating 
at that mortgage interview is so important. 

There’s also a view that many are put off by the terminology. Many 
consumers actually find the term ‘protection’ quite confusing, and 
generally do not associate this with either critical illness or life cover. 
Providing greater clarification between the various types of 
protection will lead to a greater understanding of the benefits of the 
cover. This goes back to having a quality conversation at Mortgage 
application stage – this will really make the potentially life changing 
difference to your customer.
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DISPELLING THE MYTHS THAT THIS WON’T HAPPEN TO THE CUSTOMER OR THEY WILL BE OK
Many customers don’t bother with Protection as at the life moment of purchasing a house they are not in the mindset of thinking about critical 
illness or death. They simply think it wont happen to them. 

 UK HEALTH STATISTICS

359,960 163,444 50%

New cases of cancer in  
the UK each year

Deaths from cancer in  
the UK each year

Of people survive cancer 
for 10 or more years

EVERY 7 MINUTES 
SOMEONE IN THE UK WILL 
HAVE A HEART ATTACK

EVERY 12 MINUTES 
SOMEONE IN THE UK WILL 
HAVE A STROKE

 600,000
 600,000

 > 1.6 MILLION
 >1 MILLION

The number of  
men and women  

living with the after 
effects of a stroke

Of people living with 
cancer may incur additional 

expenses of up to £570 a 
month due to their illness

The number of  
men and women  

living with coronary  
heart disease

Sources: Cancer Research UK, https://www.cancerresearchuk.org/health-professional/cancer-statistics-for-the-uk, accessed January 2019

Heart UK, 2019

Macmillan – People with Cancer Report July 2017

In the worst case up to six million people each year suffer a life event that causes a sudden loss of income these can be caused by a variety of things, 
from ill health to the death of a partner. 

To mitigate this 56% are relying on their savings as an alternative. For the small minority with a large savings pot this may be a viable solution. 
However, for the vast majority who have limited or a low level of savings this is a poor strategy. It suggests a lack of understanding and engagement 
towards the issue, especially when it comes to longer-term planning. Getting people to think about more than just the immediate cost of dying, such 
as paying for a funeral, remains a challenge. 

There is also a lack of trust in the industry with research showing that many people thinking that claims aren’t paid out when in reality the payout 
figure is much higher, and remember the non payout figures include non disclosures, and fraudulent claims. 

https://www.cancerresearchuk.org/health-professional/cancer-statistics-for-the-uk
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WHAT NEEDS TO HAPPEN? 
At the start of 2020 many in the industry were forecasting a subdued housing market, driven by,  amongst other things post Brexit 
uncertainty, to which we can now add the economic disruption of the coronavirus pandemic and the record low interest rates. 

During the first half of the year we’ve seen more than 1 in 9 customers take their lenders up on the offer of a Mortgage payment 
holiday. Highlighting how low many customers’ resilience is to unexpected income shocks.

Reflecting on the financial vulnerability of their customers – wealth advisers and mortgage brokers should prioritise protection 
advice accordingly. As part of this, they should think about how they can utilise “virtual” meeting technology alongside established 
digital transaction functionality to deliver an efficient and effective platform for protection advice. 

As an industry we are looking at how we offer more access to insurance. It would, for example, be ideal, if as part of a mortgage 
interview that protection advice should be mandated. Is reinforcing this point during a serious pandemic opportunism or just plain 
common sense?

 WHAT OUR RESEARCH TELLS US

23% 34%

23% of people state either they,  
their partner or both have  

suffered from critical illness

On average, people think only 34%  
of all protection claims are paid out, with 
only 1% thinking it’s between 91-100%

Nearly three million households with mortgages do not have life insurance 
despite many lenders recommending it to borrowers, research has revealed.
Source: https://www.whatmortgage.co.uk/news/insurance/life-health-insurance/millions-mortgage-
holders-dont-life-insurance/

https://www.whatmortgage.co.uk/news/insurance/life-health-insurance/millions-mortgage-holders-dont-l
https://www.whatmortgage.co.uk/news/insurance/life-health-insurance/millions-mortgage-holders-dont-l


Improving consumer access to insurance, 
particularly travel and protection insurance 
has been a growing issue for a couple of years, 
with matters coming to a head in July 2017 
when the Financial Conduct Authority (FCA) 

issued a call for evidence on the issue. 
Subsequently, in July 2018 the regulator 
responded by looking in detail at travel 
insurance and cancer with the issues cited 
having a read across to all product lines. 

ACCESS ALL AREAS…  
MAKING APPROPRIATE FINANCIAL 
PROTECTION ACCESSIBLE FOR  
THE MANY, NOT THE FEW
The role of the new Cabinet Office Champion 
Access to Insurance Working Group in improving 
access to protection for people living with chronic 
conditions and disabilities.

