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Abstract

In 2010 the EU introduced “fair value” accounting rules to evaluate equity instruments issued by debtors for creditors to
extinguish their financial liability to the creditor. An entity shall not apply these rules to transactions in situations where the
creditor is also a direct or indirect shareholder. Therefore, the approaches to accounting for such a creditor’s “internal”
liabilities, which are transferred to an entity’s own equity is an issue that remains to be resolved. It gives rise to voluntarism
by independent valuators of the contribution to the equity. This enables tax evasion, since creation of “internal” debt is often
used to legalize a capital obtained illegally. This issue is particularly relevant for small and medium sized businesses that are
credited mostly by their owners. In Latvia, such businesses account for over 90% of the market. The purposes of this study
are: 1) to prove that state regulation of the evaluation of all debts transferred to a debtor entity’s equity is essential; 2) to
define approaches to the choice of methods when the amount of capitalized debt is evaluated.

The main findings of this investigation are: Debt capitalization improves financial stability indices of both the debtor (entity
issuing equity) and the creditor. However, a debt-for-equity swap transaction opens the opportunity for tax evasion, as well
as for the legalization of illegally obtained funds. The Commercial Law of Latvia does not contain any rules on capitalization of
debt, which enables a voluntary approach to this process. An institute of independent valuators of property contributions to
equity is not sufficient to prevent a shadow economy, the illegal takeovers of businesses, as well as losses borne by creditors
when they obtain a share of a debtor’s equity instead of the debt.
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1. Introduction
1.1 Background work and the nature of the paper

The subject matter under analysis in this article is a special kind of transaction where a company
settles with the debt holder by means of shares in its share capital rather than cash. As a result, the
debt holder becomes a shareholder (co-owner) of the borrower’s company. To this end, the borrower
increases its share capital. This kind of transaction is sometimes referred to as ‘debt for equity swaps’.
In Latvia, such transactions are called ‘debt capitalization’.

Under International Financial Reporting Standards (IFRS), debt and equity transactions fall under
two groups. The first group includes transactions related to an entity’s ‘external’ liabilities. The debt
holder is not a shareholder of the borrower’s company and has no control over it. Transactions of the
second group bear on an entity’s ‘internal’ liabilities to its shareholders.

The term ‘debt for equity swap’ is commonly applied to the first group of transactions, while ‘debt
capitalization’ is used to refer to the second group. IFRS provides some rules and explanations on the
transfer of financial obligations to a debtor’s own equity (IFRIC, 2010). It points out however, that
these rules do not apply to the second group of transactions. Therefore, the approach to accounting
for such a creditor’s “internal” liabilities that are transferred to an entity’s own equity is an issue which
remains to be resolved. It gives rise to voluntarism by independent valuators of the contribution to the
equity. This enables tax evasion, since creation of “internal” debt is often used to legalize a capital
obtained illegally. This issue is particularly relevant for businesses which are credited mostly by their
owners.

1.2 Practical application

In practice, debt capitalization is especially popular with small and medium-sized companies, and
which account for 90% of the Latvian market. When such companies start up, their owners register
their investment as a loan to the company, rather than a contribution to the share capital. An active
growth of borrowed capital entails poor financial stability figures of a company. Attracting outside
investments is unavailable for them. Some of these companies lose their competitive edge, operate at
a loss and their equity becomes negative.

Researchers in many countries have studied the reasons why companies adopt such a financial
policy. Thus, Fatica, Hemmelgarn and Nicodéme (2012) of the European Commission pointed out that
there are a number reasons for such a distorted debt-equity ratio including, ‘among which [are] the
existence of agency and bankruptcy costs, of asymmetric information, of limited market efficiency, but
also the role of taxation’. Alan Carter (Carter, 2013) summarized studies on tax legislation made by
specialists from a number of countries and came to the same conclusion. Indeed, there is less risk of
losing borrowed cash than that of contribution to equity. Interest on loans is written off to a
borrower’s expenses, which decreases his tax base. Dividends on investment, on the other hand, are
accrued after profit tax has been paid, and they are taxable again when distributed.

