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On Asia’s Basel lll-compliant bank sub-notes
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giong.wu@bocigroup.com recent ICBC Asia’s 10NC5, Tier 2 subordinated bonds marked
as the first Basel lll-compliant bond in the USD space for both
Hong Kong as well as the entire Asia
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M A0 45 M) B AR | As regulators in different countries have
taken some different stances and adjustments on the Basel Il
requirements, investors may need extra effort to better un-
derstand and differentiate the underlining bond structures
and valuations before investing in this new types of higher
yielding fixed income instruments

. 50 kRBEAHROEFS/T B 6GRAT AT LR BAT R LA, b
Ay T2 KRBT X H M Ax L4EE 8 X6 UT2 KAAT, Wik
T LT2 RAMR. ERAMNA R, ZRBT T 392 XA 37 2 7%
AKEFAAKNKE 2R A E / The limited number of
sub-notes from HK/China banks show that the new style T2
bonds trade more in line with the old style upper T2 issues, as
against the lower T2 ones. This, in our opinion, reflects a
cautious market view towards the underlining risks of such
new style capital securities
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the higher tier and higher rating but similar yield of the ICBC
Asia T2 notes, we view them offer better relative value versus
the UOB’s Basel Ill-compliant T1 notes
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Even though Asian banks, particularly China/HK
banks, don’t feel the immediate urgency to
boost their capital base under the Basel Il
rules, as in contrast to what European banks do,
we indeed have started to see issuance of Basel
Ill-compliant subordinated bonds from some of
the Asian banks lately, in a prelude, possibly, to
a more wide scale of actions in this front from
Asian banks. The Basel Ill-compliant structure
of these bonds differs country by country due to
the specific implementations of each authority,
which could lead to differences in pricing and
valuations in the market. Chinese banks are
scheduled to meet Basel IlIl requirements by
phases before the anticipated deadline at the
end of 2018. Many of them may see needs dur-
ing the implementation process to raise capital
through issuing Tier 1 or Tier 2 notes both do-
mestically and overseas.

The recent trend in Basel Illl-compliant bond
issuance from Asia

Many Asia countries have introduced Basel Il
rules this year, including the key Asia financial
hubs of Hong Kong and Singapore. However,
Asia issuances of Basel lll-compliant subordi-
nated bank bonds have been to-date limited,
which can partially be explained by Asian banks’
relatively strong capital base and financial po-
sitions (see Fig. 1).

The recent ICBC Asia’s 10NC5, Tier 2 subordi-
nated bonds marked as the first Basel
Ill-compliant bond in the USD space for both
Hong Kong and the entire Asia. In the non-dollar
space and before the ICBC Asia issue, Malaysia’s
CIMB and Singapore’s UOB have each issued
their first Basel Ill-compliant bonds in their
respective local currencies (see Fig. 2). Mean-
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B 1. —&FBL/ATHHARLREE [Fig. 1: Selected Hong Kong banks’ capital adequacy ratios
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Date Issuer (%) Maturity Date  Currency Amt{(mm) Call Date Ratings Type
10/02/2013 ICBC Asia 4.5 10/10/2023 usD 500 10/10/2018 NA/NA/BBB+ T2
09/24/2013  Gazprombank 7.496 12/28/2023 usD 750 12/28/2018 NA/NA/BB- T2
10/03/2013 CIMB Bank 4.77 10/16/2023 MYR 300 10/16/2018 NA/NA/NA T2
09/04/2013 CIMB Bank 4.8 09/13/2023 MYR 750 09/13/2018 NA/NA/NA T2
07/15/2013 United Overseas Bank 4.9 Perpetual SGD 850 07/23/2018 Baal/BBB-/BBB T1

HAERR: BH. P4EFR/Source: Bloomberg, BOCI

while, banks from other regions have also
marketed their Basel Ill-compliant bonds to
Asian investors, such as the T2 bonds from
Russia’s Gazprombank.

However, regulators in different countries have
taken some different stances and adjustments
on Basel Ill-compliant bonds. On such differ-
ences, investors have additional tasks to better
understand and differentiate the underlining
bond structures and valuations before invest-

ing.