JOHNNY 
TIMPSON

Johnny Timpson is Scottish Widows’ protection specialist. Johnny is a 
member of the Income Protection Task Force, the IPTF Welfare Working 
Group, Seven Families project team, Building Resilient Households Group, 
CII Insuring Women’s Futures Advisory Panel and Cabinet Office Disability 
Champion for the Insurance Industry & Profession.
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Visit scottishwidowsprotect.co.uk for tools, conversation starters and key insights to help you build your business.

http://www.scottishwidowsprotect.co.uk
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Parliamentary interest in this issue increased significantly, with 
access to insurance featuring in three debates, one of these a 
Westminster Hall Debate. This interest culminated  
in access to insurance being brought into the scope of the  
recently announced Treasury Select Committee’s review of access 
to financial services.

In my Department for Work & Pensions (DWP) Disability Champion 
role for our industry and profession, I initiated a programme of 
work that focused on protection. As a result, the inaugural meeting 
of the DWP Champion Access to Insurance Working Group took 
place in the DWP Board Room on 21st September 2018.

In attendance alongside the FCA, were the Chartered Insurance 
Institute (CII), British Insurance Brokers’ Association (BIBA),  

Group Risk Development (GRiD), Investment & Life Assurance 
Group (ILAG), Association of British Insurers (ABI), Association of 
Financial Mutuals, Protect Association, Protection Distributors 
Group, Access to Protection Group, Building Resilient Households 
Group, Income Protection Task Force, Association of Professional 
Compliance Consultants, Money Advice Service, Alea Risk 
representing the Assurance Medical Underwriting Society (AMUS), 
Focus and Select Underwriting Groups, Financial Services Consumer 
Panel, Citizens Advice, Macmillan Cancer Support, Scope, Age UK, 
Alzheimer's Society, National AIDS Trust and the Huntington's 
Disease Association. Since the initial meeting, the Federation of 
Small Businesses and a number of protection specialist advisers 
have joined the Working Group with HM Treasury also now taking 
an interest and seeking regular updates.

techtalk
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This inaugural meeting resulted in all attendees, committing on behalf of their respective professional body, trade body, charity or organisation to 
working collaboratively to improving access to individual and workplace protection.

The Working Group has established work streams and set out four key aims: 

THE MINISTERIAL VIEW 
Sarah Newton, Minister for Disabled People, Health and Work at the 
time commented that:

COLLABORATION TO DELIVER CHANGE
Especially given the doing the best for your customer principle 
underpinning the Insurance Distribution Directive (IDD)…

In my view, walking the talk on inclusion and diversity is essential for 
the continued success and growth of our sector with this being more 
than a gender issue as we must be mindful that one in five of those in 
work is living with a health condition and/or a disability with many 
poly-conditional. In addition our society is ageing, not only working 
longer but having financial commitments and hence, potential 
protection needs stretching later into life. I and my Access To 
Insurance Working Group and Workstream colleagues are committed 
to working with our industry and impression to improve access to 
affordable insurance for disabled consumers and those living with 
health conditions, bringing key players to the table to agree on a 
clear set of actions for making the insurance industry to make advice 
and appropriate insurance solutions more accessible for ALL. The 
degree of collaboration in this programme was a first for the 
protection sector and will enable us to make a real difference to UK 
consumers living with a disability or health condition, many of whom 
will have financial commitments, liabilities and protection needs. 

1
Develop  

a signposting  
system for 
consumers, 

supported by 
charities and 

consumer groups 2
Improve 

underwriting 
transparency  
and practices 

around chronic 
health conditions 
and disabilities

3
Improve  

standards and 
create a framework 

for those who 
distribute  
protection  
products 4

Develop a  
proposal  

for greater 
accessibility  
to insurance  
through the 
workplace

"We know that disabled people can often face 
additional costs as a result of their disabil ity, 

which is why I want disabled people to be able to 
access the right insurance products and services 

at the right price. Our insurance champion is 
bringing together insurers, regulatory bodies and 

charities for the first time to show businesses  
in the insurance sector the importance of  

making disabled customers a priority."



Visit scottishwidowsprotect.co.uk for tools, conversation starters and key insights to help you build your business.

19
techtalk

PROTECTION SPECIAL EDITION

CREATING TRANSPARENCY  
TO IMPROVE ACCESS  
TO INSURANCE
To help demystify the protection underwriting 
process, we explain underwriting approaches to the 
three most common disclosures – mental illness, 
back pain and asthma.

DEMYSTIFYING UNDERWRITING
Completing an underwriting application for life insurance can be 
daunting. Lots of questions around a customer’s personal medical and 
lifestyle history. And then the price offered may differ from the pre-
underwritten price. All of this contributing to building up the mystique 
around underwriting. This lack of understanding, coupled with 
perceptions around claims can sometimes put advisers off entering 
the protection conversation.

It doesn’t need to be that hard. Underlying any underwriting approach 
is the same guiding principle: gather enough data on that particular 
case to assess the likelihood of claim, and charge an appropriate 
price. Every protection provider will have a differing approach and 
appetite for risks, but as a collective market, it does cover a broad 

spectrum of risks. It is no different than applying for a mortgage, 
personal loan or other insurances like home or motor, just that the 
data gathered is to assess the likelihood of dying or having a serious 
illness. So as an industry, we need to help customers and advisers 
alike understand a bit more around the process, why we gather the 
data and how this ends up in the final price. We need to unravel the 
mystery that surrounds underwriting, be more transparent on how we 
underwrite and why. We also need to be clear in the customer’s eyes 
about how we arrive at our final decision.