Tax capitalization may improve a company’s stability index and is, therefore, used quite frequently.
Small and medium sized companies do not use international standards for their accounting and
reporting. Therefore, national legislation should have rules to regulate the transfer of ‘owner’s loans’
to an entity’s equity.

There are no specific rules in Latvian legislation to regulate debt capitalization. Academic
programmes of Latvian educational institutions do not include either debt capitalization or methods of
debt evaluation. Such a state of affairs explains why this study is relevant.
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1.3 Purposes of the study: 1) to prove the need for regulation of credit debt capitalization by the state
and to outline the limits of such regulation; 2) to define the approaches to evaluation of debts to
shareholders; 3) to work out suggestions on how to reflect debt capitalization processes in Latvian
legislation.

1.4 Methods for the research are descriptive and analytical research, financial modelling, the Delphi
method and comparative analysis.

2. The need for and limits of regulation of debt capitalization

Capitalization of debts is especially attractive for a debtor operating at a loss. In the course of debt
capitalization, the company ceases to be insolvent and becomes eligible for investment or even for
capitalization of unpaid tax debt. In Latvia this procedure is permitted if after debt capitalization the
amount of debt does not exceed the amount of equity capital. It means that the proportion of
borrowed and own capital does not drop below the recommended 1:1 ratio (Cabinet of Ministers,
2008). In other countries, this standard may be different. For example, in Canada (Farrar & Mawani,
2008) the ratio of "debt: equity" is adopted at the level of 2: 1.

Courtney D. Winn in his paper (Winn, 2014) found the optimal debt-to-equity ratio for each firm
and made the conclusion that “companies of all industry types are able to optimize their returns based
on historical firm value.”

What are the instances where capitalization of debts, rather than those related to tax is possible and
expedient? What criteria should an expert be guided by when evaluating capitalized debt? Should
these issues be addressed at the level of national legislation? Let us use the situation in Latvia as an
example to try and find a solution for these issues.

Historical analysis of debt capitalization in Latvia has shown that government regulation of debt
capitalization is beneficial. Thus, before Latvia joined the EU (1992-2002) there were a number of rules
concerning debt capitalization in the Law of Joint-Stock Companies and the Law of Limited Liability
Companies. Under these laws, debt capitalization was not permitted if equity was negative. Such
restrictions proved to be effective. Company owners were forced to renounce some of their claims to
the company in order to eliminate losses and to enhance its stability. In other words, they transferred
them by way of a gift. A donation resulted in the occurrence of revenue, which brought about profit
tax payment. As a result, the national budget was replenished, while the companies’ equity became
positive. With equity being in the black, companies were able to capitalize remaining debts to their
creditors without having to pay tax.

In the first ten years of Latvia’s sovereignty its legislation did not have any rules on independent
evaluation of debts, to say nothing of any other kinds of non-monetary contribution to share capital.
Similarly, there were no restrictions on cash transactions or strict requirements to use cash registers.
This state of affairs brought about income tax avoidance: cash which was earned illegally was recorded
as debt either to the owner of the company or to an ‘external’ creditor. This debt could later be
capitalized and transferred to share capital.

Nowadays, operations of most private entrepreneurs in Latvia are regulated by the Commercial Law
(Commercial Law of Latvia). When this law was adopted in 2000, it contained a number of rules to the
effect that debt capitalization should be deemed to be a proprietary contribution to share capital.
However, these rules were revoked in the spring of 2003, namely, two months after the law came into
effect. This could imply that debt capitalization in Latvia had become impossible, since it was neither a
monetary nor a proprietary contribution to share capital. The Latvian Register of enterprises stopped
accepting documents from companies wishing to increase their equity in this way, while lawyers’
protests and complaints followed. Thus, Aigars Strupish, who headed the development of Latvian
Commercial Law, wrote a book in which he argued that debt capitalization may be deemed a
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proprietary contribution since it enables the creditor to exercise his proprietary title (Strupiss, 2003, p.
86). Eventually, registration of debt capitalization transactions was resumed.

