A Service of

[ ) [ J
(] [ )
J ﬂ Leibniz-Informationszentrum
° Wirtschaft
o Leibniz Information Centre
h for Economics

Make Your Publications Visible.

Advani, Arun; Sturrock, David

Research Report

Reforming inheritance tax

IFS Report, No. R275

Provided in Cooperation with:
The Institute for Fiscal Studies (IFS), London

Suggested Citation: Advani, Arun; Sturrock, David (2023) : Reforming inheritance tax, IFS Report, No.

R275, Institute for Fiscal Studies (IFS), London,
https://doi.org/10.1920/re.ifs.2023.0275

This Version is available at:
https://hdl.handle.net/10419/282965

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dirfen die Dokumente nicht fiir 6ffentliche oder kommerzielle
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort
genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your personal
and scholarly purposes.

You are not to copy documents for public or commercial purposes, to
exhibit the documents publicly, to make them publicly available on the
internet, or to distribute or otherwise use the documents in public.

If the documents have been made available under an Open Content
Licence (especially Creative Commons Licences), you may exercise
further usage rights as specified in the indicated licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://doi.org/10.1920/re.ifs.2023.0275%0A
https://hdl.handle.net/10419/282965
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

l I I I Fs Institute for Fiscal Studies

IFS Green Budget Chapter 7
R275

Arun Advani
David Sturrock

Reforming
inheritance tax

Economic .
and Social Nuffleld_
Research Council Foundation




IFS Green Budget 2023 1

7. Reforming inheritance tax

Arun Advani (IFS and University of Warwick) and David Sturrock
(IFS and UCL)'

Key findings

1. Inherited wealth is growing — and set to continue to grow — compared with
earned incomes, and it will have a growing impact on inequalities by parental
background. While inheritances will remain small for those with the least wealthy fifth
of parents, for those with the wealthiest fifth of parents they are set to rise from
averaging 17% of lifetime income for those born in the 1960s, to averaging 30% of
lifetime income for those born in the 1980s. If the annual flow of non-spousal
inheritances next year was equally shared across those aged 25, this would imply each
receiving around £120,000.

2. Exemption thresholds, which allow many couples to pass on up to £1 million
tax-free, mean that the share of deaths resulting in inheritance tax is small, at
around 4% in 2020-21, but a larger and growing proportion are potentially
affected by the tax. The proportion of deaths resulting in inheritance tax is set to grow
to over 7% by 2032-33. The number of people affected by inheritance tax will be still
larger. By 2032-33, one in eight people (12%) will have inheritance tax due either on
their death or their spouse or civil partner’s death.

3. Inheritance tax revenues are small, at £7 billion (or 0.3% of GDP) a year.
However, we forecast that by 2032-33 they will rise to just over £15 billion in
today’s prices (0.5% of GDP), driven by increasing levels of wealth held by
subsequent generations of retirees. It is of growing importance that this tax is well
designed.

T Advani acknowledges funding from his Nuffield ‘Broad Shoulders’ grant (WEL/FR-000023787) and a grant from
the Economic and Social Research Council (ES/W012650/1). Sturrock acknowledges funding from an ESRC grant
(ES/V001248/1). Both authors thank Stuart Adam and Emma Chamberlain for comments.
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2 Reforming inheritance tax

4. The current cost of abolishing inheritance tax would be £7 billion. Around half
(47%) of the benefit would go to those with estates of £2.1 million or more at
death, who make up the top 1% of estates and would benefit from an average tax cut
of around £1.1 million. The 90% or so of estates not paying inheritance tax would not
be directly affected by such a reform.

5. There are several problems with the current design of inheritance taxation.
Reliefs for agricultural and business assets and certain classes of shares, and
the total exemption of pension pots from inheritance tax, open up channels to
avoid the tax and are consequently costly and inequitable and distort economic
decisions. The residence nil-rate band, which gives special treatment to property
passed to direct descendants, raises similar types of problems and is of greater benefit
to those in London and the South. There is a clear case for eliminating the special
treatment of all of these types of assets.

6. Abolishing agricultural and business reliefs and bringing pension pots within
the scope of inheritance tax could raise up to around £1%: billion a year. How
much revenue would be raised is uncertain and depends on various factors including
whether other channels are used to avoid inheritance tax. Making these changes
together would reduce the scope for substituting one avoidance channel for another.

7. Four-fifths of the tax revenue from reform to business relief could be captured
just by capping the relief at £500,000 per person, rather than outright abolition.
Most business wealth is concentrated among those with high wealth, so the fiscal cost
of an additional half a million pounds threshold for business wealth would be low,
though the special treatment would remain unfair and distortionary. Around 90% of
business wealth bequeathed is given as part of an estate worth over £2 million.

8. Removing the special treatment for residential property, by abolishing the
residence nil-rate band (currently set at £175,000) and extending the nil-rate
band from £325,000 to £500,000 would cost around £700 million a year and hold
the proportion of deaths resulting in inheritance tax down at around 4%, while
making the tax system fairer.

9. Areform that capped agricultural and business reliefs, brought pension pots
within the scope of inheritance tax and abolished the residence nil-rate band

could fund an increase in the nil-rate band to around £525,000 or a cut in the
inheritance tax rate from 40% to around 25%.
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10. Increasing the nil-rate band to hold the share of deaths resulting in inheritance
tax down at its long-run average of 4% would require a nil-rate band of £380,000
and cost around £900 million a year. The cost of limiting the scope of the inheritance
tax system in this way would grow over time, reaching £2.7 billion by 2032-33.

11. There are other changes to taxation at death that would improve efficiency and
fairness, and raise revenue. Levying capital gains tax at the point of death would
raise around £1.6 billion a year. Levying income tax on withdrawals from inherited
pension pots regardless of the age at which the giver passed away would also raise
further revenue.

12. Inheritance tax as currently designed has only a small impact on the distribution
of inheritances received and therefore on intergenerational wealth mobility. The
wealthiest fifth of donors will bequeath an average of around £380,000 per child, and
pay inheritance tax of around 10% of this amount. By contrast, the least wealthy fifth of
parents will leave less than £2,000 per child. To have a larger impact on
intergenerational mobility, inheritance tax would have to be substantially expanded in
scope.

13. By the time inheritances are received, wealth inequality is already substantial.
Inheritances are most often received when people are in their late 50s or early 60s.
Around the ages of 50-54, children of the wealthiest fifth of parents have an average of
£830,000 in wealth, while children of the least wealthy fifth have on average £180,000.
While a reformed inheritance tax could do more to promote intergenerational mobility,
big wealth inequalities by parental background already exist before inheritances are
received.

7.1 Introduction

Inheritance tax is arguably the UK’s most disliked tax. A recent YouGov poll found that just
20% of people deemed inheritance tax ‘fair’ (see Ansell (2023)). This compared with almost
60% for National Insurance contributions. There is near-universal agreement that inheritance tax
in its current form needs reform, but no consensus about what that reform should be. Complaints
range from saying that the tax is far too easy to avoid — because of exemptions for certain types
of assets and for gifts made more than seven years before death — and so needs to be expanded,
to claims that there is no justification for (further) taxing those who choose to pass on their
wealth to their children and that the tax should be abolished.
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4 Reforming inheritance tax

Figure 7.1. Number of inheritance-tax-liable estates per 100,000 residents, by parliamentary
constituency
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Source: Authors’ calculations using HM Revenue and Customs (2023a, table 12.9).

There are a number of well-noted and established issues with the current design of inheritance
tax and indeed with the way that the tax system treats death more generally. These have been set
out by, for example, the Office of Tax Simplification (2019) and the All-Party Parliamentary
Group for Inheritance and Intergenerational Fairness (2020). There is good reason to think that

reform could make the tax system fairer and more economically efficient.

Reform of inheritance tax is a topic worth considering now for multiple reasons. In the
immediate term, a group of Conservative MPs, in consort with a Daily Telegraph campaign,
have sought to push the Chancellor to commit to abolishing the tax. Looking to the near future,
governments of all stripes may seek to raise more revenues from taxing wealth and wealth
transfers in order to meet fiscal pressures. There are many political considerations that bear on
choices around inheritance tax, not least its unequal effects across the country. Figure 7.1 shows

that there are far more inheritance-tax-liable estates per resident in the South of England.

Taking a longer-term view, the rapid growth of wealth compared with earnings over the past
several decades has brought with it questions about the balance of taxation across generations

and the growing role of parental wealth transfers in driving differences in life outcomes within
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today’s working-age generations. Inheritances have grown, and are expected to continue to
grow, faster than earnings, meaning that they are projected to have a growing negative impact on
intergenerational mobility (van der Erve et al., 2023). Put simply, it is becoming harder to use
savings from earnings to make up for a lack of inheritance relative to others born at the same
time. Questions around how inheritances should best be taxed will become more pressing with

time.

In this chapter, we consider problems with the current design of inheritance tax, examine the
revenue and distributional consequences of potential reforms, and discuss some wider issues
about how the tax system operates at death. Our focus is on incremental reforms which build on
the current structure of inheritance tax, although we note areas where more fundamental reform
could be considered. We consider some reforms that expand the tax base and eliminate
exemptions for certain types of assets. We also analyse the effects of reforms that would take
some estates out of paying inheritance tax, including increasing tax-free thresholds and complete
abolition of the tax. We show combinations of reforms that would bring certain assets into the
inheritance tax base while at the same time reducing the tax liability for some. Our options
encompass some that raise revenue, some that would reduce it and some that are revenue-
neutral. While our focus is on inheritance tax, we also note some other ways in which taxation

around the point of death should be reformed.

Section 7.2 sets out how inheritance tax currently works and Section 7.3 discusses the economic
trends relevant to inheritances and inheritance tax. Section 7.4 outlines some principles of how
an inheritance tax should be structured, with Section 7.5 discussing some problems with the
current system’s design. Section 7.6 quantifies the impacts of reform options. Readers should
note that our policy costing estimates are quite uncertain and should in general be treated as
indicative, because (i) the data we use have less good coverage of the very wealthiest, (ii) assets
in the data do not map directly onto some of the reliefs present in inheritance tax, and (iii) we do
not directly observe all gifts and transfers that people make. Section 7.7 lays out our
recommendations for reform and concludes. Readers interested only in the effects of reforms and

policy recommendations could begin reading at Section 7.6.

7.2 How does inheritance tax work?

Inheritance tax is a tax on the value of the ‘net estate’ when someone dies, i.e. it is a tax on the
value of all the assets they own, less all the debts that they have, after accounting for
exemptions. Gifts made within seven years of the death of the giver are also counted as part of
the giver’s estate, while those made more than seven years before death are not. There is no tax
on the first £325,000 of net assets, while a 40% rate applies above this ‘nil-rate band’ (with

© The Institute for Fiscal Studies, September 2023



6 Reforming inheritance tax

lower rates applicable for gifts made three or more years in advance of death). Where assets are

transferred to a spouse or civil partner, they are generally exempted.

There are two common reliefs that mean that in practice the threshold for many is much higher
than £325,000. First, there is a ‘residence nil-rate band’. This provides an additional exemption
for the first £175,000 of residential property, as long as the property is passed to direct
descendants. The implication is that for many older people, there is no tax on the first £500,000
of net assets. For more valuable estates, worth more than £2 million, the residence nil-rate band
is tapered away. For every additional £1 the estate is worth above £2 million, the residence nil-
rate band is reduced by 50p, effectively increasing the marginal tax rate on each £1 of assets to
60p between £2 million and £2.35 million.

Second, there is the ‘transferable nil-rate band’. Where assets are transferred on death to a
spouse or civil partner, any unused portions of the ordinary and residence nil-rate bands are also
transferred to the surviving partner. This means that on the death of the second spouse, for the
vast majority, up to £1 million in assets can be passed on tax-free. Largely as a consequence of
these reliefs, HMRC statistics show that only 2.1% of estates at death worth under £1 million
paid any inheritance tax in 2020-21.

The complexities of the treatment of these various exemptions mean that the practical threshold
of £1 million for the vast majority of couples is not always understood. While 16% of adults
have individual non-pension wealth exceeding £325,000, only 8% of adults live in a family with
non-pension wealth above £1 million. That said, among those in their 60s, 13% have family non-
pension wealth of £1 million or more. Some of these assets will be spent prior to death, but, in
conjunction with the fact that the nil-rate band threshold has generally been increased over time
— or other reforms that take individuals out of tax introduced — this might mean that a higher
proportion of people consider themselves potentially subject to inheritance tax than actually end
up paying the tax.

As will be further discussed below, transfers of certain types of assets either are not counted as
part of estates for inheritance tax purposes or are given further exemptions. This means that the
effective tax rate can be lower — and in some cases much lower — than would be implied if only

the above exemptions applied.
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7.3 The outlook for inheritances and
inheritance tax

The growth of inheritances

Recent decades have seen the flow of inheritances increase substantially compared with national
income. The annual flow of non-spousal inheritances is estimated to have increased from 5% to
8% of GDP between the early 1980s and mid 2000s (Alvaredo et al., 2017; Atkinson, 2018) and
has likely continued growing since then. If the annual flow of inheritances was equally shared

across those aged 25, this would imply a transfer to each person of around £120,000.

This increase in inheritances happened partly because of the expansion of private ownership of
housing over time and across generations. While only 40% of those born around the turn of the
20™ century owned their own home at age 70, this increased to over 70% of those born from the
1930s onwards (Corlett and Judge, 2017). This means that, over time, a greater share of those
dying have had some property wealth to bequeath. In addition, the value of wealth has increased
rapidly compared with GDP in recent decades, meaning the value of assets passed on at death
has risen compared with people’s incomes. Average house prices increased from around four
times average household incomes in the early 1990s to around eight times at the eve of the

financial crisis and have stayed around this level since then.

Recent research at IFS has found that in the coming decades, the size of inheritances is likely to
increase further, as compared with the incomes of receivers (Bourquin, Joyce and Sturrock,
2021). There are several reasons to expect this further increase in the importance of inherited
wealth in future years. First, subsequent generations of older households are significantly
wealthier than those that went before them, even when compared at the same point in their life
cycle. For example, those who were born in the 1940s, and therefore aged between 73 and 83
today, on average had almost £100,000 or about 30% more household wealth (in real terms)
when in their early 70s than did those born in the 1930s. Similarly, the 1950s-born generation,
now largely into retirement, is about 25% wealthier, on average, than the 1940s-born generation
(Sturrock, 2023). As the drawdown of non-pension wealth at older ages is typically modest
(Crawford, 2018a and 2018b), we can therefore expect more wealth to be passed down by each

generation that comes to the end of life in the coming decades.