To show how we can help to demystify, we will explore the top 
conditions we see disclosed, our approach to underwriting these 
risks, and potential outcomes.

SCOTT 
CADGER

Scott is Head of Protection Underwriting and Claims Strategy for Scottish Widows, 
supporting the development of Scottish Widows Protect in the IFA market. Scott is 
also a qualified actuary, so is well placed to understand risk selection practices 
from both an underwriting and actuarial viewpoint.

http://www.scottishwidowsprotect.co.uk
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MENTAL ILLNESS
It is common knowledge that one in four people suffer from a mental 
health condition in any given year, yet only roughly one in seven of 
our customers disclose this on their application form. One 
contributing factor to this could be a level of self-selection – where 
customers feel they can’t get insurance or it will be too expensive and 
therefore don’t apply for cover in the first place. If we can 
communicate more effectively about the disclosures customers make 
and the potential outcomes, we can narrow this perception gap.

Anxiety and depression are the most common forms of mental health 
conditions in the UK, so it should come as no surprise that this is our 
top disclosure at Scottish Widows. Although these are separate 
conditions, unfortunately they too often come as a pair. Anxiety can 
be characterised by excessive and unfounded fear which can cause 
physical symptoms such as increased heart rate, an upset stomach 
and panic attacks to name a few. Depression can also affect your 

sleep quality as well as daily activities and appetite, often lowering 
your mood and leaving you feeling exhausted. In severe cases this 
can be life threatening as sufferers may attempt to take their own 
lives, and is often associated with other health risks such as alcohol 
or drug abuse. At Scottish Widows we’re proud of our ability to offer 
standard rates to the majority of customers who disclose a mental 
health condition. We do this by considering:

• any time off work in the last five years 

• number of episodes suffered and length of symptoms

• details of treatment (including ongoing, hospital or  
psychiatrist treatment)

• details of any episodes of overdose, attempted suicide or  
self-harm.

Here are some examples of the potential outcomes:

Details of condition Life cover Critical illness cover
Total permanent 
disability (TPD)

Mild anxiety/depression – no medication, 
time off work, current symptoms, self-harm 
or psychiatric treatment

Ordinary rates Ordinary rates Ordinary rates or 
exclusion

Moderate anxiety/depression – ongoing 
treatment, current symptoms, some time off 
work and secondary input such as psychiatry

Ordinary rates to +100% 
loading

Ordinary rates to +50% 
loading

Ordinary rates, exclusion 
or decline

Major depression/bipolar disorder – history 
of depression/bipolar disorder, no further 
medication or psychotherapy, or stabilised 
on treatment

When stable +50% to 
+150% loading

When stable ordinary 
rates to +75% loading

Decline

Major depression/bipolar disorder – 
symptoms present and on treatment

Individual consideration Individual consideration Decline

Anxiety and depression are the most 
common forms of mental health 

conditions in the UK
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BACK PAIN 
Many people will suffer with back pain at some point in their lives, 
which is why it’s our second most disclosed condition. The symptoms 
can vary from person to person – the pain can be sudden or chronic, 
localised or radiated and constant or intermittent in the form of a 
sharp pain, a dull ache or a burning sensation. These symptoms can 
include tingling, weakness or numbness. As they are so varied we take 
into consideration a variety of different factors which include;

• details of last symptoms 

• details of any surgery

• details of any treatment 

• frequency of symptoms

• details of any time off work

By evaluating this information we will always make a decision at 
point of sale, resulting in the majority of customers being offered 
standard rates at application stage.

Here are some examples of potential outcomes:

Details of condition Life cover Critical illness cover Total permanent disability

Last symptoms more than six 
months ago

Ordinary rates Ordinary rates Ordinary rates or exclusion

Last symptoms within six months 
but no more than occasional pain 
or stiffness

Ordinary rates Ordinary rates Exclusion or decline

Last symptoms within six months 
and persistent pain or stiffness

Ordinary rates Ordinary rates Exclusion or decline

Persistent, severe and disabling 
back pain (including cervical and 
lumbar pain)

Ordinary rates to +50% 
loading

Ordinary rates to +50% 
loading

+50% loading or decline

ASTHMA
Again for asthma we are able to make all decisions at point of sale so 
there’s no need for medical evidence. As our third most common 
disclosure this can save consumers a lot of valuable time, especially 
as there are roughly 5.4 million people in the UK currently receiving 
treatment for asthma. Asthma is a disorder where the bronchi become 
inflamed and narrowed; leading to an increase in mucus production 
making it difficult to breathe. This can lead to an asthma attack, 

symptoms of which include coughing, wheezing, shortness of breath 
and tightness in the chest, although thankfully are usually reversible. 
In order to judge the severity of this condition we ask the customer to 
provide the following:

• date and frequency of last symptoms

• duration and effect of symptoms 

• details of any steroid tablet requirements.

