
Impact of Basel III on Credit Quality of Bank Debt Instruments

One key weakness of the Basel II norms, not rectified in Basel III is valuation of assets on a 

bank’s books.  Only when you can calculate the value of assets can you calculate the true 

leverage of a bank’s balance sheet, its risk weighted assets and hence the true capital required. 

That means, as long as you have stuff like Level 3 assets (assets which are valued using models 

that bank management fiddle with on account of the fact that there are no buyers of such 

assets- bid 90 offer 10 assets as some one called such assets) constituting more than 20% of a 

bank’s shareholder equity, all credit assessment is pointless. One should not take comfort in a 

high Tier I Capital Adequacy ratio under such circumstances.  Or, one should subtract the Level 3 

assets from Tier I capital and then proceed with the credit analysis, if there is adequate cushion 

available for creditors post this adjustment.      

Key Changes in Basel III that Impact Credit Quality of Senior Bank Debt 

Some of the changes likely to be introduced through the Basel III norms will make investments 

in senior bank debt instruments less speculative (at least in certain big banks which would have 

failed in 2008 had the governments in various countries not bailed them out).  These include 

requirement for higher Tier I hard equity, removal of certain hybrid instruments as capital 

instruments (New Tier I instruments must have no maturity date, must have no coupon step-ups 

to incentivise early redemption, can be called after 5 years but only if the capital that is lost is 

replenished with capital of same or superior profile, and that too after securing supervisory 

approval) and considering as Tier 1 capital only instruments that can be written down in value or 

converted into equity in times of stress.  Supplementing the capital ratio with the leverage ratio 

would also ensure that the banking system does not get excessively leveraged through 

investments in assets carrying low supervisory risk weights.  The proposals regarding forward 



looking provisioning and measures to prevent excessive credit growth are also encouraging.  On 

the other hand, rules to increase liquidity of a bank’s balance sheet through satisfying a certain 

liquidity coverage ratio and net stable funding ratio are in our opinion less useful.  We have 

stated elsewhere (see   https://crediteye.wordpress.com/2011/07/07/is-liquidity-of-assets-

relevant-to-a-bank-creditor/)  liquidity of a solvent bank’s balance sheet is not relevant provided 

the assets on a bank’s balance sheet are loans (not trading assets) that have been originated 

through a sound credit analysis process.  Though we have never been fans of banks running big 

trading books (see http://crediteye.wordpress.com/2011/03/29/deutsche-bank-creditor-

concerns ), measures introduced for requiring capital on the trading exposures for credit 

valuation adjustment (that is for big change in credit spreads of trading assets) makes the 

situation better than the Basel II regime.  Under Basel II rules, banks needed to provide capital 

only against the possibility of defaults on the trading book- not for widening of credit spreads 

under stress conditions. 

All things remaining same, senior bank debt investments under the Basel III regime is superior to 

investments under the Basel II regime.   But all things will seldom remain same.  Banks will try to 

find new ways to circumvent the capital regime.  So, unless the investor understands the credit 

story of a particular bank, its management’s fondness for rolling the dice, clear valuation of 

assets and liabilities, margin of safety available for increased delinquencies on the lending book, 

the quanta of contingent liabilities, the warning signals sent out by auditors in their notes to 

accounts using appropriate code words, investment in a bank senior debt will continue to be 

foolhardy.   Also, a bank’s credit story will be increasingly driven by local regulations.  For 

instance, the implementation of the Volker Rule, to some extent, will improve the credit story of 

the US banks as they will have less freedom to roll the dice through proprietary trading.   
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Investments in Bank Capital Instruments Riskier than under Basel II

The hybrid Tier I bonds of banks currently in vogue under Basel II norms were bad enough for 

bond investors (see http://crediteye.wordpress.com/2011/01/19/try-using-soc-gens-model-for-

pricing-tier-ii-bonds/ ).  If the bank performed well, the investor got no share of the upside.  All 

that went to leveraged equity investors.   On the other hand, at the first whiff of trouble, 

interest payouts on the instrument could be stopped by the regulator.   In the case of the Hybrid 

Tier1s, the interest payouts were also non-cumulative- any interest payments missed would 

have to be kissed good bye forever.  So, in bad times, the investor’s position was practically no 

different from that of an equity investor.  Hence, as we have said elsewhere, it made more 

sense for the potential Hybrid Tier 1 investor to take one step below in the capital structure and 

invest directly in the bank’s equity.

Things have gotten worse under Basel III.  Tier I debt instruments are called Additional Tier I. 

These instruments, which do not have a contractual maturity date,  cannot be called without 

regulatory approval, and that too only if one replaces the current outstanding amount with 

capital of same or superior (that is hard equity).   In times of stress, when there will be no takers 

for bank capital instruments, it would be practically impossible to call the bonds.  So, one can’t 

perform a credit analysis of the additional Tier I instruments as the maturity date cannot really 

be fixed.  Worse, under stress conditions, these instruments could be written down in value or 

converted into equity.

One type of additional Tier I instrument is the so-called contingent convertible (CoCo) bond. 

CoCo bonds get converted into equity on the occurrence of a trigger -say common equity Tier I 

ratio falling below a certain level.  Obviously, the higher the trigger point at which the 

conversion occurs, the greater the risk to the investor that his bond would be converted into 

equity at the worst possible time.  The bonds are exactly like the CAT bonds issued by insurance 
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companies that get converted into equity on the occurrence of a catastrophe.  In our opinion, 

only bank bonuses for senior executives should be paid with long dated CoCo bonds.  The 

instrument has absolutely no merit for a traditional credit investor such as a pension fund or an 

insurance company.    That did not stop Mid East funds from lapping up the 6 billion Swiss Franc 

CoCo bond issue by Credit Suisse in February 2011.   The fascination for issuances of Western 

banks among Mid East funds borders on a fetish- and not a healthy or harmless one at that. 

In the case of Tier 2 capital instruments, the current distinction between Upper Tier 2 and Lower 

Tier 2 will go.  The instruments under the new regime will be closer to the erstwhile Lower Tier 2 

bonds with minimum original maturity of 5 years.  There might be very selective opportunities in 

the Tier 2 space- but don’t even play this game unless you have really understood a bank’s credit 

story.  Tier 2 bonds of regional banks with a strong SME focus might provide interesting 

investment opportunities.   

Tier 3 bonds for covering market risk will die “unwept, unhonoured and unsung” under the 

Basel III norms. 
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