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ICRA Rating Feature 
 

Approach for rating debt instruments supported by structural 
features (Non-securitized transactions) 
 

Overview 

 

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

debt servicing by an entity. An entity’s debt instrument may be rated higher than otherwise in case it has 

attributes that ensure that the investors in that instrument are more likely, relative to investors in the entity’s 

other debt instruments, to receive the payments in full and in a timely manner. This could be possible if there 

exists some form of credit support from a stronger third-party or there are structural features (such as DSRA
1
 

or Escrow mechanism) associated with the debt instrument. The credit support from a third-party could either 

be implicit such as that derived by virtue of association with a stronger parent or group; or explicit such as that 

ensuing through support mechanisms like guarantees, letters of comfort and shortfall undertakings, provided 

by a stronger third-party.  
 

This methodology note describes how ICRA evaluates the structural features associated with an instrument 

while assigning ratings in cases where the presence of such structural features is a credit differentiator
2
. The 

note is organized into the following two sections: 

 
» Types of structural features 

 

» ICRA’s approach for assessing the strength of the structural features 

 

I. Types of structural features 
 

The structural features associated with a debt instrument either support creation of a contingency arrangement 

to overcome temporary cash flow mismatches (like in the case of DSRA) or prevent mingling of cash flows 

associated with the specific asset—for which the rated debt is taken—with the entity’s other cash flows (as by 

way of an Escrow Mechanism). While the rating of debt instruments of an entity may get credit enhanced 

depending on the strength of the structural features, the difference between the instrument’s credit enhanced 

rating and the entity’s base credit rating is generally limited. This is because a given debt instrument would not 

always be fully isolated from the risk faced by the entity as a whole—such as bankruptcy risk and the risk 

arising from the presence of cross-default clauses in the debt instruments. In other words, the presence of 

structural features can generally provide credit enhancement to a debt instrument only to a limited extent, 

unlike the case of a third-party explicit credit support based on which the extent of credit enhancement may be, 

though not necessarily, much higher.   
 

The structural features may be associated with all the debt instruments of an entity or only with a few specific 

instruments. Moreover, the characteristics of the structural features associated with different debt instruments 

may also differ. As a result, the credit risk associated with different debt instruments of the same entity could 

vary. Debt instruments that are credit enhanced by way of structural features are thus generally rated higher 

than the entity’s other instruments to reflect the difference in their probability of default. The debt instruments 

whose rating is credit enhanced based on structural features, typically carry the letters ‘SO’ in parenthesis 

suffixed to the rating symbol, to distinguish them from the entity’s other instruments. The suffix to the rating 

symbol indicates that the rating so assigned is specific to the rated instrument based on the strength of the 

structural features and does not reflect the standalone credit quality of the entity.  

                                                        
1
 Debt Service Reserve Account 

 

2
 To know about the framework that ICRA adopts for assessing the strength of implicit support available to the 

rated entity from a third party, please refer to ICRA’s methodology titled “Impact of Parent or Group Support on an 
Issuer’s Credit Rating” available on ICRA’s website www.icra.in. To understand how ICRA evaluates the strength 
of explicit support available to a debt instrument from a third-party, readers may refer to ICRA’s methodology titled 
“Approach for rating debt instruments backed by third-party explicit support” available on ICRA’s website. 
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The commonly used structural features along with their attributes that provide credit support are discussed 

below:  
 

Structural Feature Description 

Escrow Mechanism 

An entity’s cash flows from an asset are deposited in a 

separate escrow account with these cash flows 

designated for servicing a specific debt instrument. 

The escrow account is operated by the entity; 

however, it is monitored by the lender or a trustee 

appointed by the investor(s) with withdrawals from the 

account allowed only after the consent of the lender or 

the trustee.  

 

Provides credit support on account of: 

 

This structure ensures that the cash flows from a 

specific asset do not mingle with the entity’s other 

cash flows and are utilized in a pre-determined 

sequence as stipulated in the loan agreement (such 

as debt servicing, replenishment of reserves such as 

DSRA, paying the statutory dues or meeting operating 

expenses) and only the surplus is available for other 

uses including distribution to shareholders.  

DSRA 

A cash reserve (generally in the form of a fixed 

deposit with a financial institution), equivalent to the 

interest and principal repayment obligations related to 

the debt instrument (over a certain time period, 

typically three to six months) is maintained over the 

tenure of the debt instrument. Alternatively, DSRA can 

be in the form of a DSRA guarantee for an equivalent 

amount from a third party (a financial institution or a 

corporate entity). 