Details of condition Life cover Critical illness cover

Over two years since last taken treatment or 
experienced symptoms

Ordinary rates Ordinary rates

Regular days with no symptoms and no impact 
on daily activities 

Ordinary rates Ordinary rates (possibly excluding TPD)

Daily symptoms affecting daily activities +50% to +100% loading Ordinary rates

Continual symptoms affecting daily activities 
and may have required oral steroids

+100% loading to decline Ordinary rates (excluding TPD) to 
decline

*Rating ranges will be higher for smokers
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IMPROVING TRUST AND CONFIDENCE
It’s no secret that we’re an ageing nation and the likelihood of a 
consumer disclosing a medical condition goes hand in hand with this. 
Conditions, like those mentioned previously, are all too common and 
with the majority of applications having some sort of disclosure we 
need to normalise this conversation for both ourselves and our 
consumers. By increasing transparency within our philosophy we 
hope to increase trust with our consumers that what we’re doing is 
fair and confidence that we can offer cover.

There is also more we can do to help advisers and customers alike 
understand the decisions made, and the rationale behind this. Our 
underwriting team can provide the relevant information to support 
their decision making, and are always keen to aid that understanding.

ENSURING THE NEED IS MET
Every protection provider will have a level that they don’t want to 
take that particular risk, and will differ across each company for both 
risk management and commercial reasons. That is to be expected, 
and no different to any other market place. However, it is a market 
place, and therefore as a collective the aim is to ensure customers 
can access insurance where possible. This is why it’s important that 
the consumer’s financial need is recognised and dealt with, regardless 
of whether we at Scottish Widows can offer cover. There are many 
specialists that the customer can be signposted to so that this need 
can still be met, particularly for more complicated conditions. As an 
industry we run the danger of making customers feel like they are 
‘uninsurable’ if we don’t signpost correctly, or explain the decisions 
we make effectively. Within our industry we know how valuable this 
cover can be, and it’s important that consumers can access this.

techtalk



On the 1st October 2018, the Insurance Distribution Directive 
(IDD) was installed in place of the Insurance Mediation 
Directive, with the overriding objective of delivering clear, 
fair outcomes for consumers from the insurance sector.
It impacts all firms undertaking insurance distribution 
activities, most notably pure protection and general 
insurance, but also insurance based investment products 
such as bonds. 

ACTING IN THE CUSTOMER’S  
BEST INTERESTS 

ALUN 
BEYNON

Alun Beynon has worked in the UK protection market for 35 years. He 
worked at AEGON for 26 years where he was head of their protection 
business, before leaving in 2010 to establish his own consultancy business. 
Since 2012, he has worked with Scottish Widows on the development and 
distribution of the Scottish Widows Protect proposition. 

The two strands of the IDD that arguably have greatest impact on protection distribution are:

1
Professional and organisation requirements – ensuring distributors 
(whether advised or unadvised) have appropriate knowledge and 
accrue continuing professional development (CPD) accreditation.

2 Conduct of business rules – requiring all distributors to “act in the 
best interests of customers”.

techtalk
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Whilst accruing CPD credits and building knowledge is a relatively 
binary requirement, acting in the best interests of customers is more 
open to interpretation, particularly in the absence of any prescriptive 
definition from the regulator.

Individual protection products can be distributed on an advised 
basis through wealth advisers, mortgage brokers and protection 
specialists, but they can also be distributed on an unadvised or even 
execution-only basis, so defining what is acting in the best interests 
of customers is not as straightforward as it seems.

There are, however some observations worth making that perhaps 
can challenge the way intermediaries of whatever hue approach the 
protection market, particularly in relation to delivering the best 
possible customer outcome.

For example, few would agree that preventing customers from 
accessing protection solutions could be defined as acting in their 
best interests. However we see evidence of such activity in the 
market place, such as health-screening customers to determine the 
likely degree of difficulty in processing the case and getting it on 
risk. Customers deemed ‘too difficult’ are often triaged out of the 
sales process. 

Equally it can be argued that exposing a customer to significant debt, 
typically a mortgage, without ensuring sufficient life or health 
protection is in place does not deliver a great customer outcome – 
and yet this is a commonly cited occurrence. 

Another point of reflection would be, whether a protection advice 
process influenced by the cheapest premium on a quote portal 
supports the concept of acting in the customer’s best interests. Here 
things can get fuzzy around the edges because for many people cost 
is a significant factor. The key question however is whether the cost 
we are talking about is appropriate for the customer’s risk profile – 
and a sales process that relies on a quote comparison service without 
knowledge of customer risk profile (caveat age, occupation, smoker 
status) doesn’t fulfil this objective, but it’s what we’ve always done 
– so that’s okay isn’t it? 

Interestingly, in recent years portals have tried to mix it up a bit by 
dipping their toes into the world of predictive underwriting – more 
on that shortly – but for now it is becoming increasingly clear that 
basing a client recommendation on an assumption of ordinary rate 
premium, is not going to deliver the best possible outcome for many 
customers, but the industry has more development work to do yet to 
persuade advisers otherwise. 

