The Key to Loan Transparency:

RBI frames KFS norms for all retail and MSME loans

All-inclusive APR disclosure; third-party payments also included; no lender-induced changes during the validity
period of KFS

- Team Finserv | finserv@vinodkothari.com

The RBI vide its Statement on Developmental and Regulatory Policies dated February 08, 2024 announced
its decision to mandate Regulated Entities (REs) to provide Key Fact Statement (KFS) for retail and Micro,
Small & Medium Enterprise (MSME) loans.

Following the aforesaid, RBI issued a notification dated April 15, 2024 (Circular) to “harmonise” the
instructions in this regard for all REs.

Since the intent of the RBI is to harmonise similar requirements, the KFS Circular overrides similar extant
requirements in case of lending by banks to individuals, and digital lending.
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Meaning and Intent

1. Whatis KFS?

- Acrisp, clear and key information about loan terms. KFS typically includes details such as the all-
in-cost of the loan, interest rates, fees, repayment terms, and any associated risks.

- Because KFS is standardised, it enables borrowers to make comparison with terms offered by
other lenders.

- Plus, it is at-a-glance view, enabling the borrower to avoid the legalese. Allows loans terms to be
compared in a simple, transparent and comparable (STC) manner.

2. How will KFS help transparency?
The intent is to have simple transparent, and comparable (STC) terms of the loan communicated to the
customer upfront. The standardised format provides is simple and concise and has all the necessary details
of the loan - annual percentage rate, fees, recovery mechanism, and associated risks in a straightforward
format
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3. Has the format of KFS and other disclosures been prescribed?
Yes, the format for KFS has been prescribed in Annex A of the Circular. Further, formats for computation
of APR and amortization schedule to be given to the borrower has also been prescribed in Annex B and C

of the Circular respectively.

Scope and applicability

4. Which all entities are covered by the new requirement?

The following entities will be covered under the scope of the Circular -
- All Commercial Banks (including Small Finance Banks, Local Area Banks and Regional Rural Banks,

excluding Payments Banks)

- All Primary (Urban) Co-operative Banks, State Co-operative Banks and Central Co-operative Banks
- All Non-Banking Financial Companies (including Housing Finance Companies)

In what kind of loans will KFS be mandatorily applicable?

a. Loans by scheduled commercial banks to individual borrowers. Para 2 (b) of the erstwhile
regulations Display of information by banks stands repealed.

b. Digital lending by any regulated entity. Para 5.1 and 5.2 of the Guidelines on Digital Lending stands

repealed. For meaning of digital lending, see our write up.

c. Microfinance loans whether by MFls or other entities. Para 6.3, 6.4 and 6.5 of the RBI (Regulatory

Framework for Microfinance Loans) Directions, 2022

microfinance loan, see our write up

stands repealed: For the meaning of

d. Retail Lending by all Regulated Entities (REs). For the meaning of retail lending see Q 20
e. Lending to MSMEs loans by all REs: For meaning of MSME loans see Q 22.

Coverage of the Circular
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6. Will the KFS norms be applicable on Housing Loans as well?
In case of housing loans extended by HFCs, sharing of most important terms and conditions (MITC) are
applicable (Para 85.8 read with Annex XlI of the HFC Master Directions). MITC is akin to KFS, however, the
format of KFS is more focused on interest rate and other charges as well as a few qualitative terms of the
loan, whereas MITC provides several other relevant details.
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The Circular is addressed to HFCs as well. Further, meaning of “retail lending” (see below) includes home
loans as well. In the absence of any other clarification, we would advise lenders to prepare MITC as well
as KFS in case of home loans.

7. What happens to the existing circulars on Digital Lending and Microfinance Lending?
The existing provisions for KFS and APR in the Digital Lending Guidelines, MFI Directions and Display of
Information by Banks circular shall stand repealed.

8. When does the new requirement become applicable?
The Circular is applicable with effect from October 1, 2024 to all new retail and MSME term loans
sanctioned. Further, digital loans, MFI loans and bank finance extended to individuals post the said
applicability date would also require to be aligned with the new requirement.
It would, therefore, appear that extant requirements continue to apply from now until 30th September.
It would actually be better for lenders to transition into the new requirement before 1st October, at least
on a parallel basis - this will serve as a dry run upto the new requirement from 1st October.

9. In case of banks, what is the applicability of this Circular?
The KFS Circular applies to banks for (a) all loans to individuals, as covered by Display of information by
banks; (b) any loans to MSMEs; (c) any microfinance loans; (d) any digital loans.

