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The pitfalls of offshore trusts
THE tax and foreign exchange

control amnesty attracted
about 43 000 applications.
Although the window period

for applying for amnesty has long
passed, the tax consequences arising
out of the applications submitted to
the authorities are complex and are
often misunderstood.

This article aims to identify some
issues needing consideration when
reviewing the tax consequences aris-
ing out of funds owned by an off-
shore trust on which the donor ap-
plied for and received amnesty.

One of the major concerns
amnesty applicants had was
whether the assets owned by the off-
shore trust for which they were seek-
ing amnesty would fall into their es-
tate on their death.

The amnesty deemed the assets
to belong to the donor applying for
amnesty for income tax purposes
only, and did not result in those as-
sets becoming legally owned by the
donor personally. In many cases, the
donor would have paid the 2% do-
mestic tax levy to mitigate the do-
nations tax that would otherwise
have become payable on the dona-
tion of funds to the trust a b ro a d .

The authorities therefore con-
firmed that the assets held by the off-
shore trust will not fall into the estate
of the amnesty applicant on their
death. The offshore trust therefore
remains an attractive vehicle for
owning the offshore assets where the
donor applied for amnesty.

Under the rules governing the
amnesty, the assets owned by the
offshore trust are deemed to belong

to the applicant until those assets
are disposed of or until the applicant
dies. The income derived from the
assets in the form of interest, rentals
and dividends constitutes income
which is liable to tax in SA.

Where the offshore trust disposes
of assets, it is necessary to ascertain
the capital gains arising therefrom
that will be subject to capital gains
tax (CGT) in SA.

A point sometimes overlooked is
that the assets are deemed to belong
to the donor for income tax purpos-
es with effect from March 1 2002.
Reference must be made to the mar-
ket value of the assets owned by the
trust at March 1 2002 and not the
date on which CGT was introduced,
namely October 1 2001.

Any income derived from the off-
shore trust will be taxed in the hands
of the donor and must be reflected in
their tax return to the South African
Revenue Service (SARS).

The amnesty law provides that
the deeming rule will cease to op-
erate when the trust disposes of the
assets on which amnesty was grant-
ed or when the donor passes away.
Once the donor passes away, the in-
come will not be taxed in SA unless
that income is awarded to a bene-
ficiary resident in the country.

On the donor’s death, he is
deemed to have sold the assets
owned by the trust at current market
value. He will be liable to CGT on the
assets owned by the trust.

Where the offshore trust makes
awards to South African residents on
income on which income tax was
previously paid in SA under the r ules

applicable to amnestied assets, no
further tax will be payable in this
countr y.

The trustees should award trust
capital to beneficiaries in SA where
that capital arose prior to March 1
because such amounts will not on
any basis become liable to tax in SA.
The amnesty, against payment of the
levy, sought to exclude such
amounts from income tax in future
years of assessment.

It is important for the trustees of
the offshore trust to identify the na-
ture of the award made to the ben-
eficiaries resident in SA so they can
properly deal with the award in their
tax return in the country. Where the
award consists of amounts derived
by the offshore trust after the death
of the donor, such amounts will fall

to be taxed in SA as normal income
unless they constitute capital gains,
in which case those gains will be
taxed as capital gains subject to a
maximum tax rate of 10%.

If the offshore trust disposes of
assets, the donor in SA will be liable
to CGT on the difference between
the proceeds received on the sale of
the assets and the base cost. W h e re
the assets were held by the trust at
March 1 and the assets owned by the
trust were valued in the prescribed
manner, the market value may con-
stitute the base cost. Where the as-
sets were acquired by the trust after
March 1, the donor will have to take
account of the actual costs incurred
in acquiring the asset and deduct
that from the proceeds received on
the sale of the assets.

Where the offshore trust wishes
to invest in SA, and that trust has
beneficiaries resident in the country,
the exchange control department
will treat such an investment as con-
travening regulation 10(1) (c) of the
exchange control regulations.

The donor of the assets to the
trust is required to disclose the in-
come derived by the offshore trust in
their personal tax return.

However, the assets do not be-
long to the donor personally and
should therefore not be included in
the donor’s statement of assets and
liabilities submitted to SARS.

Fur ther, the beneficiaries of the
trust must disclose they are benefi-
ciaries of the offshore trust and spec-
ify the name of the trust, the place
where it is located, and indicate
whether they have received any
awards therefrom. The income tax
return is specific in the information
required to be submitted regarding
beneficiaries of trusts, both domes-
tic and offshore trusts.

Amnestied foreign trusts re m a i n
effective for estate planning because
the assets owned by such trusts do
not belong to the deceased for estate
duty purposes in SA.

It is important though, that it can
be shown, if called on to do so, that
the offshore trust is a genuine one
and that it cannot in any way be said
to be the alter ego of the deceased.
Failure to ensure the trust is genuine
may result in the donor forfeiting the
expected estate duty advantage.
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