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Abstract: Government controls over the price of credit

have a long history, beginning in Biblical times.

In British history, borrowing and lending were first

de-regulated in 1854, then were gradually re-regulated

culminating a century later in a period of very tight

policy control over the volume, direction and price of

credit. This was followed in the late 20th Century by

a second de-regulation, one aspect of which was a

revival of high-cost fringe moneylending. The current

policy preference in Australia is to rely on competition

to ensure that fair terms are available to borrowers, but

in addition Victoria retains its historic interest rate

caps. NSW has reacted to the recent rise of pay-day

lending by moving to include fees in the calculation of

the capped interest rate for short-term consumer
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Ever since the invention of money, there has been an

intimate and often contested relationship between

government and the financial sector. Governments

issue the money on which the financial system is

based and enact the forms of contract from which it is

built. It is inevitable that the financial sector depends

heavily on government, not just for the law and order



04 > Why governments limit the price of credit

The finance sector comes under rather more intense

scrutiny when it is itself party to transactions – when it

borrows and lends (Wilson 2004). On the borrowing

side, there has been a troubling history of defaults,

particularly among fringe financial institutions, but

sometimes extending into the mainstream, and

governments have stepped in to protect depositors

from fraud and over-optimism. On the lending side,

bad practices have included making loans to mates

and denying them to non-mates even when proper

risk assessment favours the latter. Market power has

also been used to exact excessive interest rates and, in

particularly bad cases, to force people into debt-slavery

(‘I owe my soul to the company store’). Malpractice in

loan allocation tends to be revealed when the loans go

bad, but the exercise of market power strengthens

rather than weakens financial intermediary balance

sheets, and is not so regularly exposed. It has not

proved hard to establish the theoretical possibility that

financial intermediaries may misuse market power, but

has proved much harder to identify actual cases of

malpractice. There has also been disagreement over

how market power should be controlled. Should

households be expected to recognise shonky deals and

steer clear of them, or should the scope for such deals

be limited by regulation? Can competition between

financial intermediaries  be relied on to ensure their

good behaviour?

Malpractice is also difficult to separate from risk

management. Bias towards mates is hard to separate

from the many other factors that enter into

judgements of creditworthiness, and exercise of market

power is hard to separate from reasonable cost-

recovery from high-risk loans.

Aside from malpractice, more general questions of

social responsibility arise at the level of loan allocation

policy (Manning 1995). In the daily business of

making loans, a great deal has to be left to the good

judgement of the lender, but much still depends on

general loan policy. The options can be sketched in

terms of the more general debate as to whether

corporations should maximise shareholder value,

versus ‘triple bottom line’ behaviour. According to the

former approach, a financier should invest to

maximise his profits, allocating funds so that his loans

are repaid with maximum returns. The latter approach

makes a distinction between financial rates of return

and social rates of return. Sometimes the social rate of

return is less than the financial – for example, a casino

may be highly profitable, but at uncounted cost in

broken homes and white-collar crimes. By contrast,

investment in infrastructure frequently generates high

social returns in terms of jobs created even though the

actual investment is not particularly profitable.

Judgements differ on the extent to which financial

and social rates of return diverge – at one extreme

stand those who can discern no divergence, and at the

other those for whom divergence is endemic and

justifies rigorous government control of the finance

sector. Stretton (2005) has recently argued that the

financial deregulation of the 1980s was a moral and

economic failure, and proposed a return to

government direction of lending into areas with high

social returns, such as housing. An alternative recent

approach, pioneered by Robert Shiller, argues that the

finance sector is unable to allocate funds to maximum

social benefit due to lack of appropriate financial

instruments (Shiller 2004). If the sector was rewarded

for undertaking investments with high social benefit,

and punished if its investments caused social loss, it

would develop appropriate risk pricing and

management. Shiller’s approach is salutary in that it

reminds us that the finance sector has both strengths

and weaknesses, and that reform should build on the

strengths.

And what are the strengths of the sector? Shiller would

instance its ability to manage large volumes of

transactions accurately and quickly, and its ability to

manage the risks inherent in borrowing and lending,

saving and investing. The sector’s obvious weakness is

that it contributes to booms and busts – one may

instance its collective misallocation of loans to the

paper entrepreneurs of the 1980s, and more recently

its over-allocation of funds to the urban property

markets. It also misallocates funds when social rates of

return diverge from financial rates. These two

problems are inter-related – speculation, whether in

shares or land, has a low social rate of return, and

there is an obvious case for financial innovation to

render the sector less prone to speculative

misallocation of funds. This will require careful

distinctions between the management of inevitable

commercial risks and the creation of excess risk by the

sector.
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However, the concern of this paper is not at this grand

level, but rather with the millions of small consumer

credit accounts. This paper accordingly concentrates

on one small aspect of the contested relationship

between finance and government, the question of

whether government should cap interest and fees

charged for consumer credit. It thus tackles an area

where argument has been going on for centuries. With

the passage of so many centuries, the arguments both

for and against have been thoroughly rehearsed. A

historical account of the arguments is valuable, since it

puts current debates into perspective.

The notion of property, with its distinction between

mine and thine, is fundamental to borrowing and

lending. Some, but far from all, demands for

restrictions on credit practices can be traced back to

uneasiness with the institution of private property,

particularly the disruption of community caused by

the intrusion of property rights. At its narrowest, there

is a strong tradition that married couples should hold

their property in common, and therefore should not

be able to lend to one another. The moral community

whose members should hold property in common has

sometimes been enlarged to the family, or to the

village. Enlarge the village to the nation, and we

obtain the nineteenth-century left-wing slogan ‘all

property is theft’. Lest this sound like thunder from

the past, one has only to notice that native title in

Australia and the Pacific island nations is communal

rather than individual, and that there is heated current

debate as to whether it should be replaced by

individual title, the better to enable Aboriginal people

to seek debt finance for their enterprises. (The

fundamental role in capitalism of debt secured on

property is discussed in de Soto 2001.)

