Rating Criteria for Expected Loss Ratings for Infrastructure
Projects
Background:
Infrastructure is not only the backbone of a growing economy, but also imperative for faster economic and
industrial growth in the country. Broadly, the sector consists of projects undertaken in the power, roads,
railways, ports, airports, urban infrastructure, and telecommunication sectors. These projects have a long
gestation period and are exposed to various execution risks such as financial tie-up, execution-related
risks, and regulatory risks during the implementation stage. However, post completion of the project,
stable operations and cash flow, if these are in line with initial expectation, improve the overall credit
profile of the rated entity and thus reduce default risk. On the flip side, even though the project may be
completed on time and within budgeted costs, it may encounter liquidity mismatches mainly due to volatile
cash flow arising out of delayed payments from counterparties, lower demand than estimated (like lower
traffic for toll road projects) and high maintenance cost.
Infrastructure sector typically comprises road and transport (toll, annuity, and hybrid annuity), airport
and port, railways, power (thermal, solar, wind, hydro, transmission and power distribution),
telecommunication, ports and urban infrastructure. The rating of infrastructure entities is driven by
various factors such as policy changes by the government, tariff charged or pricing for services provided
which are determined by the regulator or the government, and low impact of demand-supply driven risks
especially in power, annuity-based infrastructure projects and urban infrastructure.
Due to the capital-intensive nature of the sector, a heavy investment is required which leads developers to
opt for a higher proportion of debt which is financed from commercial banks and NBFC’s as there is lesser
participation from the bond market. These projects face unpredictable, high implementation risks
including time and cost overrun, risks pertaining to counterparties, single asset concentration, availability
of alternatives, policy changes, etc. These risks may result in lower ratings for the infrastructure projects
on a conventional rating scale based on Probability of Default (PD) principle, which focuses on timely
servicing of debt obligations. The revenue streams are expected over a longer term as compared to other
companies as infrastructure projects normally have a longer gestation period. Further, shorter tenor of
debt as compared to total economic life of the project poses refinancing risk of the project. In order to
overcome these shortfalls, a new credit rating system for infrastructure projects, to begin with, was
developed by the Department of Economic Affairs (Ministry of Finance).
The rating framework is based on a combination of PD and loss given default (LGD) and is measured on
the Expected Loss (EL) rating scale. The EL rating system is aimed to provide broader and additional
information on various risks associated with Infrastructure projects to the investors. It provides an opinion
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on PD and expected loss post default.

Scope of the Criteria:
Initially these ratings cover all infrastructure projects in the Roads (Annuity based, Toll based, Hybrid
Annuity Model), Power (Generation, Transmission and Distribution), Airports and Ports sector, especially
the ones involving a PPP framework.
Since the sector is capital intensive and has a long gestation period, it is imperative for the entity to have
stable cash flows over a longer term and access to capital markets and banks for funding. The
differentiating factor for infra projects is the inbuilt provisions related to contractual obligations like
termination payments, residual tenure post loan tenure of project and regulatory support which reduce
potential losses to the investors, subject to a credit assessment of the Counterparty. The PD scale of ratings
does not factor in these additional cushions which are available for infrastructure projects mainly on
account of the aforesaid clauses embedded in the project documents.
The objective of this rating methodology is to highlight the approach used to evaluate the expected loss
profiles of infrastructure entities. Conceptually, there is a loss to investors when there is default. Which
means, the investor needs to assess the likelihood of such a default, or PD. However, default is not
necessarily loss of entire money invested, there is a chance of recovery after the default persists. It means
the quantum of loss will depend on the money recovered after a default. This is called the ‘loss given
default’, or LGD, and is not captured in the conventional PD rating methodology.
EL rating aims to help issuers, investors and other interested market participants understand the approach
to analyze the quantitative and qualitative risk characteristics that are likely to affect the rating outcome
of the life cycle of infrastructure assets. This methodology does not include an exhaustive treatment of all
the factors that are reflected in ratings but would enable the reader to understand the rating considerations
that are most important.

