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Foreword
Small figures between brackets like [1] show what are the sources of the information
previously said. You can find the numbering of the sources page 10 and 11.

Decimal part of rate (tax rate) are written with a fraction in superscript. For example
33.%%=33.33%

Introduction
Debt equity swap is a process where:
-There are 2 companies A and B
-Ais a supplier of B
-A will change a receivable from the company B against a part of B's equity
-In this paper we will call A either Investor or creditor and the company B borrower or debtor

So concretely, in this process A the operation will change a short term financial asset (receivable
from the company B) into a long term financial asset (some equity) So this kind of operation will have
a big impact on the cash flow.

However this kind of operation can be interesting in some cases. French low for instance allow debt’s
equity swap only in the case that a company B has some financial problem and risk to run
bankruptcy.[1] The process was for instance use by Veolia Transdev to reduce its debts in 2012. [2]

Debt equity swap is a strictly regulated process. As the legislation about it change from one country
to the other, we will use French legislation as framework for this paper. French law about that this
process are inspirited by American law but is less flexible. [3]

In This paper we will first have a look to the impact of the process on cash flow for both companies.
Then we will see the impact on the long term. In last part we will see how debt equity swap can be
use to get a leverage effect and the risks linked with it.
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The process and it impact on cash flow:

Investor side
The process of debt equity swap will take place in 4 stages:

1: First of all, the supplier has to produce what is going to be sold. This action is generating cost (C).
According duration of production cycle the expenses linked to those cost need usually to be paid
more or less far from the sale. So those expenses can need generate a need of working capital.

2: Secondly the supplier will sell its product, against a receivable. The sale generate a revenue equal
to S=C+C*m where m is the margin rate applied but the supplier. As the sale is paid against
receivable it do not yet produce a positive impact on the cash flow. At the end of the month were
the sale happen the supplier as to pay the value added taxes (V) [4] [5]. This operation reduce the
cash of the supplier.

3: when the debtor start to have difficulty and start a process of debt restructuration, the supplier
has the right to get back the valued added tax paid on the sale. However this payback only appear at
the end of the month when the VAT is computed. [6]

4: At the end of the year the company will have to paid tax on the profit generated by the sale. The
imposition rate on profit is of 33.% in France [7] So the investor will have to paid C*m*33.°% of
taxes. It is possible since to devaluate the action hold by the company, which allow reducing the
profit and by the way the tax. [8] Regarding the cash flow the impact of income taxes is a bit
complicated, has taxes on profit are paid in 5 time: The company should paid four advances each
equal to % of previous year tax, with an compensation at the end of the year after computation of
the real result [9]

v]
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To sum up on the full period the investor will decrease is cash by: C+C*m*33.72%. In addition to this
the investor will have to support the working capital linked with the value added taxes. On the other
hand the investor get an equity of the borrowing company for a value of C+C*m



Borrower side
On the borrowing side:

2: The sale will increase the cost of the company by C+C*m, so it will have an impact on the income
tax at the end of the year. This does not impact directly the cash flow as the sale is paid with a trade
liability. However the borrowing company won’t have to withdraw cash for the product or services
provided by the investor. This saving of expense can be saw as an increase of the cash by C+C*m. By
example if the investor company is selling a product, it will be valued in the balance sheet of the
borrowing company at a value of C+C*m.

2 : The sale will increase the among of deductible value added taxes. This will have a positive impact
on the cash flow at the end of the month. However if the company has economics difficulty its input
VAT can be lower than the deductible one. In the case the company cannot claim a payback of the
VAT, the company just have a credit to withdraw to its VAT due amount on next month. [10]

3: When the borrowing company will start the procedure to restructure its debt, it will have to pay
back the VAT connected with the sale at the end of the month (as the investor will get the VAT back
at the same time).

3: The borrowing company is going to increase its capital, and the investor company will subscribe to
it, by canceling its receivable. The fact to increase capital is generating some cost (J). In France this
cost is of 350€ for the company with a capital smaller than 225 000 and 500€ over it. [11] [12]

4: At the end of the year the company will reduce it income taxes by (C+C*m)*33,°%. The fact to
increase the capital does not impact the income tax. [13] But as the company register the cost
C+C*m, its income will be reduced by this amount. However if the company as economical problems
it twill can have a negative economics result and so do not have any income tax to pay.

