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ICRA Rating Feature 

 

Financial Consolidation and Rating Approach 
 

Overview 
 

 

A parent
1
 entity may undertake its business operations under a single legal entity or under separate legal 

entities such as subsidiaries
2
, associates, joint ventures (JVs) or group entities—formed out of operational, 

legal, tax or regulatory considerations. Such entities may all be in a similar line of business having close 

business linkages with the parent or among each other; or may be involved in diverse businesses with limited 

or no business overlap. Furthermore, the strategic and the reputational significance of each entity within the 

group may also vary.  

 

This methodology note articulates ICRA’s approach for analysing an entity’s financial risk profile while taking 

into account its linkages with other group entities. As an initial step, an entity’s standalone financials do 

provide a useful and a revealing glimpse of its financial risks. However, analysing these alone may not always 

be sufficient in cases where there exists a possibility of funding interchanges among group entities. As a 

result, analysis of consolidated financials, along with standalone financials, is an imperative for a fair 

assessment of the financial risk profile of an entity. The consolidated financials provide a holistic 

representation of the financial position of a parent and its subsidiaries as a single economic unit and show 

both the economic resources controlled and the obligations of the group.  

 

It may however be noted that ICRA’s approach extends beyond mere analysis of the reported consolidated 

financials and lays greater emphasis on substance over form. For instance, while an entity may hold only 20% 

equity stake in an associate, obviating the need for consolidating the latter’s financials with its own, ICRA, in 

its analysis, takes into account the prospective fund flows among these entities. Likewise, while an entity may 

hold 60% equity stake in a Special Purpose Vehicle (SPV), necessitating consolidation as per accounting 

principles; however, given that the SPV may be holding sizeable debt on a “non-recourse” basis, a mechanical 

assessment of the consolidated financials in this case may inaptly overstate the liabilities of the entity
3
. 

Effectively, while rating decisions in many cases are taken based on an assessment of the reported 

consolidated financials; in many others, reported consolidated financials only provide a broad perspective of 

group finances, without being the primary driver of ratings.   

 

This note discusses the following key aspects: 

 
» How are consolidated financials or interests in JVs or associates required to be reported as per 

accounting standards?  
 

 

» What are the limitations of relying upon reported consolidated financials for risk assessment? 
 

» What is ICRA’s approach for making adjustments in the reported consolidated financials for a fair 

assessment of financial risks? 
 

» How does ICRA evaluate the adjusted consolidated financials for financial risk assessment? 

 
 

 

                                                        
1
 Henceforth in this methodology note, reference made to ‘parent’ may be construed as reference made to the 

parent of a subsidiary(ies), or the principal entity within a group, unless mentioned otherwise 
2
 Henceforth in this methodology note, reference made to ‘subsidiaries’ may be construed as reference made 

to ‘subsidiaries’, ‘associates’, ‘joint ventures’ and ‘group entities’ of the parent entity, unless mentioned 
otherwise 
3
 In such cases, ICRA may still undertake evaluation of the entity based on reported consolidated financials, if in 

its opinion, the entity may be willing to extend support to the SPV (even if it is not bound to do so legally) out of 
operational, reputational or strategic considerations 
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1. How are consolidated financials or interests in JVs or associates required to be reported 

as per the accounting standards? 

Consolidated financials provide a useful representation of the overall scale of operations, profitability, debt 

levels and asset base of the group being evaluated. For reporting consolidated financials or representing 

interest in joint ventures or associates, entities in India follow the three methods as prescribed under the 

Indian Accounting Standards—IGAAP or Ind AS
4
 (Indian Accounting Standards substantially converged with 

the IFRS)—depending on their share of ownership in the equity capital or the degree of control exercisable on 

the Board of Directors of the subsidiaries: 

 

Subsidiary Joint Venture Associate 

Line-by-line addition of the 

financial statement items of the 

parent and its subsidiaries while 

netting-off  reciprocal items (such 

as sales by one and purchases by 

the other; or the parent’s equity 

investment in the subsidiary and 

the parent’s portion of equity in 

the subsidiary) 

 

Proportionate Consolidation 

Method or Equity Method 

(depending on the accounting 

standard followed i.e. IGAAP or 

Ind AS) 

 

Equity Method 

 

 

ICRA considers an entity’s reported consolidated financials, prepared and presented in line with accounting 

principles, as the preliminary input for financial risk assessment. If required, suitable adjustments are made to 

these, as per ICRA’s standard adjustments, as discussed in subsequent sections below, such that these 

provide a fair assessment of the entity’s financial risks.  
 

