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The payday 
loan market
Jon Guest investigates a real-world 
example of the policy of maximum prices

One of the first topics students learn in economics 
is the theory of demand and supply. This simple 
but powerful model can be used to examine the 

impact of various types of government intervention on 
a competitive market. One such form of intervention is 
maximum prices.

Current instances of this type of intervention can 
be found in countries such as Venezuela and Argentina, 
but there are few present-day examples in the UK. 
One historical case is the use of rent controls in the 
housing market. First introduced in 1915 as a response 
to wartime housing shortages, they were abolished as 
a result of the Housing Act of 1988. Since January 1989 
all new private-sector lettings in the UK have been free 
from rent controls, but the case for their re-introduction 
has been argued recently by the new Labour leader, 
Jeremy Corbyn.
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Short-term credit in the UK
The UK market for short-term credit, commonly 
referred to as ‘payday loans’, provides an interesting 
and topical example of maximum price in action. This 
is where customers borrow money for a short period, 
usually 2–4 weeks. The expectation is that the loan will 
be fully repaid when the borrower receives his/her next 
pay cheque.

In the credit market the price of buying money 
(i.e. borrowing) is the interest rate that must be paid 
plus any other fees charged by the lender. However, 
concerns have been expressed about the interest rates 
charged by payday lenders. For example, a borrower 
would typically have to pay around £38 for a 30-day 
loan of £100. This works out at a daily interest rate of 
1.26% and an annual interest rate of 4,670%. Criticisms 
have also been voiced about the high charges imposed 
by lenders when borrowers fail to meet repayment 
deadlines. 
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Activities

1 Draw a diagram to illustrate the impact of a 
maximum price on a competitive market.

2 Using the concept of elasticity, explain why the 
impact of a maximum price, such as the one 
introduced by the FCA, may be different in the 
economic long-run as opposed to the short-run.

3 Discuss the economic rationale for introducing 
a maximum price into the market for payday 
lending.

Weblinks to follow up
Maximum prices in Argentina:  
www.tinyurl.com/ovz8ffq 

Evidence of public support for Jeremy Corbyn’s 
policies: www.tinyurl.com/oxwl9oj 

Alternatives to loan sharks: www.tinyurl.com/nudqkuj
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Regulation of payday loans
To address these issues the Financial Conduct Authority 
(FCA) announced a series of regulations in July 2014, 
which came into effect in January 2015:
• The interest rate would be capped at 0.8% per day. In 

other words a maximum price would be placed on the 
cost of borrowing money in the payday loan market. 
This means that the maximum amount a lender can 
now charge for a loan of £100 for 30 days is £24.

• If a borrower fails to pay back the loan on time the 
maximum they can be charged is a fee of £15 plus an 
interest rate of 0.8% per day on any of the outstanding 
debt.

• The maximum amount a borrower can be asked to 
pay back, even if they default, is twice the amount 
they borrowed.

The impact of this policy
When the regulations were first announced in July 
2014, the FCA made some predictions. It forecast that 
only four lenders (one high street and three online) 
would remain in business and that 70,000 people who 
would have previously been able to obtain a payday 
loan would no longer be able to under the new rules.

Out of the 400 businesses that were registered 
payday lenders in April 2014 only 247 had applied 
to the FCA for authorisation to operate in the market 
by the February 2015 deadline. It was believed that 
many of these 247 organisations would fail to obtain 
authorisation or would simply exit the market.

Loan sharks
One prediction of the demand and supply model is 
that the implementation of a maximum price would 
lead to an increase in the size of the illegal market. 
If some customers are willing to pay an interest rate 
higher than 0.8% per day to obtain a loan then they 
might find an illegal lender (loan shark) willing to lend 
them the money.

The Consumer Finance Association, which 
represents short-term lenders, claimed in its Credit 2.0 
report that the regulations had caused an increase in 
the number of people using loan sharks. However the 
findings of this report have been challenged.

It will be interesting to see if the payday lending 
industry survives and if its decline will result in the 
growth of illegal lending.
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