O—C o

To summarize on the overall period the borrowing company will increase its cash by
C+C*m+[(C+C*m)*33,Y2%]-) (the cash increase generated by the income tax reduction was put



between [] as the reduction may not happen in case of negative economic result) . The borrowing
company can also take advantage of treasury surplus generated by the VAT.

Solvability of the borrower

Thanks to the debt equity swap the borrowing company as increase its cash flow. But it is not the
only positive effect on the solvability of the borrower. In fact the operation will also increase the
equity of the borrower by C+C*m. And one important ratio to asset solvability is the debt/equity
ratio:

Total Liabilities
Shareholders Equity [14]

The fact to increase the equity will lowering this ratio and then reduces the risk of bankruptcy, and
increases the possibility to raise funds. [15]

Case where the investor is a bank
Normally all company which hold a liability on the borrowing company can use a the debt equity
swap. So what happen if a bank use it?

We told that investor cash flow reduce by C+C*m*33.73%. In the case of a loan m is equal to the
interest rest and C to the initial amount of money borrow.

Regarding the borrowing company the situation will be a bit changed as the cost generated by a loan
is only the interest. So to follow our notation the cost will be C*m. As the result the borrowing
company can only reduce it income tax by C*m*33.%%.

Moreover at the time of the sale the borrowing will only get C amount of money from the loan. The
cost of interest will be generated afterword. As the result the positive impact on the cash flow will
only be C+[C*m*33.%]-)



Impact on long term

Financial exposure

In the process the investor change a liability against on equity, and those financial assets do not lead
to the same risks. Liabilities are safer as in case of bankruptcy the liabilities’ owners should be paid
before the equity’s owners.

Moreover some companies have a legal form where equity’s owners are responsible for all the
liabilities. Concretely if the company is not able to pay back the liability the shareholder will have to
pay for it.

In French law the article L626-5 of trade law, allows debt equity swap for any kinds of legal form [16].
But it is quite obvious that in reality it will only occur with companies with limited liability
responsibility.

Control of the company

As the debt equity swap as an impact on equity it will change the power division between equity’s
owners. In the USA where the debt equity swap is more flexible than in France, it is possible to use
the process to take over a company. This strategy cold “loan to own” consists in buying liabilities on a
company on secondary market, to after convert them into equity. [17]

“Loan to own” strategy is however forbidden in France. In fact it is against an important concept of
French business law: the “affectio societatis". Concretely it means that equity’s owner of a company
wish to work together. As consequences of this principle the borrowing company can chose which
supplier can change its liability to equity.[18]

To protect itself from being taken over the borrowing company, can also exchange the liability
against equity which do not have decision power. In fact the articles L. 228-35-3, L. 228-35-11, L. 225-
122, L. 225-126 of French law allow to issue non-voting stock, which are shares without decision
power. [19] To offset their lack of power the non-voting stock, give right to higher dividend than
normal stock.

Return to equity

As the equity increased it can reduce the return to equity. This will be especially true if the company
is issuing non-voting stock: as those stocks offer more dividend, less dividend will be left for former
owner will be lower.

However in the process the borrowing company increases its cash, and this surplus of cash can be
use for investment. So when an investor chooses to exchange its liability against equity he has to
asset if the surplus of cash offered, will allow the borrower to make its business grow. We are really
here in a typical dilemma of investment.

The dilemma will be a bit more complex than a standard investment situation, as the investor’s
company has already some financial exposure with the borrower (with the receivable). The potential
loss of the receivable in case of the borrowing company runs out bankruptcy, can motive the investor
to use the debt equity swap.



Debt equity swap a lowering tool?

The lowering coefficient

Now let’s analyze one case which is not allowed by the French law: using debt equity swap even if
the borrowing company do not have financial problems. In the case the VAT has to be paid, so the
cash of the investor will be reduce by the amount of the VAT: (C’+C*m)*t, where t is the VAT rate
and C’ the total cost without the cost of consumed products (as the consumed product will increase
the deductible VAT, costs connected with consumed products do not increase the VAT connected
with the sale). On the other side the VAT will increase the cash flow of the borrower by (C+C*m)*t.

To summarize the borrowing company will reduce its cash by C+C*m*33.1/3%+(C’+C*m)*t, and get a

C+C*m+(C+C*m)*t of equity.