10. Whether loans under digital lending need to comply with the Circular or will they continue to
follow extant guidelines?
The Circular applies to digital loans as well. In fact, it repeals Para 5.1 and 5.2 of the digital lending
guidelines dealing with APR and KFS provisions. However, until October 1, 2024, the existing guidelines
may continue to be followed.

11. In case of co-lending transactions, is the compliance on the originating co-lender or the funding
co-lender?
While specific details of co-lending arrangements are required to be shared with the borrower; the
borrower interface is typically done by the originating co-lender. Hence, the originating co-lender should
be making the requisite disclosures. Funding co-lenders may ensure that the originating co-lender is
making the requisite disclosures.

Contents of KFS

12. What are the contents/format of KFS?

e Unique Proposal Number : this would be specific to the RE and shall be provided to each borrower
for each loan offered

e Type of loan offered: for example, home loan, auto loan, personal loan, etc
Sanctioned Loan Amount: If the sanctioned amount is available for drawdown in tranches or in
phases, the same may be specified. Similarly, if the sanctioned amount not drawn within a
particular date will remain committed, etc. may be specified.

e Disbursal Schedule: Often, disbursement may be linked with acquisition of an asset, or progressive
construction (say, in case of home loans). The same may be specified here.

e Loan Term: Digital lenders sometimes offer choice of tenure, and different interest rates for
different tenures. The idea of KFS is to provide for maximum comparability - hence, arcane
structures or optionalities should be minimised.

e Type of Installments (Monthly/half-yearly/early)
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e Number of Equated Periodic Instalments (EPIs)

e Amount of EPI

e Period after which the EPI will commence post-sanction: For example, 30 days after disbursement.
in case a moratorium is provided, the same should be specified.

e Type of interest rate (fixed/floating/hybrid)

® In case of floating rate loans following are to be disclosed - Reference Benchmark, Benchmark
rate, Percentage of spread, Final rate charged to the borrower, Reset periodicity of benchmark
and spread rate, impact of change in reference benchmark,

e Following fees/charges are to be disclosed -

O Payable to the RE
O Payable to third party through RE: See further guidance on this below

e Annual Percentage Rate :

This is the IRR (note this is not XIRR or effective rate of return after compounding to a year) taking
care of all the items of costs included in the APR.

e Contingent Charges such as penal charges, foreclosure charges, charges for switching loan from
floating to fixed or vice-versa, etc.: These charges are not collected upfront or are not mandatorily
imposed on the borrower; these are contingent on happening of certain events, say default. The
rates of these charges shall be disclosed. However, shall not be a part of APR, and accordingly,
these charges do not have to be converted into an annualised rate.

e (Qualitative information

o Clause of loan agreement relating to engagement of recovery agents

Clause of loan agreement which details grievance redressal mechanism

Phone number and email id of the nodal grievance redressal officer

Whether the loan is, or in future maybe, subject to transfer to other REs or securitisation

Details relating to co-lending - Name of co-lenders and blended rate of interest

In case of digital loans - Cooling-off period, details of LSP acting as recovery agent
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13. KFS is intended to be a “standardised format”. What is the significance of the format being
standardised? Does the lender have the discretion to add/delete fields?
The Circular prescribes for a “standardised format” for KFS. The intent behind this standardisation is to
enhance transparency and to facilitate the comparability of the loan terms offered by different lenders.
The RBI refers to the KFS as a “standardised format”. Therefore, in our view, the comparability of the KFS
will be compromised if it was loaded with new details or subjectivities not envisaged in the standard
format.

14. Can the lender, for instance, add clauses like “this is not a sanction letter; the grant of the loan
is eventually subject to sanction by the lender’s internal credit committee”, or similar
conditionalities?

Itis important to note that the format of the KFS is standardised. Therefore, the KFS is expected to remain
limited to the fields given in the standardised format. However, the KFS may be an annexure to a sanction
letter - see below.

15. Is the present practice of issuing sanction letter redundant? Can a lender issue a sanction letter

in addition to KFS?
The KFS is a summarised version of the terms of the loan. However, the grant of the loan itself may have
several conditions, typically comprised in the sanction letter. The RBI’s Fair Practices Code refers to a
sanction letter - NBFCs shall convey in writing to the borrower in the vernacular language as understood



by the borrower by means of sanction letter or otherwise, the amount of loan sanctioned along with the
terms and conditions including annualised rate of interest

Hence, first, the sanction letter does not become redundant. Secondly, if there are conditionalities or
compliances relating to the loan, the same may be contained in the sanction letter. For example, the
borrower may be required to complete some conditions precedent. There are normally several conditions
subsequently, commonly called “post-disbursement conditions”. Each of these may be contained in the
sanction letter.

