Brady Bonds


This is about converting a loan into a bond. 

For example, in Mexico a state-owned company (we will call it Mexi) has borrowed $10 million from Citibank, a U.S. bank. This is a loan. 

But Mexi defaults on the loan, that is, it can’t pay it back.  

So there is a problem. 

Mexi cannot pay back the loan but Citibank wants to get paid back.

So the loan gets converted into a bond. What does this mean? 

Mexi agrees to create company bonds and give them to Citibank (and the loan gets erased). There are two types: (i) bonds are given with a value of less than $10 million (say $ 7 million) but the annual interest (coupon) that the bond will pay is the same as the interest rate was on the loan; or  (ii) bonds are give with a value equal to $10 million but the coupon is less than the interest rate was on the loan.  

What is important is that these bonds are tradable.  So Citibank can either (i) hold the bonds until maturity (say 10 years from now) and redeem the bonds (cash them in); or, (ii) it can sell the bonds to someone else (on the secondary market) and get cash right away. 

(In some arrangements, Citibank might have to lend new money to Mexi.  It depends on the arrangement agreed.) 
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