2. What are the limitations of relying upon reported consolidated financials for risk 

assessment? 

While the importance of analyzing an entity’s financial position based on its reported consolidated financials is 

undeniable, relying on these alone for credit assessment has its limitations. Consolidated financial statements 

present information about the group as a single economic unit without considering the legal boundaries of the 

separate legal entities and may not take into account the possibility of funds being non-fungible among the 

various entities consolidated. This implies that in case there are regulation-driven or structural constraints in 

the free flow of funds among the constituent entities, consolidated financials may tend to provide a false 

impression of funding fungibility. Given below are few examples of such constraints: 

 

Examples of constraints to the free flow of funds among the consolidated entities: 

» For entities with foreign parent or subsidiaries, the regulations of the respective foreign country may 

carry restrictions on the repatriation of funds outside the native country.  

» Fund outflows from a stronger entity may be curtailed in case there is a presence of significant 

minority shareholders or institutional investors. Such shareholders or their representative on the 

Board may block any proposal of extending funding support to the weaker group entities.  

» There may be covenants imposed by lenders in the loan documents pertaining to the parent (or the 

subsidiary) as per which fund outflows to subsidiaries (or the parent) may be restricted.  

» A subsidiary may be controlled by its parent; however, the parent may have indicated its 

unwillingness to extend any support to the subsidiary as the subsidiary may either be unviable or no 

longer important to the parent. 

As a result, the assumption of fungibility of funds among the subsidiaries that may have been considered for 

consolidation in the reported financials does not always hold. This necessitates following an approach that 

                                                        
4
 To become applicable from FY2017 for a select category of entities and for a broader category of entities in 

the years ahead  
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appropriately adjusts for the regulatory stipulations and the structural limitations while assessing the feasibility 

of funding interchange among the related entities
5
.  

 

3. What is ICRA’s approach for making adjustments in the reported consolidated financials 

for a fair assessment of financial risks? 

In cases where there are strong business linkages among the various consolidated entities or there are 

reputational or strategic considerations such that fund flows among the consolidated entities could happen un-

hindered, ICRA generally relies upon the reported consolidated financials for risk assessment without making 

much adjustments. The reported consolidated financials are also relied upon in cases where, even though 

funding interchange among the consolidated entities may not be driven by business linkages, reputational or 

strategic considerations, the stronger entities may have extended some form of explicit credit support to the 

weaker entities for all of their debt obligations. 

 

In cases where the entities that are included in the reported consolidated financials do not satisfy the above 

criteria; or in cases where there are entities that satisfy the above criteria but are not consolidated as per the 

accounting standards (because such entities may not be linked by ownership), the reported consolidated 

financials would not provide a fair representation of the financial risks. Thus, the reported consolidated 

financials need to be appropriately adjusted to exclude entities whose funds are not fungible with the other 

consolidated entities and also exclude those entities to which extension of any group support is unlikely. At the 

same time, the entities that are not consolidated as per the accounting standards, but have some form of 

linkage among each other such as being part of the same promoter group with each entity having a close 

business relationship or mutual inter-dependence, are considered for consolidation as per ICRA’s 

adjustments.  