A third observation would be around the increasingly complex 
product environment that has emerged over time. This complexity 
has created the opportunity for an additional breed of comparison 
service to evolve to help advisers distil which product offers the most 
comprehensive cover. Somewhat paradoxically, it could be argued 
that these services have exacerbated the scale of product complexity 
as insurers strive to outdo each other in the delivery of ‘added value’ 
options, but few seem to be asking questions such as:

1.
How many more claims are being paid/will 
be paid as a consequence of these options/
additional cover?

2.
Do these enhanced products actually 
represent good value for money?

3.
Do more complex products encourage 
advisers to engage more meaningfully with 
the protection market?

4.
Do more complex products deliver better 
customer outcomes? 

If we take critical illness (CI) as an example, Defaqto reports that 
96.26% of claims paid in the market are paid out under the top 10 
conditions and that the remaining 3.74% claims are paid out under 23 
conditions. So surely the strength of definition of the top 10 conditions, 
coupled with how an insurer underwrites and assesses the risk 
presented by each customer should be a more important influencer in 
delivering a better customer outcome, than recommending a product 
with a multitude of additional conditions/options? 

It surely has to be in the customer’s best interests for an adviser 
to consider the underwriting outcome for the customer as part 

of the recommendation process, and not in hindsight.
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So we currently have a market in which the key competitive battlefields have been shaped around price and product. Looking forward it 
seems logical that the industry should drive towards a place where the adviser can reflect the underwriting outcome for the customer at 
the point of recommendation. As indicated earlier, the industry portals have to some extent already created the potential to deploy some 
predictive underwriting questions during the quotation process – particularly around height and weight (body mass index or BMI) – which 
as a consequence of increasing levels of obesity in the UK is the disclosure that drives the highest percentage of underwriting ratings.

Let’s look at a simple case study

FEMALE 

Age: 30 next birthday

Height: 5 feet 6 inches

Weight: 14 stone 10 pounds

non-smoker

no other known cardiovascular risk

requires life with accelerated CI cover over  
30 years, £130,000 sum assured

£33.48
cheapest premium

Ordinary rate quote £33.48 a month is selected  
on the basis of the cheapest premium.

£6,026
additional cost

The underwritten outcome however results in a 50% rating which drives 
an additional cost of £6,026 throughout the lifecycle of the policy. 

The adviser then needs to determine whether to persuade the customer  
to carry the rating or investigate whether any other provider would  

offer a lower rating or even standard terms.

To circumvent this eventuality – why wouldn’t the adviser use a predictive 
underwriting tool to better assess the likely underwriting outcome?

Iress/Ipipline (Xrae)/UnderwriteMe – all provide functionality to deliver this.

Disappointingly, feedback from the Iress 
and Ipipeline portals suggest that little 
more than 10% of quotes use the height 
and weight question to provide an 
indicative quote. The fact that this 
functionality is little used suggests that 
either advisers are unaware of its existence 
or they have little confidence in the 
accuracy of the output. Equally 
disappointing is the fact that not all 
providers are looking to support these 
services which consequently does little to 
encourage adviser engagement.

Given that customers with high BMI 
readings carry greater risks associated 
with heart attack, cancer, stroke and 
diabetes, then, rather than continuing to 
exacerbate an already complex product 
environment by adding covers that deliver 

tenuous value, perhaps the industry could 
secure greater levels of adviser engagement 
if it concentrated its efforts on delivering 
transparency and efficiency into the 
underwriting process, along with finding 
ways of delivering underwriting outcomes 
into the recommendation process.

The much newer to market service provided 
by UnderwriteMe has been designed with 
this in mind, it provides a comparison 
service based on fully underwritten terms, 
although there are more basic iterations 
available. UnderwriteMe has gained early 
traction with distributors that operate a 
real time sales process – primarily the  
tele-digitals. Whilst the majority of insurers 
have engaged in its service, there are a 
couple of notable absentees that will act as 
a braking mechanism to wider adoption. 

As the case study demonstrates, how an 
insurer assesses a customer’s risk can 
have a profound impact on the cost 
throughout the lifecycle of the policy. It 
surely has to be in the customer’s best 
interests for an adviser to consider the 
underwriting outcome for the customer as 
part of the recommendation process, and 
not in hindsight.

If distributors are going to act in the  
best interests of their customers, then  
they ought to be making more demands  
of the market (particularly insurers) in  
this area. Not only will this help deliver 
better customer outcomes, but it will  
also help drive operational efficiency and 
profitability for distributors.
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TRUST BASICS: BARE, 
DISCRETIONARY,  
FLEXIBLE AND SPLIT
A useful round up of trust basics – applicable to both 
family protection policies and investment bonds.

BERNADETTE 
LEWIS

Bernadette joined the group in 2006. She has over 35 years’ experience in 
Financial Services with both intermediaries and providers. She has broad 
and deep technical experience across pensions, protection, tax and trusts.