Despite the questions raised by native title, it may be

assumed that, in settler Australia, private property is an

accepted and foundational institution derived from

long cultural tradition – though the tradition does not

wholly justify current highly individualistic

interpretations of property rights. The advantages of

private property in terms of the care people lavish on

it, and the self-expression they achieve through it, are

such that the major religious traditions accept it as a

principle of social organisation, and also accept the

potential for borrowing and lending that comes with

it. However, the ancient texts are concerned about the

disruption of community that can result from

borrowing and lending, and in Leviticus 2535-37 and

Deuteronomy 2318-19 there are prohibitions on the

charging of interest, at least on loans made within the

Jewish community. 

Christianity

The Christian New Testament has extensive

commentary on property, which emphasises the

secondary importance of possessions compared to

things of the Spirit, their nature as a gift, and their

owners’ status as stewards rather than proprietors.

Despite passages highly critical of wealth

accumulation, there is no explicit prohibition against

lending at interest. Early Christian prohibitions of

usury relied on the passages in Leviticus and

Deuteronomy. The economist Alfred Marshall gave the

following typically 19th Century explanation of these

prohibitions. ‘In primitive communities there were but

few openings for the employment of fresh capital in

enterprise… Those who borrowed were generally the

poor and the weak, people whose needs were urgent

and whose powers of bargaining were very small.

Those who lent were as a rule either people who

spared freely of their superfluity to help their distressed

neighbours, or else professional moneylenders. To

these last the poor man had resort in his need; and

they frequently made a cruel use of their power,

entangling him in meshes from which he could not

escape without great suffering, and perhaps the loss of

the personal freedom of himself or his children. Not

only uneducated people, but the sages of early times,

the fathers of the mediaeval church, and the English

rulers in India in our own time, have been inclined to

say, that money-lenders “traffic in other people’s

misfortunes, seeking gain through their adversity:

under the pretence of compassion they dig a pit for

the oppressed”. (Marshall here quotes St John

Chrysostom) (Marshall 1949 p485). Based on this type

of analysis medieval Christians prohibited the taking

of usury, but somewhat inconsistently permitted rent

for the use of assets other than money, such as land. 

1.2 From the invention of private
property to the first
deregulation of credit
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Marshall’s view is that interest became respectable

once it was realised that capital was a factor or

production worthy of reward. An alternative historic

interpretation is that the needs of kings to borrow for

war, and of merchants to borrow to finance trade,

caused the lifting of the prohibition. In 1545 English

law caught up with practice and lending at interest

was legalised, subject to a cap of 10 per cent. This legal

maximum was gradually reduced to 5 per cent. Here

were the first caps on interest rates, introduced as part

of a redefinition of ‘usury’ from interest per se to

interest at excessive rates. (Chan J gives a history of the

relevant English law in Bumiputra Merchant Bankers

Berhad vs Meng Kuang Properties Berhad, High Court

of Malaysia, 1990.) Though they rarely state this

premise, advocates of caps still sometimes imply that

moral distinction can be made between acceptable and

excessive, or usurious, interest rates. We will encounter

this type of argument several times in the following

pages.

Islam

The Western tradition has gradually come to tolerate

interest-bearing loans, but to this day the Muslim

tradition is known for its prohibition on the taking of

interest. It is rather less well known for its approval of

profit. Combined with this approval, the Muslim

prohibition on the taking of interest can be interpreted

as an insistence, on moral grounds, that lenders

should share risks with borrowers. Joint ventures are

welcome. Buying followed by selling at a capital gain is

fine. Fees for financial services are acceptable. Not

surprisingly, despite the prohibition of interest,

modern Western merchant bankers can easily make

themselves at home in the world of Islamic banking.

However, regulations designed for standard Western

banking may be inappropriate for the Islamic

alternative. (de Jonge 1996)

The 16th, 17th and 18th Centuries

Had the Venetians been Muslim rather than Christian,

Shakespeare would have been deprived of the plot of
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The financial deregulation of 1854 was a triumph for

free-market economics. In the following decades the

trend was towards re-regulation – gradually at first,

then with considerable force as the war economy of

1939-45 was converted to an economy managed for

full employment. We consider first the 19th Century

intellectual background, then the increase in concern

over fringe lending, and finally the rise of Keynesian

economics.

Intellectual uncertainties

Though the interest rate deregulation of 1854 settled

the practical question of whether interest rates were to

be market-determined for the greater part of a century,

it did not settle the more academic question of the

legitimacy of interest. The late 19th Century was the

heyday of the labour theory of value. This theory

extended the work of David Ricardo, who had

concentrated on the rent of land. His argument had

had two simple steps.

• Land is scarce, and hence must be rationed.

Landowners therefore receive rents.

• However, the landowners did not produce the land

and do not have to take any positive action to

ensure that it continues to provide its services.

Therefore they do not deserve their rents.

Marx extended these propositions by assigning the

value of all production to labour. Payments to

capitalists, however much they might reflect scarcity of

capital, were accordingly undeserved. The Austrian

school of economists, Bohm Bawerk prominent

among them and Hayek their successor, defended

capitalist practice by developing the theory that

interest was a reward for waiting for the superior

productivity of roundabout methods of production; in

short, a reward for saving. Marshall was at pains to

distinguish the undeserved rent of land from the

deserved quasi-rent of the capitalist (Marshall 1949

p353). In Australia, the theory of the undeserved rent

of land was influential in the introduction of the

progressive land tax, but the legitimacy of interest was

never seriously challenged.

Marshall’s justification of the legitimacy of interest

applied only to savings that were productively

invested. Like so much else in liberal economics, the

coherence of this theory depended on demand and

supply. The supply side rested with households, which

would increase their savings if suitably rewarded with

interest payments. The demand side rested with

business, which would increase its investment in

productive capital if borrowing costs were low enough.

To quote Marshall again: ‘Thus then interest, being the

price paid for the use of capital in any market, tends

towards an equilibrium level such that the aggregate

demand for capital in that market, at that rate of

interest, is equal to the aggregate stock forthcoming at

that rate.’ (p443)

But what if social returns diverge from financial

returns? A classic case here was the railway

investments of the colony of Victoria. The colonial

railways were barely profitable financially, but opened

up the land for farming, so making possible an

increase in colonial incomes that amply compensated

for the poor financial returns of the railways

themselves. Cases like this continue to appear, and the

World Bank, AusAID and other development

financiers regularly assess them when distributing soft

loans and grants. They provide loans at less than

commercial interest rates to projects assessed as having

social rates of return in excess of their expected

financial returns.

