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1. INTRODUCTION 
 
(i) Definitions 
 
The book of Ecclesiastes(1:1-3) tells us that there is nothing new under the sun.  This 
is certainly true of predatory lending which has existed for centuries. 
 
Predatory lending is a pejorative term used to describe abusive lending practices. It 
involves “imposing unfair and abusive loan terms on borrowers often through 
aggressive sales tactics, taking advantage of borrowers’ lack of understanding of 
extremely complicated transactions, and outright deception.”1 The term predatory 
lending may extend to payday loans, credit cards and other forms of consumer debt, 
and even overdrafts, involving unreasonably high interest rates or exorbitant fees.2 
Sub-prime lending in the United States does not necessarily involve predatory lending 
but there are often predatory features in their Australian counterpart: low doc loans. 
 
 
(ii) The Targets of Predatory Lenders 
 
The targets of predatory lenders are usually the less educated, racial or ethnic 
minorities and the elderly, but predatory lending is not confined to any socio-
economic group.3  A study of 26,000 households by the management consultancy 
firm, Fujitsu, found that disadvantaged borrowers living on the fringes of Australia’s 
capital cities had been heavily targeted by predatory home loan brokers.4 Females 
were overrepresented in the “disadvantaged fringe” category, with 13000 women 
falling victim to predatory lending, compared with 8500 men.5 Consumers in the 
“battling urban” category were twice as likely to fall victim to predatory lenders, 
while there were few victims in the “exclusive/professional”category.6 Borrowers in 
the “disadvantaged fringe” category were four times more likely to be victims of 
predatory lending than the broader population.7 
 
 
While there are many reputable non-bank lenders, predatory lending is generally 
conducted by non-bank lenders who have different initial credit assessment guidelines 
from bank lenders and more aggressive repossession strategies8. Non-bank lenders 
provide only about 20 per cent of housing loans but they are responsible for 80 per 
cent of home repossessions.9 
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(iii) Forms of Predatory Loans 
 
Predatory lending can occur in many different forms: low-doc loans; “Ponzi” loans; 
pay day loans; and even reverse mortgages.  
 
A low-doc loan is a loan where the borrowers themselves or their agents verify their 
income, assets and liabilities in the loan application process.10 Australia does not have 
a sub-prime lending market comparable to the United States. Indeed, it is estimated 
that only 1% of Australian borrowers fall in the sub-prime category, compared with 
13% in the United States.11 Nevertheless, it is estimated that around $10 billion has 
been borrowed in Australia’s low-doc home loan industry,12 and non-conforming 
loans account for about 6% of all housing loan arrears in Australia.13 More 
importantly, unlike US sub-prime borrowers, Australian borrowers will be liable 
under the personal covenants in their mortgages. They cannot simply walk away from 
their properties.14 
 
A “Ponzi” loan is a loan which can only be repaid by either taking out a larger 
subsequent loan, or by selling the asset that was purchased or financed using the 
loan.15 Ponzi loans are often used in pyramid schemes.  
 
A pay day loan is a high-cost, short –term loan which allows a borrower to discharge 
an immediate financial burden.16 If the borrowers are unable to repay the loans on 
their pay day – usually pension day – they will be charged an expensive late fee and 
another fee for an extension of the loan for another few weeks. These loans enmesh 
borrowers in a poverty trap, exacerbating their financial stress and placing their assets 
such as their house or car in jeopardy. 
 
The growth of pay day lending has been phenomenal. It is estimated that Australia 
will have 800 outlets offering pay day loans by 2010.17 In 2002 Victoria’s Consumer 
Law Action Centre estimated that the size of the pay day lending sector’s turnover at 
$200 million, with a customer base of 100,000 to 150,000 users.18 More recent 
estimates suggest that pay day lenders turn over $80-100 million in Queensland 
alone.19 In 2006-2007 Cash Converters made a net $11.5 million profit from a mix of 
commission payments and a $124.6 million loan book.20 In an attempt to under-cut 
pay day lenders such as Cash Converters, Money 3 and Amazing Loans, Radio 
Rentals has introduced a trial cash-loan fringe lending scheme directed at an estimated 
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2 million Australian households that are “cash constrained” in the sense that they are 
generally reliant on welfare or a very small income.21 
 
