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Depletion of free reserves raises risks associated with Basel 3-compliant AT1 instruments 

     

In ICRA’s estimate public sector banks (PSBs) have issued close to Rs 170 billion Basel 3 compliant Additional Tier 1 (AT1) bonds of over last few 
years. The amount of AT1 raising has so far remained much lower than the PSBs requirement of AT1 capital instruments to meet increasing capital 
requirements under Basel 3 norms on account of weak investor appetite. However, the risk of servicing the coupon payments on these bonds has 
increased considerably, especially for the weaker PSBs. The risk has increased following the substantial losses reported by PSBs in the last few 
quarters during FY2016 and also in Q1, FY2017 resulting in significant depletion of revenue reserves. 
 

 Even the capital infusion by the GoI may not help in timely servicing of coupon payment on AT1 instruments however it reduces the risk of 

principal loss to investor 

Coupon (interest) on AT1 bonds can be paid out of the current year profits, accumulated revenue reserves or the credit balance in profit & loss 
account of the bank. In case of inadequate current year profit or distributable reserves, the bank may miss coupon payment on these instruments. 
 
While the Government of India (GoI) continues to support PSBs, including the weaker ones with significant capital infusion in the past as well as in 
the current fiscal to enable them to maintain regulatory minimum capital requirement, it may not help in timely servicing of coupon on AT1 
instruments as capital infusion does not increase the distributable reserves. Out of the 21 PSBs in India, five reported negative or very low 
distributable reserves as on March 31, 2016 (refer table 1 for bank wise details). 
 
If profitability of the weaker banks does not improve significantly or if RBI does not provide a special dispensation (which if done would be 
inconsistent with Basel 3 norms), the risk of default on coupon payment on these instruments will remain high. 
 
However, a capital infusion by the GoI reduces the risk of principal loss to investors as it enable banks to maintain regulatory minimum capital 
requirement thus reducing the risk of write-down or conversion of these bonds into equity.     
 
ICRA suffixes ‘hybrid’ to the rating symbol for these instruments indicating that the rated securities are hybrid subordinated instruments with 
equity-like loss absorption features; such features may translate into higher levels of rating transition and loss-severity in comparison with 
conventional debt instruments. ICRA’s rating methodology for AT1 instruments also prescribes a wider notching for financially weaker banks.  
ICRA, however, does not have ratings outstanding on the AT1 instruments of any of the weaker PSBs with negative or very low revenue reserves. 
 
 

 

 

 

 

INDIAN BANKS 
 

AUGUST 2016 



 

 

          ICRA Limited                                               P a g e  | 3 

Some of the salient features of AT1 instruments regarding coupon payment include: 
 

- Bank has full discretion at all times to cancel distribution/payments and cancellation of discretionary payments shall not be an event of 

default.  

- Coupon is not cumulative 

- Coupon on AT1 instruments must be paid out of distributable items i.e. current year profits or in case of loss in a year from revenue reserves 

or credit balance in profit & loss account.   

Payment of coupons on AT1 from the revenue reserves is subject to the issuing bank meeting minimum regulatory requirements for CET1, Tier 1 and 
Total Capital ratios at all times and subject to the requirements of capital buffer frameworks (i.e. capital conservation buffer, countercyclical capital 
buffer and Domestic Systemically Important Banks). 
 
 

 Risk of servicing of Upper Tier 2 / IPDI Instruments by few weak PSBs also increased; however, capital infusion by the GoI provides cushion 

to PSBs to service coupon on Upper Tier 2 / IPDI Instruments issued under Basel 2 norms 

As banks’ hybrid instruments (Upper Tier 2 and IPDI, Basel 2 compliant) are riskier than Lower Tier 2 instruments, ICRA, as a policy, has assigned one 
notch lower ratings to these instruments. The servicing of coupon payment on these bonds is linked to the bank maintaining the minimum 
regulatory capital requirement. For the first time in the history of the Indian banking sector, a small private sector bank could not service the coupon 
on its Upper Tier 2 instrument in the current fiscal, following its inability to maintain the regulatory minimum capital requirement, thereby 
reiterating the riskiness inherent in hybrid debt capital instruments. 
 