The second reason that inheritances can be expected to increase compared with the incomes of
receivers is that the number of children per person is decreasing as we look across the
generations of older people. That is to say that each generation of younger people, i.e. future
inheritors, will have to share their parents’ estate with fewer siblings. Those born in the 1980s
have on average 1.8 siblings, compared with 2.0 and 2.5 for those born in the 1970s and 1960s

respectively (Bourquin, Joyce and Sturrock, 2020). Even without an increase in the value of
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8 Reforming inheritance tax

estates at death then, assuming all wealth is given to a direct descendent, this would drive a 25%
increase in the average inheritance received between those born in the 1960s and those born in
the 1980s.

Finally, while these two aforementioned factors would be expected to drive an increase in the
size of inheritances received in absolute terms, a lack of growth of non-inherited wealth and
earnings across receiving generations will mean that these inheritances are set to be an
increasing share of lifetime resources for subsequent generations of inheritors (Bourquin, Joyce
and Sturrock, 2021). In other words, it is becoming more difficult for younger generations to
accumulate wealth through non-inherited means. While earnings during working life were
around 30% higher in real terms for the 1940s-born generation than for the 1930s-born on
average, this rate of increase has stagnated in recent decades and the 1980s-born generation has
remarkably started working life with lower average earnings than their predecessors (Sturrock,
2023). This has driven a similar stagnation in wealth accumulation of younger generations.
Consequently, inheritances are expected to double in importance in the coming decades, rising
from 9% of lifetime income for someone born in the 1960s to 16% for someone born in the
1980s (Bourquin, Joyce and Sturrock, 2021). There is, of course, huge uncertainty around any
such projections. The last year has, for example, seen the outlook for interest rates and asset
prices change substantially, such that the wealth to income ratio is now expected to decline in
the coming years (Broome, Mulheirn and Pittaway, 2023). Nevertheless, it would take huge
changes in the economic outlook or in individual behaviour to offset the trends that are expected
to lead to an increased importance of inheritances. While the magnitudes are uncertain, it is
probably safe to say that, absent a very large shock, inherited wealth will be of growing

importance across generations of young people in the coming years and decades.

Implications for inequality and social mobility

One of the commonly discussed concerns about the growth of inheritances, and one of the main
normative justifications given for an inheritance tax, is that inheritances will reduce social

mobility.

Younger generations are expected to inherit increasingly large sums as a whole. However, these
will not be equally spread. Within each generation of older people, there is a substantial minority
who do not own their own home and have minimal other bequeathable wealth. Their children
therefore cannot expect to receive any substantial inheritance. As shown in Figure 7.2, while the
parents of someone born in the 1980s has wealth per heir of around £180,000 at the median, over
10% of parents have no wealth to bequeath. At the upper end, 25% of individuals have parents
with wealth per heir of over £360,000, with the top 10% richest parents having over £600,000 to

potentially leave to each heir.
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Figure 7.2. Distribution of per-heir parental wealth at parental age 65, by decade of birth
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Source: Bourquin, Joyce and Sturrock, 2020. Uprated to 2023 prices.

Figure 7.3. Median inheritance as a percentage of lifetime (excluding inheritance) net
income, by parental wealth quintile and decade of birth
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10 Reforming inheritance tax

Figure 7.4. Per-heir parental wealth by decade of birth and region
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Together with the growing importance of inheritance as a part of lifetime economic resources,
this inequality in future inheritances means that parental wealth is set to be a greater driver of
lifetime income across younger generations. Figure 7.3, taken from Bourquin, Joyce and
Sturrock (2021), shows the growing impact that inheritances are projected to have on differences
in lifetime income between those with wealthy and less-wealthy parents. Bourquin et al.
projected that while inheritances would make up less than 5% of the value of non-inheritance
lifetime income for those with the least-wealthy fifth of parents in each of the 1960s-,

1970s- and 1980s-born generations, they will be of growing importance for those with the
wealthiest parents, rising from 17% of lifetime income for those born in the 1960s and with
parents in the wealthiest fifth to almost 30% of lifetime income for those born in the 1980s. In
other words, whether you have high or low lifetime income is set to become more related to your

parental background in the future than it is today or was in recent decades.

Inheritances will also vary substantially by where you grew up because of the strong
geographical pattern to wealth levels. According to Nationwide regional house price data,
average house prices in London in the second quarter of 2023 were £517,000. This compares
with £154,000 in the North-East of England. Figure 7.4 shows that the expansion of parental
wealth, combined with this geographical difference in wealth levels, means there is an

expanding gap in parental wealth — and therefore potential future inheritances — between those
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with parents living in different parts of the country. Notably, the gap between those with parents
in London and the rest of the country has opened up across generations. Among those born in
the 1960s, total parental wealth per heir was around £175,000 for those whose parents lived in
London. This was comparable to figures for the East of England and the South West and was
only around £50,000 more than the figure for the whole of England. For the 1980s-born
generation, wealth per heir for those with parents living in London is around £440,000, by far
the highest of any English region. This is over £170,000 higher than per-heir wealth for England
as a whole and £250,000 higher than the figure for the North-East.

There are also important ethnic differences in parental wealth. Among those aged 25-39, around
75% of white individuals and around 85% of Indian individuals have homeowning parents,
compared with less than 50% of black Caribbean young people (van der Erve et al., 2023).
Ethnic minority groups are under-represented at the upper end of the wealth distribution. Just 6%
of Indian people are in the top 15% of the wealth distribution, as are 4% of black people and 2%
of Pakistani and Bangladeshi people. While part of these differences is accounted for by the
different age distributions of ethnic groups, significant gaps from the white majority remain even

once this is accounted for (Bourquin, Brewer and Wernham, 2022).

Implications for inheritance tax revenues

Inheritance tax revenues are modest in size and only a small portion of overall government
revenues (0.7% of revenues in 2022-23). As inheritances have risen compared with GDP,
inheritance tax revenues have also risen modestly as a share of GDP. They have risen from
around 0.2% of GDP in the 1980s and 1990s to 0.28% of GDP in 2022-23 (Figure 7.5). The
increase in inheritance tax revenues has been tempered by changes to the parameters of
inheritance tax that have made the system more generous. In 2007, the transferable nil-rate band
was introduced, meaning that spouses (and civil partners) could transfer unused portions of their
nil-rate band to their surviving partner. The residence nil-rate band was phased in from April

2017, moderating the increase in revenues between 2017—18 and 2020-21.

Looking forward, over the next five years, the Office for Budget Responsibility (OBR) forecasts
that inheritance tax revenues will be broadly flat as a share of GDP, falling then rising slightly, in
line with the outlook for house prices. In order to look further into the future, we make a projection
of inheritance tax revenues up to 2032-33. We find that the increase in wealth levels held by
successive generations of older people can be expected to translate into rising revenues as a share of
GDP. While the OBR forecasts that revenues will rise from £7.2 billion in 202324 to £8.4 billion
in 2027-28 (worth £8.2 billion in 2023 prices), we forecast that they will rise to £10.3 billion (in
2023 prices) by 2027-28, a difference of £2.1 billion in 2027-28 or 26% of revenues. In other
words, the additional revenue that we forecast would, if correct, be sufficient for the Chancellor to
cut the rate of inheritance tax from 40% to 32%. Without that change, we forecast that revenues will
then continue to rise to £15.3 billion (in 2023 prices) by 2032-33, or 0.48% of GDP.
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12 Reforming inheritance tax

Figure 7.5. Inheritance tax revenues as a percentage of GDP
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Source: OBR’s March 2023 Economic and Fiscal Outlook, IFS revenues composition spreadsheet, and
authors’ calculations using the Wealth and Assets Survey.

In terms of the number of people affected by inheritance tax, the most recent HMRC statistics
show less than 4% of estates paid inheritance tax in 2020-21. However, the rapid growth in
wealth among older individuals means this number is set to rise to over 7% by 2032-33. The
number of people affected by inheritance tax will be still larger. One in eight people (12%) will
have inheritance tax due either on their death or their spouse or civil partner’s death by 2032—-33.
This varies dramatically between the different regions of the country: in London, around 23% of
people (or their surviving spouse or civil partner) will pay inheritance tax in 203233, almost

twice the national average and five times higher than in the North East.

In making this projection, we use the OBR’s assumptions for the growth in asset prices and
nominal GDP to project forward the wealth holdings of older people that are measured in the
Wealth and Assets Survey. In addition to changes in wealth due to asset price changes, we
assume modest drawdown on wealth as households age, at a rate of 2% per year for housing
wealth and 3% for other taxable wealth. We use Office for National Statistics (ONS) mortality
rates that vary by age and sex to project which individuals will pass away and bequeath their
wealth, assuming that the first of those to die in couples bequeaths all wealth to their surviving
spouse or civil partner. We apply the inheritance tax system to projected estates, assuming that
the nominal freeze of inheritance tax thresholds comes to an end in April 2028 and that
thresholds are uprated in line with CPI inflation thereafter, in line with stated government policy.

The main reason that we project substantially more growth in inheritance tax revenues than the
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OBR is that we take account of the fact that subsequent generations have higher wealth holdings
whereas the OBR forecast does not. We further discuss our method and compare it with the
OBR’s forecast in Appendix 7A.

7.4 Principles of inheritance taxation

The arguments for and against taxation of wealth transfers — and around how and to what extent
these transfers should be taxed — are complex. The economic issues that bear on this question
include why people make wealth transfers and how transfer choices respond to taxation, and the
evidence here is far from conclusive. What policy should be implemented also depends heavily
on the normative principles of policymakers. We do not seek to review all of the arguments here.
Instead, we outline what economic principles would suggest about the design of a system of
taxation of wealth transfers, if one is in place. For comprehensive discussion of the issues around

wealth transfer taxation, see Boadway, Chamberlain and Emmerson (2010) and Kopczuk (2013).

The treatment of different types of assets

There is a strong case that if there is an inheritance tax then it should apply in the same way
across all forms of wealth inherited. There are two reasons for this. The first is one of equitable
treatment between those who do (and perhaps are more able to) transfer wealth in some forms
rather than another. The second is an argument from economic efficiency. When choosing the
form in which to hold their wealth, people will consider a range of factors including the ease of
access or hassle involved with holding wealth in some forms, the financial return they can
obtain, including how risky that return is, and the tax treatment of that asset. When some assets
are treated differently by the tax system from others, this has the potential to distort decisions so
that wealth is not held in the way that will maximise its economic returns, subject to the needs of
the holder of that wealth. This may mean that investment decisions in the wider economy are
also impacted, with the potential for investments with higher societal benefits to be forgone
because others are more favourably treated by the inheritance tax system. Arguments are
sometimes made in favour of exempting some assets, such as businesses, but on balance we do
not believe the arguments here are strong, as discussed in the next section. Efficiency arguments
for exemptions, based on a desire to encourage investment in particular asset classes, are also

inconsistent where they do not apply to the asset returns, merely on transfer.

The treatment of transfers made at different points in time

On the face of it, there is a strong case that the tax system should treat gifts made while alive in
the same way as wealth transfers at the point of death, and that is the approach taken in many
countries with some form of wealth transfer taxation. The arguments come from equity of

treatment of those able and not able to make such gifts, and from efficiency, because of the
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potential for gifts to be used to avoid inheritance tax, if not taxed. There are also arguments in
favour of a lower tax rate on lifetime gifts than on inheritances. First, at least some of the wealth
left at death may not be intentionally left to heirs but instead be merely wealth unspent as a
result of uncertainty about the lifespan of the deceased or their inability to access and run down
housing equity. Taxing such inheritances will not lead to a change in economic behaviour and
will therefore be a way of the government raising revenue without causing costly economic
distortions. The same cannot be said of gifts which are intentionally made. Second, gifts may
respond to the needs of the receiver to a greater extent than inheritances and so discouraging
them may be more costly. However, the extent to which bequests are left intentionally or
unintentionally is hard to estimate — using whether or not they are made at death is a rather crude
proxy — and large gifts do not appear to respond substantially to receivers’ financial
circumstances (Boileau and Sturrock, 2023b; Groot, Méhlmann and Sturrock, 2022). There is
therefore a strong case in practice for preventing lifetime gifts from being used for inheritance

tax avoidance by including them within estates (or taxing them when made).

Whether tax should be levied on estates bequeathed or on
inheritances received

Inheritance tax is oddly named because it is a tax on the estate of the deceased rather than being
levied on the wealth received (the ‘inheritance’). The distinction is important because levying a
tax on the receiver allows the tax to vary by their circumstances, including their other sources of
wealth and income. That is, it would allow for a transfer of £500,000 to a millionaire to be taxed
differently from a transfer of £500,000 from the same estate to someone who is poor. There are
arguments in favour of taxes levied on estates and in favour of taxes levied on inheritances, and
these depend on the ultimate justification for taxing wealth transfers. We note here that if the
aim of an inheritance tax is to reduce the effect of inherited wealth on inequalities in economic
resources between those with richer and poorer parents, then it would make sense for that tax to
vary according to the other economic resources of the receivers of inheritances. Under such a
system, one might wish to levy taxes based on the lifetime receipt of wealth transfers. Such a
change in the tax structure would be a significant departure from the current system and, despite
the fact that it has been recommended as the most appropriate way of taxing inheritances and
inter vivos transfers by numerous economic analyses, commissions and reports (e.g. Meade,
1978; Intergenerational Commission, 2018), does not appear to be presently under consideration,

and so we do not consider it further here.