Thus, a contradiction between the right of obligation theory, judicial practices and their real life
application to business practices appeared in 2003, and this contradiction still exists. There are no
references to debt capitalization in Latvian Commercial Law. Nevertheless, the Register of enterprises
has taken a decision to add capitalization valuators to the list of experts on the valuation of proprietary
investment. Currently, it is not possible to increase share capital and equity by way of debt
capitalization unless there is an expert’s conclusion.

As one can see, even though capitalization of debts actually exists in practice, it is not regulated by
specialized legislation. This situation gives rise to problems of capitalization applicability in economic
management practice. Firstly, the subjective approach by valuators, as well as a lack of consistency in
the methods and outcomes of valuation of capitalized debts, brings discredit to this process with
entrepreneurs. Secondly, owners and managers of some entities are reluctant to reveal their internal
accounting documents to valuators. Thirdly, independent experts provide paid services, and the
companies’ desire to cut costs is quite explicable. This is especially relevant in cases where the expert
gives a negative opinion, or a zero valuation of the debt.

Let us consider an example where there is only negative equity and a debt to the owner for the
same amount in a company’s financial statement. There are no assets on the credit side, total assets
being zero. It is easy to understand why an expert made a conclusion to the effect that debt
capitalization is impossible and that it should be transferred to the company by way of a gift. On the
other hand, the client’s position is understandable, too. If there is an unsatisfied debt holder, it is
impossible to liquidate a company on a voluntary basis. Donation, on the other hand, will result in the
emergence of revenue and revenue tax. Such a company’s owner will be looking for workarounds to
transfer debts to equity, rather than capitalize debt and transfer it by way of a gift; there are legitimate
ways to do this.

Offset of mutual liabilities is one of them. Assume an entity files an application with the Register of
enterprises to increase its share capital in cash. According to Latvian legislation, limited liability
companies are allowed to make payments six months after a share capital increase has been registered
(Commercial law of Latvia, p.198(3)8). So, immediately after the registration of an increase in share
capital (not paid yet), the company’s balance sheet includes increased equity and the owner's debt to
the company. It is worth reminding that there already was a credit debt to the owner which the
company intended to capitalize. Now, it is possible to carry out a cross-cancellation of the creditor's
and debtor's obligations. There is no need for capitalization. Equity has been increased and the
company's financial stability has been enhanced. Latvian legislation does not provide any rules to the
effect that an offset should be equated to a non-monetary contribution and that it needs expert
valuation.

Another way is monetary contribution arrangements. The company may borrow for a couple of days
the sum which is necessary to pay back its debt to the lending co-owner. This amount is received on
the company's bank account and the debt is paid back to the debt holder. The creditor, being a co-
owner of the company, transfers this money back to the company's account with a comment that this
is a contribution to share capital increase. The company pays back the money it borrowed for a couple
of days, and registers equity increase. The company may now be liquidated without tax and without
the need to call an expert.

Aigars Strupish's opinion on this matter is quite noteworthy. According to him, 'the aim of debt
capitalization disguised by this kind of bogus monetary contribution constitutes avoidance of
capitalized debt valuation, which should be deemed the reason for revocation of this kind of
transaction' (Strupiss, 2003, p. 87). This assertion is hardly compelling. Indeed, it is not possible to
avoid compliance with a rule that does not exist. Besides, the law does not forbid extinguishing a loan
with another loan. Thus, we may conclude that judicial regulation of both debt capitalization and
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approaches to its valuation is essential in Latvia.

Availability of instruments (standards, guidelines and regulations) developed by the EU, and their
application in the national legislation makes normative regulation of a creditor's debt capitalization
feasible.

