
Beware of what you legislate for:  
the short-term credit market
In light of the clampdown on payday lending, this Industry Insight looks at the  
changes in the industry and highlights concerns that consumers who have been  
refused credit, may now turn to  

Payday lending might have taken a knock, through 
to the cap on interest rates, but demand for 
readily accessible, short-term credit of relatively 
small sums, is as buoyant as ever. After all, in the 
absence of savings, people need credit to deal with 
the lumpiness of income and expenditure – an 
increasing reality of life today as fewer people are in 
regular salaried employment.

All this means is that the clampdown on payday lending, 
which has been the preferred source of short-term credit for 
the past few years, may be creating opportunities for other 
credit providers – some of them not entirely principled. The 
legal companies that may benefit include the established 
home credit companies, also known as doorstep lenders. 

This segment of the high-cost, short-term credit market, 
serving some 3 million people, has yet to be subject to 
tighter regulation by the Financial Conduct Authority (FCA). 
Investment punters who put their money into this market 
can, according to some reports, anticipate an annual return 
on equity of 20-30 per cent. Such potentially juicy returns 
mean in the next year or so, we can expect to see some new 
entrants, as well as modifications to the offers of established 
payday suppliers, much of it building on twenty-first century 
technology. 

For those who have a respectable credit score, this will 
be an improvement over the hitherto exploitative, profit-
maximising payday lenders. Such people are the winners of 
recent regulatory changes. For other consumers, typically 
the poorer and more marginalised, life may go from bad to 
worse.

To get a sense of where the market could go, it might help 
to reconsider how the regulatory ground has shifted under 
the payday lending industry. In April 2014, the FCA took over 
regulation of consumer credit and promptly introduced 
changes in the short-term payday loan industry. 

Early changes included the suspension of continuous 
payment authority whereby funds are deducted directly from 
a borrower’s bank account, although only after the regulator 

made two unsuccessful attempts. The move prevents 
payday providers gaming the payments system to collect 
repayments. Another change was that payday loans can only 
be rolled over/refinanced twice before they are repaid in full 
– the payday model exploited customers who were unable 
to repay their loan in a single instalment. Finally, adequate 
affordability assessments must be made before every loan is 
issued. This reflects evidence that loans were being extended 
to people who had no means to make the repayment. 

According to Equifax, since April 2014 lenders have become 
increasingly interested in developing robust affordability 
procedures; attempting to verify income more accurately 
via electronic means and using real-time data rather than 
the self-reporting previously relied on. As a result of these 
changes, the number of approved payday loans fell by 
around 40 per cent in 2014, and by the end of the year 
lending had dropped by 68 per cent from the market peak 
in 2013. 

The 2014 regulatory changes have been overlaid with 
the introduction of a price cap, applied across the payday 
lending industry with effect from 2 January 2015. There are 
three components to this: 

• Daily cost cap – loans (interest and fees) cannot be 
charged at more than 0.8 per cent per day of the amount 
borrowed

• Default fees – if borrowers default, fees must not exceed 
£15

• Total cost cap – borrowers must never be charged more 
than 100 per cent of the amount borrowed, applying all 
interest, fees and charges. 

A further change will be applied to the industry in 2016, 
requiring online lenders to list their loans on a price 
comparison site, authorised by the FCA. In addition, all 
lenders will be required to provide existing customers with a 
summary of their cost of borrowing over the past 12 months. 
These latter requirements stem from the Competition and 
Markets Authority (CMA) review of payday lending, which 
reported in February this year. 



The changes the FCA has introduced caused some lenders 
to exit the market in 2014 – estimates suggest 25 to 30 per 
cent of providers, and more continue to do so, opting not to 
apply for full FCA authorisation. One estimate suggests that 
as many as 90 per cent of payday lenders will throw in the 
towel by 2016. This will mainly be the small, non-compliant 
lenders, leaving the larger ones who have the means to 
adapt to the new reality. 

The other big adjustment is in product offering. Few lenders 
are now offering single payment loans because they are 
largely unprofitable under the new pricing regime. Instead, 
larger instalment loans spanning a number of months 
are under offer. Guarantor loans, where family and friends 
backstop the loan, are another growth area. They generally 
offer a lower interest rate than payday loans as the perceived 
default risk is less.

What are the implications of this for consumers? At its 
peak, the payday lending industry was worth around £5bn, 
making just over 8 million loans to more than 2 million 
borrowers. The market was broadly divided into two, serving 
different customer groups, with online lending accounting 
for about 80 per cent of the market and storefront 20 per 
cent. General views suggest that high-street payday lenders 
will soon be a thing of the past as price caps make business 
models which have both significant overhead costs and 
high-risk borrowers unsustainable. The online short-term 
credit market, which typically serves more creditworthy 
borrowers, is transforming itself with more transparent 
pricing, instalment loans and variable repayment schedules.

According to the CFA, one of the main trade associations for 
online short-term credit lenders, approximately 80 per cent 
of loan applications to its members made in 2015 to date, 
have been rejected. Lending volumes are down by 70 per 
cent. This largely reflects tighter affordability checks, which 
mean that only those with good credit records are granted 
loans. For those who were denied a loan, a CFA/YouGov poll 
found more than a quarter said they failed to pay some form 
of bill or credit repayment, a tenth used an unauthorised 
overdraft at a bank and others delayed the planned 
purchase. A small percentage said they had borrowed from 
an unlicensed lender, and a very small percentage (2 per 
cent) turned to a credit union.

The CFA’s recent report Credit 2.0: a commentary on 
borrowing and spending in the 21st century, raises concerns 
about the unintended consequences of over-regulation. 
Its view is that many customers are unlikely to check the 
legitimacy of a lender’s licence and will not know who they 
are dealing with. Monitoring the activity of illegal lenders is 
going to be a challenge, largely falling on the government, 
the regulators and the justice sector. 

In some ways, one cannot fault the FCA for clamping down 
on the payday lending industry in the manner it has, in 
response to public outrage and political pressure. However, 
the blunt tool of regulation can only push demand for short 
term credit from one place to another – it cannot regulate or 
suppress demand. It is only a matter of time before some of 
the other legal sources of short-term credit, such as doorstep 
lenders, will be similarly regulated and placed beyond the 
reach of customers with poor credit histories. This is like 
playing the game of “whac-a-mole”, but off-screen, there are 
dangers worse than moles – the loan sharks, the twenty-first 
century version of which, hunt online.

However, all is not doom and gloom. Provision of ethical, 
responsible and more affordable credit is gradually growing 
thanks to credit unions, community finance institutions, 
peer-to-peer platforms  and other new market entrants. One 
hopes that the regulators will be appreciative of these credit 
providers and offer support rather than discouragement. 

 

This Industry Insight has been repurposed from the article 
‘Beware of what you legislate for: the short-term credit 
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