In the 19th Century, as now, one of the major

complaints against the financial system was that of

small businesspeople short of working capital. By the

end of the Century all the Australian colonies had

founded government banks with the aim of filling two

gaps in the commercial market: providing an outlet for

the small savings of the working class, and providing

loans to small business, particularly farmers (Butlin

1961 Ch 12). In the 20th Century these savings banks

extended their loans to the support of home

ownership. In both cases the state banks provided

loans at lower interest rates than the commercial

banks. Here was a case of governments pursuing social

policies by directing flows of finance, rather than

leaving the business of lending to the market.

Effectively, people borrowing for approved purposes

had access to capped loans, though loans in general

were not capped.

1.3 The re-regulation of
credit after 1854
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It should be noted that interest rate caps for approved

purposes must be complemented by regulations which

ensure that funds are made available, and not

transferred to uncapped lending, where profits are

presumably greater. The government savings banks of

the first half of the 20th Century did this by tapping a

distinctive source of funds – small household savings.

These banks minimised borrowing costs by offering

pass-book accounts with limited transactions services

(no cheques) and low interest returns. An alternative

method of ensuring that funds are provided for

preferential, capped lending is simple command and

control. Japan, Taiwan and South Korea are well-

known for their application of this technique to

industry finance, but it was also used in post-war

Australia.

With the encouragement of borrowing to finance

home purchase, it became normal for Australian

households to be in debt during the home-buying

phase of the life course. This provided a precedent for

mass consumer borrowing. Home purchase was not a

business investment of the kind envisaged by Alfred

Marshall when he justified borrowing to finance

investment, but it had similarities. A house is an asset

that can be used to secure a loan, and home

ownership saves on rent and has tax advantages and

therefore yields a cash flow that can be used to service

the loan – all this, in addition to advantages like

security of tenure and freedom from landlord

requirements. No wonder home purchase was a

popular justification for borrowing. Even so, the switch

to home-buying financed by mortgage breached a

psychological barrier. It was no longer necessary for

consumers to save up before they bought.

The control of fringe lending

Even further removed from the world of commercial

banking than the small businesses and aspiring home

owners served by the government savings banks was

the experience of the poor. Marshall, quoted above,

implies that, by the beginning of the 20th Century,

economic growth had lifted the poor of England out

of the clutches of the moneylenders, but in this he was

unduly optimistic. Social welfare agencies reported

quite the reverse, raising the question as to the

responsibilities of the state in circumstances not

contemplated by Bentham. What should be done

when neither borrowers nor lenders were gentlemen?

Bankruptcy was an expensive procedure involving

state administration of the bankrupt estate, not suited

to the relief of poor debtors with negligible assets. A

new generation of social reformers argued that the

government should control moneylenders who were

exploiting the poor. 

In Victoria, the control of moneylending began with

provisions allowing the courts to re-open loan

contracts that they considered harsh and

unconscionable. The Money Lenders Act of 1906 was

modelled on the English Money Lenders Act of 1900.



cent should be calculated, and it would appear that

fees were excluded, but the Act prohibited the

charging of fees for preliminary expenses. Both the

proponents and opponents of the Bill professed to

have the interests of the poor at heart. Opponents

predicted that the cap at 48 per cent would drive out

of business the ‘decent moneylender’ of small
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In 1950 the overdraft rate was capped at 4.5 per cent

with the actual average rate around 4.25 per cent. Real

interest rates were negative, due to the burst of

inflation associated with the Korean War, but they

became positive as inflation fell during the 1950s. Both

the borrowing and the lending rates gradually drifted

upwards, as did the maximum rate for housing loans

from savings banks, reaching 8.25 per cent in 1970,

with actual average rates slightly below. With the

Consumer Price Index at around 4 per cent, real
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The neoclassical economics that came to provide the

basis of Commonwealth policy is agnostic as to the

purposes of national economic life, but adamant on

the importance of competition as a means of

reconciling the pursuits of individuals. The

Commonwealth’s Keynesian appetite for direct credit

controls was therefore replaced by a priority for the

promotion of competition. Since 1998 the Reserve

Bank has had a responsibility to promote competition

in the payments system, while since 2003 the

Australian Securities and Investments Commission has

implemented the approach throughout the financial

sector (Lanyon 2004). A principle of competition is to

welcome new entrants to the market. In principle,

therefore, moneylenders were once again welcome.

They were now seen as adding to the range of

competitive financial services – a far cry from their
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More speculatively, it has been claimed that the

increase in demand for fringe credit reflects a decrease

in employment security (Wilson 2002). This claim is

supported by the increase in the proportion of the

population with casual jobs and/or jobs with variable

hours. However, it is not so strongly supported by

evidence of increased inequality in the earnings

distribution or of reduced typical job tenure. What is

certain, however, is that with the increase in average

indebtedness, household vulnerability to fluctuations

in income is now much more widespread than it was

when consumer credit regulation was last reviewed a
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Cost-recovery and competition

Controls on the cost of credit have been advocated to

ensure that profitability is limited to acceptable levels,

and in particular that lenders do not exploit borrowers.

This argument reflects a view that competition is

inadequate to control costs and profits in consumer

lending, particularly in lending to marginal borrowers

who lack collateral and whose credit-worthiness

cannot be quickly assessed from a checklist. Counter

arguments have been mounted from two points of
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The Moneylenders Act and other Acts passed during

the post-war period dealing with hire-purchase were

superseded in 1981 by a new Credit Act, which was

further updated in 1984. Consultation with Victoria

raised the question of an interest rate cap, one

suggestion being that moneylenders who lent at

more than 50 per cent should be deregistered.

The proponents of a cap were only partially successful,

for the 1984 Act provided that the Commercial

Tribunal of NSW could set a maximum interest rate,

but did not have to. It preferred not to, and discussion

of the merits of interest rate caps continued against the

background of very high commercial interest rates

resulting from the Commonwealth’s then very tight

monetary policy. 

In 1991 the government asked the Commercial

Tribunal to investigate the costs of consumer lending.