Relationship between inheritance tax and other taxes

Inheritance tax should not be seen as a replacement for other taxes, such as taxes on returns to
wealth. Where taxes would apply when someone did not die, such as capital gains tax on
increases in the price of assets or income tax on pension pots when drawn down, the occurrence

of death should not lead to any relief from the paying of these taxes. Where this leads to two

© The Institute for Fiscal Studies, September 2023



IFS Green Budget 2023 15

taxes being paid at the same point, sometimes described as ‘double taxation’, it is only making
explicit the fact that (at least in some cases) inheritance tax will represent taxing assets that are
taxable for some other reason apart from their transfer between individuals. The case for having
an inheritance tax rests on being able to justify such double taxation (Summers, 2021). However,
it is also worth noting that the two biggest asset classes in the UK — (main) homes and pensions
— are exempt from taxes such as capital gains tax. Any special treatment of assets inherited
would again give rise to equity and efficiency issues. Some may — unfairly — avoid these taxes, if
they held their wealth in a form that was given special treatment. The potential to avoid tax at
death may lead some assets to be held onto past the point where this would otherwise be of

economic benefit to the holder or their heirs.

7.5 Problems with the current system of
inheritance tax and taxation at death

In its current form, inheritance tax has a number of problems, each leading to different forms of
unfairness and inefficiency. This section discusses these issues in some detail. Those interested

in our recommendations and impacts of reforms may wish to proceed to Sections 7.6 and 7.7.

Many of the issues with inheritance tax relate to privileged treatment given to particular classes
of assets: residential property, pensions, agricultural land, and businesses all have special
treatment. The treatment given to lifetime gifts — important to consider in conjunction with the
taxation of inheritances — also has problems, as does the treatment of gifts made to charities. In
some ways the UK system of wealth transfer taxation shares some similar problems with other

countries but in some ways it is unusual (see Box 7.1).

Box 7.1. International experience of wealth transfer taxation

The design of inheritance, estate and gift taxes varies considerably across developed countries. In two

key respects, the UK is unusual in how it structures inheritance tax.

First, while most advanced countries levy recipient-based inheritance taxes, the UK is one of just four
OECD countries to levy taxes on estates passed on by donors (OECD, 2021). Recipient-based taxes
allow for differential tax treatment based on the size of each recipient’s inheritance and other personal
characteristics, and a majority of OECD countries use this flexibility to apply graduated inheritance tax

rates. The UK is one of only seven to apply a flat rate above an exemption threshold (OECD, 2021).

Second, the UK is unusual in completely exempting all gifts from taxation, provided that they are
made sufficiently far in advance of death. Other countries that treat inter vivos gifts differently from

inheritances tend to implement tax-free thresholds, which may be renewed at intervals or applied at the
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lifetime level. The UK’s approach is also distinctive in that gifts must be made a relatively long time

before death (seven years) in order to avoid being recharacterised as inheritances. Among OECD

countries applying such restrictions, most choose periods from one to three years.

Figure 7.6. Revenue from inheritance, estate and gift taxation in OECD countries as a share

of GDP, 2021

France
South Korea
Belgium
Japan
Finland
Spain
Netherlands
Germany
United Kingdom
Iceland
Denmark
Switzerland
Luxembourg
Ireland
United States
Chile

Italy

Latvia
Turkey
Slovenia
Canada
Hungary
Poland
Latvia
Norway
Estonia
Colombia
Costa Rica
Austria

Israel
Sweden
Slovak Republic
Czech Republic
Portugal
Mexico

New Zealand

0.0

0.4
Percentage of GDP

0.8

Source: https://stats.oecd.org.

In terms of how heavily inheritances are taxed, one can consider the tax-free threshold, rates schedule

and, at a more macro level, the proportion of inheritances or estates taxed and the revenues from the

inheritance tax as a share of GDP. Exemption thresholds vary dramatically, with some countries,

including Belgium and the Netherlands, having exemptions in the low tens of thousands of euros. The

UK’s exemption threshold puts the proportion of wealth transfers being taxed at the lower end by
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international experience, but its single tax rate of 40% is relatively high. Consequently, among OECD
countries with taxation of inheritances, the UK is in the upper-middle of the pack in terms of revenues
as a share of GDP (Figure 7.6). Revenues are substantially higher than in the US or Ireland, for

example, but less than half as much as what is raised in Belgium, France and South Korea. Overall, in

all advanced economies, revenues from wealth transfer taxes are quite small, at less than 1% of GDP.

A number of countries do not have an estate or inheritance tax and some advanced economies have
abolished the tax in recent years. Austria, Portugal, Sweden and Norway all abolished their inheritance
taxes within the last 20 years. Other countries have seen permanent or temporary reductions in the
scope or rate of the tax (e.g. Italy and the US) or the introduction of substantial new reliefs (e.g.

Germany).

Finally, one aspect that is common across most countries that have an inheritance tax is capital gains uplift

being applied to assets at death.

Treatment of property

The residence nil-rate band means that residential property wealth is treated distinctly from most
other assets. In particular, as described above, there is an additional amount of wealth that is not

taxed if an individual owns a residential property and they pass it on to a direct descendant. This
residence nil-rate band can be claimed on at most one property that the deceased individual lived

in at the time it was included in their estate.

This creates two obvious sources of unfairness. First, since it applies only to residential property,
it disadvantages the small share of individuals who die with more than £325,000 in net assets but
less than £175,000 in residential property assets. Given the huge variation in house prices across
the country, the residence nil-rate band is effectively much less generous to those living outside
London and the South East of England. As shown in Figure 7.7, 86% of individuals with over
£500,000 in non-pension assets own property worth more than £175,000, but this varies from
95% in both London and the South East, to just 53% in Wales.

Second, since the residence nil-rate band only covers assets passed to direct descendants, those
without children or grandchildren will have a larger amount of tax taken before the assets are
passed to inheritors. This would apply a higher effective tax rate on assets someone chose to
pass to their siblings, nephews and nieces, or friends, even where those individuals may already
live in the property with them. Having a rich uncle or aunt is therefore less advantageous than

having a rich parent.
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Figure 7.7. Percentage of individuals across Great Britain in 2018-20 who, conditional on
non-pension wealth over £500,000, have housing wealth of over £175,000, by region
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Source: Wealth and Assets Survey round 7.

Together these restrictions mean that in 2020-21 almost 5,000 estates worth between £325,000
and £500,000 had to pay inheritance tax, making up 18% of all estates paying inheritance tax. It
is hard to see the rationale for this special treatment of residential property passed to direct
descendants. One might think that it relates to some special value of the family home. But there
is no necessity for the residence passed on to be one that has been in the family for any amount
of time. There is also no necessity for the inheritors to keep the property; as the HMRC guidance
highlights, the lower tax rate applies even if the deceased’s will explicitly calls for the home to
be sold and the cash from the home to be divided between his or her children. To prevent the tax
benefits of homeownership encouraging people to stay in an unsuitably large home, there is
downsizing relief, which allows the tax benefit to remain even where a property has been sold,
highlighting the lack of connection between the tax break and transfer of the actual home itself.

It also adds additional complexity into the tax system.

A sensible reform would therefore be to combine the nil-rate band and residential nil-rate band

into a single tax-exempt amount which does not depend on what assets are held or who they are
passed to. If there is a desire not to extend this higher nil-rate band to high-wealth individuals, a
taper could remain in place removing 50p for every additional £1 of wealth between £2 million
and £2.35 million.
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Treatment of pensions

Defined contribution (DC) pensions are one of the lowest-taxed routes to making a bequest. On
death, funds remaining in DC pension pots can be inherited by heirs but are not counted as part
of the deceased’s estate. These funds therefore escape inheritance tax entirely. In combination
with the introduction of the ‘pension freedoms’ reforms of 2015 — which removed the
requirement to use accumulated DC funds to purchase an annuity — and the abolition at Budget
2023 of the charge on pensions exceeding the lifetime allowance of £1,073,100, this means DC

pensions are a highly effective vehicle for passing on wealth to heirs in a tax-favoured fashion.

In addition, generally no income tax is levied on withdrawals from inherited pension pots if the
giver dies below the age of 75. Income tax is, however, payable by the recipient if the pension is
inherited from someone who died at 75 or older. Given that pension contributions are relieved of
income taxation when made, this means that DC pensions bequeathed by those dying under age
75 escape income taxation at any point. Recent government documentation setting out the
implementation of the lifetime allowance abolition suggests that this exemption will be curtailed
for those taking withdrawals as regular income (HM Revenue and Customs, 2023b). We
estimate that around £1 billion in pension pots will be bequeathed by those who die under age 75
without a surviving spouse in 2024—25. Assuming that these pension pots were spent over a
period of several years, the amount of additional income tax generated by this reform would

initially be in the tens of millions per year, but would grow over time.

As set out in detail in Adam et al. (2022), there is no good justification for this exceptionally
generous tax treatment of pensions bequeathed. Sensible reform would bring pension pots into
inheritance tax and apply income tax on all withdrawals from inherited pension pots. Adam et al.
discussed some issues around how exactly this could be implemented. If inherited pensions face
income tax on withdrawal, their inheritance tax treatment should recognise the fact that they are
less valuable than the equivalent amount inherited in cash or other assets that do not attract
income tax. Adam et al. proposed applying inheritance tax to 80% of the value of bequeathed
pension pots (equivalent to applying inheritance tax to the value of the pension after basic-rate
income tax has been deducted), or levying income tax at the point of death rather than
withdrawal, in which case 100% of the post-income-tax value should be subject to inheritance
tax. The latter reform would bring forward the levying of income tax to the point of death rather
than subsequent withdrawal but it is primarily a re-timing of revenues so we do not estimate the

income tax revenue effects of implementing one version of the reform versus the other.

The growing importance of DC wealth in households’ portfolios means that reforming the
taxation of DC pension pots at death would have a growing impact over time. Undertaking
reform sooner rather than later would therefore be wise. There is a particularly strong case for

taking action as soon as possible if the government deemed it appropriate to phase in such a

© The Institute for Fiscal Studies, September 2023



20 Reforming inheritance tax

reform gradually (which could be done by gradually increasing the rate of inheritance tax
according to the date of birth of the deceased).

Agricultural and business reliefs

Agricultural relief completely exempts from inheritance tax the value of all farms, after a
minimum holding period. Land farmed ‘in hand’, i.e. by the owner, is exempted after two years.

After seven years, it is exempted even if let out to someone else.

The latter criterion makes it clear that this exemption cannot be justified by reference to the
protection of small family farms, since it does not require the benefiting estate to have ever
actually farmed the land. The uncapped nature of this exemption also means it is poorly targeted

if the intention is to protect small farms.

Business relief completely exempts from inheritance tax the value of interests in a business and
of shares in an unlisted company, as long as the business is not merely a holding company for
other investments. Business relief therefore covers both private businesses and partnerships
where the deceased exercised control over the business, and shares of unlisted businesses where

the deceased was merely an arm’s-length investor — for example, AIM shares.

Again, the rationale for the structure of this relief is difficult to understand: if the intention, as is
sometimes suggested, is to protect small family firms, then it should not cover businesses owned
at arm’s length. In fact, by value, around 80% of all business relief applies to shares in unlisted
traded businesses (most notably AIM shares) where the deceased most likely did not exercise
any control. If the focus is on small businesses, it would also seem natural to limit the total

benefit from this relief to target small firms better.

More broadly, it is not clear that protection even for small farms or businesses is a sensible
rationale at all. The existence of agricultural and business reliefs currently means an equivalent
amount of revenue needs to be raised from some other source. By not taxing inheritors of these
assets, potentially to make it easier for them to retain control of the assets, those who
consequently face higher tax are less able to purchase or invest in these assets. It is also worth
noting that the empirical evidence suggests that family-owned firms that have non-family
management perform similarly to those with dispersed shareholders, and both perform better
than businesses that are both owned and managed by a family (Bloom, Sadun and Van Reenen,
2010). From a productivity standpoint, there is therefore little case for trying to maintain family

ownership.

One objection made to the taxation of agricultural land and of privately held businesses is that
their value may be hard to ascertain, and hence they should be fully relieved. This is inconsistent

with the fact that such assets have to be valued in many other contexts, such as on divorce or
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when there are shareholder disputes. The 100% relief applicable to these assets has also only
existed since 1992, before which valuations were needed for inheritance tax purposes. Looking
internationally, across the OECD only Germany, Ireland and the Netherlands have reliefs similar
to agricultural relief. Other OECD countries that have reliefs like business relief also have far
greater restrictions on when relief is available, and the conditions often require the business to be

continued.

In 2020-21, 1,300 estates benefited from agricultural relief, relieving almost £800,000 of wealth
from inheritance tax per claimant, on average, and reducing government revenues by

£400 million. In the same year, 3,380 estates benefited from business relief, with an average of
£950,000 in assets relieved and a loss of £730 million in revenues. These averages mask
substantial variation, which we will see below means for businesses that much of the benefit
goes to only a small number of recipients. Similar figures can be seen in previous tax years, SO
these numbers are not unusual despite the potential for higher deaths because of the pandemic.
These figures also do not take into account lifetime giving, where use of agricultural or business
relief may be substantial. For example, these reliefs can be used to avoid the 20% entry charge
for gifts into trust, as well as not using up any of the nil-rate band were the giver to die within

seven years.

Together these reliefs are estimated to cost £1.1 billion for transfers on death, or 20% of the total
revenue raised by inheritance tax from deaths in 2020-21. This is a large sum and, as we show
below, revenue from reforms to inheritance tax that restricted these reliefs could be used to

substantially reduce the headline tax rate or increase the nil-rate band in a revenue-neutral way.

Charity exemption

Money left to a registered charity or club in a will is exempt from inheritance tax (as are gifts to
political parties). Since 2012—13, if at least 10% of the value of the estate is left to registered
charities, the headline tax rate applying to the remaining assets falls from 40% to 36%. Almost
10% of taxpaying estates make use of this 10% rule to reduce their tax rate, but these estates
make up more than 95% of all gifts to charity on death (Office of Tax Simplification, 2019).

As with in-life charitable reliefs, these two measures provide a subsidy for charitable giving. In
this case, these subsidies are targeted at those with estates over the inheritance tax threshold but
it is unclear why this group should benefit from a higher subsidy for charitable giving than those
with less wealth. If the government wishes to incentivise gifts to charities, it would be better to
do this by offering a flat rate of matching of individuals’ donations. In the case of inheritance tax

relief, the benefits accrue particularly to charities that older individuals support.

A further downside of the current structure for the tax break is that it disincentivises giving to

charity in older age, as individuals with low incomes but high wealth will benefit more by
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delaying the gift until death, when their estate will benefit from the reduction in the inheritance

tax rate.