Reverse mortgages enable retirees to take advantage of the equity in their homes 
without reducing their pension benefits. Reverse mortgage borrowers can gain access 
to the equity in their homes without having to sell and without the demands of regular 
payments. In return for a lump sum or a regular payment from the lender, the 
borrowers agree to hand over a portion of their homes, including interest payments, 
when they die or when the property is sold.22  
 
The size of outstanding reverse mortgage loan balances grew by 67% to $1.18 billion 
in the 12 months to June 2007; the number of loans grew by 13% to 31, 544 in the 6 
months to June 2007.23 This growth is likely to continue with improved product 
feasibility and wider distribution channels. The average reverse mortgage loan size is 
about $52,000 and the average age of borrowers is 73.24 However, 23% of borrowers 
had borrowed additional funds in the 6 months to June 2007, adding an average of 
$10,500 to their loan facilities.25 On the other hand, on average, borrowers draw only 
75% of the maximum loan amount available and 10% of borrowers each year choose 
to pay back their loans in full.26 
 
It is expected that there will be a growing demand for shared-equity mortgages under 
which the borrowers, (usually first home buyers, someone upgrading their home or 
cash-poor retirees) can borrow 10 to 20% of the value of property interest-free.27 In 
return, the borrowers may be required to surrender up to 40% of any capital gain. 
Sometimes 20% of a loan will be funded by a shared-equity loan and the balance by a 
traditional mortgage. While there is no evidence of abuses in relation to shared equity 
loans, this sector may require close monitoring.28 Falling house values may leave 
banks with little or nothing to collect if borrowers default on a home-equity loan.29 In 
the United States delinquent home-equity loans amounted to $A16.6 billion by the 
end of September 2007. In a US study of 640,000 first mortgages with piggyback 
shared-equity loans attached it was found that those loans were 43% more likely to go 
into default than stand alone mortgages.30 
(iv) Consequences of Sub-Prime and Predatory Lending 
 
Problems in the US sub-prime lending sector have sparked a global financial crisis 
which has increased the cost of wholesale finance and prompted a significant 
repricing of credit risk. The price of credit default swaps has surged31 and there will 
be a severe strain on the commercial mortgage-backed securities market when $6 
billion in these securities mature later this year and in 2009.32 Banks are attempting to 
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absorb higher wholesale funding costs33 but some have recently decided to pass these 
costs on to their borrowers. While it is expected that Australian banks will weather the 
storm,34 many of their borrowers will struggle with their loan commitments and 
consumer credit obligations. It is estimated that there is an increased risk of default 
with 700,000 households coming under some form of mortgage stress in the first half 
of 200835 and 300,000 households under severe financial stress.36 This stress is not 
confined to first home buyers who may find that the combination of increasing 
interest rates and falling house process produce a negative equity in their homes.37 
Even middle-class households are suffering financial stress,38 which is often 
concealed by using credit cards to pay mortgage instalments39Credit card fees and 
penalties for late payment exacerbate the problem.40 Indeed, some borrowers are 
resorting to their superannuation to service their mortgage repayments and credit card 
debts.41 Predatory lending is often supported by collateral security over a car or house 
so that if the borrower defaults, the lender can repossess, foreclose or exercise a 
power of sale.42  
 
Predatory lending in Australia cannot be blamed for the global financial crisis. But 
there is no doubt that sub-prime lending in the United States contributed to the global 
credit squeeze. Moreover, in Australia it has been estimated that 90% of the 40,000 
households that were victims of predatory lending are in “severe housing stress”.43 
Defaults on loans from non-bank lenders are expected to rise by a third to almost 3 
per cent of borrowers, more than triple the rate of major banks.44 It should not be 
thought, however, that predatory lending is the exclusive domain of non-bank lenders. 
The Commonwealth Bank of Australia recently admitted to giving unaffordable 
personal loans to Sudanese refugees some of whom had no job, and no grasp of 
finance or English.45 Under pressure from consumer advocates, the bank has waived 
most of these outstanding debts and introduced an internal investigation into the 18 
loans to these families in southeast Melbourne.46 Moreover, a former employee of the 
National Australia Bank Ltd interviewed in a recent Four Corners program claimed 
that he was pressured into talking people into bigger loans than they wanted. The 
bank responded that it had “strict credit policies, processes and controls.”47 One 
wonders how these allegations of predatory conduct by the Australian banks square 
with their obligations under clause 2.2 of the Code of Banking Practice (12 August 
2002) to act fairly and reasonably towards their customers. 
 
