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Background
The credit risk assessment of entities supported in various ways by the central or state government would capture
the linkages with the government 1. Public Sector Entities (PSEs) and/or entities majorly held by PSEs may receive
support from the central/state governments depending upon their status, role and strategic importance. The
analysis of linkages with the government would be applied as a building block on top of the individual risk
assessment and will result in a rating which is notched up vis-à-vis the entity’s standalone rating. This paper aims
to provide an insight into the effect of these linkages and the extent of notch up based on their strength on the
standalone rating of an entity.
CARE Ratings takes a view on the strength of linkages by assessing the following factors:
• Economic and Strategic Importance of the Entity to the Centre/State

•

o

Extent of ownership and control of the government

o

Policy function served through the entity

Demonstrated Track Record of Support by Government
o

•

Instances of timely support in the past

Legal or Moral obligation of Government to Support the Entity
o

Guarantees, Letters of Comfort, undertakings, etc. given by the government. Please refer to CARE
Ratings’ website (www.careedge.in) for the methodology on ‘Rating Credit Enhanced Debt’ for
more details on this aspect.

o

Probable impact of the default of the entity on the sector

The above factors are elaborated below:
a) Economic and Strategic Importance of the Entity to the Centre/State
The extent of ownership and control of the government: The economic and strategic importance of an
entity to the centre/state is assessed by the extent of ownership/control of the government in the
operations of the entity. Government entities operating in sectors of significant economic and strategic
importance would also be exhibiting strong linkages.
Policy function served through the entity: There are government entities established with a mandate to
take forward certain socio-economic policies of the government like infrastructure development or providing
finance to strategically important sectors, etc. These entities operate as extended arms of the government,
and the government is expected to provide the required support to these entities to take forward these
socio-economic objectives. CARE Ratings takes into account the strategic importance of these objectives
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to the government while assessing these entities. It is expected that the government would support such
entities in times of distress in view of the strategic importance of the socio-economic objectives.
b) Track Record of Support by Government
The demonstrated track record of the government in extending support to the PSEs in the past underlines
the government’s willingness to extend support. Explicit financial support by way of budget allocations,
subsidy payments, facilitation of bank lines or other means of finance, capitalisation, an extension of loans,
etc., highlights the government’s stance toward supporting the PSEs.
c) Legal or Moral Obligation of Government to Support the Entity
• Guarantees/Letters of comfort from the government: The government’s commitment to the entity is
further strengthened if there is explicit support extended in the form of legally enforceable
arrangements like unconditional and irrevocable guarantees, undertakings, structured payment
mechanisms, etc. An unconditional and irrevocable guarantee given by the government to the lenders
of the PSE works on the principle of credit substitution and the rating of the PSE is equated to the
rating of the government. Further, the support can also be demonstrated through arrangements like
letters of comfort provided by the government which entail a moral obligation on the government. The
presence of such arrangements further emphasizes the strength of the linkage and the rating of the
PSE is notched up appropriately depending on the strength of the stated support. The ratings in these
cases are suffixed with the symbol “CE” (Credit Enhancement) which denotes comfort derived from
an explicit external credit enhancement to notch up the rating. Further details about the approach to
external credit enhancements can be accessed in CARE Ratings’ methodology on ‘Rating credit
enhanced debt’ on our website: www.careedge.in.
•

Probable impact of the default of the entity on the sector: Public sector entities belonging to certain
sectors like banks/Non-Banking Financial Institutions are systemically important and default by any of
these entities may have a spiral effect on the financial markets. It is thus expected that the government
will support these entities in times of distress.

Extent of Notch Up
CARE Ratings notches up the rating of the PSE depending on the extent of linkage as explained above. If the
linkages are assessed to be very strong due to the strategic importance of the entity to the government, the
government’s demonstrated track record to support the PSE or the legal or moral obligation of the government to
support the PSE, the standalone rating of the PSE can be notched up by multiple notches. The rating of central
government entities which are of significant strategic importance to the centre may be equated with the sovereign
(‘CARE AAA’) rating. In case, the extent of linkage is assessed to be moderate, the rating of the PSE after notching
up will be somewhere between the standalone rating of the PSE and the rating of the government. A commercial
entity not having significant socio-economic objectives, even if majorly owned by the government, would tend to
operate largely independently and may face competition from private players in the segment. Such entities can be
found mainly in the manufacturing sector and would exhibit lower integration with the government framework.
These entities are assessed based on their standalone credit profile without any significant notch up.
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About:
CareEdge (earlier known as CARE Group) is a knowledge-based analytical group that aims to provide superior insights based on
technology, data analytics capability and detailed research methods. CareEdge Ratings is one of the leading credit rating agencies
in India. It has an impressive track record of rating companies for almost three decades and has played a pivotal role in developing
the corporate debt market in India. CareEdge provides near real time research on all domestic and global economic developments.
The wholly owned subsidiaries include CareEdge Advisory & Research arm focused on providing advisory and consultancy services
and CareEdge Risk solutions a platform that provides risk management solutions
Disclaimer:
The ratings issued by CARE Ratings Limited are opinions on the likelihood of timely payment of the obligations under the rated instrument and are not
recommendations to sanction, renew, disburse or recall the concerned bank facilities or to buy, sell or hold any security. These ratings do not convey suitability or
price for the investor. The agency does not constitute an audit on the rated entity. CARE Ratings Limited has based its ratings/outlooks based on information
obtained from reliable and credible sources. CARE Ratings does not, however, guarantee the accuracy, adequacy or completeness of any information and is not
responsible for any errors or omissions and the results obtained from the use of such information. Most entities whose bank facilities/instruments are rated by
CARE Ratings Limited have paid a credit rating fee, based on the amount and type of bank facilities/instruments. CARE Ratings Ltd. or its subsidiaries/associates
may also be involved with other commercial transactions with the entity. In case of partnership/proprietary concerns, the rating /outlook assigned by CARE Ratings
Limited is, inter-alia, based on the capital deployed by the partners/proprietor and the current financial strength of the firm. The rating/outlook may undergo a
change in case of withdrawal of capital or the unsecured loans brought in by the partners/proprietor in addition to the financial performance and other relevant
factors. CARE Ratings Limited is not responsible for any errors and states that it has no financial liability whatsoever to the users of CARE Ratings.
Our ratings do not factor in any rating related trigger clauses as per the terms of the facility/instrument, which may involve acceleration of payments in case of
rating downgrades. However, if any such clauses are introduced and if triggered, the ratings may see volatility and sharp downgrades.
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