In 2020-21, the exemption of charitable giving from inheritance tax meant a loss of £0.8 billion
in revenue. The fiscal cost of the reduced inheritance tax rate on estates where 10% or more of
the estate is donated to charity is relatively small. Around £50 million of tax revenue was lost in
2020-21 as a result of estates benefiting from a reduced tax rate due to charitable giving. On

average, this is worth around £25,000 per estate that made use of the reduced rate.

Treatment of gifts

Overall, the annual flow of gifts is around 20% of the annual flow of inheritances (Boileau and
Sturrock, 2023a). Gifts are currently tax-free if made seven years or more before death and count
towards the estate and nil-rate band if given less than seven years before death. There are
exemptions for some gifts even within this seven-year period. There is an ‘annual exemption’ for
up to £3,000 in gifts, and other exemptions apply for gifts made for particular purposes (such as
weddings) and regular gifts ‘out of income’. Gifts can be taxed more lightly than inheritances
(given ‘taper relief”) if given between three and seven years before death; shorter than three
years and they receive no relief. Gifts also count towards the nil-rate band in the order they were
given. That means that an individual with £325,000 in nil-rate band needs to give over £325,000
in gifts in the period between seven and three years before their death before they begin getting
this ‘taper relief” on further gifts.

The complete exemption for gifts that are ‘normal expenditure out of income’ exists because
forerunners to inheritance tax were concerned with the transfer of wealth rather than income.
The distinction is a difficult one to maintain, because if income were saved rather than gifted, it
would ultimately become part of wealth. Many of the gifts covered by this exemption are large:
45% of claims for this relief were for gifts exceeding £25,000 in 2015-16 (Office of Tax
Simplification, 2019). If the rationale for inheritance tax relates to the transmission of resources
across generations, gifts out of income should be treated no differently from any other gifts. We
therefore recommend removal of this exemption. We acknowledge that implementation of this
would require further work given that this exemption gives licence for some individuals to not

have to track some frequent small purchases (e.g. spending on cohabiting non-spouses).

The form of taper relief may be considered odd. One might expect that a gradual reduction in the
tax rate applied to gifts as they are further away from death would be designed so that the effect
of a gift on inheritance tax liability gradually diminishes as that gift gets further from death. But
under the current system, whether a gift up to £325,000 is made just after or just before seven
years before death results in a change to the inheritance tax bill for a taxpaying estate by the full
40% of the gift amount. And gifts have this full effect for taxpaying estates regardless of when

they are given within the seven years before death.
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As a simple example, someone giving away £325,000 of cash to their child, and then leaving a
further £325,000 in cash (and no other assets) on death would have £130,000 tax paid on their
estate if their death were 6 years and 364 days after the gift: the gift uses up their nil-rate band,
and 40% is payable on the remaining estate. This would also be true if the person had died just a
day after the gift, or anywhere in between. But if they had instead died 7 years and 1 day after
the gift, the gift would fall entirely out of the estate, and so their estate would pay nothing at all.
If the government wanted a system where gifts are gradually less important for inheritance tax
bills as they are made further from death, the proportion of the gift that is counted as part of the
estate could be tapered down to zero, for example. But it is hard to see any rationale for the
current set-up of taper relief. However gifts are taxed, we agree with the Office of Tax

Simplification’s (2019) recommendation that taper relief be abolished.

Abolishing taper relief would mean an increase in inheritance tax paid by those making large
amounts of gifts before death, which exceed their nil-rate band. Even among individuals covered
by inheritance tax, those who have liquid assets large enough that they are able to give away
more than £325,000 are unusually wealthy, making taper relief regressive.? Other individuals

would not see any increase in the tax paid by their estate if taper relief were abolished.

A wider question is how gifts prior to death should be taxed. One reason to tax them is to reduce
the scope for ‘deathbed giving’: giving away assets shortly before death, to get them outside the
taxable estate. The current seven-year look-back period is likely to be successful in preventing
tax planning of this nature based on specific knowledge of mortality risk: there are few medical
conditions where an individual will have more than seven years’ warning of death. However,
advancing old age is clearly a predictor of mortality, and so much tax planning can be done as
individuals age on the basis that their mortality risk is rising sharply. One response to this would
be to increase the look-back period further: perhaps to doubling it to 14 years (it is currently

already 14 in certain circumstances), or even much longer.

The core trade-off at the heart of this choice, given the current structure of inheritance tax, is
between ideal design and administrative burden. It is not clear why gifts at any point should fall
outside the scope of inheritance tax. There are two major problems with setting a fixed window
where gifts are taxable. First, it creates unfortunate boundaries based on bad luck: for any fixed
period where gifts are taxable, there will be cases where someone dies a few days before, and so
their estate has to pay tax on the gift, while other similar individuals live a bit longer and so no
inheritance tax is payable. Second, as set out in Section 7.3, there are substantial gifts given

much earlier in life that are likely, for many individuals, to fall outside of even a 14-year period

For most individuals, housing is the most valuable non-pension asset (Advani, Bangham and Leslie, 2021). Rules
around ‘reservation of benefit’ mean gifts of the main home do not reduce the size of the estate for tax purposes,
unless the giver retains no benefits whatsoever. While there are tax avoidance schemes that attempt to get around
these rules, gifts of the main home are generally not possible for individuals who need it as a place to live.
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before death. To the extent that the rationale for inheritance tax is to reduce inequalities between
individuals based on the wealth of their parents, and thereby enhance social mobility, the most
significant gifts — such as those aimed at getting a child onto the housing ladder — may happen
much earlier in life (see Box 7.2 for more detail). Without a very large increase in the look-back
period for gifts, these are likely to continue to be outside the tax window for many people. The
look-back period may even increase the perceived unfairness if it extends to a period that covers
these major gifts for only some people, depending on how long they survive, both because of the
randomness of who ends up paying and because less well-off individuals tend to die earlier and

so are likely to have more of their gifts be taxable.

Box 7.2. Gifts made during life

The annual flow of transfers made by living individuals is around one-fifth of the value of inheritances
(Boileau and Sturrock, 2023a). Over a two-year period, around 5% of adults report receiving one or
more gifts worth £500 or more. Less than 2% of individuals report receiving a loan from family (which
may become a gift if not repaid). Most of these transfers are modest in size, with their median value
being £2,000. But gifts are very unequally distributed, with the largest 10% of transfers being worth
over £20,500. Gifts are most frequently received by people in their late 20s and early 30s, with 1 in 10
of that age-group receiving a gift over a two-year period, compared with rates of receipt of less than

5% for ages of 50 and older. Over four-fifths of the flow of gifts is from parents to their adult children.

It is likely that only a small proportion of these transfers would ever be liable for inheritance tax. Each
individual can give away £3,000 per year without these transfers ever being counted as part of their estate.
Furthermore, given that transfers are primarily received from parents and given when the child is in their
20s and 30s, it seems likely that in the vast majority of cases these transfers will be made further than
seven years from the giver’s death. The number of estates reporting lifetime gifts within seven years of
death and the value of these gifts, are small. The Office of Tax Simplification (2019) reported that in
2015-16, 4,860 estates included such gifts, with the total value of these gifts being £870 million. This
compares with total net estates in that year being worth £79 billion, with 24,500 taxable estates.

A potential solution to these boundaries is to instead include gifts over the entire lifetime. This
has been implemented previously in the UK, and is the system currently used in the US.
Between 1975 and 1986, under inheritance tax and its forerunner capital transfer tax, lifetime
gifts were potentially taxable however long before death they were given. This raises a different
set of issues, most notably around administration and record-keeping. Finding old records going
back over a lifetime is unlikely to be feasible for an executor, and so non-compliance is likely to
be high. This covers both inadvertent non-compliance, where old gifts are missed, and deliberate
cases, where they are intentionally unreported because they will be hard to trace. The solution

used in the US is to require contemporaneous declarations of large gifts (in excess of $16,000),
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which can later be tallied up on death. An objection may be that HMRC will have little incentive
to focus compliance resource on these records at the time they should be made, since nothing is
immediately taxable. This can be ameliorated by use of third-party reporting to automate checks
where transfers go via bank accounts, along with prompts on large transfers to remind givers of
their obligation to report. Higher penalties could now also be applied to the estate for incorrect
declarations by the deceased if and when these are uncovered. Taxing lifetime gifts may also
raise difficulties around determining what is considered to be a gift to, for example, minor
children: the tax system and case law already draw boundaries here, but the pressure on defining
and policing these boundaries may increase if such gifts could be used to remove assets from an

estate.

A larger reform would be to go beyond extending the look-back period for gifts, and instead
restructure the way in which gifts are taxed to largely tax them on an annual basis. Part of the
difficulty with the present structure of inheritance tax is that it is ‘cumulative’ in nature: the
amount of tax depends on the value of the full estate, including assets that left the estate in the
years preceding death. This was particularly important historically, when there was a much
larger range of tax rates, up to 85%. Without any contemporaneous tax liability (usually)
attaching to gifts prior to death, there is little to incentivise accurate reporting in these years. If
instead there were an annual gift tax, where tax liability depended on the amount given within-
year (above some threshold), it would be clear that an administration and enforcement
mechanism should be resourced. Gifts (and tax paid) in the final few years before death could be
cumulated into the estate on death, as now, to prevent deathbed planning over this window, as is
seen in other jurisdictions (OECD, 2021).

Whether or not such a tax is a good idea depends partly on what the goal of the tax is. Some will
clearly feel that a regular tax on gifting is overly intrusive. On the other hand, an important
period for the transmission of wealth between generations is likely to be when the younger
generation in a family is in their 20s and 30s and making decisions on investing in education and
housing (Davenport, Levell and Sturrock, 2021). This may therefore be perceived as a key time
for policy to redistribute wealth transfers, with the aim of promoting social mobility. Inheritance
tax as currently designed is unlikely to affect these transfers, creating the possible impetus for
some approach to tax such gifts made earlier in life. However, the effects of such policies are not

yet well understood.

We do not make any recommendations on the preferred structure for the taxation of gifts,
although the status quo could clearly be improved upon. Design questions here are difficult, and
the form of taxation would inevitably alter the types of gifts made. Evidence from the
Netherlands, where there is an annual gifts tax, shows substantial bunching around the tax
thresholds (Groot, M6hlmann and Sturrock, 2022). More work is needed on both the legal design

aspects and the quantitative effects of reform before any particular design could be recommended.
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Spouse exemption

By far the biggest relief in the inheritance tax system is spouse exemption: a complete
exemption on transfers made between spouses or civil partners. In 202021, the total value of

assets transferred under this exemption was £15.7 billion.

At a conceptual level, there are arguments for and against such an exemption. A possible
justification is a desire to treat couples as a single economic unit for the purposes of wealth
taxation, as happens in some other parts of the tax system, although more generally the UK has
individual taxation. An exemption on the first death within a married (or civil partnered) couple
ensures that tax does not create a necessity to sell the marital home, or create other major
financial impacts on the survivor’s standard of living. It might also be claimed that transfers
between spouses cannot have the same consequences for inequality of opportunity as transfers to
the next generation. This is because the exemption is often assumed to be effectively a deferral

of tax: when the surviving spouse (or civil partner) dies, the assets will then be taxed.

However, there is evidence that on the death of the first spouse, surviving partners increase their
giving, particularly if they are a woman (Boileau and Sturrock, 2023b). These gifts may be made
free of inheritance tax: small gifts, gifts relating to weddings and regular gifts are all free of
inheritance tax. Where the surviving spouse lives more than seven years, any gifts, however
large, are also tax-free; where the surviving spouse lives at least three years, there can be a

reduced tax rate on those gifts.

For the very wealthiest, spouse exemption opens up a number of routes for reducing tax bills.
For example, currently on death, the value of any capital gains is wiped out. Couples who have
assets with large gains can therefore pass them between spouses on death free of inheritance tax
and of capital gains tax. The assets can then be sold free of capital gains tax, and used to
purchase AIM shares — covered by business relief — which will be free of inheritance tax when

passed on, assuming the second spouse holds these at least two years before death.

Both of the above issues are indicative of wider problems in taxation at death, and could — and
should — be tackled through modifications to the taxation of gifts and business assets and the
removal of capital gains tax uplift (see Box 7.3). However, spouse exemption creates other
issues which cannot be tackled anywhere else in the tax system. The core issue is that liability

for inheritance tax depends on the domicile (permanent home) of the individual.®

% For people who are not domiciled in the UK, there can still be liability based on ownership of UK-located (‘situs”)
assets, most notably land.
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Box 7.3. Capital gains tax at death

Capital gains tax (CGT) is a tax on the increase in asset value for most assets other than the main home
and assets held within an ISA or pension. Capital gains are taxed not when they arise, but at the point
when the asset is sold. Since 1971, when someone dies, the accumulated (‘accrued’) gains are
generally disregarded for tax purposes. The individual’s estate is not liable for CGT on the accrued
gains, and the beneficiaries of the estate are deemed to acquire the asset at market value, meaning that

when the asset is later sold, only gains from the date of death may be taxable.

The effect of this treatment is to incentivise individuals who have assets with large accrued gains to
hold those assets until death, so that the tax that would otherwise be due is wiped out. This creates
obvious inefficiency, since it encourages the holding of assets (e.g. a rental property or private
business) even when they can no longer be managed well or are no longer the best investment, simply

because of the tax advantage.

Forgiveness of CGT on death is also likely to be extremely regressive. Little information is available
about gains on assets passed at death precisely because they are not taxable. However, gains realised in
life are very concentrated among the wealthy, with 88% of all taxable capital gains going to
individuals with more than £100,000 in gains (Advani, 2022). Over 70% of taxable gains come from
unlisted businesses, which are skewed towards the very top of the distribution even among those who
have taxable gains, and which can benefit from a lower CGT rate as well as exemption from
inheritance tax (Advani and Summers, 2020). A reduction in the CGT relief for these assets in Budget
2020 will have increased the incentive to retain assets until death, by making the forgiveness more

valuable.

The revenue consequences of CGT forgiveness at death are difficult to estimate because no data on
these gains are available. Corlett, Advani and Summers (2020) used HMRC figures to estimate that in
2017-18, gains forgiven at death amounted to around £5 billion. Uprating this to 2021-22 in line with
the growth of aggregate taxable gains implies that around £8 billion worth of gains were forgiven on
death last year. Assuming these would all be taxed at 20% — the higher CGT rate for non-housing
assets — this implies £1.6 billion in tax forgone. This number is similar to the estimate provided by the

Office of Tax Simplification (2020) in its review of CGT.