Expected Loss Rating Methodology:
EL Ratings methodology critically assesses the clauses for termination payments, the entity’s ability to
refinance which help in evaluating recovery of dues to the investors and lenders over the economic life of
the infrastructure project. The approach also factors in the subordination clauses and the waterfall
mechanism embedded in the project agreements.
EL is calculated by multiplying PD to the LGD to arrive at EL for each time-period. This effectively means
that BWR, while evaluating any infrastructure project / entity, would assess the EL for each successive
year till the end of the loan / Concession period.
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Expected Loss (EL) = PD * LGD
The credit rating of infrastructure entities is constrained on account of high exposure to execution risks
i.e., during the implementation phase as well as post completion. BWR has mapped various probable EL
outcomes into a seven-point rating scale. Each rating on the scale corresponds to a range of EL value and
expected loss over the life of the instrument. EL rating is a combination of PD and LGD at various points
in time. These ratings are valid through the maturity of the debt instrument for which the project is being
funded initially. However, it can be extended in the event of default, but can be limited to residual life of a
project. For example, for road project rating would be valid till tenure of the concession agreement, which
in general ranges from 25-30 years.

Probability of Default Approach:
Infrastructure projects being highly vulnerable to volatile cash flows, results in lower credit ratings on a
conventional rating scale, which is based on the PD principle. It is based on the rating of a debt instrument
and is valid for the tenure of the project debt. BWR estimates yearly PD for each year based on historical
default rates, which will be mapped with the associated projects.
BWR has a well-defined criteria for Infrastructure entities which captures project risks at the planning and
execution stage, as well as operations and maintenance stage. It also captures the various liquidity
challenges during the life of the project.
The EL based rating framework provides an opinion on the probability of default (for the investors seeking
timely repayment) and prospects of recovery of their principal and interest, post-default, and thereby
provide incremental information to the investors/lenders regarding expected loss, unlike the conventional
PD ratings. This is the primary factor that differentiates a PD ratings from EL ratings

Loss Given Default (LGD):
Expressed as a percentage of the amount defaulted by the issuer, the LGD gives an estimate of the actual
loss which a lender/investor would have to incur. It is often expressed as (1 – Recovery Rate) where
Recovery Rate (RR) is the amount recovered post default as the percentage of total outstanding amount at
the time of default. The defaulted amount consists of the principal as well as accrued interest. Exposure at
default (EAD) is the total value of a loan that a bank is exposed to when a borrower defaults. LGD depicts
the extent of loss on a debt instrument over its life, after an issuer has defaulted on its repayment
obligations on the instrument, i.e., if the project fails to repay on time even for a single day or even by Rs.1
then this is considered as a default and the PD rating has gone into default category.
Loss given Default (LGD) = 1 – Recovery Rate = 1 – (Amount Recovered post default )/(Total amount
outstanding at the time of default)

Recovery Prospects:
BWR assesses various ways to evaluate recovery aspects including, but not limited to, an understanding of
the cash flows of the infrastructure project for its entire lifecycle and the extent of coverage it can provide
to the project debt.
The following aspects of infrastructure projects are generally considered while evaluating the recovery:
•

Adequacy of termination payments (PPP projects) in conjunction with the credit quality of the
concessioning authority or loan-to-value (LTV) in case of non-PPP projects
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•

Sponsor’s undertaking to fund shortfalls and the strength of the sponsor

•

Step-in/substitution rights available with lenders (would be helpful in scenario where sponsor
group is in stress)

•

Adequacy of the insurance cover and the expected timelines for receipt of the same

•

Project’s expected cash flows and sensitivity to key variables

Analyzing recovery rates involves a detailed analysis of the following scenarios:

Cash flow-based recovery:
This considers the debt servicing through the cash inflow generated from the project. Cash flow generation
from the project depends on asset class, project characteristics and overall assessment of various credit
risks related to the project viability. Different projects generate cash in different ways. For example,
annuity-based road or transmission projects have a high level of revenue predictability. Thermal power
generation or toll road projects on the other hand, may face demand and cost escalation pressure.
The inherent risks of asset classes along with dynamics of the projects are some of the crucial factors
considered for arriving at the extent of recovery of cash flows in servicing debt obligations.