16. Does the issuance of a KFS amount to a binding commitment on the part of the lender to lend?
The language of Explanation below clause 5 of the KFS Circular may give such an impression. It says:
“Validity period refers to the period available to the borrower, after being provided the KFS by the RE, to
agree to the terms of the loan. The RE shall be bound by the terms of the loan indicated in the KFS, if
agreed to by the borrower during the validity period.”

However, in our view, the KFSis only the terms of the loan. The binding force of the KFS during the “validity
period” is only on the terms, and not on the grant of the loan itself. If the conditions precedent for availing
the loan have been satisfied, the lender will be bound by the terms as contained in the KFS; however, the
grant of the loan itself is based on conditions precedent may still form part of the sanction letter.

17. Is it permissible for REs to include additional terms in the KFS alongside those outlined in the
standardized format?
The purpose of requiring a standardized KFS for borrowers is to guarantee consistency in loan terms across
different lenders, enabling borrowers to make fair comparisons. Therefore, we believe that REs should
avoid subjectivity and strictly follow the standardized format outlined in the notification.

18. Can REs charge fees/charges not mentioned in the KFS?
The answer to this is positive as REs can charge fees/charges not mentioned in the KFS with the explicit
consent of the borrower.

19. What are Equated Periodic Installments and how are they computed?
Equated Periodic Installment (EPI) refers to a fixed amount comprising both principal and interest
repayments that a borrower must pay at regular intervals over a predetermined number of periods to
repay a loan fully. These payments ensure the gradual amortization of the loan. When these installments
are made on a monthly basis, they are commonly known as Equated Monthly Instalments (EMls).

Meaning of Retail Lending

20. What is the meaning of retail loans?

1. The Circular does not provide a specific definition for "Retail Lending". Instead, it refers to the
Master Direction on Interest Rate on Advances (2016) for terms not defined within the Circular.
Further, the Master Direction though does not define the term "Retail Lending", paragraph 7 uses
the following language: retail loans (housing, auto, etc.). This gives the impression that the word
“retail loans” is used in contradistinction to wholesale lending. In typical banking parlance, lending
to companies or businesses is termed as wholesale lending, and retail lending typically refers to
loans to individuals.
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There is a study on Retail Credit Portfolios of SCBs under Retail Credit Trends - A Snapshot which
considered that retail credit refers to all loans given to the individual customers/ households for
various purposes.
Further, an RBI article on Dynamics of Credit Growth in the Retail Segment: Risk and Stability
Concerns that analyses retail credit flows and asset quality dynamics therein across the supervised
entities provides that personal or retail loans are used interchangeably in this study, and they refer
to loans given to individuals for housing, loans against property, purchase of vehicles, consumer
durables, loans against gold jewellery, personal loans, educational loans, credit cards, etc.
While RBI regulations do not provide a specific definition for "Retail Lending", it is evident from
the intent of the circular that the Circular is to lend transparency and comparability to loan terms,
particularly when addressed to a borrower who is not savvy enough to understand nuanced
terms. The primary aim is to ensure that information provided to borrowers is Simple,
Transparent, and Comparable (STC). Therefore, a broader interpretation of the term “retail loans”
may be warranted to align with this overarching objective.
Hence, retail loans may include all types of loans to individuals, including the following -

e Vehicles/Auto loans
Educational loans
Home Loans
Loan against shares
Loan against property

e Loan against fixed deposit, etc.
Further, it may be noted that credit card receivables, though extended to individuals, are excluded
from the purview of the Circular.

21. Give some examples of loans which are not retail lending?
Some examples of loans not considered as retail lending are -

Business loans

Lines of credit - as the circular specifically refers to term loans
Loans to corporates (other than MSMEs)

Dealer financing (other than individuals)

Builder Finance (other than individuals)

Meaning of MSME lending

22. What is lending to MSMEs?
Loans to entities satisfying the following conditions and holding Udyam registration as MSMEs:

Investment in Plant & | Investment in Equipment
Machinery
Micro Enterprise Upto 25 lakh Upto 10 lakhs

Small Enterprise

25 lakh - 5 crore

10 lakhs - 2 crore

Medium Enterprise

5 crore - 10 crore

2 crore - 5 crore

23. Are all loans to MSMEs covered under the scope of the Circular?
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The Circular explicitly states its applicability solely to "MSME Term Loans". Therefore, we understand that
working capital loans or lines of credit extended by REs to MSMEs fall outside the scope of the Circular.