One solution to these problems is to treat death as a disposal event. CGT can be applied as though the
individual sold their assets just before death, and the CGT liability can then be passed to the estate to
pay. Inheritance tax would then apply on the value of the net estate after the CGT was paid. This
creates a consistent tax treatment between whether someone sells before they die or holds until death,
so there is no reason for them to distort this choice for tax purposes. Unlike in the case where an asset

is sold, there is not necessarily an increase in cash flow at the point when the asset is inherited. If the
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executor does not have access to savings to pay the CGT bill, they may therefore need to sell the asset.

This is also largely true of gifts of assets during life.

Other solutions are sometimes proposed, such as inheriting the assets with the base cost (see Advani
(2022) for a wider discussion of CGT reform issues). This means that when the asset is ultimately sold,
CGT will then be due on the full value of the gain since the deceased purchased it. Like treating death
as a disposal event, this means that capital gains do not escape tax at death. While this proposal
sidesteps the issue of a potential lack of cash flow for the receiver, it has a number of problems. First,
it leads to complex interactions between CGT and inheritance tax to ensure inheritance tax is not paid
on the part of the accrued gain that will be paid in tax. Second, it has the administrative difficulty of
requiring the inheritor to, potentially many years later, have records of what the base cost was. Third,
there is more scope for avoidance — for example, by the inheritor of a very large gain leaving the UK
for a few years to receive the gain free of CGT. Fourth, given the frequency with which CGT has been
reformed in the past 40 years, there would also be an incentive to hold onto the asset until some more

favourable reform takes place.

One objection sometimes made to the abolition of forgiveness at death is that both CGT and inheritance
tax are then payable at the same time. This is both correct and intentional. CGT and inheritance tax are
serving different purposes. CGT taxes the increase in value of assets, and for administrative convenience
is only payable when there is a transaction: at this point the asset needs to be valued anyway, and on a sale
the seller has cash with which to pay the tax. Inheritance tax taxes the transfer of assets between
individuals at death, or in the seven years before. On death, if an asset has accrued gains, it is appropriate
to tax these just as much as it would be if the asset were sold the day before death, where it is currently
being taxed. A valuation for the asset is anyway needed at this point, and any future recipient of the asset
can either sell it to pay the tax, or can borrow or dip into savings if they want to retain the full value of the

asset where it is indivisible.

There is no obvious way to define potential liability for inheritance tax based on how a couple is
connected to the UK, particularly since an individual may end up married or civil partnered to
more than one person over the course of a lifetime. This creates problems where, for example,
one member of a couple dies, and the other later leaves the UK and settles abroad. Spouse
exemption means no tax is paid on the first death, and if the survivor makes a permanent home
elsewhere, they will generally not pay UK inheritance tax. A related problem can arise where
members of a couple have different domiciles. For example, in the case of a couple where the

husband is UK-domiciled and wife has a domicile in Switzerland, if the husband dies first and
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leaves all assets to his wife, they can then fall outside the scope of UK inheritance tax.* These
concerns are not merely theoretical. Foreign-born individuals are very prevalent at the top of the
UK income and wealth distributions (Advani et al., 2022; Advani et al., 2023).

To tackle this, and other ways in which spouse exemption can lead to assets being removed from
the UK inheritance tax base, one option would be to entirely remove spouse exemption. This
would revert us to the structure of estate taxation before 1972, when the exemption was first
introduced. However, the reason for its introduction was the concern that, otherwise, the
surviving spouse might have their entire lifestyle change upon the death of the first spouse, and
this concern remains. While tax always affects the choices that are available, many would see it
as an unreasonable outcome for the death of a spouse or civil partner to create major financial
hardships. A second concern might be that the assets may be taxed on the death of both members
of the couple. It is worth noting that both of these issues are currently experienced by unmarried

cohabitees (including siblings, for whom marriage / civil partnership is not an option).

One possible solution to ensuring the surviving spouse does not face hardship caused by the
inheritance tax due would be to retain spouse exemption, but set a very high cap on the total
value of assets that could be covered by it. This is the approach taken by most countries that
have an equivalent to spouse exemption. The intention would be to set this at something
sufficiently large that it clearly does not create hardship for the surviving spouse, but which still
ensures some of the tax is collected on the first death in the case of extremely wealthy couples.
A cap of £2.5 million, for example, would affect less than 1% of couples. Existing provisions
already mean that, where estates have liquidity issues in paying the inheritance tax — for
example, where the only asset is a house — the tax can be paid in instalments over 10 years

(Loutzenhiser and Mann, 2021); this would continue to apply.

Merely introducing a cap on spouse exemption would mean that, in some circumstances, the
same assets are subject to inheritance tax twice: assets in excess of the cap would be taxed on the
first death, and then again on the second death, assuming the survivor lived long enough that
quick succession relief did not (fully) apply. Whether or not this double inheritance taxation is a
good thing will be a matter of individual judgement. Some might find it unreasonable for the
same assets to be taxed again, even where the survivor had many years of benefit from the
assets. Others might consider this a useful increase in the progressivity of inheritance tax: in the

absence of other reliefs or tax planning, the assets in excess of the threshold would be taxed

Partly to address this, the UK historically had a cap on transfers to non-dom spouses. Since 2013, non-dom spouses
can elect to be treated as UK domiciled for inheritance tax purposes, which allows them to benefit from full spouse
exemption but means that if they die in the subsequent four years the assets are still taxable in the UK (Deloitte,
2023). In the reverse case in the example, where the non-dom wife dies first, she could gift the assets directly to
any children, so that inheritance tax is not payable on these assets when her husband dies (as would happen if they
were left to him).
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twice, making an effective rate of 64%, although if a more progressive rate is the aim then it
could be achieved more simply by introducing higher tax bands directly. An objection to having
some assets taxed on both deaths is that it would in practice probably lead to assets in excess of
the cap being left to children / other beneficiaries, to prevent them being taxed on the death of
the survivor. Wealthy individuals taking tax advice will likely be offered a trust structure that
allows the survivor to retain benefits without having ownership, to prevent taxation on the
second death. Those with less access to planning advice, and the public at large, will legitimately
be unhappy that the system does not work as apparently intended for those who are very

wealthy.

One attractive option that would remove the ‘double tax’ without requiring individuals to engage
in complex planning would be to introduce a cap on spouse exemption, but combine this with a
rise in the survivor’s nil-rate band. The appropriate increase would be the amount of post-tax
assets in excess of the cap. For example, suppose the cap were set at £2.5 million. A wife dies
with an estate worth £3.5 million, leaving everything to her husband, and her nil-rate band was
fully used by an earlier gift (and no other reliefs apply). The husband gets spouse exemption on
the first £2.5 million, and then 40% tax is applied to the remaining £1 million, so that he gets a
further £600,000. To ensure the assets in excess of the cap are not taxed on his death, he would
also get an effective increase in his nil-rate band of £600,000. This addition would only apply on
death — i.e. not to gifts — to ensure other potential avoidance opportunities are not created. The
effect of this is that the inheritance tax paid on the first death is effectively a prepayment in most
circumstances: if the husband’s estate is subject to UK inheritance tax when he dies, it will have
tax relief on the value of these assets. If for some reason his estate is not subject to inheritance

tax, then this reform ensures tax is paid that otherwise would not have been.

The inheritance tax treatment of couples needs to strike a balance between allowing for the
sharing of assets between couples (ideally both married / civil partnered and cohabitees) and the
individual-specific conditions for one’s estate being liable for inheritance tax. Anecdotally,
spouse exemption is used by some in ways which ultimately fully avoid, rather than merely
defer, inheritance tax. However, existing data sets do not provide any way to measure this
quantitatively. In the absence of data on these issues, it is difficult to make any firm
recommendations on whether and how reform should be done, but this is clearly an area where

further investigation is needed.

Implications

This set of reliefs mean that the effective average tax rate — the total tax paid divided by the value
of the estate — is much lower than the headline rate of 40% (Figure 7.8). Among estates that owe
tax, the effective tax rate rises slowly from 9% to 14% between £400,000 and £1 million, then

rises more steeply to 25% for those above £2 million, as more and more of the estate exceeds the

various nil-rate bands, and therefore comes into tax, and the residence nil-rate band is tapered
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away. However, above £2 million, the effective tax rate is essentially flat, until around

£7.5 million, when it begins to actually fall. Work by the Office of Tax Simplification shows
that this is because larger estates make more use of exemptions and reliefs: more than 70% of
the estate is covered by an exemption or relief other than the nil-rate bands, for estates above
£10 million (Office of Tax Simplification, 2018). These observed rates are also higher than they
would be if all lifetime gifts were included, since gifts made more than seven years before death
are not included in the estate. Wealthier people with more liquid resources will be better able to
make lifetime gifts and survive seven years. Those whose wealth is tied up in their homes will

not be able to do so.

Figure 7.8. Average effective tax rate of taxpaying estates and share of notified estates of at
least £300,000, by lower-limit net value, 2020-21
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Note: Not all estates must be notified (reported to HMRC) and therefore the share of notified estates does
not fully represent the distribution of estates, especially for those worth less than £1 million.

Source: HM Revenue and Customs, 2023a, table 12.1.

Other issues

The problems set out above relate to the tax base for inheritance tax: the existence of numerous
exemptions and reliefs means that this base is narrow and inconsistent. They only scratch the
surface of the complexity of inheritance tax, where the tax rate for a gift can depend
simultaneously on a combination of who the recipient is, gift amount, timing of gift relative to
death, asset type of gift, amount of other gifts given, source of the funds for the gift, whether the
value of the gift changed after the gift was made, and further criteria. Our recommendations in

relation to the tax base, discussed in detail below, focus on treating different asset classes more
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equally. While these would be an improvement to the structure of inheritance tax, and would

have clear revenue and distributional effects, they alone would not solve all of this complexity.

We also do not in this chapter make any recommendations on three other important issues that

should be considered in any wider reform of inheritance tax, which we briefly mention here.

First, the treatment of trusts. Since trusts do not die, lifetime gifts into trust made more than
seven years before death are free of inheritance tax paid on death provided the donor is wholly
and permanently excluded from any possibility of benefit. To account for this, they instead face
an ‘entry charge’ of 20% on gifts into trust above the nil-rate band, and then a 10-yearly charge
of 6%. However, they can benefit from many of the same reliefs that apply to individuals, so that
gifts of AIM shares (or other exempted assets) are free of the entry charge, and of 10-yearly
charges if still retained at that time. Reforms to the asset base for inheritance tax would therefore
raise additional revenue from tax that would be paid by trusts, although this is outside the scope

of our modelling.

Second, the ‘connecting factors’ which determine who is covered by inheritance tax. Currently,
individuals are covered by UK inheritance tax if they are domiciled — have their permanent
home — in the UK, or are deemed domiciled in the UK for tax purposes (Chamberlain, 2020).
‘Non-doms’ only owe inheritance tax in respect of UK-situated assets, such as land, that they
own. The concept of domicile is a contested one, since one’s permanent home cannot be
independently verified (Advani et al., 2022). Other countries that have inheritance taxes base
liability for inheritance tax on length of residence. This is a direction the UK may wish to look
into, particularly in the context of the pledge by the opposition Labour party to abolish non-dom

status for tax purposes.

Finally, while most households with wealth below £1 million will not have to pay any
inheritance tax, they nevertheless typically need to get a ‘grant of representation’ to be able to
access the assets of the deceased; when the deceased left a valid will, this is also known as
‘probate’. Filing an inheritance tax return is a necessary part of this process, so that 40% of
estates have to file, though only around 4% actually pay any inheritance tax. Of those non-
taxpaying estates, more than 88% were worth less than £500,000. This need to file imposes
substantial costs, both in terms of time spent and in terms of financial outlays for professional
services. Burgherr (2021) estimates that professional services firms charge 1.9-2.8% of the gross
value of the estate in probate costs. While many executors will not use a professional firm, they
then bear the time cost of the entire process, which took at least 50 hours for almost 4 in 10
respondents to a survey by the Office of Tax Simplification (2018). Actions that reduce the need
for non-taxpayers to file would therefore represent a significant saving for citizens without any
fiscal cost — unless it leads to evasion or unintentional non-compliance — and perhaps a small

fiscal benefit in terms of the number of returns that need processing.

© The Institute for Fiscal Studies, September 2023



IFS Green Budget 2023 33

7.6 Options for reform

We present several possible reform options and estimate their effects on aggregate inheritance
tax revenues and the distribution of inheritance tax paid. We describe how we estimate the

effects of these reforms in Box 7.4. The reforms we analyse are as follows:

1  Abolish or restrict business relief. We present options to abolish this relief and to restrict
the total assets that can be relieved to £500,000 per estate, with unused exempt amounts
being transferable to a spouse or civil partner.

2 Abolish agricultural relief. We consider only abolition of this relief, since we do not have
access to data allowing us to model a cap.

3 Bring pension pots into estates. 80% of the value of defined contribution pension pots
becomes potentially subject to inheritance tax, equivalent to applying inheritance tax to the
value of the pension after basic-rate income tax has been deducted.

4 Abolish the residence nil-rate band and increase the nil-rate band to £500,000. The
effect of this is also to remove the tapering away of the residence nil-rate band for estates
worth more than £2 million, reducing the tax due from these estates. We also show the effect
of retaining a taper of £175,000 of the nil-rate band above £2 million.

5 Increase the nil-rate band to reduce the number of deaths resulting in inheritance tax
to 4%.

Reduce the inheritance tax rate to 20% and reduce the nil-rate band to £200,000.

Abolish inheritance tax.