INITIAL GIFTS AND REGULAR PREMIUMS

Bare trust

Bare trusts are the simplest form of trust. They’re also known as 
absolute or fixed interest trusts and while there can be subtle 
technical differences, these terms are interchangeable for the 
purposes of this article.

The settlor – the person creating the trust – makes a gift into the trust 
which is held for the benefit of a specified beneficiary. If the trust is 
for more than one beneficiary, each person’s share of the trust fund 
must be specified.

For lump sum investments, after allowing for any available £3,000 
annual exemptions, the balance of the gift is a potentially exempt 
transfer (PET) for inheritance tax (IHT) purposes. As long as the 
settlor survives for seven years from the date of the gift, it falls 
outside their estate. The trust fund falls into the beneficiary’s IHT 
estate from the date of the initial gift.

With loan trusts, there isn’t any initial gift – the trust is created with 
a loan instead. And with discounted gift plans, so long as the settlor 
is fully underwritten at the outset, the value of the initial gift is 
reduced by the value of the settlor’s retained rights.

http://www.scottishwidowsprotect.co.uk
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The current nil-rate tax band  
up to 2020/2021

£325,000

When family protection policies are set up in bare trusts, regular 
premiums are usually exempt transfers for IHT purposes. The normal 
expenditure out of income exemption often applies, so long as the 
cost of the premiums can be covered out of the settlor’s excess 
income in the same tax year, without affecting their normal standard 
of living. Where this isn’t possible, the £3,000 annual exemption 
often covers some or all of the premiums. Any premiums that are non-
exempt transfers into the trust are PETs if the premiums are paid via 
the trustees, but CLTs if paid directly to the provider.

Special valuation rules apply when existing life policies are assigned 
into family trusts. Generally speaking, the transfer of value for IHT 
purposes is treated as the greater of the open market value and the 
value of the premiums paid up to the date the policy is transferred 
into trust. There’s an adjustment to the premiums paid calculation for 
unit linked policies if the unit value has fallen since the premium was 
paid. The open market value is always used for term assurance 
policies that pay out only on death, even if the value of the premiums 
paid is greater.

Discretionary trust 

With a discretionary trust, the settlor makes a gift into trust and the 
trustees hold the trust fund for a wide class of potential beneficiaries. 
Technically this is known as settled or relevant property.

For lump sum investments, the initial gift is a chargeable lifetime 
transfer (CLT) for IHT purposes. It’s possible to use any available £3,000 
annual exemptions. If the total non-exempt amount gifted is greater 
than the settlor’s available nil-rate band there’s an immediate IHT 
charge at the 20% lifetime rate – or effectively 25% if the settlor pays 
the tax. The settlor’s available nil-rate band is essentially the current 
nil-rate band less any CLTs they’ve made in the previous seven years. So 
in many cases where no other planning is in place, this will simply be 
the current nil-rate band, which is £325,000 up to 2020/2021. The 
residence nil-rate band isn’t available to trusts or any lifetime gifting.

Again, there’s no initial gift when setting up a loan trust, and the initial 
gift is usually discounted when setting up a discounted gift plan.

Where a cash gift exceeds the available nil-rate band, or an asset is 
gifted which exceeds 80% of the nil-rate band, the gift must be 
reported to HMRC on an IHT 100.

When family protection policies are set up in discretionary trusts, 
regular premiums are usually exempt transfers for IHT purposes for 
the reasons explained earlier. Any premiums that are non-exempt 
transfers into the trust will be CLTs.

The special valuation rules for existing policies assigned into trust 
outlined earlier apply in the same way.

Flexible trust with default beneficiaries

This type of trust is similar to a fully discretionary trust, except that 
alongside a wide class of potential beneficiaries, there must be at 
least one named default beneficiary.

Flexible trusts with default beneficiaries set up in the settlor’s lifetime 
from 22nd March 2006 onwards are treated in exactly the same way 
as discretionary trusts for IHT purposes. Different IHT rules apply to 
older trusts set up by 21st March 2006 that meet specified criteria 
and some will trusts, but further discussion is outside the scope of  
this article.

Split trust

Split trusts are often used for family protection policies with critical 
illness or terminal illness benefits in addition to life cover. Split 
trusts can be bare trusts, discretionary trusts, or flexible trusts with 
default beneficiaries.

When using this type of trust, the settlor/life assured carves out the 
right to receive any critical illness or terminal illness benefit from the 
outset, so there aren’t any gift with reservation issues. In the event of 
a claim, the provider normally pays any policy benefits to the trustees, 
who must then pay any carved out entitlements to the life assured 
and use any other proceeds to benefit the trust beneficiaries. 

If terminal illness benefit is carved out, this could result in the 
payment ending up back in the life assured’s IHT estate before their 
death. A carved out terminal illness benefit is treated as falling into 
their IHT estate once they meet the conditions for payment. So not 
claiming the benefit doesn’t do anything to solve this problem.
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ONGOING TAX IMPLICATIONS

Bare trust 

With a bare trust there are no ongoing IHT reporting requirements and 
no further IHT implications. With protection policies, this applies 
whether or not the policy can acquire a surrender value. Where the 
trust holds a lump sum investment, the tax on any income and gains 
usually falls on the beneficiaries. The most common exception is where 
a parent has made a gift into trust for their minor child or step-child, 
where parental settlement rules apply to the income tax treatment.