(v) Abusive Lending Practices 
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Common features of predatory lending include: frequent refinancing or loan flipping, 
with new fees included in the loan balances; financing of unnecessary products, for 
example single-premium credit life insurance with the premiums added to the loan 
balance; excessive prepayment penalties; balloon payments where substantial 
instalments are payable towards the end of the loan period; excessive fees and high 
interest rates; failures to disclose that the loan price is negotiable; unaffordable loans 
that the borrowers have no ability to repay; risk-based pricing; and misleading 
marketing and sales practices.48 We shall examine the fragmented response of the 
legal system to some of these practices as they have developed in Australia. 
 
Predatory lending practices can be divided into two categories: procedural unfairness 
and substantive unfairness. 
 
2. PROCEDURAL UNFAIRNESS 
 
(i) No Advice about Chapter Loans and Risk of Default 
 
An American court has held that a lender’s failure to advise a borrower of a cheaper 
loan alternative amounted to procedural unconscionability because the alternative 
loan had a shorter term, lower monthly repayments and incurred less interest over the 
term of the loan.49 The lender had initiated discussions with the borrower and had 
taken unnecessary security for a loan which the court described as “exorbitantly 
expensive”.50 
 
In Australia, it is doubtful whether a mere failure to advise a customer of a more 
advantageous loan alternative would render a lender liable in negligence for economic 
loss. There is no implied duty to inform a customer of a new account or facility which 
would benefit the customer. This would impose an onerous and time-consuming 
burden on lenders to review all their existing facilities with their customers whenever 
they introduced a new facility.51 Hence, lender should not incur any liability from a 
simple failure to advise its customer how to structure a loan so as to minimise interest 
and bank charges, even where it is alleged that the lender acted as the borrower’s 
trusted adviser.52 
 
A lender is generally entitled to seek and obtain the best terms it can in negotiating a 
commercial loan with its customers.53 It may have regard solely to its own 
commercial interest. It is not the lender’s obligation to ensure that the borrower has 
made a correct or wise commercial decision based on a full understanding of all 
risks,54 unless the borrower has specifically sought the lender’s advice.55 If the 
customer approaches the lender merely for a loan to purchase a business, as distinct 
from investment advice, the lender will not be liable for a failure to disclose that 
another customer had failed in the same business.56 Even if the borrower has little 
                                            
 
 
 
 
 
 
 
 
 



The Financial Markets Bungee: 
Ensuring We Spring Back After Taking the Plunge 

 

43 

understanding of how the Australian financial system works and the consequences of 
default, the lender is under no duty to explain these matters to a commercial 
borrower.57 Nor is the lender generally obliged to provide a guarantor or third party 
mortgagor with any commercial advice, although if such advice is proffered, the 
lender may become subject to a duty of care.58  
 
Against this background, Beneficial Finance Corporation v Karavas59 can be seen as 
an exceptional case decided under the Contracts Review Act 1980 (NSW). In that case 
the New South Wales Court of Appeal held that third party mortgages obtained from 
guarantors were “unjust” within s7(1) of the Act. The mortgages were given to secure 
a loan of $564,000 to Socair Pty Ltd to enable it to purchase the business of Murray 
Valley Airlines Pty Ltd (in receivership). They were held to be unjust because it was, 
or should have been, obvious to the lender, Beneficial Finance Corporation, that the 
mortgagors had insufficient knowledge of the risks they were incurring by mortgaging 
their residences to secure the loan. President Kirby (as he then was) issued this clear 
warning: 
 