A number of specialists have pointed out that it is very important to use EU instruments in order to
align and harmonize accounting and reporting practices of different countries. Thus, in 2014 Manuel
Kapsis (Kapsis, 2014) noted the significant role that IASB (International Accounting Standards Board)
plays in eliminating the differences in the interpretation of distinction between equity and liabilities.
One year later he said again (Kapsis, 2015) that for these issues, which are still relevant, to be solved, it
is necessary a) to define these issues, b) to find appropriate approaches to their solution, and then c)
to select one of the approaches. Whereas Firas Aziz M. Jawad and Xinping Xia (Firas Aziz M. Jawad &
Xinping Xia, 2015) point out that uniform accountancy and reporting rules across countries play an
important role in subduing excessive creativity by practising accountants as well as in eliminating
loopholes used by company owners to decrease expenses and to increase profit. Georg Wamser
(Wamser, 2008) shows the necessity of uniform solutions both nationally and internationally, since
globalization of business enables transfer of profit across countries. As mentioned above and as other
specialists note, potentialities of economic regulation at the EU level are not used enough.

The need to regulate debt capitalization is due to a discrepancy between the theory of law and its
implementation in real life business practice. On the one hand, the law of obligation provides for
several ways to terminate obligations and rights including set-off and renovation of mutual liabilities.
On the other hand, the Commercial Law of Latvia does not have any provisions for debt capitalization,
the latter being important for small and medium-sized business. In order to eliminate the above
mentioned discrepancy in Latvia, the following steps are essential. Firstly, the Commercial Law of
Latvia should specify the feasibility of and restrictions on the transfer of financial liabilities to an
entity's equity. On the one hand, it is advisable to restore the article of the law which allows debt
capitalization and restricts the use of capitalization if the entity's equity is negative. On the other hand,
it would be useful to study the Estonian experience, where the Code of Commerce has been
supplemented with a rule (Commercial Code of Estonia, 1995, p. 194.1) which allows the set-off of
claims as a specific non-monetary way of equity increase. Secondly, the law should specify the role of
experts carrying out the evaluation of capitalized debt. Perhaps, their duties should include preparing a
conclusion on whether a specific debt capitalization should be equated to a monetary or a proprietary
contribution. Thirdly, accountancy and/or tax legislation should establish criteria for the selection of
capitalized debt valuation methods. Furthermore, it should specify possible ways of accounting for
such transactions in taxation. This will help to reduce the use of loopholes in accountancy, commercial
and tax legislation.

3. Approaches to and methods for valuation of capitalized debts.
3.1 The core of the issue.

When we consider valuation of capitalized debt, the question at issue is how to determine the fair
value, which is the basis of debt for a debtor's equity swap. It defines the number of shares acquired
by the creditor. Hence, it also defines the number of votes when decisions are made at a shareholders'
meeting, and also the distribution of profit and liquidation quota.

For example, a company's share capital is worth 60 thousand, each share denomination being 1
thousand; there are reserves and profit worth another 120 thousand, which makes up an equity (net
assets) worth 180 thousand. The debt holder would like to exchange his claims to the company (120
thousand) for its shares. How many shares will the debt holder get? He may get 120 shares at their
nominal value of 1 thousand. Or he may get 40 shares at their fair value of 3 thousand (180: 60). If the
debt holder gets 120 voting shares, he will have control (2/3 of the votes) over the company. If, on the
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other hand, he is given 40 shares, his equity share will only be 40% (40 shares out of 100), and he will
not be able to influence the operations of the company in a significant way.

In each particular case, this issue is resolved between the parties of the transaction - the debtor and
the debt holder. However, there is one more party concerned with this transaction, namely, individual
shareholders. In order to protect their interests, the Directive 2012/30/ES requires an independent
valuation of any non-cash contributions to equity, which also applies to debts transferred to debtor's
equity (European Parliament, 2012). Thus, in accordance with EU regulations, the solution of the
existing issue is up to the expert involved in the valuation of the worth of the debt capitalization
transaction.

