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		Abstract

		Legal minimum equity capital requirements aside, shareholders can generally freely decide whether to finance their companies with equity or debt capital. While it is a known fact that debt capital is generally tax-favored, in their annual financial statements many corporations report equity capital in excess of the minimum legal requirement. The shareholders' financing decisions may be motivated by special tax rules that were implemented in many countries in recent years (e.g., thin capitalization, interest barrier) in order to scale back the extent of debt financing and to prevent misuse of the debt financing option. A secondary aim of these special rules – which in Germany recently arrived in the shape of an interest barrier in order to protect the national tax base – is to increase companies' equity ratio. A significant stream in financial economics research has been dedicated to the complex problem of corporate capital structure decisions for many decades now. A number of these studies focus on the interest barrier. However, prior research in this field has so far mainly concentrated on how many companies are affected by this rule. So far there has been no attempt to examine the impact of the interest barrier on corporate decision-making concerning the capital structure. This paper uses model calculations to look at how the interest barrier influences the economic benefits of such corporate decisions. The aim is to find out whether the rule always causes investors to prefer equity financing over debt financing. We incorporate the interest barrier in Miller's (1977) capital structure model in order to analyze the barrier's influence on corporate financing decisions. It is demonstrated how the individual parameters in the various scenarios impact on the critical income tax rate. We find that whenever the individual income tax rate is in the interval of possible income tax rates, the equity versus debt capital decision may become irrelevant. We can conclude that, as a rule, both the model with a tax barrier and one without a deduction restriction can lead to a so-called 'Miller equilibrium'. It also emerges that the interest barrier causes debt financing to become a less attractive option. Because the amount of deductible interest depends on gross income, this indicator has a strong influence on the critical income tax rate. The lower the gross income, the less attractive the debt financing option. 
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