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Background 
 

The May 2012 released Reserve Bank of India (RBI) guidelines on Basel III Capital Regulations raise the minimum core Tier I capital to be maintained by banks from 

3.6% (under Basel II) to 8%. Overall, capital adequacy has been raised from 9% to 11.5%. Further, if counter-cyclical capital buffers are introduced at the highest 

levels, the Common Equity requirement could be higher at 10.5%, while the overall capital adequacy requirement could be as high as 14%. 

 
Table 1: Tier I Capital Requirements Significantly Higher under Basel III 

RBI Norms under Basel II Basel III 

Minimum Common Equity Tier I ratio 3.6% 5.5% 

Capital conservation buffer (consisting of Common Equity) Nil 2.5% 

Minimum Common Equity Tier I ratio (including capital conservation buffer) 3.6% 8.0% 

Additional Tier I capital 2.4% 1.5% 

Minimum Tier I capital (including capital conservation buffer) 6.0% 9.5% 

Tier II Capital 3.0% 2.0% 

Minimum total capital ratio
1
 (including capital conservation buffer) 9.0% 11.5% 

Additional counter-cyclical capital buffer to be maintained in the form of Common Equity capital Nil 0-2.5% 

Source: RBI 

The RBI guidelines on Basel III introduce stringent loss absorption clauses for hybrid instruments so that loss absorption kicks in before the “public injection of 

funds”. This ICRA note focuses on these loss absorption features and the implication of these features for the probability of  default and severity of loss to investors 

in these instruments. While both Tier I and Tier II instruments have significant loss absorption features, Tier I instruments are meant to absorb losses on a going 

concern basis, and therefore, the loss absorption trigger kicks in fairly early. The high loss absorption features of Tier I are likely to bail out depositors as well as 

investors in Tier II instruments well ahead of stress. The triggers for Tier II instruments, which also have loss absorption features, are meant to be invoked at the 

point of non-viability, and therefore, are likely to protect depositors and senior lenders on a gone concern basis. While Basel III instruments are likely to absorb 

losses on the breach of loss triggers, ICRA expects prudent regulatory provisions, close supervision and RBI oversight to help banks lower the probability of capital 

erosion, and therefore, of trigger breach. 
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The key features of Tier I capital instruments under Basel II and Basel III and their implications for probability of default and severity of loss are presented in Table 2. 
 
Table 2: Key Features of Tier I Instruments under Basel II and III, and Implications for Probability of Default and Severity of Loss 
 

Key 
Features 
impacting 

Perpetual Bonds Tier I 
(Basel II norms) 

Additional Tier I  
(Basel III norms) 

Implication 

Probability 
of Default 

Bank shall not be liable to pay 
interest if its capital adequacy 
below the minimum requirement or 
interest payment will result in 
bank’s CRAR to go below minimum 
regulatory requirement.  
 
However the bank may pay interest 
with prior approval of the RBI when 
the impact of such payment may 
result in net loss or increase in net 
loss, provided the CRAR remains 
above the regulatory norm. 

 Basel III capital instruments, upon the 
occurrence of the trigger event, at the option 
of RBI, will have to be either permanently 
written off, or converted into Common 
Equity. 
 

 Two pre-specified triggers for Basel III 
compliant Additional Tier I (AT1) instruments 
issued before March 31, 2019; a lower pre-
specified trigger at CET of 5.5% of Risk 
Weighted Assets (RWAs) will apply and 
remain effective before March 31, 2019, after 
which this trigger would be raised to CET of 
6.125% of RWAs for all such instruments. AT1 
instruments issued on or after March 31, 
2019 will, however, have pre-specified trigger 
at CET1 of 6.125% of RWAs only. 
 

 Capital Conservation (by restricting dividend 
payouts etc) to kick in once Common Equity 
Tier I drops below 8%,, If a bank wants to 
make payments in excess of the amount that 
the norm on capital conservation allows, it 
would have the option of raising capital for 
such excess amount. 
 