The first three of these reforms are expansions of the tax base for which there is a strong
rationale from the perspective of economic efficiency and equitable treatment of those holding
different types of assets. The fourth reform would eliminate the special treatment of main
residences passed to direct descendants. Since most estates worth at least half a million pounds
do benefit from the residence nil-rate band, we implement this reform by extending the benefit to
those which do not. This means that inheritance tax is only paid by those passing on at least half
a million pounds’ worth of assets (and up to one million in the case of surviving spouses),
independent of who they pass the assets to or what the assets are. The fifth option represents an
increase in the nil-rate band that would take the percentage of deaths resulting in inheritance tax
back to what is roughly its long-run average, while the sixth option would expand the proportion

of individuals paying inheritance tax while reducing its rate.
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Box 7.4. Estimating reform effects

We use data from the Wealth and Assets Survey (WAS) to estimate inheritance tax revenues under
each reform. We build on the approach in Advani, Hughson and Tarrant (2021). To consider the
revenue and distributional effects of alternative systems, we calculate the tax that an individual’s estate
would pay upon their death, given their current asset holdings, under each possible tax system. To
model alternative tax systems, we make use of the fact that WAS has information on assets that are not
currently included in the base for inheritance tax, including business assets and DC pension wealth that
is in unannuitised form. As we observe main residence and other wealth separately, we can also model

changes in the residence nil-rate band.

The WAS data are not perfect for our purposes, however. WAS contains information on business assets,
but agricultural assets held in businesses are not measured separately from other business assets.
Individuals may also hold agricultural assets outside of businesses but these are not explicitly measured in
WAS. This means that our estimate of the effect of business relief may include some assets eligible for
agricultural relief and that we cannot model agricultural relief explicitly. WAS collects data on whether an
individual has listed shares and whether they have unlisted shares but only collects their combined total.
We assume that those who report holding unlisted shares hold all of their shares in the form. However, our
results are very similar if we assume that those who report holding only unlisted shares hold all of their
wealth in that form and that those reporting holding both types of shares hold all their wealth as listed
shares. For more discussion of the use of WAS to estimate inheritance tax revenues, see Advani, Hughson

and Tarrant (2021).

A Chancellor may choose to combine elements of these measures. For example, measures that
expand the inheritance tax base could be combined with either an increase in the nil-rate band or
a reduction in the headline rate of tax. This would be better than an unreformed system. We
therefore show, for each reform, the revenue-neutral change in the nil-rate band and revenue-
neutral change in the rate of inheritance tax. We also show the increase in the nil-rate band that

would, in combination with the reforms, result in 4% of estates paying inheritance tax.

Revenue implications

Table 7.1 sets out the effects of each of the reforms we consider on inheritance tax revenues in
2024-25. In the absence of reform, we forecast inheritance tax revenues will be £7.0 billion (in
2023 prices), with 5.3% of deaths resulting in inheritance tax being paid.® If we consider a

person to be a taxpayer if they are the first member of a couple to die and their spouse or civil

5 Note that the OBR forecasts that 5.6% of deaths will result in inheritance tax in 2024-25, with total revenues of
£7.2 billion, in 2023 prices.

© The Institute for Fiscal Studies, September 2023



IFS Green Budget 2023 35

partner ends up paying inheritance tax, then we estimate that 8.6% of individuals end up being
inheritance tax payers. Clearly, abolishing inheritance tax would mean that these individuals
would not face any inheritance tax on the wealth they bequeath, with the resulting loss of all
inheritance tax revenues. We discuss the possibility of knock-on impacts on saving behaviour of

older people, and of receivers of inheritances, in Box 7.5.

Box 7.5. Responses to tax changes

The estimated effects that we have set out are static costings that do not account for any changes in
behaviour that would result from the reforms. Changes to inheritance taxation would likely result in
changes to how much people save (and work) over their lifetime, changes to what those at older ages
do with their accumulated wealth — including changes to how much is spent or gifted to others versus

held onto — and changes to the form in which wealth is held.

It is hard to estimate the response of saving decisions to inheritance tax rates. The best existing
evidence finds that changes in rates of inheritance taxation do not have large effects on how much
wealth donors accumulate during life and bequeath at death (Kopczuk, 2013). To put this in
quantitative terms: using estimates from the academic literature that are at the upper end of
responsiveness implies that reducing the headline inheritance tax rate from 40% to 20% would result in
a 3% increase in gross wealth bequeathed, offsetting just 6% of the direct loss in revenues from such a
tax cut. On this basis, changes in the headline rate of inheritance tax would not have very large impacts

on wealth accumulation through life and over the years up until death.

Some international evidence on the response of the composition of wealth to inheritance tax finds that
the amount of wealth put into inheritance-tax-privileged assets is also not very responsive to the
inheritance tax rate (Goupille-Lebret and Infante, 2018). This does not imply that such assets are not
used to reduce inheritance tax, merely that their use does not vary substantially with the tax rate. That
said, we would expect that the willingness to move wealth into inheritance-tax-exempt assets in
response to inheritance tax rate changes would vary a lot from context to context depending on the
hassle, financial costs, and any loss of financial control or flexibility of access that may come from
doing so. The extent of shifts in the form of asset holdings in response to cuts or increases in the

inheritance tax rate is therefore quite uncertain.

Another potential response to changes in the inheritance tax rate is to change how much is given as
gifts to heirs while alive. There is clear international evidence that tax-motivated giving takes place
near death and that this is highly responsive to tax incentives to shift the timing of transfers (Groot,
Mohlmann and Sturrock, 2022). However, overall, people are far from using gifts to minimise their tax
liability, and giving appears to step up rapidly in the final few years before death, consistent with a
desire to hold onto wealth until health declines suggest that death is near. It is therefore possible that

the inclusion within estates of gifts made within seven years of death goes a long way to preventing
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this form of inheritance tax avoidance in the UK. However, much of giving takes place earlier in life.
Whether individuals, particularly those with significant liquid assets, would respond to changes in the
inheritance tax rate by giving away more wealth even when believing themselves to be far away from

death is not known.

Unlike changes to tax rates, expansions of the inheritance tax base would be expected to reduce holdings
of previously inheritance-tax-exempt forms of wealth. For example, if some people move their wealth into
AIM shares near death only because they wish to avoid inheritance tax, then capping business relief would
mean that those people would no longer move more than the capped amount into AIM shares. From an
inheritance tax revenue perspective, it is not relevant how people shift their asset holdings within assets
subject to inheritance tax (though of course a change in asset allocation resulting from an elimination of a
tax distortion could have important positive consequences for the efficient allocation of investment). What
matters from a revenue perspective is the extent to which closing down avoidance channels leads to wealth
transfers being made through other tax-privileged forms. For this reason, the combination of reforms to
expand the tax base is likely to be more effective at reducing inheritance tax avoidance than any one
measure alone. If bringing business assets and pension wealth into the scope of inheritance tax effectively
shut down the avoidance channels that many high-wealth people are willing to use, then the revenue
effects of these reforms may be close to our costings. If people are able and willing to shift to other routes,
such as trusts or gifts, then the revenue impacts of doing individual base-expanding reforms would be

more limited.

Abolishing business relief would raise £1.4 billion a year in additional revenue, assuming no
behavioural change.® Capping business relief at £500,000 per person would raise £1.1 billion.
This would capture most of the fiscal benefits of abolishing business relief as around 90% of
business wealth bequeathed is given as part of an estate worth over £2 million. Either reform
would result in only a small increase in the proportion of people paying any inheritance tax (by
around 0.1% of deaths) because most business assets are held by those whose estates would
already be large enough to attract inheritance tax. Capping business relief would allow the nil-
rate band threshold to be increased from £325,000 to around £390,000 while keeping inheritance
tax revenues roughly constant. This would bring the proportion of deaths that are taxed down to
3.9%. Alternatively, the inheritance tax rate could be reduced from 40% to 35% while keeping

revenues constant.

6 This estimate exceeds HMRC’s published statistics for the cost of business relief, £0.8 billion for 2022-23. Three
factors likely explain the difference. First, our estimate is for 202425, and wealth at death is rising over time.
Second, our estimate of business relief may include some property subject instead to agricultural relief, because of
the way the assets are reported in the Wealth and Assets Survey. Third, there will be some disparity caused by
differences in valuation of assets. It is not clear which numbers are more likely to be correct in terms of valuation.
Administrative data are usually likely to be more accurate than survey data, but in this case the numbers reported to
HMRC are mostly for fully relieved assets, so little compliance work is done to check the values are correct, as
long as the asset is agreed to be eligible for 100% relief.
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Table 7.1. Effects of reforms to inheritance tax

Abolish BR 5.3% 415,000 3.7%
Cap BR at £500k 1.1 5.3% 392,000 3.9%
Abolish AR* 0.4 N/A N/A N/A
Include 80% of DC 0.2 5.4% 333,000 5.2%
pension pots in

estates

Cap BR and include 1.3 5.4% 406,000 3.8%
pensions

Eliminate RNRB, raise -0.9 4.3% 445,000 5.3%
NRB to £500k**

Cap BR, include 4.5 9.3% 525,000 3.8%
pensions, eliminate

RNRB

Cap BR, include 0.5 4.4% 543,000 3.6%

pensions, eliminate
RNRB, raise NRB to
£500Kk***

Raise NRB to £380k -0.9 4.0% n.a. n.a.
to target 4% paying
inheritance tax

Cap BR, include 0.3 4.0% n.a. n.a.
pensions and target
4% paying inheritance
tax

Abolish BR and 1.6 15.8% 256,000 12%
RNRB, include
pensions, reduce
NRB to £200,000 and
cut rate to 20%

34%
35%

N/A
39%

34%

46%

25%

37%

46%

39%

33%

* We do not have data that would allow us to produce an estimate for capping agricultural relief.

** If retaining a taper that applied to £175,000 of the nil-rate band, the reform would cost £700 million and
the revenue-neutral nil-rate band would be £454,000.

***We assume that £175,000 of the nil-rate band is tapered away for estates above £2 million.

Note: ‘NRB’ denotes nil-rate band. ‘BR’ denotes business relief. ‘AR’ denotes agricultural relief. ‘RNRB’
denotes residence nil-rate band. ‘N/A’ denotes not available. ‘n.a.” denotes not applicable.

Source: Authors’ calculations using the Wealth and Assets Survey.

© The Institute for Fiscal Studies, September 2023



38 Reforming inheritance tax

Bringing pension pots into estates on the same basis as other assets would initially raise around
£200 million a year in additional revenue, if immediately implemented in full. In 2024-25, this
would allow the nil-rate band to rise modestly to around £330,000 (or the main inheritance tax
rate to be cut to 39%) while keeping revenues constant. It is worth noting that the revenue
implications of such a reform would rise steadily over time because DC pensions are of growing
importance in households’ portfolios in successive generations. Adam et al. (2022) estimate that
if those who are around retirement age today were to bequeath 50% of their DC pension wealth,
bringing pension pots into estates would eventually raise around £1 billion a year in additional
annual revenues in today’s terms. Combining the cap on business relief with bringing pension
pots into estates would currently raise £1.3 billion in annual revenues, allowing the nil-rate band
to increase to around £410,000, or the inheritance tax rate to fall to 34%, while being revenue-

neutral.

Abolishing the residence nil-rate band and increasing the nil-rate band to £500,000 would come
at a fiscal cost of around £900 million and mean that the percentage of deaths resulting in
inheritance tax falls to 4.3%. The revenue-neutral level of the nil-rate band if the residence nil-
rate band were abolished would be around £445,000. If a nil-rate band taper at £2 million were
retained, and it applied only to £175,000 worth of nil-rate band — as the residence nil-rate band
taper works at the moment — the reform cost would fall to £700 million and the revenue-neutral
level of the nil-rate band could be increased to £454,000.

Capping business relief, bringing pensions into estates and abolishing the residence nil-rate band
would raise £4.5 billion in revenues and mean that 9.3% of deaths are taxed. This extra revenue
could be used to fund an increase in the nil-rate band to around £525,000 (with 3.8% of deaths
resulting in inheritance tax being paid) or a cut in the inheritance tax rate to 25%. Doing this
reform while retaining a taper of £175,000 of the nil-rate band for estates above £2 million and
setting the nil-rate band to £500,000 (which can be seen as a reform removing the special
treatment of housing passed to descendants) would raise a small amount of revenue, of around
£500 million. Alternatively, the nil-rate band could rise to around £540,000 while being

revenue-neutral.

Increasing the nil-rate band so that the proportion of deaths resulting in inheritance tax fell to 4%
(roughly its average in recent decades) would mean increasing the nil-rate band to around
£380,000, at an annual cost of £900 million. Combining capping business relief with bringing
pensions into inheritance tax and increasing the nil-rate band to target 4% of deaths resulting in

inheritance tax would raise £300 million.

Expanding the scope of inheritance significantly, by abolishing business relief and the residence
nil-rate band, bringing pensions into estates and reducing the nil-rate band to £200,000, while

cutting the rate of inheritance tax to 20%, would mean 16% of deaths result in inheritance tax

© The Institute for Fiscal Studies, September 2023



IFS Green Budget 2023 39

and revenues would rise by £1.6 billion. Abolishing business relief and the residence nil-rate
band and bringing pensions into estates while halving the inheritance tax rate would be revenue-
neutral with a nil-rate band of £256,000. Abolishing business relief and the residence nil-rate
band and bringing pensions into estates while lowering the nil-rate band to £200,000 would be

revenue-neutral if the tax rate was set at around 33%.

Looking at the effects of reforms over the period up to 2032-33, two things stand out. First, the
revenue gain from including pensions in estates grows quickly, reaching £500 million in 2023
prices by 2032-33. Second, the fiscal cost of increasing the nil-rate band so that only 4% of
deaths result in inheritance tax triples, rising from £900 million to £2.7 billion by 2032—33. This
is because the proportion of deaths resulting in inheritance tax is otherwise forecast to reach
7.5%.

Distributional implications

By bequeathed wealth

Figures 7.9 and 7.10 show how different reforms impact those with different sizes of estates. For
individuals who are the second member of a married or civil partnered couple to die and who
pay inheritance tax, we count both individuals as having paid the tax. Figure 7.9 shows the
percentage of deaths resulting in inheritance tax being paid, under different systems. Figure 7.10
shows the corresponding average tax rate on estates, expressing tax paid as a percentage of all

bequeathed wealth, including business and pension assets not currently in the tax base.

Under the current system, the proportion of estates that are taxed and the average tax rate paid
increase until we get to the very largest estates. Despite the average tax rate falling for the largest
estates, the tax cut in absolute terms would be larger for those with larger estates. Around half
(47%) of the benefit would go to those with estates of £2.1 million or more at death, who make

up the top 1% of estates and would benefit from an average tax cut of around £1.1 million.

