Capital Structure Decision for Minimum Tax Liability

A capital structure decision refers to the choice of the proportion of different sources of
long-term financing—such as equity shares, preference shares, retained earnings, debentures,
and long-term loans—used by a firm. One of the important objectives of capital structure
planning is minimization of tax liability, which directly increases the earnings available to
shareholders and the overall value of the firm.

The following points explain how capital structure decisions help in achieving minimum tax
liability:

1. Use of Debt Financing (Interest Tax Shield)

Interest paid on debt (debentures, term loans, bonds) is allowed as a deductible expense
while calculating taxable income.

e This reduces the firm’s taxable profits.

e The tax saved due to interest deduction is known as the interest tax shield.

e Therefore, a higher proportion of debt in capital structure can lower the total tax
burden.

Example:

If a company pays 210 lakh as interest and the corporate tax rate is 30%, the tax saving will
be I3 lakh.

2. Preference of Debt over Equity
Dividends paid on equity shares are not tax-deductible expenses.
o Equity dividends are paid from after-tax profits.
e Hence, financing through equity increases tax liability compared to debt.

e To minimize taxes, firms prefer an optimal mix of debt and equity rather than
excessive equity.

3. Leverage and Tax Advantage

Financial leverage refers to the use of fixed-cost funds (debt).
o Moderate leverage increases earnings per share (EPS) due to tax savings on interest.
o Proper leverage helps firms enjoy tax benefits without increasing financial risk

excessively.

However, over-leveraging may lead to financial distress.



4. Use of Depreciation Benefits
Although depreciation is a non-cash expense, it is tax-deductible.
o Capital structure decisions involving investment in fixed assets financed through debt
allow firms to claim both:
o Interest deduction, and

o Depreciation allowance.
o This dual benefit significantly reduces taxable income.

5. Retained Earnings and Tax Consideration
Retained earnings do not involve direct tax benefits like interest.
o However, they avoid dividend distribution tax implications.
o Excessive use of retained earnings may increase tax liability if profits are not

efficiently planned.
o Balanced use of retained earnings helps maintain tax efficiency.

6. Tax Planning through Lease Financing
Lease rentals are considered operating expenses.
o Lease payments are fully tax-deductible.

o Leasing assets instead of purchasing them with equity reduces taxable income.
e Hence, leasing is often used as a tax-efficient financing method.

7. Impact of Corporate Tax Rates
Capital structure decisions depend on prevailing tax laws.
o Higher corporate tax rates make debt financing more attractive.

o Firms adjust their capital structure to maximize tax savings under current tax
regulations.

8. Consideration of Minimum Alternate Tax (MAT)

In some cases, firms may be subject to Minimum Alternate Tax (MAT).



e Even if tax liability is reduced through deductions, companies must pay MAT.
o Capital structure decisions should consider MAT to avoid unexpected tax burdens.

9. Balance between Tax Savings and Financial Risk
While debt provides tax benefits, excessive debt increases:

o Fixed interest obligations
e Risk of insolvency and bankruptcy

Therefore, firms aim for an optimal capital structure that minimizes tax liability without
increasing financial risk.

Conclusion

Capital structure decisions play a crucial role in minimizing tax liability through the strategic
use of debt, depreciation benefits, leasing, and financial leverage. Interest tax shields
significantly reduce taxable income, making debt an attractive source of finance. However,
tax savings must be balanced with financial stability. An optimal capital structure ensures
minimum tax liability, maximization of shareholder wealth, and long-term financial
sustainability of the firm.