“Where the borrowers, or their guarantors and mortgagors are ill-educated, 
inexperienced in business, related to those principally involved by blood or 
affection and involved in the purchase of a business with some apparent risks, 
the lesson of this case may indeed that the guarantors and mortgagors receive 
effective independent financial advice on the risks they are running.”60 

 
At the trial Giles J identified numerous factors which the mortgagors needed to 
understand to gain a proper appreciation of their risk, in particular that there was a 
real prospect of the business failing and that they might not simply lose their 
residences but also incur a personal liability for the whole of the sum borrowed. Giles 
J concluded that the mortgages were unjust contracts because the lender’s decision to 
finance the transaction could not properly have been made “on the basis of the 
capacity of the airline to generate income, and can only have been made on the basis 
of the security offered.”61 His decision was unanimously upheld by the New South 
Wales Court of Appeal. 62 
 
(ii) Aggressive Marketing 
 
Lenders can be held liable for making negligent, reckless or fraudulent 
misrepresentations to customers in relation to approval of their loan applications. 63 
For example, a false assurance that the customer will qualify for a government-
subsidised or government-guaranteed loan for the purchase of real estate may render a 
lender liable for the tort of deceit, negligent misstatement or misleading or deceptive 
conduct if the customer relies on the assurance to his or her detriment. 64 
 
In the majority of predatory lending cases, a mortgage broker has been involved. The 
Mortgage Industry Association of Australasia estimates that brokers will originate up 
to 50% of home loans in the future. 65  As lenders become more reliant on mortgage 
brokers to introduce new business, their potential exposure through s12GH of the 
Australian Securities and Investments Commission Act 2001 (Cth) will be tested. 
However, a lender will not be liable under s12GH for misleading or deceptive 
statements made by mortgage brokers unless the brokers were acting “on behalf of” 
the lender. 66 Persons who merely “introduce business” to lenders are not their agents 



25th Annual Banking & Financial Services 
Law & Practice Conference 

 

44 

and are not acting on their behalf. 67 A finance broker will rarely be the agent of the 
lender even if the broker receives a commission from the lender68  because of the 
clear conflict of interest that would arise in the broker’s dealings with the borrower. 69 
 
(iii) Inspections, Valuations and Two-Tier Marketing 
 
In the absence of a special or extended duty assumed by the lender, inspections are 
intended merely to satisfy the lender that the security is adequate for the loan. 70 The 
inspection does not, in itself, impose any duty on the lender to the borrower to take 
reasonable care in carrying out the inspection. 71 Nor will a lender be liable for a 
negligent valuation which was undertaken by the lender for its own purposes, even if 
the borrower paid for the cost of valuation. 72  It is immaterial whether the valuation 
was done by one of the lender’s employees73 or by an independent valuer. 74  
 
On the other hand, a lender can be liable for a negligent valuation where it knows that 
the purchasers intend to rely on the valuation to validate their decision to enter into 
the transaction. 75 Lenders can also be liable to purchasers where they negligently 
endorse a property as a good buy or a sound investment. 76 
 
A lenders who is guilty of misleading or deceptive conduct or a breach of fiduciary 
duty in inducing one of its customers to enter into a transaction with another customer 
on the basis of an inflated valuation could be liable to the purchaser, particularly 
where the vendor is in financial difficulties. 77 Indeed, it has been suggested that the 
lender can be liable for a borrower’s losses even if the lender’s valuation is not 
disclosed to the borrower. 78  However, before a lender can be fixed with liability for a 
negligent or false valuation, which is not disclosed to the borrower, it must be clear 
that the borrower was relying on the lender not to overvalue the property. 79  Such 
cases are rare. 
 