 

The following adjustments may be required in the reported consolidated financials in such cases for a fair 

representation of financial risks: 

 

Inclusions Exclusions 

» Entities not linked by ownership and hence not 

consolidated as per the reported financials but 

otherwise having strong business or financial 

linkages among each other by virtue of being 

part of the same promoter group, may need to 

be included while undertaking consolidated 

financial analysis 

 

» Entities not linked by ownership and hence not 

consolidated as per the reported financials but 

an explicit credit support such as a guarantee 

or a shortfall undertaking is extended for all the 

loan facilities of such entities for the entire 

amount by any of the other entities constituting 

the reported consolidated financials. Such 

entities may need to be included while 

undertaking consolidated financial analysis 

 

» If an entity’s interest in associates or JVs is 

reported using the equity method but the entity 

is expected to extend unhindered support to its 

associates or JVs, the reported financials may 

» Entities that are consolidated by virtue of 

ownership or control as per the accounting 

standards however: 

o Funding interchange among them may 

not be unhindered because of legal, 

structural or regulatory constraints. 

Such entities may need to be excluded 

while undertaking consolidated financial 

analysis  

 

o The entities may be in dissimilar lines of 

business such that the framework for 

their financial analysis is different as in 

the case of consolidation of a financial 

sector entity and a corporate sector 

entity. In such cases, analyzing 

consolidated financials may not be 

meaningful 

 

o The entities are unlikely to receive 

support from or extend support to the 

other consolidated entities because of 

                                                        
5 The Companies Act, 2013 imposes restrictions on extension of loans & advances among group entities 

under certain conditions. However, this does not preclude the possibility of support from one group entity to 

another in other forms including an extended credit period, asset purchase or equity infusion. 
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Inclusions Exclusions 

not fully reflect the liabilities that may fall upon 

the entity. In such cases, it may be prudent to 

make adjustments to the reported financials so 

as not to miss the liabilities of the associates 

and JVs that the entity may be required to 

support 

lack of willingness 

 

o The funding interchange among the 

entities is not boundless and limited to a 

definite amount  

 

Such entities may need to be excluded 

while undertaking consolidated financial 

analysis 

 

Even as there may be constraints in terms of funding interchange among the group entities, that may warrant 

excluding such entities from the reported consolidated financials, the analytical approach for assessing the 

overall credit profile of the group does take into consideration the ongoing and future outflows from the 

stronger entities towards the ‘excluded’ group entities (and also vice versa).   

 

4. How does ICRA evaluate the adjusted consolidated financials for financial risk 

assessment? 

ICRA’s approach to assess the adjusted consolidated financials to evaluate the financial risk profile of the 

constituent entities is presented below: 

 

Scenario ICRA’s Approach for Financial Risk Assessment 

Funding interchange among 

the consolidated entities is on 

account of reasons such as 

business linkages, reputation 

sensitivity or strategic 

considerations 

Assess the adjusted consolidated financials to evaluate the 

overall credit profile of the group.  

 

 (a) The stronger entities in the group will generally be assigned 

ratings closer to the overall credit profile of the group, as 

assessed above. 

 

(b) The ratings of the weaker entities may be credit enhanced with 

respect to their standalone base rating depending on the 

extent of willingness of the stronger entities to extend support 

to them. This in turn would depend on the nature of the 

business linkages among them, their relative strategic 

importance and the reputation sensitivity of the parent
6
. 

Greater the willingness of the stronger entities to extend 

support to the weaker entities, the closer will be their ratings 

to each other.  

Funding interchange among 

the consolidated entities is on 

account of some form of 

explicit support from the 

stronger entities to the other 

consolidated entities which 

covers all of the latter’s debt 

servicing obligations 

Assess the adjusted consolidated financials to evaluate the 

overall credit profile of the group.  

 

(a) The support provider will generally be assigned the rating 

closer to the overall credit profile of the group, as assessed 

above. 

(b) The subsidiaries to which a strong form of explicit credit 

support is available may be assigned the same rating as that 

of the support provider. A strong form of explicit credit 

support is one that has attributes such as legal enforceability 

and irrevocability. In such cases, the rating symbol for the 

subsidiaries would typically have an (SO) suffix indicating 

                                                        
6
 The parameters that ICRA considers for assessing the ability and willingness of a parent to extend support to 

its subsidiaries is discussed in the rating methodology on ‘Impact of Parent or Group Support on an Issuer’s 
Credit Rating’ available on ICRA’s website (www.icra.in). 

http://www.icra.in/
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Scenario ICRA’s Approach for Financial Risk Assessment 

that such rating is credit enhanced by way of a ‘structured 

obligation’ and does not reflect the standalone credit quality 

of the subsidiary.  