Validity period and Cooling off period

24. What is a Validity Period?
The validity period refers to the timeframe within which the borrower, upon receiving the KFS from the
RE, can agree to the loan terms. In case the borrower accepts the terms outlined in the KFS during this
validity period, the RE is bound by these terms as indicated in the statement.

25. How long should the Validity Period be?
In terms of the notification, the KFS must possess a validity period of a minimum of three working days
for loans with a tenor of seven days or more, and one working day for loans with a tenor of less than seven
days.

26. What if the customer does not accept the terms during the validity period?
The RE is only bound by the terms mentioned in the KFS if the same is accepted by the borrower during
the validity period. Accordingly, if the borrower fails to accept the KFS terms during the validity period,
the RE reserves the right to change the terms after the end of such period. The RE may also

27. Where will the validity period be disclosed?
Going by the standardised format for KFS provided by RBI, there is no requirement to mention the validity
period in the KFS. However, to ensure that the borrower is aware of the same, the validity period can be
mentioned in the covering note or sanction letter.

28. What will be considered a Working Day?
Working days would mean Monday to Friday of the week excluding public holidays.

29. What is the difference between the validity period and cooling off period in case of digital loans?

Validity Period Cooling off Period
Applicable for digital as well as physical loans. Applicable only for digital loans.
Pre-disbursement phase Post-disbursement phase

Provided to the borrower to accept the terms of | Provided to the borrower for exiting
the loan as indicated in the KFS digital loans without any pre-payment
penalty in case a borrower decides not to
continue with the loan.

The RE is bound by the terms of the loan if | Grantsthe borrower the right to repay the
accepted by the borrower during the validity | principal and the proportionate APR
period. during this period.

30. Is it necessary to provide a validity period to borrowers before approving top-up loans, even if
the terms of the top-up loan are identical to those of the existing loan?



Yes, the notification is applicable from October 01, 2024. Accordingly, after this date, KFS should be
provided for all top-up loans. Subsequently, following this date, KFS should be furnished for all top-up
loans. As a result, borrowers must also be provided with a validity period to accept the terms of the top-
up loan.

Annualised Percentage Rate

31. What is APR?
Annual Percentage Rate (APR) is the annual cost of credit to the borrower that includes interest rate and
all other charges associated with the loan.

32. What are the components of APR?
The following are the components of APR -
e Rate of interest charged from the borrower
® Fees/charges payable to RE
e Fees/charges payable to third party routed through RE
Excluding
e Contingent fees/charges

33. Are charges recovered on behalf of third party also a part of the lender’s APR?
Yes, the charges that borrowers pay to the RE, which are passed on to third-party service providers based
on actual expenses, like insurance or legal charges, will also be included in the calculation of APR. See the
discussion below.

34. Should charges not directly linked/integrated with the loan, also form part of the APR? Will the
answer remain the same even if such charges are deducted from the disbursement amount ?

As regards the inclusion of charges within APR, the essential basis should be the definition of APR, defining
it as “the annual cost of credit to the borrower which includes interest rate and all other charges associated
with the credit facility”. Therefore, a lender providing a credit facility imposes charges, in addition to
interest, by whatever name called, including for third party services which are related to the credit facility
or the subject matter of the credit facility, should be forming part of the APR. This will, of course, not
include contingent charges such as delinquency penalties, repossession charges, etc.

The charges imposed by lenders may, illustratively, be as follows:
1. Processing fees;

Documentation charges;

On-boarding charges;

Technical and verification charges;

Documents handling charges

vk wnN

The charges for third-party services, which are typically related to the loan or the subject matter of the
loan may be as follows:

(a) Insurance charges for the asset/product being funded for the lender, or personal insurance for
the borrower (typically assigned to the lender), or credit insurance

(b) Valuation charges for the subject matter of the loan

(c) Legal charges etc



The mode of collection of these charges does not matter - that is, these may be charged separately, or
may be deducted from the disbursement.

35. Whether statutory dues would form part of APR?
In our view, statutory charges, such as stamp duty, registration charges or cost of mortgage in case of an
immovable property, are not a part of the lenders’ cashflows. Adding these charges as a part of the APR
is unlikely to help the borrower.
It is suggested that in case the RE intends to pass on the stamp duty or registration cost on the borrower,
the same is directly paid by the borrower.

36. If, for instance, the borrower is required to place a security deposit, which is free of interest, is
the impact of the same also captured in the APR?
While the placing of the security deposit may impact the overall cost of the borrower, but in our view, it
is inappropriate to incorporate this cashflow as a part of the loan cashflows.