In Commonwealth Bank of Australia v Finding80 the Supreme Court of Queensland 
confirmed that a lender, which has not undertaken to provide investment or financial 
advice, is under no obligation to disclose a valuation of a hotel property which it sells 
as mortgagee to one of its long-standing customers at a price substantially higher than 
the assessed value. Nor is the lender required to disclose information about the 
doubtful viability of the hotel business, as operated by the mortgagor, when the 
customers apply for finance to complete the purchase. 81  
 
Where non-disclosure alone is relied on as constituting misleading or deceptive 
conduct under s12DA of the Australian Securities and Investments Commission Act 
2001 (Cth), it is necessary to prove that the failure to disclose was deliberate.82 
However, where the misleading or deceptive conduct takes the form of both 
representations and non-disclosure, the respondent’s intention or knowledge will 
merely be a relevant, but not a decisive, factor in determining whether a contravention 
by non-disclosure has occurred. 83 The question is not whether the lender was under a 
duty to speak out but rather whether, having regard to all the relevant circumstances, 
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there has been conduct that is misleading or deceptive or that is likely to mislead or 
deceive. 84 
 
These principles will determine the liability of lenders who finance property 
investments, knowing that their customers are paying substantially more for their 
properties as a result a two-tier marketing scheme preying on interstate or overseas 
borrowers. Lenders who fail to advise their borrowers of their relationship with the 
developers or the inflated prices listed for unwary interstate or overseas purchasers 
may be liable for unconscionable conduct or misleading or deceptive conduct. 85  
 
(iv) Misleading Loan Applications 
 
Mortgage brokers who make false statements in completing loan applications, such as 
inflating the borrower’s assets or income86 or misrepresenting that the borrowers or 
the guarantors have obtained independent advice, 87 can be personally liable for 
misleading or deceptive conduct or unconscionable conduct. 88 While the brokerage 
company who engaged the mortgage broker may be held liable for the broker’s 
conduct, 89 it is unlikely that the lender will be deemed to be liable for misleading or 
deceptive conduct or unconscionable conduct as a result of the mortgage broker’s 
actions. 90 
 
This is not to say that the lender will be able to enforce the loan agreement or 
mortgage with impunity. A lender who fails to follow its own internal lending 
guidelines in assessing a loan application or recommending that certain borrowers or 
guarantors receive independent legal or accounting advice may find that its security is 
held to be an “unjust contract” within s7 of the Contracts Review Act 1980 (NSW).91 
In determining whether a contract is “unjust” in the circumstances pertaining to the 
contract at the time it was made, the court must have regard to the public interest and 
all the circumstances of the case.92 The court can take into account the commercial or 
other setting and effect of the contract.93 In Perpetual Trustee Company Ltd v 
Khoshaba94 the court found that the lender’s failure to follow its own internal 
guidelines relating to verification of the loan applicants’ employment and income, the 
ascertainment of the true purpose of the loan and proper checks on the execution of 
the loan documents rendered the contract “unjust”95. The fact that the lending 
guidelines were devised for the lender’s own protection did not prevent them from 
being taken into account in determining whether the contract was unjust. If the 
guidelines had been followed, the lender would not have made the loan to the 
borrowers. The lender’s failure to follow the guidelines meant that the lender was 
content to lend on the value of the security provided by the borrowers who were a low 
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income earner and a pensioner. In the result, the lender lost its right to repayment of 
the loan.  
 
There are similar provisions in s70 of the Consumer Credit Code. While business and 
investment loans are expressly excluded from the operation of the Code, the court can 
go behind false declarations that the loan is not to be applied wholly or predominantly 
for business or investment purposes (or for both purposes).96 Indeed, in Permanent 
Mortgages Pty Ltd v Cook97 the court held that a mortgage was unjust despite false 
statements by the borrowers in the loan documentation because the lender was aware, 
or ought to have been aware, that the borrowers were not capable of servicing the 
loan. The court conducted a balancing exercise. The defendants spoke English, were 
experienced borrowers, engaged a solicitor, were anxious to obtain the loan and were 
prepared to make false declarations in the loan application. On the other hand, they 
were poorly educated and unsophisticated and the court concluded that they were the 
type of people that the Code was intended to protect “from their own foolishness.”98 
In essence, the court in Permanent Mortgages Pty Ltd v Cook extended the reasoning 
in Perpetual Trustees v Khoshaba to the Consumer Credit Code.99 
 
The relief available under s71 of the Consumer Credit Code should be directed to 
returning the claimants to the position they were in before the unjust contract. For 
example, in Permanent Mortgages Pty Ltd v Cook100 the court relieved the defendants 
of the costs and expenses incurred in respect of the credit provided by the plaintiff, 
reduced the principal to the sum that was actually applied for the benefit of the 
defendants in discharging their outstanding debts and relieved the defendants from the 
payment of interest at a rate exceeding simple interest of 8.8% per annum. This 
decision was in large part affirmed on appeal,101 but the Court of Appeal ordered the 
plaintiff to pay ninety per cent of the defendants’ costs of the proceedings.  
 