Therefore, the trust administration is relatively straightforward even 
for lump sum investments. Where relevant, the trustees simply need 
to choose appropriate investments and review these regularly.

Discretionary trust

As well as the potential for an immediate IHT charge on the creation 
of the trust, there are two other points at which IHT charges will 
apply. These are known as periodic charges and exit charges.

Periodic charges apply at every 10 yearly anniversary of the creation 
of the trust. Exit charges may apply when funds leave the trust. The 
calculations can be complex but are a maximum of 6% of the value of 
the trust fund. In many cases they’ll be considerably less than this as 
in simple terms, the 6% is applied on the value in excess of the trust’s 
available nil-rate band. However, even where there is little or in some 
circumstances no tax to pay, the trustees still need to submit an IHT 
100 to HMRC. Under current legislation, HMRC will do any 
calculations required on request.

For a gift trust holding an investment bond, the value of the trust fund 
will be the open market value of the policy – normally its surrender 
value. For a loan trust, the value of the trust fund is the bond value 
less the amount of any outstanding loan still repayable on demand to 
the settlor. For discounted gift schemes, the value of the trust fund 

normally excludes the value of the settlor’s retained rights – and in 
most cases, HMRC is willing to accept pragmatic valuations. For 
example, where the settlor was fully underwritten at the outset, and 
is not terminally ill at a 10 yearly anniversary, any initial discount 
taking account of the value of the settlor’s retained rights can be 
recalculated as if the settlor was 10 years older than at the outset.

If a protection policy with no surrender value is held in a discretionary 
trust, there will usually be no periodic charges at each 10 yearly 
anniversary. However, a charge could apply if a claim has been paid 
out and the funds are still in the trust. In addition, if a life assured is 
in severe ill health around a 10 yearly anniversary, the policy could 
have an open market value close to the claim value. If so, this has to 
be taken into account when calculating any periodic charge.

Where discretionary trusts hold investments, the tax on income and 
gains can also be complex, particularly where income producing 
assets are used. The trustee rates of tax in 2020/21 are 45% on 
interest and rent, 38.1% on dividends and 20% on most capital gains. 
Many of these complications can be avoided by investing in life 
assurance investment bonds as these are non-income producing 
assets and allow trustees to control the tax points on any chargeable 
event gains.

Flexible trust with default beneficiaries

All post 21st March 2006 lifetime trusts of this type are taxed in the 
same way as fully discretionary trusts for IHT and capital gains tax 
purposes. For income tax purposes, any income is payable to and 
taxable on the default beneficiary. However, this doesn’t apply to 
even regular withdrawals from investment bonds, which are non-
income producing assets. Bond withdrawals are technically capital 
payments even though chargeable event gains are subject to income 
tax. As with bare trusts, the parental settlement rules apply if parents 
make gifts into trust for their minor children or step-children.

As long as the settlor survives for seven years  
from the date of the gift, it falls outside their estate.
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BENEFICIARIES, CONTROL AND FLEXIBILITY

Bare trust

With a bare trust, the trustees look after the trust property for the known 
beneficiaries, who become absolutely entitled to it at age 18 (age 16 
in Scotland). Once a gift is made, or a protection trust set up, the 
beneficiaries can’t be changed and money can’t be withheld from them 
beyond the age of entitlement. This aspect makes them unattractive 
to many clients, who’d prefer to retain a greater degree of control.

For cases where the beneficiaries are already adults it could even be 
argued that there isn’t really a trust at all where lump sums are 
invested. This is particularly true with a straightforward gift trust. 
However, when used as part of loan trust or discounted gift trust 
planning, there can still be some advantages, as the beneficiaries will 

normally agree to wait to obtain the benefits. If a beneficiary does 
use their right to demand their share of the trust assets, the trustees 
are obliged to make payment after having secured the settlor’s rights. 
With a loan trust, this means repaying any outstanding loan. With a 
discounted gift trust, it means securing the settlor’s right to receive 
their fixed payments for the rest of their life.

With protection policies in bare trusts, any policy proceeds that 
haven’t been carved out for the life assured’s benefit under a split 
trust must be paid to the trust beneficiary if they’re an adult. Where 
the beneficiary is a minor, the trustees must use the trust fund for their 
benefit. For example, if the proceeds are used to repay a surviving 
parent’s mortgage, it’s likely the minor beneficiary’s financial interest 
would need to be secured in some way on the property.

Difficulties can arise if it’s discovered that a trust beneficiary has 
predeceased the life assured. In this case, the proceeds belong to the 
legatees of the deceased beneficiary’s estate, which can leave the 
trustees with the job of tracing them.

The fact that beneficiaries are absolutely entitled to the funds also 
means the trust offers no protection of the funds from third parties, 
for example in the event of a beneficiary’s divorce or bankruptcy.