3.2 Approaches to valuation and selection criteria.

As mentioned before, there are two approaches to the valuation of the worth of debt to equity
exchange transactions. The first approach is essentially valuation of the worth of shares transferred to
the debt holder, while the second one deals with valuation of the capitalized debt. Methods applied
for the first approach (the fair value of the shares) are explained in 'International Valuation Standards'
and IFRS-2, while IFRS-39 deals with the methods related to the second approach (the fair value of
financial liabilities).

Before 2009 there was no consensus in the EU as to what criteria should be relied on when choosing
the approach to valuation of debts to creditors for debtor's shares transactions. Deloitte (Deloitte,
2009), Ernst & Young (Ernst & Young, 2009), and the Hong Kong Institute of Certified Accountants
(2014) describe the current state of affairs as follows: 'Certain entities recognise the equity
instruments issued at the carrying amount of the financial liability, while others recognise the equity
instruments at the fair value of either the liability extinguished or the equity issued. The Interpretation
eliminates this diversity' (Hong Kong Institute of Certified Accountants, 2014, p. 8-BC4).

Subsequently, the EU adopted Interpretation 19, which is essentially an explanation of the choice of
approach to the valuation of debt capitalization (IFRIC, 2010). However, this document is only
applicable to 'external' debt holders. For this group of debt capitalization, the priority of the first
approach to transaction valuation has been recognized (IFRIC, 2010, p.6). However, the document does
not exclude the possibility of applying the second approach if the first one is not applicable (IFRIC,
2010, ph.7).

The search for other criteria relevant to debt capitalization transactions is ongoing. In this context,
the position taken by the audit company PwC is both noteworthy and useful. Its choice of approach to
valuation relies on the influence of 'significant equity holders': 'However, if all debt holders have equity
interests in the borrower, the debt restructuring typically would be considered a capital transaction. In
that case, the gain should be recorded in equity.... If there are significant debt holders that do not own
equity that is a strong indicator that again should be recorded in the income statement and not in
equity. Likewise, if significant equity holders own no debt, it is a strong indicator that a gain should be
recorded in the income statement and not in equity.' (PwC, 2015, p.101).

Thus, one may conclude that both of the above mentioned criteria should be taken into
consideration, namely, both the debt holder’s status and the equity holder's significance, when
'internal' debt capitalization is valuated.

There is still no consensus about internal debt capitalization when it comes to practice. Some
specialists, namely, Aigars Strupish (Latvia) suggest that the fair value of the shares should be
applicable for capitalization (Strupiss, 2003, p. 101-103). Others think it appropriate to use the nominal
(balance) value of extinguished liabilities as the basis for calculation. Thus, according to Vittorio
Salvadori di Viesenhoff and Roberto Egori (ltaly) 'Under Italian GAAP, 37 debt-for-equity swaps are
treated as neutral events, whereby the carrying value of the debt converted into equity (normally
equal to par value) is derecognized from the liability side of the balance sheet, against the recognition
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of items in the net equity of the borrower (e.g. share capital, share premium) for a corresponding
amount...' (Wiesenhoff & Egori, 2012).

It is worthwhile abandoning valuation of the items to be exchanged, i.e. equity and debt, unless
capitalization will influence the ratio of profit and liquidation quota distribution among equity holders.
Assume, debt to the single owner of the company is being capitalized; or capitalized debt is exchanged
for preference shares with fixed dividends but without the right to vote at a shareholders' meeting.

