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The overseas mutual company as a Foundation for South Africans
by Charles Cain
The Way It Was
Historically, the South African income tax regime was been based on territorial principles. There was never a capital gains tax. Until two years ago, income Tax was applied only to income arising in or remitted to South Africa, although there were considerable deeming provisions relating to overseas income deemed to have been remitted into South Africa. There has been an Estate Duty for many years, applicable on world-wide estate (Estate Duty Act 1955). Donations Tax similarly has been around for many years (Income Tax Act 1962). The statutory exemptions from such tax effectively meant that property outside South Africa acquired from a non-South African source was exempt.
Exchange Control required overseas earnings to be repatriated. Certificates of Title (e.g. Share certificates) in overseas companies or entities had to be deposited with an Authorised Depositary in South Africa for retention. The Exchange Control system was closely modelled on the old United Kingdom system, with which the older generation of British professionals, now at retirement age, will have been familiar.  A Resident of South Africa was not permitted to have an overseas bank account without Exchange Control permission. Any securities in foreign companies must be lodged with an Authorised Depositary being a bank or approved institution in South Africa, acting as agent of the Reserve Bank. 
The effect of the above is that it was extremely difficult to move funds out of South Africa legally. However, where assets derived from non-South African sources were held in an overseas trust, such assets were effectively outside the scope of South African tax or exchange control. Thus, immigrants into South Africa settled their assets into an offshore trust prior to arrival. South African capable of receiving inheritances or other capital sums from outside South Africa arranged for them to be received into offshore trusts. 
Even though income from outside South Africa was not liable to South African tax unless actually remitted into South Africa, Exchange Control regulations required that such income should be remitted. The effect of Exchange Control was thus that it was difficult legally to avoid the obligation to remit income into South Africa, where it then became taxable. In consequence, there was widespread evasion of exchange control requirements where there were foreign sources of income, and such income was diverted into overseas offshore trusts. 
Another Exchange Control issue relating to overseas Trusts arose from the rule in Saunders v Vautier. This states that where Beneficiaries of a Trust determine that they wish the trust to end, it must end. In other words, if an overseas trust has South African beneficiaries with fixed interests, and they can determine to terminate the trust, then Exchange Control requires them to do so. Thus, in a situation with a fixed interest trust, exchange control regulations would make unlawful NOT to terminate the trust and repatriate the proceeds.
The end of Exchange Control has always been foreseeable. Exchange Control is not compatible with a modern open economy. Exchange Control deters inward investment, and encourages the flight of capital.
However, because of the territorial character of the South African system, an abolition of Exchange Control without alteration to the tax system would have meant a substantial erosion of the tax base, as well as a monetary crisis as money fled the country.  Thus, changes to the tax system have been, for some time, entirely predictable.
The Changes
The changes that have taken place are, in essence:-
	World-wide basis. South African income tax is now payable by all persons resident in South Africa on world-wide income irrespective of source or place of receipt

Controlled Foreign Entity. If 50% or more of a Foreign Entity is controlled/owned by 5 or less South African residents, then it is a CFE, and all income of the entity is attributable to the owners proportionately to their ownership interests. The CFE becomes transparent.
Note:- i.	An existing overseas discretionary trust is not a CFE, since the ownership interest is not a ‘vested property interest’. A fixed interest trust, however, would be a CFE.
           ii. An overseas Foundation structured as a mutual company limited by guarantee is not a CFE for the same reason.
	There has been a donations tax since 1962. However, this was largely either inapplicable (because of the statutory exemptions) or ignored where the transfer of assets was made from funds situated outside South Africa into a foreign trust. The rate of donations tax is currently 20%. This applies to dispositions where there is no consideration. At first sight, this appears to mean that any settlement into trust is caught by this tax. That would mean that where a South African has an illegal overseas bank account, and he decides, in an effort to ‘legalise’ the status, to transfer the assets into an offshore trust, the act of transfer may give rise to the donations tax liability.

Capital Gains tax will came into effect in October 2001.
Some possibilities
There are two specific issues that need to be planned for:
	the establishment of an offshore structure which can receive and hold assets for the benefit of a South African resident while remaining outside the scope of South African Exchange Control, and while NOT being a Controlled Foreign Entity.

Structuring the transfer of assets into the new structure so as not to give rise to any additional exchange control offences and not giving rise to any tax evasion.

