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Analysis on Clientele-Based Tax Arbitrage through
Tax Preferences

Byung Wook Jun® - Boram Choi**

Abstract

This study theoretically and empirically analyzes the possibility for clientele-base tax arbitrage
through tax preferences for various financial instruments. Although Scholes et al.(2009)
argue that market frictions and tax rule restrictions hinder the tax arbitrage, analysis of
this study shows that current tax preferences, most of which are tax deductions. leave enough
room for the tax arbitrage. especially for high-income taxpayers. Considering those tax
preferences are originally to help low-income tax payers wealth creation, the government's
tax policy goals are likely to be reversely realized by giving high-income taxpayers chance
for arbitrage trade.

Based on the analysis, this study suggests practical plans to revise current tax preferences
for financial instruments as follows.

First, the phase-out rule for tax deductions or tax credits should replace current tax
preferences to restrict tax savings via financial instruments for high-income taxpayers.

Second, tax rule restrictions. imposed as rescission penalty tax, should reflect taxpayers
marginal tax rates because current restrictions, which only reflects accumulated payments,
are disadvantageous for low-income taxpayers.

Third, tax deduction for long-term mortgage, which especially gives vast scope of tax arbitrage
for high-income taxpayers, should adopt either income-based or property-based phase-out rule.

Fourth, tax deduction for monthly rents, which requires strict conditions while allowing
trivial tax savings, should increase deduction ratio and remove the dependent requirement
and be excluded from combined tax deductions limit for financial instruments.

* Assistant Professor. Graduate School of Science in Taxation, University of Seoul (Corresponding Author)
** Ph. D Student, Graduate School of Science in Taxation, University of Seoul (First Author)
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Fifth, tax deduction for property subscription savings (‘PSS hereafter) should not be less
generous than that for long-term property savings, which is replaced by PSS,

Last, tax preferences for financial instruments should be extended to low-income sole
proprietors as well as employees.

Key words: Tax Preferences for Financial Instruments, Clientele-Based Tax Arbitrage,
Market Frictions, Tax Rule Restrictions

1584 B0l M3ga Mex 20104 124