 Bank must have full discretion at all times to 
cancel distribution/payments. Cancellation of 
discretionary payments must not be an event 
of default. 
 

In case of inadequacy of current year’s profit, coupon 
on PDI may be paid out of distributable reserves (i.e. 

Since discretionary (coupon/dividend) payments on other 
Tier I capital instruments would be restricted in case 
Common Equity falls below 8%, the threshold for default on 
Basel III Tier I interest could be 8% Common Equity. 
 
Thus, the default event has shifted from breach of overall 
capital adequacy of 9% (under Basel II) to Common Equity 
Tier I of 8% (for non-payment of coupon) and 5.5%/6.125% 
(for principal conversion/write-off) under Basel III. 
 
Though the trigger events are not strictly comparable, the 
probability of breaching the Basel III Common Equity 
threshold is likely to be higher than that of breaching capital 
adequacy under Basel II. 
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revenue reserves and /or credit balance in profit and 
loss account) pertaining to previous years 
 
 

Severity of 
Loss 

Non-Cumulative coupon/dividend.  Non-Cumulative coupon/dividend. 

 Point of Non-Viability (PONV) for all Basel III 
capital instruments: The earlier of: 

o Decision by the RBI for conversion 
/permanent write-off, without 
which the firm would become non-
viable; 

o Decision by relevant authority to 
make a public injection of capital, 
or equivalent support, without 
which the firm would have become 
non-viable. 

 While Basel II provisions could have led to 
permanent loss on interest/coupon payments, 
there was no impact on principal. 

 Under Basel III, severity of loss is likely to be 
significantly higher and permanent as: 

o There may be a permanent loss on coupon 
once capital conservation kicks in; 

o Further, PONV trigger could lead to Write-
off/Conversion prior to any public 
injection of capital. Moreover, the loss 
could be permanent on Additional Tier I 
when there is public injection of funds on 
PONV invocation. 
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ICRA’s approach to rating Basel III compliant Additional Tier I instruments 

As Table 2 brings out, the loss absorption capacity of Additional Tier I instruments under Basel III is higher than that of Basel II Tier I instruments. While there was no 

clause on write-off/conversion in the earlier instruments, the new instruments would have to be converted/written off even when the bank concerned is far from 

being unviable (5.5%/6.125% under Basel III). Further, as seen in the Chart 1, the trigger for “non-payment of coupon on Additional Tier I” is breach of the 8% 

Common Equity unlike 9% overall capital adequacy under Basel II. 

Chart1: Default Zone for additional Tier I Instruments1 
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1
 Assuming a scenario of zero counter cyclical capital buffer and nil capital for domestic systemically Important banks 
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Additionally, the provisions under PONV could translate into permanent loss for Additional Tier I investors in case of injection of public funds under PONV. 

For public sector banks, conventional ratings are backed by the strong likelihood of Government support. However, the restriction on coupon on “capital 

conservation trigger” (Common Equity falling below 8%) or principal conversion/write-off at pre specified Common Equity trigger at 6.125% could get tested ahead 

of equity support from the Government. Although private sector banks typically have maintained better asset quality, superior and stable profitability and excess 

capital, the probability of a drop in Common Equity levels to 8% is relatively higher than the likelihood of default on conventional instruments. Considering these 

riskier features, ICRA would notch down the ratings for Additional Tier I instruments from conventional instruments for both public sector and private sector banks. 

ICRA’s assessment on the level of notching takes into account various factors, including: 

 Bank’s relative standalone financial/ fundamental strength, including: 

o ICRA’s assessment of its asset quality 

o Bank’s past trends and the outlook for its core profitability 

 Bank’s relative ranking on its expected capitalisation levels under stress testing scenarios 

 Bank’s track record and philosophy on maintaining excess capital 

 Bank’s franchise, relative standing in equity market, its demonstrated ability in attracting fresh equity, and the quality and diversity of its investors.  

