PROFESSIONAL NEGLIGENCE CLAIMS IN THE TAX SPHERE POST-FUTTER

Despite its heading, this section does not deal solely with tax negligence claims in the post-Futter era. Nonetheless, unless the Supreme Court departs radically from the approach adopted by the Court of Appeal, it seems inevitable that we shall see a proliferation of claims being brought by trustees and beneficiaries with a view to making good losses suffered as a result of inadequate tax advice, losses that can no longer be undone by resort to the pre-Futter rule in Hastings-Bass. Those claims may not raise completely new issues, but they are likely to involve with increased frequency some thorny problems that already exist in the sphere of tax negligence. Those problems are indeed thorny, and I regret to say that this part of my talk is likely to pose more questions than it answers.

The best place to start is probably with the situations found in Pitt v Holt and Futter v Futter themselves.

Taking Pitt v Holt first, unless there is something missing from the facts as described in the Court of Appeal, it does seem apparent that Mrs Holt received some startlingly inadequate tax advice. Indeed, we are told that proceedings have been brought against the financial advisers involved in the setting up of the trust although they were stayed pending the outcome of the proceedings to set aside the creation of the trust. Because the trust was set up as a pure discretionary trust there was an immediate charge to inheritance tax (“IHT”) on the fund going into the trust at the outset, followed by ten-yearly anniversary charges and a final exit charge. In contrast, had the trust been structured as a disabled person’s trust under section 89 IHTA 1984 Mr Pitt would have been treated as having a qualifying interest in possession in the trust with the result that none of the IHT charges referred to above would have been incurred, although the remaining trust fund would have incurred IHT on Mr Pitt’s death.
The trust was set up in or about 1994 and Mr Pitt died in 2007. By then only about £6,000 out of the original £800,000 remained in the trust. That considerably simplifies the comparison between (a) the tax in fact suffered and (b) the tax that would have been suffered if a disabled person’s trust had been used. But the proceedings against the tax advisers were commenced while Mr Pitt was still alive. It is instructive to look at the problems that must have faced the claimants in quantifying their loss at that point.
Undoubtedly it would have been known at that point how much IHT had been suffered (at lifetime rates) on going into the trust, but at that juncture nobody would have known how long Mr Pitt was going to live nor at what rate the trust fund was going to be expended, leaving it extraordinarily difficult to predict how much would be suffered in periodic and exit charges. Equally, it would be difficult to predict what the tax charge would have been had a disabled person’s trust been used because that would depend upon how much remained in the trust at his death, the value of his own free estate at death, and the level of the nil rate band applicable as at his death. To complicate matters still further, it is not entirely obvious that a disabled person’s trust would have been the best choice even if it had been presented as an option to Mrs Pitt when she was considering the form of trust to use.

The same sort of dilemma in terms of quantification of loss can arise in similar situations in which the imminent expiry of a limitation period means that one has to issue proceedings without having any certainty as to the level of charges that will in fact be suffered or as to the level of taxation that would have been suffered had more appropriate tax advice been obtained. The problem is at its least severe where a disposal that was thought to be free of IHT turns out to have been only potentially exempt: generally, but not always, the latent damage provisions of section 14A of the Limitation Act 1980 will mean that one does not have to issue proceedings before one knows whether the transferor will survive the 7-year period to achieve total exemption. On the other hand far greater difficulties are encountered when property has unwittingly entered the IHT régime applicable to trusts without qualifying interests in possession.  

Futter v Futter, on the other hand, raises rather different problems. There the beneficiaries had received the trust funds, but together with an unexpected capital gains tax (“CGT”) bill. The trustees’ argument for the purposes of the Hastings-Bass application appears to have been that if they had been properly advised they would not have made the advances at all. What one cannot divine from the judgment in the Court of Appeal is what else, if anything, they might have done to get the funds to the beneficiaries without a CGT bill attached. 
One’s instinct tells one that there would be something wrong about the trustees seeking to recover from professional advisers the CGT suffered, not by the trustees but by the beneficiaries. It seems even more outlandish to suggest that they might recover the entire trust fund, even though they did intend to pass it to the beneficiaries and did indeed do so (albeit along with a tax liability).
Turn then to a potential claim by the beneficiaries, but unless they can demonstrate with clarity how they could have received the money without the tax liability, and that the professional advisers ought to have advised accordingly, it is hard to see how a claim even gets off the ground.

There are a number of variants on the same theme, some of which involve IHT rather than CGT. A surprisingly large number of situations seem to arise in which appointments or advancements have been made out of trust funds on the basis of advice that they will either be exempt or potentially exempt from IHT, whereas in reality they incur an immediate charge to IHT. The common strand running through all such cases is that the professional adviser cannot be taken in effect to have guaranteed that no IHT will be payable. In addition to demonstrating that the adviser owed a duty not only to the trustee but also to the beneficiary (which may not be too difficult), it is also necessary to show how, with the benefit of proper advice, the beneficiary could have received the funds without the tax liability. Even where the tax was borne by the trustee or the trust fund, the problem still remains since it is difficult to see how there can be any recoverable tax loss unless it can be demonstrated how the tax could have been avoided in a legitimate way. Again, I do not see it as being an acceptable argument (although others may differ) that if properly advised as to the tax burden the trustees would have done nothing thus meaning that an amalgam of the trust and the beneficiaries between them would have retained the full value of the fund, for that appears to fly in the face of reality.
True, it would be a wonderful way of achieving tax planning to distribute funds, pay the tax and then recover the tax from the hapless adviser but that is not how it generally works for that would in effect be to treat the adviser as having guaranteed to achieve something that was never achievable.

As I said at the outset, I was going to pose more problems than I answered. I think that I may have succeeded in that.
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