Restructuring based recovery:
Normally, infrastructure projects such as highways or toll projects enter into longer concession agreements
extending to 25 – 30 years. However, the loan tenure lasts maximum upto 10-15 years, thus leading to cash
flow mismatch. Later these loans can be refinanced or restructured for the remaining period which lasts
upto residual life of project. However, this scenario is not covered under current PD analysis. This can be
assessed under LGD, through various ways such as possibility of refinancing, economic life of the project,
viability of restructuring, and stability of cash flow generation for the residual life of the project etc.

Security based recovery:
Infra projects provide some form of security in the event of failure of a project or losses to lenders/
investors. Normally in PPP, a common form of such security is the termination payment which protects
investors/lenders from losses, as the payment for a proportion of outstanding debt is assured by the
concessioning authority (typically a government entity as a counterparty) in the event of a borrower
defaulting, or during events such as force majeure, etc. In general, realisation of such termination
payments take longer than anticipated initially. BWR considers some delay in receipt of termination
payments while arriving at the LGD.

Expected Loss Rating Symbol and Definition:
Basically, apart from various risks, such as credit risks, liquidity risk, Expected loss rating could determine
expected loss and the risk premium charged by the lenders for the loss.
The rating scale for the expected loss rating is on the seven-point scale from BWR EL 1 to BWR EL7, where
BWR EL 1 has the lowest expected loss and BWR EL 7 has the highest expected loss.
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Indicative
Range of
Expected Loss

Definition

BWR EL 1

≤ 1.25%

Instruments rated “EL 1” are considered to have the lowest
expected loss, over the life of the instrument

BWR EL 2

1.25% < X ≤ 3.5%

Instruments rated “EL 2” are considered to have very low
expected loss, over the life of the instrument

BWR EL 3

3.5% < X ≤ 7.5%

Instruments rated “EL 3” are considered to have low
expected loss, over the life of the instrument

BWR EL 4

7.5% < X ≤ 15%

Instruments rated “EL 4” are considered to have moderate
expected loss over the life of the instrument

BWR EL 5

15% < X ≤ 25%

Instruments rated “EL 5” are considered to have high
expected loss, over the life of the instrument

BWR EL 6

25% < X ≤ 35%

Instruments rated “EL 6” are considered to have very high
expected loss, over the life of the instrument

BWR EL 7

>35%

Instruments rated “EL 7” are considered to have highest
expected loss, over the life of the instrument