The overseas structure
A transfer to an overseas trustee?
An overseas discretionary trust is not a Controlled Foreign Entity.  However, any transfer into the trust may be liable to Donations Tax. The Donations Tax provisions state that “a ‘donation’ means any gratuitous disposal of property including any gratuitous waiver or renunciation of a right.”
A transfer into a trust where the settlor is the sole beneficiary does not give rise to any ‘disposal’ as such, and would seem not to give rise to a donation. If the spouse of the settlor is also a beneficiary, since a donation to a wife is exempt under the statutory exemptions, the presence of the wife as a beneficiary does not give rise to a donation.
This seems to be confirmed by the definition of a donee which is “any beneficiary under a donation and includes, where property has been disposed of under a donation to any trustee to be administered by him for the benefit of any beneficiary, such trustee..”  Since a donor cannot also be a donee, this clause seems to confirm the proposition that in the case of a trust established by a settlor where the settlor and/or his spouse is/are beneficiary(ies), no donation has occurred.
Where the trust is a discretionary trust, and there are additional beneficiaries, no ‘disposal’ can take place until it is clear that the settlor as donor has ceased to be a potential beneficiary.  That can happen only where the settlor dies, or ceases to be a beneficiary, or where an actual distribution is made to another beneficiary. 
Therefore it would seem that a transfer by South African person of overseas assets into a discretionary trust of which he is a beneficiary will not give rise to a donation. Nor is the trust a Controlled Foreign Entity.
A member’s subscription transfer to a guarantee company
Where a person transfers assets into a company of which he is the sole owner, no donation has taken place. 
In the case of a company limited by guarantee, a transfer from a member elected into membership is not gratuitous. He has received consideration in the form of the benefits of membership, albeit that these may be small. Clause 58 of the Income Tax Act 1962 enables the Commissioner to determine that a disposition for an inadequate consideration gives rise to a donation. If however, the subscribing member is the sole member of such a guarantee company, such an argument is impossible to sustain, since if he is the sole beneficiary member only he can benefit from the company.
Even if it were held, however, that such a transfer was for inadequate consideration, since the subscribing member is the sole member, then there has been no disposal, and therefore there cannot be any donation.
Notwithstanding the fact that a member does receive consideration, the mutual characteristic of a guarantee company means that it functions like a discretionary trust. That is to say, there can be no ‘disposal’ for tax purposes until there has been an actual distribution, or other effective ‘transfer’ of interests. This means that such a company can have a great many members, all of whom have paid entry subscriptions, and no taxable event can occur until a distribution takes place. Nor, as is described below, will any of the members have any reporting requirement under Exchange Control by virtue solely of their membership of such a company.
Exchange Control 
A company limited by guarantee, however, has some advantages over the trust. 
	A Certificate of membership in a company limited by guarantee is not a security for Exchange Control purposes.

It is possible to become a member of a company limited by guarantee without any transfer of assets into the company. Thus not only can there be no donation, but there is no cause to require exchange control permission either.
Although a member of a company limited by guarantee does have a contingent liability under the guarantee, this can be addressed by providing a contingency fund in the company prior to the election of such member to cover any such contingent liability. This then removes any argument that the incurring of the contingent liability requires exchange control permission.
A company limited by guarantee is governed by company law, and not by the law of trusts. In consequence, the argument possible under the rule in Saunders v. Vautier also falls away.
It should be noted, however, that where the settlor or any beneficiary is a citizen or resident for tax purposes of the United State of America, no overseas trust or guarantee company will be effective, and can only create major problems. If there are to be US persons involved, the Guarantee company would arrange for funds to be placed in an appropriate contractual vehicle, such as a Life Assurance policy compliant with the Internal Revenue Code, or another carefully structured form of contractual relationship which can provide shelter or deferral from US tax. For UK tax, the Guarantee company would act as Settlor of a specific offshore trust for the non-domiciled but resident beneficiary. Here too, a Life Assurance policy may be able to play a significant part. 
Although the Company Limited by Guarantee is itself a haven against Exchange Control, it cannot make white what was grey. If there are funds held by a South Africa in breach of Exchange Control,  transferring such funds into a guarantee company will not alter their unlawful status. 
Conclusion
A Company Limited by Guarantee (or a Company Limited by Guarantee and Having Shares) which is properly structured.can provide an effective vehicle for a South Africa to hold lawful overseas assets without giving rise to exchange control issues, or taxation on the initial transfer, and effectively deferring all other taxation.  

