Criteria – credit enhancement based on corporate
guarantee, letter of comfort, pledge of shares etc.
The ratings assigned by BWR are derived based on the fundamentals of the company that is rated and the
criteria for that are based on standard Industry Risk, Business Risk, Management Risk and Financial Risk of
the entity. However, it is possible that such an entity derives support from another entity or mechanism,
which results in ‘Credit Enhancement’ and hence the Probability of Default of the rated entity comes down.
Such ratings are suffixed with the letters ‘CE’.
The common methods by which such enhancement is derived are:
Unconditional and irrevocable Guarantee by another legal entity, having a higher rating than that of
the issuer. Letter of Comfort (LOC) or Shortfall Undertaking (SU) issued by another legal entity,
having a higher rating than the issuer.
Guarantee or LOC or SU could be provided by a third party, holding company (parent) or a group
company.
Put option on the holding /group company or a third party.
Pledge of highly liquid securities / shares by a third party, which can be liquidated, if required, before
the payments are due.
In such cases, BWR will determine the unsupported rating of the issuer, and publish the same. No credit
enhancement is derived if the support is coming from another entity which has the same or lower rating than
the issuer.

Criteria for deriving credit enhancement based on Guarantee:
The guarantor could be the Central or State Government or a Corporate.
The guarantees are irrevocable and unconditional and the guarantor assures timely payment on
demand, and contain such other clauses which are standard in such documents. The guarantees are to
be issued after complying with other legal formalities, like the availability of appropriate Government
Order or Board Resolution, etc., and should be legally enforceable.
In respect of NCDs, the guarantees should have a ‘T-d’ days clause, wherein the funding required for
meeting the debt obligation is brought in‘d’ days before the due date (‘T’), failing which the guarantee
can be invoked, so that the guarantor brings in the shortfall within the ‘d’ days. The objective of such a
clause is that funds are available in time to meet the debt obligations, and not after default. However,
an exception may be made in respect of Government guarantees, where the guarantees are issued in
their own format, with or without ‘T-d’ type of clauses.
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In respect of guarantees already executed without the ‘T-d’ clause, the guarantor can provide a
suitable undertaking addressed to the lender incorporating the above requirement, which shall be
accepted/ acknowledged by the lender.
The rating of the Guarantor is to be factored, either based on an internal rating, if available. In other
cases, Guarantor’s creditworthiness should be independently evaluated, also factoring, external
rating with other Credit Rating Agencies, if available. Central Government rating is AAA, while State
Govt. Rating can be based on available rating, or proxies (like the rating of a State Owned PSU
company, where the rating is influenced by State ownership).
Where the credit enhancement mechanism complies with all the requirements as above, the ‘CE’
rating can be the same as that of the guarantor. For example, if the stand-alone rating of the issuer is
BBB and that of the guarantor A+, then the stand-alone rating of the specific instrument will be
capped at A+ (CE).
There could be instances where the guarantor provides credit enhancement by way of pledge of fixed
deposits, etc., and in such cases the rating may not be capped at the guarantor level and it can be
higher based on the amount of fixed deposit coverage.

Criteria for deriving credit enhancement based on ‘Letter of Comfort’
A ‘Letter of Comfort’ is a document wherein the LOC provider declares that he will ensure that the
business affairs of the issuer are managed in such a way that he (the issuer) is always in a position to
meet all his debt obligations in a timely manner, and in case of necessity, will provide required
support. Different formats for this purpose are in use.
Generally, lenders consider the ‘LOC’ more as a moral commitment of the LOC provider to ensure
timely payment by the issuer, and thus, is inferior to the Guarantee, which is a legally enforceable
document under the Indian Contract Act.
For the ‘LOC’ to result in credit enhancement, the broad guidelines as enumerated above for Corporate
Guarantees should be followed, including verifying the format of the LOC, availability of wordings like
‘Unconditional and Irrevocable’, support based on a Board Resolution (of the LOC provider), etc.
CE rating assigned in such cases will generally be lower than that of the ‘LOC’ provider’s rating.

Criteria for deriving credit enhancement based on ‘Shortfall Undertaking’ [SU]
In this, the SU provider undertakes that in case the funds brought in by the issuer is insufficient to
meet the maturing term obligations in full, the shortfall will be provided by them, so that payment
obligations can be fulfilled. Such undertakings are a part of the legal documentation taken by the
lenders/investors, and hence legally enforceable.
Where Debt Service Reserve Account (DSRA) is maintained and the DSRA is dipped into by the
investor, then the SU provider will be required to replenish the DSRA in a time-bound manner.
CE rating assigned in such cases will generally be lower than that of the ‘SU’ provider’s rating.
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Criteria for share-pledge based ‘CE’ ratings
Such ratings are generally extended to companies which belong to the promoter group of listed
corporates.
Such promoter companies raise debt based on pledge of shares belonging to the
promoters, and use the funds for general corporate purposes of the group.
It should be ensured that the pledger (a third party) is classified as a ‘promoter entity’ under SEBI
guidelines, and any pledge, release or sale of shares requires a disclosure to the stock-exchange under
LODR guidelines. The share-pledge cover should generally be in the 2x range with appropriate topup, top-down or cash top-up clauses. Lower cover could be accepted where historical share price
volatility is low. The share price at the time of pledge should generally be a conservative one, and not
necessarily the current market price.
Availability of surplus shares with the promoters to top-up normal fall in share price based on past
history, shall be factored. A higher percentage of pledged shares by promoters, say 50% or more, is
considered negative.
Under the terms of the debt, there should be a ‘T-d’ days clause, wherein the funding required for
meeting the debt obligation is brought in‘d’ days before the due date (‘T’), failing which the pledge can
be invoked, so that funds are available in time to meet the debt obligations. The number of days in ‘Td’ structure should take into consideration the number of trading days required to liquidate the
required volume of shares, and should be based on average trading volumes in BSE/NSE.
The assigned ‘CE’ rating is based on both the Credit Rating of the company whose shares are pledged,
and the security cover. Material changes in either of these results in a rating review. Where 2 or more
listed shares are pledged, then average rating of the relevant entities could be considered for this
purpose.

Put option on the holding /group company or a third party.
A basic requirement for this option is that it should be unconditional and irrevocable as well as legally
enforceable.
The guidelines mentioned above with regard to guarantee apply mutatis-mutandis to put option also.

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 referenceto criteria needs to be perceived in broad terms, only as an aid to a rating decision.
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