37. In case of loans for vehicles, it is common practice to require the borrower to make a down
payment to the supplier. Is the same also captured in the APR?
The APR is computed on the loan amount; down payment is not a part of the loan.

38. Lenders quite often get payouts or subvention from third parties, say vendor, OEM, insurance
companies, etc., which supplement the returns of the lender. Are these also disclosed as a part
of the APR?

In our view, there is no reason to include payouts by third parties, that is, other than the borrower, as a
part of the borrower’s cost of credit.

Having said this, if there are discounts/subventions being given by a vendor, the lender should make a fair
disclosure of the discount, showing the same as a deduction from his cost of interest.

Graphical illustration summarising APR:
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Other Requirements

39.

41.

What are the disclosure requirements?

Following additional disclosures are to be made by the REs along with KFS -
Computation sheet of APR

Amortisation schedule of the loan over the loan tenor

KFS shall also be part of the loan agreement

Validity Period of KFS

. What are the other requirements as per the Circular?

As per the Circula,r REs are obligated to do the following -

Contents of KFS shall be explained to the borrower

Acknowledgement shall be obtained from the borrower that he/she has undestook the contents
of KFS

In case of digital loans how will RE be able to explain the contents of KFS to the borrower?
For digital loans, REs may have the option to exhibit a pre-recorded video within their application
or present a document that elucidates the contents of the KFS.



42.

43.

44,

45,

46.

47.

48.

What will be the impact of this circular in existing loans?
REs will not be required to issue KFS in existing loans. However, compliance with this circular will
be required for any new loan or top-up loan provided to existing customers.

Para 7 of the Circular provides that charges recovered from the borrowers by the REs on behalf
of third-party service providers on actual basis shall also form part of the APR and has to be
disclosed separately. So does this imply that any amount over and above the actuals will not
form a part of APR?

In case the RE is collecting charges that are over and above the actuals, the same is int he form of
charges levied by the RE itself and by default should always be included in the APR computation.
However, in case of collection of charges on actuals on behalf third-party service provider, the RE
shall be required to provide receipt and related documents will have to be provided to the
borrower, within a reasonable time.

The KFS also needs to disclose the phone number and email id of the grievance redressal officer.
So, will it be sufficient compliance with the regulations if a generic email id of the grievance
redressal cell is provided ?

As per the KFS format provided, a generic email id and phone number can be provided by the RE
in the KFS subject to the customer complaints being redressed within one working day.

The KFS must reveal whether the loan is currently or potentially subject to transfer to another
RE entity or securitization. Therefore, if an RE fails to disclose this information while providing
the KFS to the borrower, does it mean the RE is barred from transferring or securitizing the
loan?

In case, the RE has revealed its intention to not transfer/securitise the loan but subsequently after
disbursal intends to transfer/securitise the loan, it has to obtain the borrowers approval.

The Circular has prescribed that if the charges/fee payable cannot be determined prior to
sanction, an upper ceiling may be prescribed by the RE. How will this upper ceiling be
determined by the RE ?

The upper ceiling should be mentioned by the REs considering the maximum amount of charges
that can be levied.

The Circular also extends to all HFCs. Henceforth, do HFCs solely need to furnish the KFS, or is
there still an obligation to supply the MITC to borrowers as per the HFC directions

The HFC directions require MITC to be provided to all borrowers for home loans. Additionally, the
relevant provision of the HFC directions that mandates MITC provision has not been repealed.
Therefore, until further regulatory clarity is provided on the subject, HFCs are obligated to furnish
both MITC and KFS to borrowers.

What are the actionables for REs?
The immediate actionables for an RE shall be as follows:
1. RE to determine the applicability of the Circular based on the loan products offered by
the RE
2. Systems need to be capacitated to make an all-inclusive computation of APR. Note that
this APR computation may be different from the Effective Interest Rate as used for
accounting purposes - for example, third-party payments on actuals are not considered
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as a part of the loan cashflows in IndAS 109. Nor will this be relevant for amortisation of
the loan for accounting purposes - if third party payments are not reported as income.
The Board is to consider and take note of the Circular in the upcoming board meeting
To formulate a plan for implementation of the Circular by October 1, 2024, in terms of
the following:
a. The loan journey (physical or digital, as the case may) be shall be reviewed to
ensure the implementation of the requirements under the circular
The draft of KFS to be considered and adopted for sharing with the customers
System changes for APR computation to be implemented in the systems
d. Theimplementation of the validity period in the systems and as a part of the loan
process
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