Discretionary trust

As you would expect from the name, these trusts give the trustees 
discretion over who benefits and when. The trust deed will set out all 
the potential beneficiaries and these usually include a wide range of 
family members, plus any other individuals the settlor has chosen.

This gives the trustees a high degree of control over the funds. The 
settlor is often also a trustee to help ensure their wishes are 
considered during their lifetime. In addition the settlor can provide 
the trustees with a letter of wishes identifying who they’d like to 
benefit and when. The letter isn’t legally binding, but can give the 
trustees clear guidance which can be amended if circumstances 
change. The settlor might also be able to appoint a protector, whose 
powers depend on the trust provisions, but usually include some 
degree of veto.

This degree of control is attractive to many. Family disputes are 
not uncommon and many feel they’d prefer to pass funds down the 
generations when the beneficiaries are slightly older than 18. A 
discretionary trust also provides greater protection from third 
parties, for example in the event of a potential beneficiary’s 
divorce or bankruptcy, although in recent years this has come 
under greater challenge.

Flexible trust with default beneficiaries

When it comes to beneficiaries and control, there are no significant 
differences between fully discretionary trusts and this type of trust. 
There will be a wide range of potential beneficiaries. In addition, 
there will be one or more named default beneficiaries. Naming a 
default beneficiary is no more binding on the trustees than providing 
a letter of wishes setting out who the settlor would like to benefit 
from the trust fund. The trustees still have discretion over which of 
the default and potential beneficiaries actually benefits and when. 
Some older flexible trusts limit the trustees’ discretionary powers to 
within two years of the settlor’s death, but this is no longer a common 
feature of this type of trust.

In the event of a claim, the provider normally pays any  
policy benefits to the trustees, who must then pay any  

carved out entitlements to the life assured and use  
any other proceeds to benefit the trust beneficiaries.
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SUMMARY OF THE KEY DIFFERENCES

Bare trust
Discretionary trust / flexible trust with default 
beneficiaries (created from 22nd March 2006)

After allowing for any available £3,000 annual exemptions, 
initial gift is a PET. No immediate IHT consequences of making 
the gift.

After allowing for any available £3,000 annual exemptions, 
initial gift is a CLT. Immediate charge to IHT if amount of gift 
exceeds settlor’s available nil-rate band.

Regular premiums are usually exempt under normal expenditure 
out of income and/or £3,000 annual exemptions and PETs to the 
extent they’re not exempt, provided the premiums are paid via 
the trustees.

Regular premiums are usually exempt under normal expenditure 
out of income and/or £3,000 annual exemptions and CLTs to the 
extent they’re not exempt.

Minimal trust administration and no ten year charge or  
exit charge.

Settled property regime applies with reporting requirements and 
ten year charge and exit charge.

Beneficiaries must be named at the outset and it’s not possible 
to change them or to benefit anyone yet unborn.

Flexibility maintained as beneficiaries can be changed according 
to circumstances and future generations catered for.

Lack of flexibility – beneficiaries are absolutely entitled to the 
trust fund and can demand it at any time once they reach age 18 
(16 in Scotland).

Control in trustees’ hands as they have discretion over who 
benefits and when – sometimes subject to a protector’s approval.

Trust fund is in beneficiaries’ estates for IHT purposes. Trust fund is not in any individual’s estate.

No protection against claims by third parties  
(for example on divorce or bankruptcy of beneficiary).

Greater protection from third parties as beneficiaries benefit 
only at the discretion of trustees.

Note: this guidance doesn’t cover business protection trusts or relevant life policy trusts.

Simplicity versus control and flexibility

Essentially these types of trust offer a trade-off between simplicity and 
the degree of control available to the settlor and their chosen trustees.

For most, control is the more significant aspect, especially where any 
lump sum gifts can stay within a settlor’s available IHT nil-rate band. 
Keeping gifts within the nil-rate band and using non-income 
producing assets such as investment bonds can allow a settlor to 
create a trust with maximum control, no initial IHT charge and limited 
ongoing administrative or tax burdens. In other cases, for example, 
grandparents funding for school fees, the bare trust may offer 
advantages. This is because tax will fall on the grandchildren and 
most of the funds may be used up by the age of 18.

The considerations are slightly different when considering family 
protection policies, where the settlor will often be dead when policy 
proceeds are paid out to beneficiaries. A bare trust ensures the policy 
proceeds will be payable to one or more individuals, with no 
uncertainty about whether the trustees will follow the deceased’s 
wishes. However, this can also mean that the only solution to a 
change in circumstances, such as divorce from the intended 
beneficiary, is to start again with a new policy. Remember that 
settlors are often excluded from benefitting under discretionary and 
flexible trusts. Where this applies, this type of trust isn’t suitable for 
use with joint life, first death protection policies if the primary 
purpose is for the proceeds to go to the survivor.

The considerations are slightly different when considering  
family protection policies, where the settlor will often be  
dead when policy proceeds are paid out to beneficiaries.
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