 

Provides credit support on account of: 

 

This structure helps reduce the risk of default caused 

by temporary cash flow mismatches as the cash 

reserve can be dipped into or the DSRA guarantee 

can be invoked by the lenders or the trustee to meet 

the debt servicing obligations, in case of any shortfall. 

Presence of a security than can be 

monetized before a specific date by the 

lender or trustee in case of failure by the 

entity to service its debt. The specific date, 

as indicated above, is ought to be before the 

due date of debt servicing   

Under this structure, adequate security (with respect 

to the amount of the debt) is pledged with the lender 

or trustee who has the right to monetize the underlying 

security to meet the debt servicing obligations, if the 

entity is unable to make the payment by a specific 

date (n). This date (n) is before the due date (T) 

defined for debt servicing such that the underlying 

security could be monetized to make the payment by 

the due date.  

 

Provides credit support on account of: 

 

The provision for monetization of the security provides 

a back-up arrangement to ensure timely debt servicing 

in case the payments cannot be met from the entity’s 

cash flows or in case the debt can’t be refinanced in a 

timely manner. 
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Apart from the above, there may be certain features associated with debt instruments such as covenants in 

loan documents restricting an entity from taking additional borrowings or presence of cross-default clauses. 

However, such features impact the credit profile equally for all the debt instruments of an entity and are thus 

not credit differentiators among the various debt instruments of an entity. As a result, the ratings of debt 

instruments with only such features are generally not suffixed with the symbol ‘SO’ in parenthesis. 

 

II. ICRA’s approach for assessing the strength of the structural features 
 

The presence of structural features enhances the credit profile of a debt instrument; however, only if the 

features are functional in substance rather than being available just in form. The various parameters which are 

evaluated by ICRA to ascertain the strength of various structural features are discussed below: 

 
» Escrow Mechanism 

 

 Cash Flow waterfall 

The escrow mechanism prevents mingling of an entity’s cash flows stemming from multiple 

assets. While the escrow account is monitored by the lender or trustee and withdrawals by the 

borrower are allowed generally only after the former’s consent, a defined sequence in which the 

cash flows can be utilized further limits the discretion available with the borrowing entity, with 

regard to utilization of cash flows. Thus, an escrow mechanism characterized by the presence of a 

pre-determined sequence for the utilization of cash flows (cash flow waterfall) such that these are 

first utilized for incurring the necessary operating expenses/ debt servicing etc followed by 

replenishment of reserves such as DSRA, before being available for other purposes, provides 

greater credit enhancement. 

 

 Trapping of surplus cash flows 

An escrow mechanism can also provide liquidity support if the cash flow waterfall ensures that 

there is no leakage of cash such that the surpluses are utilized either for mandatory pre-payment 

of the loan or creation of a reserve for meeting any future contingency. Such a cash flow waterfall 

mechanism which also traps the surplus is stronger than a cash flow waterfall that only ensures 

that the cash flows are utilized in a pre-determined sequence, and thus the former provides even 

greater credit enhancement. 

 

» DSRA 

 

 DSRA Cover 

 

The longer is the period of debt servicing which is covered by DSRA, the stronger is the DSRA 

cover. A longer tenure DSRA will be able to withstand cash flow pressures over a longer time 

period and thus provides greater liquidity support. However, as there is a limit to the extent that 

the fundamental credit profile of an entity may draw support from improved liquidity, DSRA cover 

beyond an optimum level, as determined on a case-to-case basis, need not always lead to a 

further uplift in the ratings beyond the uplift based on the optimum level of DSRA. 

 

In case a loan has a ballooning principal repayment schedule, it is important that the DSRA also 

increases in proportion to the step-up in the debt servicing obligations over the entire tenure of the 

debt such that DSRA cover remains the same. As a result, in such cases, the entity’s ability to 

enhance the amount of DSRA is also assessed. In cases where the debt servicing obligations 

reduce with amortization of the debt (such as on account of decline in interest expense), 

maintaining a constant amount of DSRA increases the cover with respect to the obligations, and 

thus provides greater credit enhancement as compared to a case where the DSRA also reduces 

in tandem with the decline in payment obligations.  
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 Invocation mechanism  

As DSRA is meant to be utilized whenever there is a temporary cash flow mismatch, the 

invocation mechanism of the DSRA needs to be such that it ensures timely availability of liquidity. 