(c) In case the form of explicit support is relatively weaker, such 

subsidiaries’ rating would typically be lower than that of the 

support provider’s. The extent of difference between the 

ratings would depend upon the weaker subsidiary’s 

standalone creditworthiness, the strength of inter-linkages 

among the entities, besides the strength of the explicit 

support. The rating of the support-seeking subsidiary may 

have an (SO) suffix in case the explicit support, while being 

enforceable and irrevocable, has some other deficiencies 

(such as limited support to the debt obligation in terms of 

amount or tenure) as in the case of a partial guarantee; or 

the rating symbol may have an (S) suffix in case the explicit 

support is weak such that it is not enforceable or is 

revocable, as in the case of a Letter of Comfort. 

 

 

 

 

 

 

 

 

 
 
 
 
 
 
 
 
 
 
 
 

 

 
 
 
 
 
 
 
 

 

 

 

 

 

 

 
 

Approach followed for consolidated analysis when a parent, a corporate sector entity, 

has a subsidiary engaged in the financial services business 

 

In case the parent is a corporate sector entity with a subsidiary in the financial services sector, its 

reported consolidated financials may not allow for a meaningful financial risk assessment. In such a 

case, the parent and its financial sector subsidiary are assessed separately on a standalone basis by 

applying the rating methodology of the respective sectors. The standalone analysis however does take 

into account the ongoing and future funding interchange among them. 

 

» The funding support from the parent to its financial sector subsidiary is assessed based on 

factors such as expected growth in the latter’s business, expected delinquency levels, capital 

adequacy and solvency ratio requirements, and the intent of the parent to maintain a certain 

ownership level. While following this approach, ICRA appropriately adjusts the standalone net 

worth of the parent to the extent that it may be expected to allocate capital towards the funding 

requirement of its subsidiary. 

 

» The funding support from the subsidiary to its parent is assessed based on factors such as the 

estimated surplus available for distribution and the dividend distribution policy; besides the 

interest costs that it may need to bear on the loans received from its parent.  

Rating approach when the detailed financials of several entities that ought to be 

considered for consolidation are not available  

 

There may be cases when a parent only reports standalone financials or the financials of a large 

number of other entities that ought to be considered for inclusion (exclusion) in (from) the reported 

consolidated financials are not available. In such cases, ICRA endeavours to take into account the 

funding support that the unconsolidated entities may require from the parent (or vice versa) while 

undertaking financial risk assessment of the parent. For this, both the past track record of funding 

support as well as inputs received via discussions with the parent’s/ (subsidiary’s management in 

terms of future funding requirements are considered.  

 

Based on the above, the standalone financials of the parent are adjusted so as to factor in the 

expected funding interchange with the relevant unconsolidated entities. 
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Summing Up 

 

ICRA’s credit rating is a symbolic representation of its opinion on the relative credit risk associated with the 

debt instrument being rated. This opinion is arrived at after evaluating an entity’s industry, business and 

financial risks, its liquidity and financial flexibility, the management’s financial policy and its corporate 

governance practices. As this note has highlighted, apart from standalone credit considerations, the likelihood 

and quantum of funding that could be forthcoming from the group (and vice-versa) are also important factors 

in assessing an entity’s credit profile. The possibility of support coming from a stronger group entity during 

periods of stress reduces the risk of default and can thus lift up an entity’s rating (from the unsupported level) 

depending on the financial strength of the group and linkages of the entity with the group. Conversely, the 

burden of supporting weaker group entities during periods of stress can pull down the rating of an entity (from 

its unsupported level). While in some cases, consolidated financials provide a better measure of an entity’s 

exposure to financial risks; in various others, making appropriate adjustments to the same may be necessary 

for analysing an entity’s financial risk profile.  
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