Despite the GoI’s regular capital infusion, the capitalisation profile of some PSBs has weakened following significant losses reported in FY2016 and 
Q1, FY2017. With this background, ICRA has increased the notching for hybrid instruments to two for three PSBs. 
 
Nevertheless, while the capital infusion by GoI does not reduce the risk of missed coupon payment on AT1 instruments, it does provide cushion to 
PSBs to service the coupon on Upper Tier 2 / IPDI1 Instruments issued under Basel 2 norms as it enables them to maintain regulatory minimum 
capital requirement which is a condition for making coupon payment on these instruments. In the current year also, GoI has announced significant 
capital infusion in weaker PSBs to enable them to maintain regulatory minimum capital requirements. 
 
ICRA expects and factors in timely capital infusion by GoI to enable PSBs to maintain capital levels above the regulatory minimum capital 
requirements. 
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 Innovative Perpetual Debt Instrument 
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 Elevated risk and weak investor appetite for AT1 instruments increases PSBs dependence on common equity capital, a large share of 

which would need to be from the GoI  

In ICRA’s estimate, PSBs will need to raise Tier 1 capital of Rs 1.7-2.1 trillion during FY2017-FY2019 to meet the higher regulatory minimum capital 
requirements as well as to fund growth. Of this requirement, around 40% can be made through raising of AT1 instruments; however, given the 
elevated risk for existing instruments and the weak investor appetite, it is unlikely that PSBs will be able to raise the required AT1 capital. Hence, 
their dependence on equity raising to meet minimum Tier 1 capital requirements remains very high. Further, a large part of the PSB equity 
requirements would need to be from the GoI as the possibility of substantial capital raising from non-government sources remains limited. In the 
current fiscal, GoI has so far announced a capital infusion of Rs 229 billion into PSBs. 
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Table 1: Bank wise distributable reserves 
Name of the bank / Amounts in Rs billion Revenue 

reserves as on 
March 31, 2016 
(A)  

Credit balance 
in P&L 
account as on 
March 31, 
2016 (B) 

Net distributable 
reserves (A+B) as on 
March 31, 2016 

Net distributable 
reserves as % of total 
assets as on March 31, 
2016 

Profit / loss 
made during 
Q1, FY2017 

Basel 3 compliant 
AT1 instruments 
outstanding 

Allahabad Bank 31.05 (3.60) 27.45 1.20% (5.65) - 

Andhra Bank 24.49 0.95 25.44 1.30% 0.31 13.00 

Bank of Baroda 80.23 - 80.23 1.20% 4.24 13.82 

Bank of India 93.98 (62.49) 31.49 0.50% (7.41) 25.00 

Bank of Maharashtra 13.30 0.60 13.90 0.90% (3.97) 10.00 

Canara Bank 84.81 (28.13) 56.68 1.00% 2.29 15.00 

Central Bank of India 23.44 (25.34) (1.90) -0.10% (6.00) - 

Corporation Bank 27.87 (5.06) 22.81 1.00% 0.36 5.00 

Dena Bank 20.93 (9.35) 11.58 0.90% (2.79) 14.00 

IDBI Bank 51.67 (28.27) 23.40 0.60% 2.41 15.00 

Indian Bank 66.59 0.96 67.55 3.40% 3.07 5.00 

Indian Overseas Bank 24.61 (34.24) (9.63) -0.40% (14.51) 10.00 

Oriental Bank of Commerce 37.50 0.01 37.51 1.60% 1.01 5.00 

Punjab & Sindh Bank 1.09 18.13 19.22 1.90% 0.53 - 

Punjab National Bank 137.26 - 137.26 2.10% 3.06 15.00 

State Bank of India 261.49 - 261.49 1.20% 25.21 - 

Syndicate Bank 55.33 (15.65) 39.68 1.30% 0.79 8.70 

UCO Bank 4.00 7.28 11.28 0.50% (4.41) - 

Union Bank of India 49.60 - 49.60 1.20% 1.66 - 

United Bank of India (5.30) - (5.30) -0.40% 0.38 1.50 

Vijaya Bank 0.13 13.37 13.50 0.90% 1.62 10.00 
 Source: Banks, ICRA research; Figures in bracket represent negative amounts  
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