 
The probability of capital erosion for banks (both public and private) with relatively higher scores on these parameters would be much lower, and therefore, the 
notching of ratings could be correspondingly lesser. However, banks scoring relatively low on these parameters would have a relatively higher probability of capital 
erosion, and therefore, the notching of rating in their case could be greater. 
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The key features of Tier II capital instruments under Basel II and III and their implications for the probability of default and severity of loss are presented in Table 3.  

Table 3: Key Features of Tier II Instruments under Basel II and III and Implications for Probability of Default and Severity of Loss 

Key Features 

impacting 

Bonds—Lower Tier II 

(Basel II norms) 

Bonds—Upper Tier II 

(Basel II norms) 

Bonds—Tier II Capital 

(Basel III norms) 

Implications 

Probability of 

Default 

Subordinated to 

depositors on 

liquidation 

Bank shall not be liable to pay interest if its 

CRAR is below the minimum requirement 

or interest payment will result banks’ CRAR  

to go below minimum regulatory 

requirement.  

 

However, the bank may pay interest with 

prior RBI approval when the impact of such 

payment may result in net loss or increase 

in net loss, provided the CRAR remains 

above the regulatory norm. 

Basel III capital instruments upon 

the occurrence of PONV, at the 

option of RBI, may either be written 

off, or converted into Common 

Equity. 

 

 

Probability of default for Basel III 

compliant Tier II bonds is likely to 

be higher than that for Basel II 

Lower Tier II instruments; however, 

it is likely to be significantly lower 

than that for Upper Tier II bonds as 

the probability of PONV trigger 

invocation is likely to be much 

lower than the probability of a bank 

breaching 9% capital adequacy. 

Severity of 

Loss 

No Significant Clause No Significant Clause PONV for all Basel III capital 

instruments: The earlier of: 

 Decision by the RBI for 

conversion /permanent 

write-off, without which 

the firm would become 

non-viable;  

 Decision by relevant 

authority to make a public 

sector injection of capital, 

or equivalent support, 

without which the firm 

would become non-viable. 

 

Under Basel III, severity of loss is 

likely to be significantly higher as 

PONV trigger could lead to write 

off/conversion prior to any public 

sector injection of capital.  
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ICRA’s approach to rating Basel III compliant Tier II instruments  

The Basel III Tier II bonds issued by banks are expected to provide to their depositors and senior creditors an additional layer of protection. According to the Basel III 

guidelines issued by the RBI, Basel III compliant Tier II bonds do not have any interest deferral clause, but they are expected to absorb losses when the Point of Non-

Viability (PONV) trigger is invoked. As and when the PONV trigger is invoked, Tier II instruments, at the option of the RBI, either to be written off or converted into 

Common Equity. 

Chart2: Default Zone for additional Tier II Instruments
2
 

                                                           
2
 Assuming a scenario of zero counter cyclical capital buffer and nil capital for domestic systemically Important banks 
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In the past, Government of India (GoI), as a shareholder, has provided public sector banks support both to achieve growth and maintain financial stability. In ICRA’s 

current assessment, it is likely that GoI would infuse equity in public sector banks well in advance so that their capital remains well above the PONV triggers. Further, 

considering GoI’s stance on maintaining 8% Tier I capital and the likely severe restrictions on banks’ operations (which may hinder policy implementation) on PONV 

invocation, the probability of the trigger getting breached appears quite low, in ICRA’s opinion. Going forward, any significant change in GoI’s current stance on 

providing regular capital support to public sector banks would be a key rating sensitivity for Basel III Tier II instruments. 

ICRA’s ratings of private banks will continue to hinge on their standalone fundamental strength. Ratings of both public and private banks will continue to benefit 

from prudent regulatory provisions, besides from the close supervision and oversight of the RBI. 

ICRA’s ratings of Tier II instruments are based on  

 Its assessment of a bank’s relative standalone financial/fundamental strength, including: 

o ICRA’s assessment of its asset quality 

o Bank’s past trends and the outlook for its core profitability 

 Bank’s relative ranking on its expected capitalisation levels under stress testing scenarios 

 Bank’s track record and philosophy on maintaining excess capital 

 Bank’s franchise, relative standing in equity market, its demonstrated ability in attracting fresh equity, and the quality and diversity of its investors. 