SUBSTANTIVE UNFAIRNESS 
 
(i) No General Duty to Lend Prudently 
 
Predatory lending involves not just abusive practices but also harsh and oppressive 
terms in loan contracts and mortgages. Before we examine the legal response to 
substantive unfairness it may be convenient to consider whether lenders have a duty 
not to lend excessively or imprudently. 
 
A publican owes a duty to his patrons to take reasonable care to ensure that they are 
not exposed to injury as a result of their intoxication.102  If it is reasonably foreseeable 
that a patron or a third party could suffer harm as a result of the publican serving too 
much alcohol,  then the publican can be liable for the damage caused by his breach of 
duty.103 
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On the other hand, it is established that a casino or registered club does not owe a duty 
of care to a person who it knew, or ought to have known, to be a problem gambler to 
protect the person against financial loss.104 Only in extraordinary cases will the law 
allow recovery of economic loss occasioned by gambling.105 Such losses are an 
inherent risk of the activity, and individuals must accept personal responsibility for 
their own actions.106 Nor is there any no unconscionable conduct where a casino or 
registered club fails to prevent gambling by refusing a gambler’s request to cash 
cheques.107 
 
In a similar vein, a lender does not owe a borrower a general law duty of care to 
refrain from excessive lending. In National Australia Bank v Lekais (No 2)108 the 
defendants attempted to raise a counterclaim alleging misrepresentation, misleading 
or deceptive conduct, unconscionable conduct and breach of duty by the plaintiff 
because it lent to the defendants a sum of money, knowing that they could not afford 
to repay the loan. The defendants alleged that their damages were at least 
commensurate with the amount of the loan. Judge Burley, Supreme Court Master, 
rejected the counterclaim because of defects in the pleading: 

“…the defendants have not sought to establish damages which are referable to 
losses that they may have sustained as a result of the allegedly wrongful 
conduct on the part of the plaintiff prior to and at the time of lending monies to 
the defendants and their associated companies. In other words, it has not been 
put that the plaintiff lent money to the defendants and their associated 
companies, that either or both of the defendants and their associated 
companies entered into a business venture which failed, that the failure of the 
business was referable to the conduct of the plaintiff in such a manner that a 
cause of action arose entitling the defendants to sue the plaintiff for damages, 
and that the measure of damages exceeded the indebtedness under the 
mortgages at the time that action was taken to enforce them.”109 
 

The defendants also raised an equitable set-off but Judge Burley held that “a set off of 
any description does not arise because damages of the type sought by the defendants 
are not recoverable as a matter of law…”110 
 
It is now becoming accepted that lenders owe borrowers a duty of good faith and 
reasonableness in the performance of contractual obligations,111 although the content 
of this duty is difficult to determine. In another context, namely a mortgagee’s 
equitable duty of good faith in exercising its powers, the courts have stated that a 
mortgagee must not “recklessly sacrifice” the interests of the mortgagor.112  This may 
be an appropriate test to apply to lenders’ duty of good faith to other borrowers. Yet 
even if this standard applied, a lender would not necessarily breach its duty of good 
faith by lending excessively or imprudently. 
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While it is clear that lenders do not owe any general law duty to borrowers to refrain 
from lending excessively or imprudently, their obligations to guarantors may be 
different. 
The traditional view is that a lender is under no general duty to disclose to guarantors 
the borrower’s past indebtedness113 or the outstanding balance of his overdraft.114 
Indeed, in the absence of an express condition in the guarantee, a guarantor has no 
defence if the lender advances the borrower sums in excess of an agreed limit.115  
 
Nor is there any continuing duty to disclose to guarantors features of the principal 
transaction after the guarantee is executed.116 American courts have, however, 
recognised a continuing duty of disclosure. In Georgia Pacific Corp v Levitz117 the 
Arizona Court of Appeal held that a surety had a defence to an action to enforce a 
continuing guarantee where the creditor failed to disclose to the surety that the 
principal debtor was clearly insolvent before it extended further credit to the debtor. It 
is unlikely that Australian courts would follow this view.  
 