Capping business relief and including pensions within the tax base would not have a large
impact on the overall proportion of deaths resulting in inheritance tax being paid, with an
increase in the proportion paying tax of less than 1 percentage point for estates between
£325,000 and £1 million and 1-2 percentage points for those worth between £2 million and

£5 million. But it would result in a much larger increase for the very highest-value estates, with
an 11 percentage point rise in those with £5 million or more in wealth paying any tax. The
increase in the average tax rate on bequests is much higher for those bequeathing over £5 million
than for those with less wealth. We estimate an increase in the average tax rate from 19% to 38%
for that highest-wealth group. This is likely an overestimate of the average tax rate that would be

paid in practice, because other avoidance channels would be used. However, these results

© The Institute for Fiscal Studies, September 2023



40 Reforming inheritance tax

illustrate that the increase in the tax paid as a result of such a reform is concentrated among the

largest estates.

Abolishing the residence nil-rate band while increasing the nil-rate band to £500,000 —
essentially giving all couples the opportunity to pass on up to £1 million without paying
inheritance tax — would take the 7% of those with estates worth between £325,000 and £500,000
who would pay inheritance tax under the current system out of the tax. It would reduce the
proportion of those with estates worth between £500,000 and £1 million who pay any
inheritance tax from 16% to 13%, reducing the average tax rate for this whole group by a third
(from 3.6% to 2.4%). In the results we show, we assume that £175,000 of the nil-rate band is
tapered away for those with wealth over £2 million, meaning that those with wealth of over

£2.325 million do not benefit from the reform.

Figure 7.9. Percentage of deaths resulting in inheritance tax (or inheritance tax paid by
partner), by bequeathed wealth of the deceased

m Actual
m Cap BR, include pensions
Abolish RNRB, increase NRB to £500k
m Cap BR, include pensions, abolish RNRB, raise NRB to £500k
m Raise NRB to hit 4% of all deaths
m Abolish reliefs, NRB to £200k, rate to 20%

100%
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70%
60%
50%
40%
30%
20%
10%

0% =

£0-325k £325k-500k £500k—1m £1m-2m  £2m-5m £5m+
Wealth bequeathed

Note: ‘BR’ denotes business relief. ‘RNRB’ denotes residence nil-rate band. ‘NRB’ denotes nil-rate band.
The ‘Abolish RNRB, increase NRB to £500k’ and the ‘Cap BR, include pensions, abolish NRB, raise NRB
to £500k’ reforms include a taper that reduces the value of the nil-rate band by £1 for every £2 of wealth
over £2 million, up to a maximum reduction of £175,000. ‘Raising NRB to hit 4% of all deaths’ leads to a
larger share — 6% — of deaths where the estate of either the deceased or their partner would be liable for
inheritance tax.

Source: Authors’ calculations using the Wealth and Assets Survey round 6.
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Figure 7.10. Inheritance tax paid as a percentage of wealth bequeathed, by bequeathed
wealth of the deceased (excluding first member of a couple to die)

m Actual
m Cap BR, include pensions
Abolish RNRB, increase NRB to £500k
m Cap BR, include pensions, abolish RNRB, raise NRB to £500k
m Raise NRB to hit 4% of all deaths
m Abolish reliefs, NRB to £200k, rate to 20%
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Note: ‘BR’ denotes business relief. ‘RNRB’ denotes residence nil-rate band. ‘NRB’ denotes nil-rate band.
The ‘Abolish RNRB, increase NRB to £500k’ and the ‘Cap BR, include pensions, abolish NRB, raise NRB
to £500k’ reforms include a taper that reduces the value of the nil-rate band by £1 for every £2 of wealth
over £2 million, up to a maximum reduction of £175,000.

Source: Authors’ calculations using the Wealth and Assets Survey round 6.

Capping business relief and including pensions in the tax base while at the same time abolishing
the residence nil-rate band and increasing the nil-rate band to £500,000 (again tapering away the
benefit of the residence nil-rate band abolition for those with estates of over £2 million) results
in a shift of the composition of taxpayers towards those with estates over £5 million and away
from those with estates worth under £1 million, with little change for those in between. There is
a corresponding shift in tax liability. As the tax system moves closer to treating different asset
types in the same way, there would be a relative shift in tax liability away from those with little
or no DC pension wealth and with business assets under £1 million and towards those whose

estates are more heavily composed of these types of assets.
Increasing the nil-rate band so that 4% of all deaths resulted in inheritance tax would mean far

fewer people with estates under £2 million paying inheritance tax. The biggest reduction in

proportion of taxpayers and average tax rate would be for those with wealth around
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£1-2 million, with a third of deaths that currently lead to inheritance tax being taken out of the
scope of the tax entirely and this group’s average tax rate falling from 14% to 12%. Around 3%
of all estates worth between £325,000 and £1 million are estimated to be taken out of inheritance
tax as a result of this reform. This group already has a low average tax rate under the current
system as many benefit from the residence nil-rate band and transferable nil-rate band. The gain

for this group in terms of a reduced average tax rate is therefore not large.

The final reform — abolishing various reliefs and exemptions while reducing the nil-rate band
and cutting the rate of inheritance tax — would mean a big rise in the number of estates with
wealth between £200,000 and £1 million that would pay inheritance tax. Overall, the average tax
rate would rise from 7% to 9%, but this would be concentrated among those with wealth under
£1 million, with a substantial tax cut for those with wealth between £2 million and £5 million.
Interestingly, the average tax rate does not change substantially for those with wealth over

£5 million due to the offsetting effects of taxing business and pension assets while cutting the

tax rate.

By region

London, followed by other parts of the South of England, would stand to gain the most by an
abolition of inheritance tax. We estimate that, excluding the first death in couples, 16% of deaths
in London result in inheritance tax being paid, over twice the national average and eight times
higher than in the North East. Figure 7.11 shows the percentage of deaths (excluding the first
death in couples) that result in more than £100,000 in inheritance tax being paid. Under the
current system, we estimate that 13% — or one in eight — of deaths in London result in more than
£100,000 in inheritance tax, compared with just 1% of those in the North East.

The effect of capping business relief and including pensions in the tax base on the proportion of
deaths resulting in significant inheritance tax is similar across regions. Abolishing the residence
nil-rate band and increasing the nil-rate band to £500,000 would have particularly large effects
on taking people out of inheritance tax in the South East, Yorkshire and the Humber, and
Scotland, though the proportion who pay over £100,000 would fall the most in London. A
similar pattern can be seen when business and pensions reliefs reforms are combined with

abolition of the residential nil-rate band and extension of the nil-rate band.

Raising the nil-rate band to target 4% of deaths would have a particularly large effect on taking
people out of paying inheritance tax in the East and South East of England. In terms of the

proportion paying £100,000 or more, this reform would have the largest impact in London.
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Abolishing reliefs while reducing the nil-rate band to £200,000 and halving the tax rate to 20%
would lead to large rises in the proportion paying substantial amounts across the country, but
particularly in the South East. However, the high proportion of high-wealth individuals in
London means that this reform would actually lead to an overall reduction in tax paid on estates

there.

Figure 7.11. Percentage of deaths (or inheritance tax paid by partner) that result in over
£100,000 in inheritance tax being paid

m Actual
m Cap BR, include pensions
Abolish RNRB, increase NRB to £500k
m Cap BR, include pensions, abolish RNRB, NRB to £500k
m Raise NRB to hit 4% of all deaths
m Abolish reliefs, NRB to £200k, rate to 20%

All —
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Note: ‘BR’ denotes business relief. ‘RNRB’ denotes residence nil-rate band. ‘NRB’ denotes nil-rate band.
The ‘Abolish RNRB, increase NRB to £500k’ and the ‘Cap BR, include pensions, abolish NRB, raise NRB
to £500k’ reforms include a taper that reduces the value of the nil-rate band by £1 for every £2 of wealth
over £2 million, up to a maximum reduction of £175,000.

Source: Authors’ calculations using the Wealth and Assets Survey round 6.
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Effects on social mobility

The effects of any of the reforms we consider on intergenerational wealth mobility — that is, how
someone’s wealth is related to that of their parents — would be modest. The reason for that is that
the overall scale of inheritance tax is small. We estimate that next year the wealthiest fifth of
parents to die will on average bequeath £379,000 per child (excluding the first death in married
or civil partnered couples) and pay inheritance tax of £38,000 per child. This compares with less
than £2,000 per child bequeathed on average by the least wealthy fifth of parents. Thus, the
inheritance tax system reduces the gap in net inheritance between those with the most and least
wealthy parents to die by a little over a tenth, i.e. the absolute difference falls from £377,000 to
£339,000.

Figure 7.12. Net inheritance and inheritance tax paid on inheritance, and mean child wealth
for those aged 50-54, by wealth quintile of parents, in 2024-25

Inheritance tax ® Net inheritance ® Child wealth
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Source: Authors’ calculations using the Wealth and Assets Survey round 6, the British Household Panel
Survey waves 1-18 and Understanding Society waves 1-12.

To put these amounts into perspective, Figure 7.12 shows estimates of the average net
inheritance received by someone whose last-surviving parent passes away in 2024-25 and the
average inheritance tax paid on that inheritance, split by parental wealth quintile. These are put

alongside an estimate of the mean wealth of those aged 50-54, who are observed just before the
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typical ages of inheritance receipt, split by parental wealth quintile.” For details of the
calculation of these numbers, see Appendix 7A. There is a large gap in existing wealth between
individuals with more or less wealthy parents. Inheritances substantially expand the gap in
wealth between groups. We see the small impact of the current inheritance tax system, which
reduces the amount received by those with the wealthiest fifth of parents by around 10% but is
otherwise barely perceptible. Abolishing inheritance tax would mean that inheritances do more
to expand differences in wealth by parental background. Expanding the inheritance tax base
through the reforms explored above would mean that inheritance tax did more to reduce those
inequalities. However, even in either of these two extremes, the impact of inheritance tax on the

large wealth gaps by parental background that currently exist would be small.

The fundamental reason that inheritance tax does not make a large impact on intergenerational
wealth mobility is that currently only the very wealthiest 5-6% of deaths (or around 9% of
deaths if counting as taxpayers those whose spouse will pay inheritance tax) result in any
inheritance tax being paid. Inheritance tax does redistribute wealth away from the heirs of those
with the very largest estates, but it leaves the vast majority of wealth transfers at death untaxed.
Inheritance tax would only begin to make substantial impacts on intergenerational wealth
mobility across other parts of the wealth distribution if the nil-rate band threshold were reduced

such that more estates paid the tax.

That inheritance tax does not in its current form do a lot to promote intergenerational wealth
mobility does not mean that it could not do so. International experience shows that systems with
lower exemption thresholds and that raise greater amounts of revenue are possible. And in the
past, the UK had a much more extensive and progressive system of wealth transfer taxes. The
‘capital transfer tax’ system (in place until 1985-86) started at much lower levels and had a

much more progressive schedule. In 1985-86, rates varied from 30% to 60%.

As an exercise, Figure 7.13 shows the impact of implementing a version of the 198586 capital
transfer tax system on inheritances next year. We uprate thresholds such that the 40% threshold
remains at £325,000 and other thresholds change proportionally. There is a top rate of 60% on
wealth over £796,000. Under such a system, about half of people pay tax on the wealth that they
bequeath. Tax revenues are £31 billion, meaning that the stylised tax raises over four times as
much revenue as inheritance tax today. In such a system, we see that there is much more
redistribution away from the estates of the wealthiest fifth of parents, who pay an average tax
rate of 43%. This system is far away from the system today. The impacts of such a system on
people’s behaviour would likely be large, with actual revenues collected being very different

from what we model. Parents may of course react to such a tax by changing how they help their

7 Bourquin, Joyce and Sturrock (2020) estimate that the average age of inheritance receipt for someone born in the
1960s will be 58, rising to 62 for those born in the 1970s.
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children in other ways. Nevertheless, this exercise illustrates that tax schedules with potentially
much larger impacts on intergenerational wealth mobility have existed in the not-too-distant
past.

Figure 7.13. Net inheritance and tax paid on inheritance under stylised 1985-86 capital

transfer taxation system, and mean child wealth for those aged 50-54, by wealth quintile of
parents, in 2024-25
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Source: Authors’ calculations using the Wealth and Assets Survey round 6, the British Household Panel
Survey waves 1-18 and Understanding Society waves 1-12.

Finally, it is important to bear in mind that inheritances are only one way through which
inequalities are transferred from one generation to the next. And were inheritance tax
substantially increased parents may then do more to help their children in these other ways.
Wealth transfers made while alive tend to be smaller than inheritances, but are received earlier in
life: typically when people are in their twenties and thirties (Boileau and Sturrock, 2023a). These
have been shown to interact with choices that could have knock-on impacts on income or wealth
accumulation, such as home purchase (Boileau and Sturrock, 2023b). More widely, while
inherited wealth is becoming more important, differences in early-life environment, education
and parental influences on careers, which in turn shape people’s earnings, are still expected to be
the dominant source of differences in lifetime economic resources between those with richer and

poorer parents.
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7.7 Recommendations and conclusions

Inheritance tax desperately needs reform. One possibility is to abolish the tax. This would
currently mean forgoing £7 billion annually in revenues. However, the cost of abolition would
grow, as we expect inheritance tax revenues as a share of GDP to increase by around 70% over
the coming decades (from 0.28% in 2022-23 to 0.48% in 2032-33), equivalent to an extra

£8 billion in today’s prices. Taking the proportion of deaths that result in inheritance tax back to
its long-run average of 4% (from around 5'2% in 2024-25) would be achieved by raising the nil-
rate band to around £380,000 and would come at an estimated cost of £900 million a year. The
question of whether it is appropriate to keep or abolish inheritance tax and how extensive the tax
should be is not a question of economics alone but one that depends heavily on value

judgements.

If retaining inheritance tax, there are a number of reforms that are strongly recommended by

economic principles.

= Recommendation 1: Abolish business relief and agricultural relief, raising up to around
£1.8 billion a year. If not abolishing these reliefs, they could be capped at a level of
£500,000 per person (transferable between spouses). Capping business relief in this way
would raise £1.1 billion in revenue, with several hundred million raised from a cap to
agricultural relief.

* Recommendation 2: Bring 80% of the value of bequeathed pension pots into estates,
raising around £200 million now, with revenues growing quickly over time.