 

For banks scoring well on these parameters, the probability of capital erosion would be much less, and therefore, the ratings on Basel III Tier II could be closer to 

those of the conventional instruments. However, banks scoring relatively low on these parameters would have a relatively higher probability of capital erosion, and 

therefore, the ratings on Basel III Tier II would be notched down accordingly. 
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Key Explanations 

 Trigger Event 

 Two pre-specified triggers for Basel III compliant Additional Tier I (AT1) instruments issued before March 31, 2019; a lower pre-specified 

trigger at CET of 5.5% of Risk Weighted Assets (RWAs) will apply and remain effective before March 31, 2019, after which this trigger would 

be raised to CET of 6.125% of RWAs for all such instruments. AT1 instruments issued on or after March 31, 2019 will, however, have pre-

specified trigger at CET1 of 6.125% of RWAs only. 

 Point of Non-Viability (PONV) for all Basel III capital instruments: The earlier of  

o Decision by the RBI for a conversion /permanent write-off, without which the firm would become non-viable  

o Decision by relevant authority to make a public sector injection of capital, or equivalent support, without which the firm would have become non-

viable  

 Non-Viable Bank 

 A bank which, owing to its financial and other difficulties, may no longer remain a going concern on its own in the opinion of the RBI unless 

appropriate measures are taken to revive its operations and thus enable it to continue as a going concern 

 Raising the Common Equity Tier I capital of the bank should be considered as the most appropriate measure. Such measures would include write-

off/conversion of non-equity regulatory capital into common shares in combination with or without other measures as considered appropriate by the 

RBI 

 RBI’s Assessment Process to determine ‘Non-Viability’ 

 Two-stage assessment to be followed 

 Stage 1 assessment criteria 

o purely objective and quantifiable criteria to indicate that there is a prima facie case of a bank approaching non-viability and, therefore, a closer 

examination of the bank’s financial situation is warranted 

 Stage 2 assessment criteria 

o would consist of supplementary subjective criteria 

 Criteria in both the stages to be evaluated together and not in isolation 

 

 Elements subject to the restriction on distributions: Dividends and share buybacks, discretionary payments on other Tier I capital instruments and 

discretionary bonus payments to staff would constitute items considered to be distributions. If a bank does not have positive earnings and has a Common 

Equity Tier I ratio less than 8%, it should not make positive net distributions. 
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 Capital conservation ratio  

According to the RBI, banks are required to maintain a capital conservation buffer of 2.5%, consisting of Common Equity Tier I capital, which is above the 

regulatory minimum Common Equity capital requirement of 5.5%. There are restrictions on the distribution of capital on some elements (that is, paying 

dividend or bonus in any form, among others, as discussed) in case the conservation capital level falls below 2.5%. For instance, if the capital conservation 

buffer falls to 2% (or Common Equity Tier I fall to 5.5%+2%), the bank concerned has to conserve 40% of its earnings, and payouts to “elements subjected to 

discretion” can be made only to the extent 60% of the earnings. 

Table 4: Capital Conservation after Common Equity Drops below 8% 

Common Equity Tier I ratio after including the 
current period’s retained earnings 

 

Minimum capital conservation ratios (expressed as a 
percentage of earnings) 

 

5.5% - 6.125%  100% 

>6.125% - 6.75%  80% 

>6.75% - 7.375%  60% 

>7.375% - 8.0%  40% 

>8.0%  0% 

 

However, the RBI may allow some distribution of earnings by banks that are in breach of the proposed capital conservation buffer. If a bank wants to make 

payments in excess of the amount that the norm on capital conservation allows, it would have the option of raising capital for such excess amount. This 

issue would be discussed with the bank’s supervisor as part of the capital planning process. Overall, the restrictions on dividend distribution and bonuses 

during times of stress would help banks conserve internal capital. 
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