In Black v Ottoman Bank118 the Privy Council stated a general principle that a 
guarantor would be discharged if there has been: 

 
“some positive act done by [the creditor] to the prejudice of the surety, or such 
degree of negligence, as in the language of Vice-Chancellor Wood in Dawson 
v Lawes (1854) 23 LJ Ch 434 at 441,” to imply connivance and amount to 
fraud.119 

 
Fraud, in this context, has been defined as conduct that is unfair to a surety.120 
However, it is difficult to find cases where a guarantor has been discharged simply 
because the creditor acted to his prejudice. All the cases which pay-lip service to the 
principle can be explained on the basis of the more traditional grounds of discharging 
guarantors, such as loss or impairment of collateral securities or variation of the 
principal contract.121 
 
Perhaps the first glimpse of new hope for guarantors lies in the suggestion of the 
Court in Credit Lyonnais Bank Nederland v Export Credit Guarantee Department122 
that a lender who does not act as a prudent lender in its dealings with the borrower 
may give the court grounds for setting aside a guarantee of the borrower’s debts. This 
radical suggestion cannot, however, be regarded as an established principle. 
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Lending too much is not in itself a form of predatory lending. On the contrary, some 
of the most egregious examples of predatory lending involve relatively small 
advances, albeit with excessive interest and exorbitant fees and charges.123 
 
(ii) Excessive Interest Fees and Charges 
 
Loan agreements and mortgages commonly stipulate a higher rate of interest in the 
event of default by the borrower or mortgagor. Alternatively, they provide that the 
higher rate of interest is the standard rate but that a lower rate will be charged if the 
borrower or mortgagor is not in default. 124  
 
Where the default interest clause merely provides for a reduction of the rate if interest 
be paid punctually, it operates as an incentive to punctual payment and it will not be 
set aside as a penalty.125 But a default rate of interest can be challenged as a penalty if 
the amount payable under the stipulated rate is extravagant and unconscionable in 
comparison with the greatest loss that could conceivably be proved to have resulted 
from the breach.126 Moreover, the amount payable will be set aside as a penalty if the 
breach is merely a failure to pay a sum of money, and the amount payable is greater 
than the sum which ought to have been paid.127 According to the High Court in 
Ringrow Pty Ltd v BP Australia Pty Ltd128 a payment will be considered to be a 
penalty if it is extravagant, unconscionable and out of all proportion to a genuine pre-
estimate of the damage caused by the breach.129 On this basis a default rate of interest 
9% higher than the standard compliance rate was held to be a penalty in Beil v Pacific 
View (Qld) Pty Ltd.130 
 
(a)  Interest rate caps 
 
In most jurisdictions a credit contract (and any mortgage given to a credit provider in 
relation to that contract) is unenforceable where the annual interest percentage rate in 
respect of the contract exceeds 48.131 It is also an offence for a credit provider to enter 
into a credit contract where the annual percentage rate is respect of the contract 
exceeds 48.132 Hence, the interest rate is capped in relation to most consumer credit 
contracts at 48 per cent. 
 
(b) Caps on Fees and Charges 
 
In New South Wales and the Australian Capital Territory the cap applies to all 
charges in the nature of the interest.133 These provisions were originally intended to 
apply to fringe or pay-day lenders who impose flat fees in lieu of interest and to credit 
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contracts of under 62 days duration.134 However, they have applied to all regulated 
credit contracts from 1 March 2006.135 These changes have not yet been introduced in 
the other jurisdictions, although the legislation contacts a mechanism to do so.136 
 
In its current form, s 72 of the Consumer Credit Code allows a court to review interest 
rate changes, an establishment fee or charge, an early termination fee or charge or a 
prepayment fee or charge, and the court may reduce or annul the change, fee or 
charge if it finds it “unconscionable”.137 Other fees and charges are not regulated. 
 