The Tribunal reported (1992) that high-interest lending

was mostly carried out by small businesses, many of

which had low overheads – some did not have offices,

but operated from the owner’s home. The clientele

comprised people with low incomes, requiring small

loans of less than $2000. Such loans were not available

from the banks, due to the high administration costs

of each little loan. The Tribunal judged that the small

moneylenders were exploiting their clients, because

the clients were gullible and there was little

competition between moneylenders – each

moneylender tended to serve a particular suburb. The

Tribunal recommended a cap of 48 per cent, in line

with that in Victoria. Meanwhile the government had

changed, and the Bill to introduce the 48 per cent cap

was introduced by cap-proponents who were now in

Opposition. This, and popular agitation about high

interest rates, prompted the new government to act,

and in 1993 it amended the Credit Act.

To differentiate itself from the Opposition, the

government set a cap that would be relative to the

prevailing level of interest rates, rather than an

unchanging percentage. Its 1993 amending Act set a

cap equal to four times the interest rate prescribed

under the Supreme Court Act, a rate which in turn was

subject to six-monthly review. At the time this rate was

10.5 per cent, yielding a cap of 42 per cent. The

amending Act provided that, for loans of less than

$2000 where there had been no previous credit

relationship between the moneylender and the client,

the cap could be exceeded by seven percentage points

(i.e. 49 per cent) or by $35, whichever was the larger. It

was argued that that these exemptions reflected Credit

Union practice, and would be sufficient to cover

establishment costs for small loans. It was intended

that the cap would be calculated to include all fees and

charges, but the legislation did not specify a precise

formula for calculating the cap rate, and it appears that

lenders could still charge fees provided they were

careful in their wording. There was some principled

opposition to the introduction of an interest rate cap

from the mainstream financial sector, but they had to

acknowledge that the caps would not affect them in

practice, and the amendment was passed with

bipartisan support.

The 1993 amendment did not last very long. The 1995

Consumer Credit (NSW) Act provided that the

Uniform Consumer Credit Code, developed for all

Australia, applied in NSW. However, the Act included

additional provisions outside the Code, among which

was an interest rate cap which, reverting to the 1984

approach, was to be set by regu(r -2rovo2Anded of g4roarTj
s 
i(sing level oouloa coped for o5ameiledge .-0.03e 1cabout high)trahe cssecommended a caet spremrates,al to four tiledge .-0.029 1cabwas an in provided thamoTj
T*hic62 days(frhe highiwhich in tonensimi. ThtrabolinliaTj
T*V)20ith that, n line)o inr time this r – 
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origin, and was carried out by a small number of

businesses that ran branch or franchise networks and

advertised their services. This would appear to be a

different business model from the small low-overhead

operators whose activities persuaded NSW to impose

an interest rate cap in 1993. The main

recommendation of the Working Party was that the

Uniform Consumer Credit Code should be amended

to bring payday lending under the Code, without

‘unintentionally catching other short-term products

offered by mainstream lenders, such as bridging

finance’. Inclusion under the Code would bring an

obligation to disclose the interest rate charged for each

loan, and the Working Party indicated that regulators

should issue guidelines to ensure that this quoted rate

included all fees and charges. 

The Working Party considered the question of whether

there should be an interest rate cap, which would

completely ‘remove any concerns about usury or

exploitation of vulnerable consumers by payday

lenders’. The Working Party limited itself to

considering a single cap rate that would include fees.

Given the minimum costs of loan establishment,

estimated at 45 minutes of clerical time, a cap of 48

per cent would be very tight for short-period loans

while permitting possibly unconscionable interest rates

to be charged for long-period loans. A cap set as low as

48 per cent was effectively a prohibition on short-term

small-amount lending other than by credit card. The

Working Party believed that it would be preferable ‘to

allow the industry to operate in a regulated way rather

than to kill the industry altogether and force

consumers into the jaws of loan sharks’. Accordingly, it

was against interest rate caps, and indeed
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In the USA the situation is not unlike Australia

in that consumers are heavily indebted. The income

distribution is unequal, and many incomes are

insecure. There is no national cap, but twelve states

have caps. These caps are effective for payday loans,

but not for credit cards, since they can be avoided by

basing the credit card operation in an uncapped state.

Japan has a national cap, currently set at 29 per cent.

However, as dramatised in Miyabe’s novel ‘All She Was

Worth’, there is a substantial illegal lending sector

whose debt recovery practices leave much to be

desired.

South Africa is in the process of replacing a statutory

usury cap set in relation to the prime lending rate.

Within this cap, it was not possible to lend profitably

to small, short-term and high risk borrowers. Small

loans were accordingly exempted from the cap. New

legislation is now before the South African parliament

to introduce caps that will apply to all consumer

credit, with the actual levels being specified by

regulation. It is proposed that the caps should be

structured so as to reflect the most common approach

to loan product costing. 
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Leaving aside countries where credit is strictly

controlled as part of macroeconomic or economic

development policy, there are two major approaches

to controls on the cost of consumer credit. The first is

based on the concept of a usurious rate of interest that

should not be exceeded for any loan, with the

implication that lenders should either get their costs

down below the cap rate, or if this is not possible

should simply refuse to lend. The second approach is

directed towards preventing lenders from exercising

market power, and is much more sensitive to the

structure of lender costs.

Concerning the first of the two approaches, we have

noted that it is difficult to define a single usurious

interest rate. To get round this difficulty, some

countries using the approach have simply resorted to a

high rate defined as some multiple of the prevailing

rate, often differentiated by loan type. This approach is

most defensible where the main purpose of the

interest rate cap is to discourage over-indebtedness by

preventing lenders from making loans at interest rates

which are likely to lead borrowers into a downwards

debt spiral. However, such interest rate caps imposed

to prevent debt spirals are both blunt and indirect.

They are blunt because the correlation between credit

prices and unrepayable debt is poor: many high-

interest loans can be and are repaid; some low-interest

loans contribute to the impoverishment of the

borrowing household. They are indirect, since the

obvious method of tackling spiralling debt is improved

loan assessment, backed up by limitations to

permissible debt-recovery techniques (so that lenders

bear some of the cost of controlling debt burdens).