Apart from the first lien of the lender or trustee on the DSRA cash reserve, presence of an 

invocation mechanism to ensure that the DSRA is utilized in case of any shortfall, is necessary for 

DSRA to be effective. Maintenance of DSRA in the form of a fixed deposit or cash balances 

without a well-defined operating instruction (such as utilization of the DSRA at ‘T-n’ if the debt 

servicing account is not funded by ‘n’ business days before the due date ‘T’), does not provide 

much liquidity comfort. This is because in such a case, the utilization of the DSRA to avoid default 

is at the discretion of the lender or the trustee and its utility will generally be limited to that of a 

security deposit which becomes relevant during the debt recovery phase, post default.  

 

Similarly, if the DSRA is in the form of a DSRA guarantee, the structure of the guarantee 

invocation mechanism (such as invocation of the guarantee at ‘T-n’ if the debt servicing account is 

not funded by ‘n’ business days before the due date ‘T’) is critical to determine whether the 

guarantee is likely to be invoked in a timely manner or no and hence to ascertain the strength of 

the structure.   

 

 Replenishment  

As DSRA may have been dipped into by the lender or trustee in case of an actual temporary cash 

flow mismatch, it is necessary for the borrower to replenish the DSRA such that the DSRA cover 

remains the same. The replenishment can be through the surplus cash flows of the entity or 

funding support from a third-party. Thus, the strength of the replenishment mechanism which 

ensures that the DSRA is replenished sufficiently in advance of the next debt servicing date is a 

key parameter for assessing the strength of the structure. 

 

In case of a DSRA guarantee, the terms of the guarantee need to be non-amortizing in nature i.e. 

in case the guarantee is invoked, the amount covered under the guarantee is not reduced and 

remains at the earlier level for the next scheduled debt servicing date.  

 

 Financial strength of the DSRA guarantee provider 

In cases where the DSRA is in the form of a DSRA guarantee from a financial institution or a 

corporate entity, the likelihood of timely funding coming from the DSRA guarantor to meet the 

shortfall, is dependent on the credit profile of the DSRA guarantor. Thus, the credit rating of the 

DSRA guarantor also has an influence on the credit enhanced rating of the borrower and typically 

puts a constraint on the extent of credit enhancement. 

 

» Security  

 

 Security coverage 

Higher is the security’s assessed value with respect to the debt; better are the prospects of 

realizing the value equivalent to the debt on monetization of the security. 
 

 Liquidity 
 

Better is the security’s liquidity; better are the prospects of monetizing the security in a timely 

manner at a value closer to its assessed value. 

 

 Cushion between the due date of debt servicing and initiation of the process for security 

monetization 

The cushion between the date when the monetization of the security is contractually stipulated to 

be initiated by the lender or trustee and the due date for debt servicing should be such that it 

provides adequate time for enforcement of the lender’s or trustee’s right to monetize the security. 

The adequacy is assessed taking into account the nature of the security in terms of its liquidity, 



ICRA Rating Feature                                                     Approach for rating debt instruments supported by structural features 

 

ICRA Rating Services  Page 5 
 

besides taking into account the procedural timeline expected for its monetization. Thus, higher is 

the above cushion, greater is the likelihood of the structure being able to support timely debt 

servicing.  

 

 Mechanism for initiation of the security monetization process 

Comfort can be derived from such a structure only if there is a time-bound mechanism for 

mandatory monetization of the security, in case the entity fails to service the debt obligation by a 

specific date. In the absence of such a mechanism, the monetization of the security remains at the 

discretion of the lender or trustee, which may result in delays in debt servicing. 

 
Summing Up 

 

If a debt instrument has structural features with specific attributes, it reduces the probability of default by 

helping overcome temporary cash flow mismatches and/ or preventing cash flow mingling among an entity’s 

various cash flow streams. The various attributes of structural features that ICRA evaluates to determine the 

extent of credit enhancement are discussed in this note. However, the presence of structural features generally 

provide credit enhancement to a debt instrument over the entity’s base rating only to a limited extent, unlike the 

case of a third-party explicit credit support based on which the extent of credit enhancement may be much 

higher. This is because the credit risk associated with a debt instrument having structural features need not be 

fully delinked from the entity’s overall credit risk profile.  
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