
Rating Criteria for Basel III Compliant Instruments

Reserve Bank issued Guidelines based on the Basel III reforms on capital regulation on May 2, 2012, to the 

extent applicable to banks operating in India. The Basel III guidelines aim at improving the core capital of 

Banks and impose floor levels for the Common Equity Tier I (CET I), strengthen the financial strength of the 

bank through the Capital Conservation Buffer and a Countercyclical Capital Buffer.

With the introduction of these in the Indian market, banks now have to keep a higher Tier I capital under Basel 

III as compared to Basel II.

The overall adequacy of a bank under Basel III is now assessed at the three levels as shown in the figure below 

(figures in parentheses are minimum requirements): 
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# Countercyclical Capital Buffer is bank specific and should be maintained by each bank accordingly.

*Tier II Capital hence can be recognized to the extent of 2.0% provided the minimum Tier I and CET 1 capital 

requirements are met; additional Tier I and Tier II capital can be recognized in proportion to the equity capital 

available with the bank.
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Rating Additional Tier I Instruments:

Instruments that are eligible to be considered as Tier I Capital Instruments reflect more equity characteristics 
than under Basel II.

The main features of these instruments include:

Perpetual nature of the instruments, they may have a Call Option that can be exercised after a minimum of 

ten years. Exercising the same needs prior approval of RBI and capital has to be compulsorily replaced by 

same or better quality capital. 

Discretionary payment of coupons on Tier I instruments by the Bank. An event in which the Bank exercises 

such an option cannot be classified as an event of default. The interest payments are not cumulative. 

Capital Conservation clause is applicable when Common Equity Tier I drops below 8%. The capital 

conservation range is specifically defined in line with range of CET 1 when it's 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. However, If a bank does not have sufficient earnings, 

payments on coupon can be made from the revenue reserves subject to the issuing bank meeting minimum 

regulatory requirements for CET1, Tier 1 and Total Capital Ratios at all times. 

Loss Absorption Features – On reaching  a pre-specified trigger point(as indicated in the Chart below), 

there can either be a write down mechanism or a mechanism to convert some of the liabilities to common 

equity.

There are two trigger levels set for this-

a)

e)

c)

b)

d)

Note: The Countercyclical Capital Buffer has not been considered while defining the triggers above. In some 

cases, the triggers may be set at higher levels for SIBs and the above does not show  such higher triggers.

•  Breach of minimum capital requirement of CET 1

•  Point of Non Viability Trigger (PONV)
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When the PONV trigger is breached, the amount that needs to be converted/written off will be determined by 

the RBI and not the Bank.

A decision that a conversion or temporary/permanent write-off without which the bank would become non-

viable, is necessary, as determined by the Reserve Bank of India; and

The decision to make a public sector  injection of capital, or equivalent  support, without which the bank 

would have become non-viable, as determined by the regulator. Such a decision would invariably imply that 

the write-off or issuance of any new shares as a result of conversion consequent upon the trigger event must 

occur prior to any public sector injection of capital so that the capital provided by the public sector is not 

diluted. The AT1 instruments with write-off clause will be permanently written-off when there is public 

sector injection of capital.
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Methodology used by BWR in assigning ratings to Additional Tier I (AT1) capital 
instruments under Basel III

BWR considers the features of AT1 instruments (as detailed above) while assigning the ratings to them. The 
impact of these features on the ratings criteria are

Coupon Discretion: The payment of coupon on the instrument is discretionary and non-payment cannot 
be considered as an event of default.

Trigger for CET I and PONV: The trigger levels set allow for conversion or write-down/write-off of the 
principal amount in case of the breach of these triggers. BWR considers the probability of the breach of the 
higher trigger, i.e., CET I level, while assigning the rating.

Considering the loss absorption features and discretionary payments for Basel III Tier I instruments, 
BWR considers these riskier than Tier II instruments (for which loss absorption kicks in only when the 
PONV trigger is breached).

BWR assesses the following while assigning ratings of Basel III instruments:

The PONV Trigger event is the earlier of:

1.

a.

2.

b.

c.

d.

The strength of promoters of Bank in terms of their financial flexibility. Ease of raising equity capital in 
the case of private sector banks; for public sector banks, the current government shareholding as well as 
the policy of the government in infusing the required capital amounts.

For example: Higher government of India stake in a Bank would enhance its financial flexibility in 
terms of getting higher quality equity capital when required.

The Bank's overall credit worthiness (standalone credit worthiness of the Bank).

Assessment of Capital Adequacy under Basel III guidelines

Bank's strategy for raising and maintaining capital.

Ease of raising equity capital in the case of private sector banks; for public sector banks, the current 
government shareholding as well as the policy of the government in infusing the required capital 
amounts.

?

?

?

?

?

•  Type of capital and quality of capital

•  Current capital adequacy consider overall capital, CET I and Tier I capital

•  Available buffer between current levels and minimum regulatory requirement

•  Capital adequacy under stressed scenarios



Page 4 of 4

SEBI Registered, RBI Accredited, NSIC EmpanelledBrickwork Ratings

A typical bond would be assigned ratings based on the probability of default. 

Thus, the ratings for Additional Tier I Basel III instruments may be notched down from the standalone credit 
rating of the Bank. The notch difference may vary from “0” to “4”. The extent to which the rating is notched 
down depends on the underlying bank's rating for Tier- II bonds, the ownership structure etc.

If the bank is among the top few public sector banks and/or is systemically important, it is expected that 
oversight by RBI and Government of India will be higher and hence the probability of the bank breaching 
the trigger would be on the lower side.

?

Disclaimer:

It must be clearly understood that a Rating opinion is based on various factors/aspects which includes application of certain Rating criteria. The 
particular criteria applied depends on a number of factors, inter alia, sector/Industry, historical performance, cyclical trends, prevailing economic 
condition, group support etc.  Rating opinions factor many assumptions and the application of any particular criteria or a set of criteria may be full 
or partial depending upon peculiarity of each case. Application of any Rating criteria should not therefore be considered as rendering finality or 
completeness to a Rating assessment. A reference to criteria needs to be perceived in broad terms, only as an aid to a rating decision.
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