Even so, they may have a role as a second-tier

mechanism. 

The second approach, directed more towards

preventing lenders from exercising market power, has

much in common with the price caps imposed on

monopoly providers in other industries, such as the

caps on bulk transmission and distribution tariffs in

the National Electricity Market. The intention of such

caps is to allow service providers to earn market

profits, and they are usually accompanied by service

standard requirements to ensure that the providers do

not profit by cutting costs at consumers’ expense. The

applicability of this approach to consumer credit is

contested by those who argue that that credit

provision is not a natural monopoly, and that

competition can be relied on to minimise prices. As we

have seen, the contrary argument is that the consumer

credit market is at best oligopolistic, and that

individual borrowers may find themselves in a

position where the lender has a considerable degree of

monopoly power. It can also be pointed out that,

because lenders are dealing in contracts which are

ultimately enforced by government, and the scope of

which is limited by government, standards of service

are already regulated, much as in a natural monopoly.

Why not, therefore, add a price cap? A fundamental

judgement underlying this paper is that the market

power approach to price caps for consumer credit is

worth exploring, and that it might even yield insight

into the prevention of excess indebtedness.

The major policy
alternatives

4

4.1 Two approaches to
credit price caps
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An important issue in the design of financial

instruments, and hence in the determination of

charging patterns, is the allocation of risk. Legally

speaking, there are two classes of loan:

• Those where the liability is determined in the

contract as a cash amount or series of such

amounts, relief being legally available to the debtor

only in very restricted circumstances such as

bankruptcy or the contract being found

unconscionable. Lenders bear the risk that contract

will not be fulfilled due to bankruptcy as well as due

to lawbreaking (as when a debtor absconds), but

otherwise all risks (other than inflation risk) are

borne by the borrower.

• Those where the liability is determined in the

contract as a contingent amount, typically

dependent on the profitability of the borrower’s

business ventures. There is an obvious moral hazard

in such loans – the borrower will be tempted to

fritter the loan away, show a loss and not have to

repay – so the contracts generally include rights for

lenders to supervise the use of the loan, rights

which are not usually included in fixed-interest

contracts.

This distinction is not hard and fast. A contingent

element can be introduced into the first type of loan

by insurance contracts, or other provisions limiting the

circumstances in which the debtor has to pay.

Similarly fixed-liability elements can be introduced

into contingent loans, such as limits on the profit-

share to which the creditor is entitled. However, the

basic distinction remains. It is convenient to refer to

loans with a schedule of definite cash payments from

the debtor to the creditor as fixed-interest loans.

Even the simplest of financial intermediaries making

fixed-interest loans – say a moneylender who makes

loans out of his own funds – faces the decision as to

how much cost to recoup from interest and how

much from fees, and within the fee category, what

events should precipitate charges, and how much for

each. Venture capitalists making contingent loans face

the much more daunting task of defining the

circumstances in which they will be entitled to

dividends and repayments.

With balance sheet complexity comes complexity of

decision as to how much to charge for each loan

product and how much to reward each class of

creditor. There is considerable discretion in these

decisions. Intermediaries can raise funds in various

ways, and often have discretion as to what

combination of interest rates, services and fee

discounts to offer for these funds. Similarly,

intermediaries can loan funds in various ways, again

with discretion as to the combinations of interest and

fees. Finally, intermediaries that also provide
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Cost reductions in business overheads have been

sought in two contrary directions. One is to seek to

expand the business without increasing the overheads,

generally by mechanisation; the other is to seek

economies of relationship. 

The increased scale approach seems to offer more

scope for cost reductions in transactions processing
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Lenders sometimes seek to attract custom by offering

rapid assessment. This raises costs by being less

thorough than time-consuming assessment, and also

because extra personnel have to be employed to deal

with the ebb and flow of applications. However, rapid

assessment is of undoubted benefit to people who

need money quickly to deal with unforseen financial

demands. This raises a question for caps: should they

be based on rapid assessment costs, or on regular

costs? The problem here is that the people most likely

to be in need of rapid assessment are also likely to be

those who require careful assessment, at least at the

yes/no level. 

It obviously reduces costs if the intermediary can

discourage hopeless applications, or recognise and

refuse them quickly – but again there will be costs, in

that some good applications will be discouraged or

rejected too quickly. It also reduces costs if applicants

know the process, and do not have to be guided

through it. This reduces costs for people who are

applying for the second or subsequent time – an offset

being that too many applications may be an indicator

of poor financial status.

The conventional cost driver suggested for loan

application costs is the number of applications. Other

drivers may include

• Amount applied for – intermediaries generally

devote more time to the assessment of the larger

applications.

• Source of application – assessment may be simpler

and easier for some classes of customer than others.

In co-operatives, members have borrowing rights,

and the costs of loan assessment are transferred to

the approval of membership.

• Repeat applications – repeat customers have a track

record and know the process, and the lender has

already collected information on their financial

affairs.

• Presence of collateral, which needs to be verified

and may occasion legal and inspection costs.

• Guaranteed speed of assessment.

The conventional cost driver approach suggests that

the costs of making loans should be recovered from a

once-off application fee, which may be related to loan

size. However, there is also an argument for recovery

from interest rate differentials, in so far as thorough

assessment reduces the risk of default and is more

costly, because more thorough, for the larger loans.

Intermediaries may also wish to vary application fees

for different classes of customer. Lower fees for repeat

customers are consonant with the cost analysis, but

may conflict with marketing strategies. They also

conflict with the aim of emergency credit, which is to

meet a once-off credit need which is often of short

duration. Higher fees for loans with collateral may be

offset against lower interest rate differentials for risk.

Ongoing administration

Once a loan is in place, it requires ongoing

administration. Where a borrower meets all payments

on time, this is a simple transaction function, with

attendant accounting costs. The conventional driver

would be the number of transactions, proxied by loans

outstanding – hence a justification for a periodical

service charge. Many intermediaries are likely to

consider this cost so trivial that it can be absorbed into

the interest charge.