= Recommendation 3: Abolish the residence nil-rate band. Doing this in conjunction with
an increase in the regular nil-rate band to £500,000 would come at a net cost of £900
million. Doing this in a revenue-neutral way would mean increasing the nil-rate band to
around £445,000. The revenue-neutral nil-rate band would be slightly higher, at around

£455,000, if the current form of tapering were retained for estates above £2 million.

Together, capping business relief and abolishing reliefs for pensions and main residences could
raise up to £4.5 billion. These additional revenues could be used to fund public services or tax
cuts in other areas. If used to fund an increase in the nil-rate band, this would mean a nil-rate
band of £525,000. If used to fund a cut in the headline rate of inheritance tax, this would mean a
rate of 25%.

= Recommendation 4: Abolish taper relief and the exemption for gifts that are ‘normal
expenditure out of income’, and undertake work to establish the feasibility of moving

to a system that taxes all lifetime gifts within inheritance tax or an annual gift tax.
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Some reforms to the treatment of gifts are straightforward improvements. Wider reforms could
go in different directions, and further work is needed before we can make firm

recommendations.

The treatment of transfers to partners also needs examination. The current structure benefits only
married and civil partnered couples. While it is often thought of as a deferral of tax, it is
anecdotally used by some wealthy and well-advised individuals to substantially reduce their
inheritance tax bills. A potential direction for reform could be to cap spouse exemption at a high
threshold, and increase the transferable nil-rate band for the survivor by the post-tax amount of
assets on which their partner paid inheritance tax. Setting a cap at, say, £2.5 million would affect
less than 1% of those in couples, but would substantially reduce the ability for this exemption to
be used to avoid, rather than defer, large amounts of inheritance tax. This ensures some tax is
paid on the first death while protecting the standard of living of the survivor or avoiding the
same assets being subject to inheritance tax twice. An absence of data on how spouse exemption
is used makes it difficult to quantify the extent to which avoidance is a problem, and therefore

the urgency of reform.

There are other areas where reform is also needed, including the tax implications of gifts to
charities, taxation of trusts, the ‘connecting factors’ which determine who is covered by
inheritance tax, and the administrative burden imposed on large numbers of non-taxpaying

estates. We do not make any specific recommendations on these here.

There are two other reforms that, moving beyond inheritance tax, would rationalise the treatment
of taxation at death. These are based on ensuring that income tax and capital gains tax are not

escaped just because an asset has been passed on at death.

=  Recommendation 5: Abolish the uplift of capital gains at death. This would raise around
£1.6 billion in revenue.

= Recommendation 6: Charge income tax on withdrawals from inherited pension pots,
regardless of the age of death of the deceased. The revenue gains are very uncertain. This
reform is unlikely to raise more than tens of millions per year initially, but this could grow

rapidly over time.

The recommendations made here would result in taxation at death that was fairer, less distorting
of people’s choices about how to hold their wealth, and harder to avoid, and which would raise
additional revenues that could be used to make offsetting cuts to inheritance tax, reduce other
taxes, fund increased public spending or reduce government borrowing. It should be noted that
even if reformed in these ways (and without offsetting reductions in the inheritance tax rate or

increases in the nil-rate band), the inheritance tax system would only redistribute wealth away
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from the beneficiaries of a small proportion of the largest estates and it would remain a small

tax.

One of the leading rationales for having an inheritance tax is to improve equality of opportunity
and, in particular, to reduce gaps in economic resources between those with more and less
wealthy parents. Inheritance tax may substantively reduce inheritance gaps between those with
the very wealthiest parents and others, but since it covers only a small share of estates, it does
little to reduce the impact of inheritances on wealth inequalities between those with the least
wealthy and merely quite wealthy parents. This should perhaps be unsurprising given that this
tax raises only around 0.3% of GDP in revenues. This does not mean that inheritance tax cannot
do more to redistribute wealth transfers between those with richer and poorer parents, but it
would take a substantial expansion of the tax for it to have a significant impact on the

differences in inherited wealth by parental background.

It is also important to note that although inheritances contribute to the difference in wealth
between those with high- and low-wealth parents, by the time inheritances are being received
these gaps are already large and established. These wealth differences are driven by differences
in earnings and rates of saving but also by transfers of wealth much earlier in life — which are
currently far outside the reach of inheritance tax in most cases — and their knock-on effects. For
those concerned with social mobility it is therefore important to look earlier in life than parental
death.

Appendix 7A

Methodology for projecting inheritance tax payments

At a high level, our method for projecting the distribution of inheritance tax payments under the
current and counterfactual inheritance tax systems involves taking the current wealth distribution
observed in the Wealth and Assets Survey (WAS), calculating the inheritance tax that would be
due for each individual observed if they were to die with their current wealth, and then using
Office for National Statistics (ONS) mortality rates to reweight this distribution of wealth to
become a distribution of estates. We project forward to future years using assumptions for asset
growth, wealth decumulation and projected mortality rates. We can assess the impacts of
counterfactual inheritance tax systems by calculating the inheritance tax that would be due under

alternative inheritance tax rules. We now give more detail on these steps.

Constructing the distribution of current and future wealth

We use the Wealth and Assets Survey round 6, which covers the period April 2016 to March
2018. While WAS round 7 is available and covers a more recent period, it does not allow certain

asset classes to be distinguished, which makes it less suitable for our analysis. We adjust the
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wealth observations in WAS to account for missing top-end wealth. This uses a procedure that is

standard in the literature (Advani, Hughson and Tarrant, 2021) and increases total wealth by 5%.

We assume that households’ wealth will change as they age because of both changes in the price
of assets and active spending down of wealth. To take account of the former, we uprate wealth
values to 2023 levels using growth in asset prices by asset class: housing wealth is uprated with
the ONS average House Price Index, public equities and private business wealth is uprated with
the FTSE All-Share Index, bonds are uprated with the S&P UK Gilt Index, other financial assets
are uprated with nominal GDP growth, defined contribution (DC) pension wealth is uprated
assuming an age-specific split into equities and bonds, and other physical wealth is uprated with
the Consumer Prices Index (CPI). For the years from 2023-24 to 2027-28, we uprate the values
of each asset type using the OBR’s March Economic and Fiscal Outlook (EFO) forecasts for
house price growth, the FTSE All-Share Index, nominal GDP growth, returns to gilts, and CPI
inflation. For the period from 2027-28 to 2032-33, we use the OBR’s long-term forecast

assumptions.

We assume that households will draw down on their wealth as they age. In general, the
decumulation of housing and financial non-pension wealth at older ages is modest. We draw
upon estimates from Crawford (2018a and 2018b), who analysed the drawdown of housing
wealth and of financial non-pension wealth, respectively, through older age. These studies
estimate an average of around 1% real drawdown of financial assets per year and find a rate of
downsizing that implies around half of homeowning households would downsize between the
ages of 50 and 90, releasing on average £14,000 (or 9% of home value) in housing equity when
they do so. Based on this, we assume 1% real annual drawdown of housing wealth, 5% real
annual drawdown of unannuitised DC pension wealth, and 3% real annual drawdown of all other
wealth. Estimates of the drawdown rates for unannuitised defined contribution wealth are very
heterogeneous and limited given the short time since the pension freedoms reforms in 2015.
There is therefore particular uncertainty around this assumption, but the main reason for strong
growth in inheritance tax revenues from pensions, when included in estates, is their growing
prevalence and size across generations. See Adam et al. (2022) for further evidence and

discussion.

Estimating inheritance tax payments

To go from a distribution of wealth (i.e. what we would expect the distribution of wealth to be
conditional on the survival of everyone in our sample) to a distribution of inheritance tax
payments, we calculate for each individual in each year of our forecast their estate and

inheritance tax due if they were to die with their current wealth.

We first make the following behavioural assumptions about how assets are distributed at death:
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=  We assume that within couples, wealth is always fully bequeathed to the surviving spouse so
that those first to die in a couple have no taxable estate. In line with this, we assume that
surviving spouses and civil partners inherit a full nil-rate band and residence nil-rate band
from their partner. Clearly, some people with a surviving spouse do bequeath wealth to
others, such as children, at death. However, HMRC statistics show that it is rare for these
bequests to be large enough to lead to inheritance tax being payable. Evidence from the
English Longitudinal Study of Ageing (ELSA) also confirms that bequeathing to a surviving
spouse is the most common practice more widely (Crawford and Mei, 2018).

= We assume that the wealthiest 0.4% of those to die estates give 10% of their estate to
charity. This is in line with HMRC statistics showing that 10% of taxable estates claim the
reduced inheritance tax rate that applies when giving at least 10% of the estate to charity,
combined with the Office of Tax Simplification (2019, chart 12.A) reporting that, in 2015—
16, 96% of legacy gifts to charity were made by those giving away 10% or more of their
estate to charity.

=  WAS does not contain information about whether the respondent has direct descendants,
which would allow them to take advantage of the residence nil-rate band if they bequeath
residential property. We assume that all those who have ever been in a couple (i.e. report
being currently either partnered or divorced) have children and will bequeath any property
wealth to them (unless they have a surviving spouse) and that others do not make use of the
residence nil-rate band. This is clearly imperfect. A substantial minority of lifetime single

people have children and a substantial minority of partnered people do not.

We apply the inheritance tax system including the nil-rate band, residence nil-rate band
(including residence nil-rate band taper) and exemptions for business property and unannuitised
DC pension wealth. We assume that all thresholds are frozen in nominal terms until April 2028,
in line with government policy, and then uprated with CPI thereafter. WAS does not allow us to
identify agricultural assets, although some of these may be part of the business assets we
observe. Business relief applies to unlisted shares and listed shares in which the individual has a
greater than 50% stake. WAS collects data on whether an individual holds listed and unlisted
shares but not the division of their shares into these two types. We assume that individuals who
report holding any unlisted shares hold all of their shares in this form and that otherwise all
shares are listed shares. However, our results are not sensitive to how we allocate the shares of
those holding both listed and unlisted shares. This yields an estimate for the estate value and
inheritance tax payment for each individual in each possible year in which they could die. We
note that for those currently in couples, the above behavioural assumptions imply different levels

of estate value and tax paid depending on whether they die with or without a partner.

To estimate the distribution of estate values and inheritance tax payments in each year, we
weight each individual observed by their cross-sectional survey weight multiplied by their

probability of dying in the relevant year. In the case of couples, we are interested in the case
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where they die with no surviving spouse and so we multiply by the probability that they will die
in the relevant year with their partner having died before them. To assess the performance of this
method, we ‘forecast’ the distribution of estates for our WAS data period. We find that the
number, value and distribution of estates are similar to those reported in the HMRC statistics for
the same period. We forecast a somewhat lower number of estates that are worth over

£2 million. We therefore reweight the survey weights in our data in order to match the HMRC
report of number of estates in the following bands: under £300,000, £300,000 to £500,000,
£500,000 to £1 million, £1 million to £2 million, and £2 million or more. The largest adjustment
made is for the final group, who are weighted up by around 20%. Upon reweighting the number
of estates in this way, we match the reported inheritance tax revenues in the data period with a
difference of less than 1%. We also closely match the OBR’s March 2023 forecast for
inheritance tax revenues in 2023-24. We forecast revenues of £7.0 billion compared with the
OBR’s £7.2 billion.

Comparison with OBR inheritance tax forecast

As set out in the main text, we forecast much stronger growth in inheritance tax revenues than in
the OBR March EFO forecast. The OBR forecast is based upon projecting forward from the
most recent administrative data on the distribution of estates, from inheritance tax returns. The
assets in estates are grown in line with the forecast for asset price growth in a similar way to our
approach. The number of estates is grown in line with official forecasts for deaths. Changes in
the number of estates and tax revenues can therefore arise from these factors and how they
interact with the tax system. In essence, the OBR method assumes that the distribution of wealth
among those who die will change as a result of asset price growth but does not account for the
fact that each year different generations of older people are passing away and that they have
different levels of wealth. As set out in the main text, wealth is growing strongly across
generations of older people. We show that this accounts for the difference between our forecast
and that of the OBR. In the purple line in Figure 7A.1, we show how our forecast is changed if
we assume no cohort effects in wealth. We assign the same death probabilities to our sample in
each future year, also setting the drawdown of wealth to zero. In this scenario, we retain the
growth in the number of people at each age (and therefore number of deaths) as the OBR does.
Our two forecasts align closely. The light blue line additionally turns off the growth in the
number of deaths, showing that without cohort effects in wealth or growth in the number of
deaths, we would expect inheritance tax revenues to be very similar in 2032-33 to what they are
now. Some of the growth in inheritance tax revenues over time is therefore attributable to this
growth in the size of the elderly population. But the main factor — and the difference between our
forecast and that of the OBR — is the large effect of cohort differences in wealth.
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Figure 7A.1. Inheritance tax revenues as a percentage of GDP: breakdown of difference
between IFS and OBR forecasts
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Note: Includes estate duty and capital transfer tax, the predecessors of inheritance tax. Dashed line
indicates OBR forecast. Yellow line indicates IFS forecast. Purple line indicates IFS forecast without the
effects of cohort differences in wealth. Light blue line indicates IFS forecast without the effects of cohort
differences in wealth or growth in the number of deaths.

Source: OBR’s March 2023 Economic and Fiscal Outlook, IFS revenues composition spreadsheet, and
authors’ calculations using the Wealth and Assets Survey.

Estimates of the distribution of mean wealth, inheritances and
inheritance tax by parental wealth quintile

To estimate the distribution of mean wealth, inheritances and inheritance tax by parental wealth
quintile in 2024-25, we combine our WAS modelling with estimates of the relationship between
parents’ position in the wealth distribution and that of their children from Davenport, Levell and
Sturrock (2021). These estimates calculate, for each parental wealth quintile (measured within
age group), the distribution of children across wealth quintiles within their age group. This
allows us to take a weighted average of mean child wealth levels across wealth quintiles, where
we weight by the probability that a parent from a particular wealth quintile has a child in each
wealth quintile. The estimates for inheritances and inheritance tax paid by parent wealth quintile
are from our WAS modelling, where we take all those who report ever being in a couple and
assume that their estate is split between three children (the mean number of children in a family
for those who have children, for children born in the 1970s, as estimated in Bourquin, Joyce and
Sturrock (2020)).
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