So we can see that there is a difference between the cash reduction and the equity acquired:
C+C*m*33.1/3%+(C+C*m)*t - C+C*m+(C’+C*m)*t= C*m*66.2/3% + (C-C')*t. It mean that the
company can invest its cash with a premium of C*m*66.73%+(C-C’)*t. The premium can be use as
leverage effect.

This premium is increasing when the margin rate m increase and when the part of consumed
products in the total cost increase (C-C'= cost of consumed products)

As the debt-equity process is based on a conversion of receivable the investor company needs to be
a supplier of the borrower. So debt-equity swap could be an interesting tool for vertical integration.

Dilution of equity value

By increasing its margin rate m the company can increase it leverage effect. So there is a high
temptation to do it, if the company can support the cash withdrawing needed to paid the income tax
and the VAT.

However as we saw previously this would reduce the return to equity. So increasing to much the
merging rate to increase the leverage effect would lead to a dilution of the return to equity, and so
reduce the effective value of the investment.

Money Creation

In the case that the borrowing company is not in financial difficulty, it will be able to fully deduct the
cost of the sale to its economic result and so reduce its income tax. Moreover the deductible VAT on
the sale will increase its cash.

So the borrowing company will increase its cash by C+C*m+(C+C*m)*33.Y2%+(C+C*m)*t-). If we
compare it to the cash withdraw for the investor (C+C*m*33./3%+(C’+C*m)*t) we can see a
difference:

C+C*m+(C+C*m)*33.1/3%+(C+C*m)*t -J- C - C*m*33.739% -(C’'+C*m)*t = C*m + C*33./%% + (C-C’)*t-J

The surplus of cash for the withdrawer is the result of some money creation process. The amount of
money created will mostly depend on C as m, t and 33.1/3% are lower than 1, and J is a constant (for
a given size of company). C which is the cost of the sold product or services for the investor is directly
connected with the amount of the receivable which is going to be converted; concretely C give use
an indication about the size of the operation.



The money creation can also be increase by an higher lever of margin (m) of by an higher part of
consumed products in the total cost (C-C'= cost of consumed products).Those variable will increase
the intensity of the money creation for a given amount.

The money creation can also be increased if the investor sold the equity on the secondary market. In
fact as we saw the investor get an equity valued at C+C*m*33.1/3%+(C+C*m)*t for a cost of
C+C*m+(C’+C*m)*t . So one again we have a money creation of C*m*66.%/3%+(C-C’)*t

Systemic risk

Last but not least: if a company is massively using debt equity swap to invest in different companies it
can lead to systemic risk. Imagine a company A which has invested in 100 different companies with
this tool, what would happen if the company A run out Bankruptcy?

All the equities’ hold by the company A will be sold. This can affect the financial stability of the 100
companies where A has invested.

This can be particularly problematic if some of the companies where A as invested, have a
continuous quotation of stock. The sell of shares owned by A can make the quotation fall. And if
quotation fall the debt/equity ratio will rise which should reduce access to borrowing.



Conclusion

To summarize debt equity swap is a process which allows improving the solvability of the borrowing
company. This tool can be particularly interesting if the borrowing company has liquidity problem
but no solvability problem.

French law allows debt equity swap only in the cases where the borrowing company has financial
problems (either liquidity or solvability). However in any situations debt equity swap can also be use
has leverage tool by the investor companies.

But a massive use of dept equity swap would lead to a systemic risk. Moreover the dept equity swap
is creating money. So a wide use of it would generate inflation. Those risks explain the strong
regulation about it.

However regarding the current situation it could be interesting to allow a wider use of the debt
equity swap. In fact the part of bank loan in the financing of company is reducing in Europe (bank
loan worth for less than half of the debt funding for European companies last year). [20] Moreover
the preparation of Bale lll standard also put bank under stress, it is estimated that European bank
miss € 1000 billion to reach the goal of LCR at one month=100% in 2015. This is particularly
problematic in France where the LCR (liquidity coverage ratio) at one month is estimated fewer than
50%. [21] So we can expect a shortage of bank loan which can affect the economy.

European company on the other hand, hold huge cash surplus. According a report from McKinsey:
European listed companies are holding €750 billions of cash excess in 2012. This amount is the
equivalent of two times the gabs of private investment between 2007 and 2011. [22]

Making more flexible the legislation about debt equity swap could encourage the company to
reinvest their cash. However the impact of debt equity swaps on the money creation and by the way
on the inflation need to be estimated. The systemic risk should also be asset.
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