In some cases it is advisable to evaluate both shares and debts. The results of such valuation may
prove to be quite different. This would enable us to integrate our findings in a similar way to the
theory and practice of business valuation. To this end, special integration indices, or ‘confidence
coefficient’ for each of the approaches are to be introduced, which would enable us to work out the
average value of a debt capitalization transaction. Ordering customers may be involved in negotiating
the value of credibility indices. For example, as a result of the first approach it was found that the fair
value of one share is 3 thousand, so when the debt of 120 thousand is capitalized, the debt holder
should receive 40 shares. The second approach, however, shows that the fair value of the debt equals
120 thousand, and as a result of capitalization the debt owner should receive 120 shares at the
nominal value of 1 thousand. Both the debt holder and the debtor have 30% confidence in the first
approach; hence the confidence coefficient is 0.3. Confidence in the second approach is 70%, the
confidence coefficient being 0.7. Thus, an integrated result of such a transaction would be as follows:
for the debt of 120 thousand, the debt holder will receive 96 shares of the debtor’s capital
(40%0.3+120*0.7=96).

3.3 Recommendations

An expert should carry out a preliminary analysis of the transaction before he/she starts to valuate
capitalization of ANY financial liabilities. Such analysis should include a number of steps. Firstly,
documents should be audited for the following: debt emergence (monetary contribution or acquisition
of other assets for the debtor); for authenticity and debt formation process (cession, etc.); for the debt
holder's status (whether or not he/she may influence the borrower). Secondly, a cross reference is to
be made between the asset transferred to the entity at the moment of debt emergence and the
entity's economic operations. Thirdly, a borrower's liquid asset backing of capitalized debt is to be
analysed.

The expert should then determine the purpose of the intended debt capitalization and determineif
this transaction will bring about changes in profit and liquidation quota distribution ratio in the entity
in question. As a result, an independent expert will be able to assess the viability of capitalization and
to select the appropriate approach to its valuation, namely, whether to valuate capitalized liabilities or
the shares received, or to valuate both of the items swapped with a subsequent integration of
valuation outcome.

In the case of capitalization of the debt to a company's co-owners, a distinction should be made
between two valuation options:

1) the ratio of profit and liquidation quota distribution among co-owners remains unchanged. If
this is so, financial liabilities to be capitalized should be audited and then exchanged for new
shares at par value;

2) the ratio of profit and liquidation quota distribution among co-owners is changed. In this case,
a fair value of a share being acquired should be calculated. Capitalized debts should be audited
and their nominal value should be exchanged for a definite number of the borrower's shares
(possibly, with allowance for share premium).

If debts to independent outside debt holders are to be capitalized, it is advisable to apply the
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approach suggested by international financial reporting standards, in particular, the above mentioned
Interpretation 19. Selection of the methods for valuation of the shares being acquired may rely either
on the method of business valuation (including its share value), or on the methods suggested by IFRS-
2. In selecting methods for valuation of financial liabilities (creditor's debts) the rules of IFRS-39 would
be more appropriate.

4. Conclusions

It is essential that judicial regulation of non-government creditor's debt capitalization be introduced
in Latvia.

Following the example of Lithuania and Estonia, Latvian legislation should adopt a rule to the effect
that an independent expert valuation of contributions to equity is necessary for 'proprietary' rather
than 'non-monetary' contributions.

It would be expedient to supplement Latvian legislation with a number of rules to regulate
conditions and approaches to valuation of financial liabilities which are transferred to the borrower's
equity. In our opinion, the most essential regulatory norm would be a restriction on debt capitalization
for companies with a negative equity. In such cases, writing off debt to persons who actually have
control over the entity should be regarded as a gift, it should be accounted for as appropriate and
taxable.

It is advisable to restore the rule in the Latvian legislation which would allow company owners to
provide non-remunerable and non-taxable assistance, including forgiveness of a debt, and to recognize
such amounts in accounting as their own equity rather than revenue. The reason for this suggestion is
the fact that the said amounts do not result from economic activities of the company but represent the
owner's personal and voluntary contribution to their own equity. The adoption of the above
mentioned rule would eliminate the need for capitalization of internal debts in the cases where
capitalization is used mainly to extinguish the company's losses and to reduce taxable profit.
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