The cost of funds

The cost of funds lent depends on the liability side of

the lending institution’s balance sheet. It is also

affected by items on the asset side, including low-

return assets essential to the conduct of the business

(premises, cash and other liquid asset reserves) and,

where funds are limited, may be affected by rates of

return available in alternative lines of lending. 

The cost of liabilities varies by class of liability.

• Deposits may bear interest rates well below the

lending rate, but often occasion additional costs,

such as transaction costs not recouped from fees,

and variability that requires balancing holdings of

cash and liquid assets. The less liquid the deposit,

the higher the rate of interest which must be offered

to compensate the financier’s creditors for reduced

liquidity, but the less the requirement to hold liquid

assets to guarantee its prompt repayment.
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• The cost of the medium to long-term borrowings of

a financial intermediary depends on its credit rating.

Intermediaries perceived as making risky loans are

likely to have to pay risk premiums. Lending

policies thus feed back to borrowing costs.

• Financial intermediary liabilities also include equity.

There has been a tendency for prudential regulators

to reduce their insistence on cash holdings as a

guarantee of prompt repayment of deposits (other

liquid assets being recognised as close substitutes)

but to increase their insistence on capital adequacy,

as a guarantee that all creditors will receive their due

in the event of the business being wound up. As in

non-financial businesses, equity bears the residual

risks and is accordingly more expensive than loan

capital.

The cost of funds lent depends not only on the cost of

funds borrowed, but on the costs of low-return assets

maintained for prudential reasons. These costs vary

across financial intermediaries, depending on prudent

assessment of the need for funds of various degrees of

liquidity and in turn on the availability of backup such
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Early repayment

The opposite of delinquency occurs when loans are

repaid early. Lenders argue that this imposes costs –

the administrative cost of cancelling the loan, and the

opportunity cost of interest foregone while they find a

new borrower. The former cost is brought forward

from the due repayment date, and may be somewhat

increased by being out-of-course. The latter cost can be

minimised and perhaps eliminated if the borrower has

to give due notice of early repayment. There are likely

to be economies of scale, in that lenders with large

portfolios are constantly adjusting their asset patterns,

and the early repayment of a particular loan scarcely
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As in most markets, in the absence of price controls

the ultimate limit to pricing patterns is imposed by

competition. In any jurisdiction comprising an array

of financial markets, competition will establish

boundaries to pricing in each market. However, the

processes by which it is recognised that products are

mispriced are slow and uncertain. Under-priced

products generally do not come to light until there is a

financial crisis, usually in the course of the trade cycle

– which is currently running at about ten year

intervals on an international basis. Over-priced

products may persist indefinitely if competition is

limited in the markets concerned. The competitive

limits to pricing thus take years to be established, and

even then may be quite broad: hence the recourse to

cost analysis to establish whether products are under-

or over-priced, in the sense of under- or over-recovery

of costs.

As in our discussion above, cost analysis allocates costs

to products, and hence indicates the costs to be

recovered if each product is to contribute equally to

profitability. Analysis of loan cost drivers helps in

identifying costs which are related to amounts lent

and to the duration of lending (and hence suited to

recovery from interest) and costs which are related to

events (and hence suited to recovery from fees),

though, as we have seen, there are many costs which

exhibit both relationships. Cost analysis is particularly

helpful in setting interest rates and fees if the

intermediary can be reasonably certain that the cost

analysis that it uses is similar to that used by its

competitors. If this is the case, and after assuming that

its costs are not out of line with its competitors, it can

apply cost-plus pricing rules and expect to be

competitive. 

An alternative to the simple cost-plus approach with

joint costs spread more or less evenly across products

(according to the rules developed in the cost analysis)

is that the intermediary ‘cross-subsidises’ – it loads

some products with more than their rule-based share

of joint costs. This is particularly likely in cases where a

firm is operating in several markets with different

degrees of competition and therefore has the

opportunity to price keenly in its competitive markets

and monopolistically in markets where there is less

intense competition. Loss leaders are also common

practice where a firm is endeavouring to enter new

markets.

In an industry with such high joint costs as financial

intermediation, unconventional pricing may also

result when particular firms adopt an unconventional

costing model. The resulting lower prices for at least

some products may attract an unconventional

customer base. Leaving the herd is risky but sometimes

the decision pays off. Just as decisions to introduce

new products, shave profit margins and the like are

fundamental to competition under cost-plus pricing

(which otherwise deteriorates into oligopoly), so

decisions to introduce new products and revise cost

allocations are fundamental to the maintenance of

competition in financial intermediation.

The definition of over-pricing as over-recovery of costs,

resulting in excessive profits, contrasts with the

approach commonly found in the welfare-oriented

literature, which instead regards credit as over-priced

when it is unaffordable to an important social group,

particularly poor people. It is perfectly possible for

credit that barely recovers costs (and hence is neither

under- nor over-priced in relation to costs) to be

considered excessively priced in its impact on the

budgets of low-income households. This impact may

be diagnosed in two ways.

• Credit is an outstanding case where the poor pay

more than the rich. The sense of the injustice of this

can remain even if it is shown that the higher prices

reflect higher costs. 

• In jurisdictions where high-cost loans are permitted,

and are taken up by poor people because no other

credit is available to them, it is not usually hard to
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• Loan targeting has been tried, with financial

intermediaries directed to make a certain proportion
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A cap on interest only

The classic interest-only cap is expressed as a

percentage of the outstanding loan, calculated per

specified time period. This diverges considerable from

an apparently-similar cap expressed in cents per dollar

lent without reference to time. The latter cap is

effectively much higher for short-term loans, and

much lower for long-term.

As our product costing has shown, and Islamic bankers

have demonstrated, conventional interest rate caps are

likely to be no more than cosmetic as controls over the

overall price of credit. The flexibility of product costing

makes it possible to run a profitable lending business

without any resort to interest charges, substituting fees

and other techniques such as asset sale and repurchase.

From the point of view of capping monopoly pricing,

interest-only controls can easily be circumvented.

However, the public readily understands an interest-

rate cap. The psychological advantages of an interest-

only cap include assuaging vague public feelings that

interest rates should not be too high, and limiting the

ongoing exposure of debtors, at least in the case where

the lender makes up for the cap with a stiff

establishment fee. (The limit to ongoing exposure is

less certain if the lender also imposes periodic,

termination and delinquency fees.) 