Basel Ill-compliant subordinated bond struc-
tures and characteristics

One of the main purposes of issuing Basel
Ill-compliant bonds is to increase a bank’s ca-
pacity to absorb potential capital losses arising
from financial and economic stress. Basel Il
rules require a clause in these sub-notes of
triggering principle write-off or equity conver-
sion in the case of a loss absorption event. The
definition of loss absorption trigger, however,
is at the discretion of individual sovereign,
which could act as the last resort to backup or
support a bank facing viability issue.

In regard to the Tier 2 capital in a bank’s capital
structure defined under Basel Ill, the distinc-
tion between upper and lower Tier 2 capitals
has now been eliminated. The newly defined
Tier 2 capital securities are required to have no
demonstrated incentives to redeem earlier than
the maturity. Thus the traditional form of lower
T2 notes of 10-year maturity with a step-up
coupon structure at the 5-year call will no
longer constitute Basel Ill-compliant Tier 2
capital. In contrast, the new rules shift bond
clauses to mainly focus on loss absorption
events and implementation.

In the example of ICBC Asia’s T2 bond, the loss
absorption event is fairly subjectively defined.
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It’s defined as when the issuer is in danger of
becoming “non-viable” and the “non-viability”
is measured by capital recognitions under the
Banking Rule of Hong Kong or under China’s
Capital Rules for Commercial Banks. The bond
clause requires, at the non-viable event,
bondholders could incur a full loss of principal
and this write-off is permanent with no future
restorations. Due to the bonds’ potential high
loss severity, Fitch assigned a ‘BBB+' rating on
the notes, making it two notches below ICBC
Asia's Issuer Default Rating (IDR) of A.

On the other hand, Gazprombank’s new Basel
Ill-compliant T2 bonds have some differences.
The trigger point for principal and coupon
write-off also added a specific trigger defined
as breach of the 2.0% Tier 1 ratio. The issue is
rated BB- by Fitch, which is three notches below
Gazprombank’s IDR of BBB-.

In the case of United Overseas Bank (UOB)’s
Basel Ill-compliant T1 SGD bond, it ranks below
Tier 2 capital securities but senior to equities.
The issue is rated five notches below UOB’s IDR
of AA-. This deep subordination is also com-
pounded by the additional risk that the bank
and its regulator the Monetary Authority of
Singapore may, at their discretion, elect to
cancel any periodic distribution on the notes.

Relative value comparison with traditional
bank capital securities

Given the wusually low yields of Hong Kong
banks’ senior debts, we have seen good investor
interests in Hong Kong banks’ subordinated
papers in the past in search for yield. The new
Basel Ill-compliant bonds provide a new in-
vestment instruments with higher yields. For
example, ICBC Asia’s new T2 notes
(NA/NA/BBB+), currently trading at +320bps to
the 2018 call date, offers about 207bps pickup
over ICBC’s senior bonds due 2017 (A1/A/A).

As comparing to the old-style T2 bonds, the new
T2 bonds trade more in line with the old upper
T2 issues, instead of the lower T2 ones. As show
in Fig. 3, the new ICBC Asia T2 offers about
95bps spread pickup over similarly rated Bank
of East Asia LT2 bonds due 2020 that is callable
in 2017 (Baa3/A-/NA). Yet the Bank of East Asia
old T1 perpetual bonds that is callable in 2019
(Ba3/BB+/NA) offers a spread of 466bps, or only
146bps higher than that of the new ICBC Asia
T2. In our opinion, this close pricing parity
between the new T2 and the old UT2 reflects a
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cautious market view towards the underlining
risks of this new type of capital instrument.

B 3: & B 4RAT 4K AR T #1E rb 38 /Fig. 3: Relative value

comparison of Hong Kong bank bonds
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We also compare UOB’s Basel Ill-compliant T1
SGD bond with ICBC Asia’s Basel Ill-compliant
T2 bond. The latter is rated 1 notch higher by
Fitch. However, its yield-to-call is similar to the
USD-equivalent yield-to-call of the UOB bond.
Given the higher tier and higher rating, the ICBC
Asia bond, in our opinion, has a better relative
value.
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