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<Abstract>

Reform Proposal for the Deemed Dividend
Taxation

Lee, June-Q and Jin Soo Kim

Deemed dividends under current income tax laws are divided
into two kinds. One is the distribution in kind of the
corporation’s own stock other than stock dividends (”stock
distributions”) and the other is the gain on the extinguishment
of stock rights arising from mergers, divisions, liquidations or
stock redemptions ("stock extinguishment gain”).

Stock extinguishment could be treated as a sale of stock or a
dividend or both of them for the taxation purpose. Main
problems with current taxation of the stock extinguishment gain
are inconsistency and inequity. Inconsistency arises when the
gain 1s treated as the dividend income even if the computing
method of the gain is similar to that of capital gains by
subtracting acquisition costs of stock from proceeds of the stock
extinguishment. And inequity arises because the gain is treated
as not a capital gain but a dividend income which is taxed more
heavily.

Stock distributions are not real or economic income to
shareholders because it is merely a reclassification of accounts

(i.e., the transfer of surplus, reserves or retained earnings into



paid-in capital account) and the shareholders can gain nothing
from stock distributions that simply redivide the same residual
equity pie into smaller slices.

Remedies for these problems are as follows. First, the stock
extinguishment should be treated as a sale of stock. But
exceptionally, the pro rata stock redemptions with no relation to
business termination and the pro rata taxable spin-off should be
treated as a dividends according to the non-pro rata concept and
corporate contraction doctrine which are applied in tax laws of
the United States. Second, in case that the stock extinguishment
1s treated as a dividend, whole amount of the proceeds from the
stock extinguishment should be included in taxable income.
Third, stock distributions should not constitute taxable income
as a general rule. Fourth, stock distributions should look on as
gifts between shareholders and gift taxes should be levied if the
corporation establishes that the distribution would not have a
proportionate result. Lastly, stock dividends should be treated as
stock distributions and, accordingly, be tax—free if they are made
to shareholders at pro rata basis.

Because the above-mentioned remedies could give rise to a
decrease In tax revenues, it is required to enlarge the extent of

shareholders which are subject to capital gain taxes on stock.
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