Where an interest rate cap is specified, with or without

controls on fees, the costing model requires that the

cap should vary with the cost of funds. In the costing

model, the costs to be recovered from interest

comprise the cost of funds, measured by a risk-free

interest rate, and the various allowances for risk. There

is ample overseas precedent for specifying an interest

rate cap related to a selected low-risk or prime rate, or

perhaps an average of rates. The cap will be well above

this risk-free rate, to allow for the fact that it applies to

risky lending. To guard against changes in market

structure that alter the practical relevance of marker

rates, there is much to be said for inserting a break at

this point, in the form of a suitably august institution

which will revise the cap having regard to changes in

general interest rates, rather than tying the cap to a

particular multiplier of a particular rate.

Interest-only caps can be supplemented by controls on

particular types of fees, for example early termination

fees. If controls are applied to some fees but not to

others, the fee controls should be justified in their own

right. The regulator should be under no illusions that a

patchwork of controls can contain overall credit

pricing. Cost-recovery and profit-making will merely

shift to the uncontrolled areas. Circumstances in

which particular fee controls may be justified include

the following.

• The regulator wishes to control a particular aspect of

pricing, for policy reasons. Examples are the

prohibition of early termination fees to encourage

household saving, and limits to delinquency and

late payment fees to reduce the chances that the

debt burdens of defaulting households will

accumulate out of control.

• The regulator wishes to ensure that certain elements

of cost are recovered indirectly. In Victoria there is a

longstanding prohibition of direct charging for the

legal fees incidental to loan establishment.

• The regulator believes that the particular aspects of

pricing are anti-competitive but that other aspects

are competitive. Regulators may thus prohibit or

limit types of fee that are easily hidden in the small

print in order to force cost-recovery into areas where

prices are more exposed.

Interest-only caps have also been specified with

interest payments broadly defined to include all

payments from the borrower to the creditor other than

recovery of the loan principal. This approach has been

taken in NSW in applying the traditional 48 per cent

cap to short-term credit. Having defined interest

broadly and published a formula to calculate the

annual percentage rate, the next step is to pick a high

number for the cap and stick by it. This approach can

be defended by starting from our first rationale for

caps on the cost of credit – the general feeling (perhaps

folk memory from the days before 1854) that action

should be taken against usury. A supplementary

rationale is the demand from welfare agencies that

action be taken against high-cost loans that threaten

to precipitate borrowers into downwards debt spirals.

However, as pointed out above, this is a blunt

instrument. The correlation between high interest rates

and debt spirals is fairly loose. Again, the approach

does not accord with the cost analysis. Effectively, it

prohibits short-term small-amount loans, where

4.4 Policy alternatives
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establishment costs are inevitably high in relation to

the amount lent and cannot be fitted within a 48 (or

whatever) per cent all-encompassing interest rate cap.

Equally, it exercises virtually no pressure on large or

long-term loans, even in cases where the lender is

profiteering. If the policy goal is specifically to prohibit

short-term small-amount lending, the instrument is

ideal, but policy-makers should be aware that this

indeed is its effect: legal short-term small-amount

loans will disappear from the market except for those

who have unused credit card debt limits or those with

items to pawn. If the policy aim is to prevent

profiteering in lending, the all-encompassing single-

rate cap is fairly useless.

A cap specified in cents per dollar lent makes sense

from a product costing point of view only if limited to

short-period lending (say under three months) and if it

is inclusive, rather than interest-only. For short-term

loans, administrative costs dominate, and time-variant

costs are not enormously different for a two-week as

compared to a two-month loan. Such a cap is specified

in terms that accord with the customary pricing of

payday loans, and accordingly should be understood

by borrowers. However, difficulty may arise in aligning

this cap with whatever cap is applied to longer-term

loans. 

If the cents per dollar cap applies merely to ‘interest’

and fees may be charged in addition, it is useless

except for cosmetic purposes.

A structured cap

In so far as the aim is the control of monopoly pricing,

cost analysis leads inexorably to a structured cap, the

basic elements of which were detailed above. A
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In a country that wishes to encourage household

saving, the main argument against prohibition of early

repayment fees is that they discourage re-financing of

fixed-interest loans in the event of a fall in interest

rates. Such refinancing does not contribute to

household savings – indeed, sometimes the reverse, as

households take advantage of the lower interest rates

to increase their indebtedness. However, in the context

of a structured cap a disincentive is still provided by

the need to pay establishment fees on the new loan.
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The cost assessment strongly favours variation in the

upfront fee cap with loan size and between loans

where collateral must be valued and secured and those

where less extensive legal work is required. The

obvious problem is that these two variations

complicate the cap, at least from the point of view of

customer understanding. (The paperwork of

calculating a cap that varies with loan size and security

is a cinch compared with the GST, and should cause

no problems to lenders, to consumer advocates or to

the regulator.)

According to conventional cost analysis, loan

termination costs are low, and any regular-course

termination fees (as distinct from early termination

fees) are probably best included in the calculation of

the interest rate.

Interest
The cost analysis suggests two things.

• As discussed above, interest should be capped as a

mark-up on a marker rate.

• The mark-up for risk should be less for loans with

collateral than for unsecured loans. This differential

is already present in the Victorian legislation.

The mark-up for risk effectively determines the default

rate that the lender can bear, and accordingly the cut-

off assessment of credit-worthiness at which a rational

lender will be willing to lend and the importance of

collateral. The more vigorous the debt-collection

mechanisms which the state sanctions, the lower the

mark-up required for a borrower of given credit-

worthiness; however, this hardly constitutes an

argument for standover tactics in debt collection.

Better to combine reasonable debt collection

techniques with a moderate mark-up, and accept the

consequence that not everybody will qualify for

additional loans.

It should be remembered that an interest-rate cap is no

answer to the problem of over-optimistic lenders, who

get both borrowers and themselves into trouble by

approving ill-judged loans. The financial sector is

notorious for its bouts of over-optimism, which are an

important contributor to the trade cycle. However, the

curbing of over-optimism is not the primary task of

consumer regulators, but is rather a responsibility of

the Reserve Bank.