Conclusion
BWR uses the PD approach, along with an assessment of LGD and Recovery Rates post default to arrive at
EL Ratings of Infrastructure projects, which provides additional information and broader perspective for
the investors. The final rating factors in a comprehensive analysis of project implementation and execution
risks, viability of project, structure of debt and various unique characteristics such as strength of
concession, termination payment, predictability of cash flows, for each year, over the life of the
infrastructure project.
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About Brickwork Ratings: Brickwork Ratings (BWR), a Securities and Exchange Board of India [SEBI] registered
Credit Rating Agency and accredited by Reserve Bank of India [RBI], offers credit ratings of Bank Loan, Nonconvertible / convertible / partially convertible debentures and other capital market instruments and bonds,
Commercial Paper, perpetual bonds, asset-backed and mortgage-backed securities, partial guarantees and other
structured / credit enhanced debt instruments, Security Receipts, Securitisation Products, Municipal Bonds, etc.
BWR has rated over 11,400 medium and large corporates and financial institutions’ instruments. BWR has also
rated NGOs, Educational Institutions, Hospitals, Real Estate Developers, Urban Local Bodies and Municipal
Corporations. BWR has Canara Bank, a leading public sector bank, as one of the promoters and strategic partner.
BWR has its corporate office in Bengaluru and a country-wide presence with its offices in Ahmedabad, Chandigarh,
Chennai, Hyderabad, Kolkata, Mumbai and New Delhi along with representatives in 150+ locations.
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.
Brickwork Ratings India Pvt. Ltd. (BWR), a Securities and Exchange Board of India [SEBI] registered Credit Rating
Agency and accredited by the Reserve Bank of India [RBI], offers credit ratings of Bank Loan facilities, Nonconvertible / convertible / partially convertible debentures and other capital market instruments and bonds,
Commercial Paper, perpetual bonds, asset-backed and mortgage-backed securities, partial guarantees and other
structured / credit enhanced debt instruments, Security Receipts, Securitisation Products, Municipal Bonds, etc.
[hereafter referred to as “Instruments”]. BWR also rates NGOs, Educational Institutions, Hospitals, Real Estate
Developers, Urban Local Bodies and Municipal Corporations.
BWR wishes to inform all persons who may come across Rating Rationales and Rating Reports provided by BWR
that the ratings assigned by BWR are based on information obtained from the issuer of the instrument and other
reliable sources, which in BWR’s best judgement are considered reliable. The Rating Rationale / Rating Report &
other rating communications are intended for the jurisdiction of India only. The reports should not be the sole or
primary basis for any investment decision within the meaning of any law or regulation (including the laws and
regulations applicable in Europe and also the USA).
BWR also wishes to inform that access or use of the said documents does not create a client relationship between
the user and BWR.
The ratings assigned by BWR are only an expression of BWR’s opinion on the entity / instrument and should not in
any manner be construed as being a recommendation to either, purchase, hold or sell the instrument.
BWR also wishes to abundantly clarify that these ratings are not to be considered as an investment advice in any
jurisdiction nor are they to be used as a basis for or as an alternative to independent financial advice and judgement
obtained from the user’s financial advisors. BWR shall not be liable to any losses incurred by the users of these
Rating Rationales, Rating Reports or its contents. BWR reserves the right to vary, modify, suspend or withdraw the
ratings at any time without assigning reasons for the same.
BWR’s ratings reflect BWR’s opinion on the day the ratings are published and are not reflective of factual
circumstances that may have arisen on a later date. BWR is not obliged to update its opinion based on any public
notification, in any form or format although BWR may disseminate its opinion and analysis when deemed fit.
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Neither BWR nor its affiliates, third party providers, as well as the directors, officers, shareholders, employees or
agents (collectively, “BWR Party”) guarantee the accuracy, completeness or adequacy of the Ratings, and no BWR
Party shall have any liability for any errors, omissions, or interruptions therein, regardless of the cause, or for the
results obtained from the use of any part of the Rating Rationales or Rating Reports. Each BWR Party disclaims all
express or implied warranties, including, but not limited to, any warranties of merchantability, suitability or fitness
for a particular purpose or use. In no event shall any BWR Party be liable to any one for any direct, indirect,
incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or
losses (including, without limitation, lost income or lost profits and opportunity costs) in connection with any use
of any part of the Rating Rationales and/or Rating Reports even if advised of the possibility of such damages.
However, BWR or its associates may have other commercial transactions with the company/entity. BWR and its
affiliates do not act as a fiduciary.
BWR keeps certain activities of its business units separate from each other in order to preserve the independence
and objectivity of the respective activity. As a result, certain business units of BWR may have information that is
not available to other BWR business units. BWR has established policies and procedures to maintain the
confidentiality of certain non-public information received in connection with each analytical process.
BWR clarifies that it may have been paid a fee by the issuers or underwriters of the instruments, facilities, securities
etc., or from obligors. BWR’s public ratings and analysis are made available on its web
site, www.brickworkratings.com. More detailed information may be provided for a fee. BWR’s rating criteria are
also generally made available without charge on BWR’s website.
This disclaimer forms an integral part of the Ratings Rationales / Rating Reports or other press releases, advisories,
communications issued by BWR and circulation of the ratings without this disclaimer is prohibited.
BWR is bound by the Code of Conduct for Credit Rating Agencies issued by the Securities and Exchange Board of
India and is governed by the applicable regulations issued by the Securities and Exchange Board of India as amended
from time to time.
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