Similarly, an interest rate cap is no answer to the

problem of lenders who make high-risk loans in the
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Sliding scales
The implication of the above discussion is that a

structured cap would include sliding scales related to

cost drivers. Such differentiation is no problem in two

circumstances.

• The cap element is determined by formula from a

readily-defined base. An example is the interest rate

cap, which is determined from the loan principal.

• The cap element reflects readily-defined

circumstances, for example secured and unsecured

loans, or contingent and non-contingent fees.

The sliding scales incorporated into our discussion of a

possible structured cap do not go beyond these limits.

However, discrimination between loan types can

become contentious if there are not based on tightly-

defined differentials. Two examples follow.

• There are strong economic arguments for

discrimination between loans by purpose. Lenders

used to be instructed to discriminate in favour of

house purchase, but so many mortgages are now

used effectively for other purposes that this is no

longer possible. More generally, purposes are so

difficult to define, and there are so many ways of

ignoring the definitions, that general instructions to

favour loans for certain purposes are unlikely to be

obeyed.

• There is a potentially vague boundary between

secured and unsecured loans. The boundary is

precise enough when secured loans are restricted to

those where the collateral is mortgages over real

property or marketable financial assets, but becomes

hazy when the collateral is not easily repossessed or

is of uncertain market value. In the above discussion,

it is assumed that a fairly high standard of collateral

is set as the cut-off point for a secured loan.

• If desired, it may be possible to maintain a

distinction between continuing and terminating

credit contracts. However, financial innovation has

been blurring this distinction. The cost analysis does

not give it any great prominence as a cost driver, so

there is no particular call to include it in the

arguments of a structured cap.

A non-prescriptive standard
As observed in recounting the history of credit

regulation, the re-regulation of lending after the de-

regulation of 1854 began with allowing the courts to

re-open harsh or unconscionable contracts. The courts

proved able to recognise procedural unfairness, but did

not consider themselves competent to declare prices

unconscionable. The 48 per cent cap was introduced

to counter this understandable reluctance. 

When the problem is identified as unconscionability, it

may be either a general sense that the price of credit is

‘too high’ or that unmanageable credit is being

granted. As we have seen, the first of these problems is

not quantifiable – hence the reluctance of courts to

deem unconscionability. The second is more

interesting.

The primary line of defence against the granting of

unmanageable credit is and must remain the lender’s

interest in being repaid. It should be remembered that

granting credit always carries risks, and there will

always be loans that become unmanageable due to

bad luck, such as natural disaster
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• The lender is relying on unacceptable methods of

debt recovery. In addition to standover tactics, these

may include jumping the queue of creditors.

Enforcement of fair debt recovery techniques and of

the law of bankruptcy is the obvious answer here.

In neither of these cases are high credit prices any

more than a warning sign that other malpractice may

be taking place. A regulator who is primarily motivated

to curb unmanageable lending will keep a weather eye

on credit prices, but will devote major effort to

improving checks of credit-worthiness and policing

the limits of acceptable debt recovery.

It has been suggested that, rather than disallow

unconscionable lending, the authorities should

disallow lending at exorbitant rates, with exorbitant

defined as excess cost recovery. This would resemble a
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We have isolated three main arguments for controls

on credit pricing. The first is that, despite the

deregulations of 1854 and 1984, custom demands that

interest rates should be capped. In Victoria the 48 per

cent cap meets this requirement, but has little effect

since it is above market rates for nearly all capped

loans. By contrast, the NSW cap of 48 per cent all-

inclusive (including short-period loans) is of rather

more than symbolic effect. It is below cost-recovery for

short-period loans, which it therefore prohibits.

The second argument is that prohibition of high-cost

credit assists in preventing consumers from

contracting unmanageable debt burdens by preventing

lenders from making high-risk loans where their costs

are more than the cap. However, a cap is a blunt

instrument for this purpose. It does not address all

causes of over-indebtedness, and also prevents loans

being made that would not result in over-

indebtedness. It is necessarily secondary to other

approaches, such as controls on debt recovery, controls

on reckless lending, debt counselling and bankruptcy.

The third argument is that lenders exercise monopoly

power to over-price credit, at least in some sectors of

the market. The sector of most concern is that serving

poorly-informed, marginally credit-worthy consumers.

The conventional answer to monopoly pricing is the

promotion of competition. Thus the Uniform

Consumer Credit Code attempts to facilitate 

competition by the imposition of uniform disclosure

provisions, the purpose of which is to prevent lenders

from creating monopolistic niche markets by

bamboozling borrowers. It is a matter of judgement

whether pro-competition strategies of this kind are

practically effective. However, the consequences for

consumers of failure of competition, in terms of

wrecked household accounts, are such that a case can

be made for controls that supplement competition

policies by disallowing high credit prices.

This argument leads inexorably to a cap set at levels

that allow lenders reasonable cost recovery and profit.

Such a cap has to cover all credit-related charges –

credit costing is so flexible that lenders who are aiming

for excess profit will have no compunction in

increasing their uncontrolled charges. The logic of this

leads to a structured cap that reflects major cost

drivers. It also requires that the regulator make a

judgement (or judgements) as to the cut-suwjlevelsof



Approached this way, the various options of legal

specification tend to merge. The fundamental

distinction is between a system with gaps, so that

profits can be made by raising the uncapped portions

of total credit price, and a system with complete

coverage. If coverage is complete, the choice is either a

flat-rate cap or a structured cap. The former, such as

the NSW all-inclusive 48-per cent, is effective in

prohibiting short-term high-risk loans, but is safely

above market for most other loans, including

profiteering loans. In principle, structured caps can be

specified to bear down on profiteering in all areas of

the market, but this may require an impractical level

of complexity coupled with detailed and accurate cost

analysis. It must also be admitted that structured caps

are a new idea, and there is little experience with their

administration. Indeed, the costing principles on

which a structured cap is based are also a fairly new

area of analysis, and experience may prove that the

costing is not as robust as required for regulatory

purposes. Certainly there are difficulties in obtaining

accurate data on which to base the cap, though these

should not be insurmountable. Given the deficiencies

of other specifications, it is difficult to get away from

the structured cap as a possibility for further

investigation.
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