Under s 70 of the Consumer Credit Code, a debtor, mortgagor or guarantor can apply 
to the court to “re-open” an unjust transaction. In determining whether the transaction 
is unjust, the court must have regard to the public interest and all the circumstances of 
the case. Under this provision, the court can set aside fees or charges that had not been 
properly imposed138 or unjust terms as to price,139 for example, where the price 
charged for insurance is exorbitant compared with the market price or the expected 
cost. Similarly, the court can reopen transactions which are structured in such a way 
that the borrower has no capacity to repay the debt according to its terms or 
transactions140 or transactions on terms that are not reasonably necessary to protect the 
legitimate interests of the lender.141 
 
In theory, these provisions can be used to curb fees and charges by predatory lenders 
but they can easily be avoided by forcing borrowers to sign a declaration that the 
transaction is for the purposes of a business or investment, thereby excluding the 
operation of the Consumer Credit Code.142 Similarly, the prohibition in s12CB of the 
Australian Securities and Investments Commission Act 2001 (Cth) only applies to 
unconscionable conduct in the supply or possible supply of financial services of a 
kind ordinarily acquired for personal, domestic or household use.143 
 
(c) The Prohibition of Unconscionable Conduct  
 
One of the principal forms of protection available to business borrowers against 
excessive interest and exorbitant fees and charges is the statutory prohibition on 
unconscionable conduct. The equitable doctrine of unconscionable conduct is now 
enshrined in s 12CA of the Australian Securities and Investment Commission Act 
2001 (Cth) in the following terms:  

“A corporation must not, in trade or commerce, engage in conduct in relation 
to financial services if the conduct is unconscionable within the meaning of 
the unwritten law, from time to time, of the States and Territories.” 

 
The important advantage of s12CA over the equitable doctrine of unconscionable 
conduct is that it gives litigants access to the wider range of remedies available under 
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the Act, including damages and injunctive or tailored relief.144  However, the section 
does not apply to financial corporations in their dealings with borrowers who are 
broadly classified as “consumers” or small business enterprises or “business 
consumers”.145 
 
A separate regime in s51AC of the Trade Practices Act 1974 (Cth) prohibits 
unconscionable conduct in connection with the supply of financial services to another 
person or corporation (other than a listed public company)146. However, this regime 
does not apply where the price of the financial services is in excess of $3 million, or 
such a higher amount as is prescribed. 147 The price for the supply of financial services 
is taken to include the capital value of a loan or a loan facility. 148 The price is not, 
therefore, confined to the lender’s fees, interests and charges. 
 
In determining whether the lender or other supplier of financial services has engaged 
in unconscionable conduct in its dealings with business consumers, the court may 
have regard to a catalogue of factors listed in s51AC. Some of these factors mirror the 
general law of unconscionability but others have no direct counterparts in the 
equitable doctrine. 
 
In Asia Pacific International Pty Ltd as Trustee for Planet Securities Unit Trust v 
Dalrymple149 the plaintiff claimed around $210,000 as moneys allegedly owing under 
a loan agreement, whereby the defendants borrowed $70,588. It also claimed interest  
at a rate of 20 per cent per calendar month from 9 June 1998 pursuant to a clause in 
the loan agreement which provided for the capitalisation of interest monthly. Over a 
21 month period the original loan of $70,588 grew to a debt in excess of $3M. 
 
The defendants alleged unconscionable conduct in breach of s 51AA of the Trade 
Practices Act 1974 (Cth), which applied to financial services before s 12CA of the 
Australian Securities and Investments Act 2001 (Cth) came into operation. The basis 
of their allegation of unconscionable conduct was that the plaintiff had taken 
advantage of them and inserted clauses in the loan agreement that were not reasonable 
for the protection of its legitimate interest and that allowed for grossly excessive 
interest. 
 
Shepherson J found that the transaction was not illegal;150 it was between parties at 
arm’s length and the plaintiff’s solicitors were at pains to ensure that the defendants 
were properly advised as to the terms of the loan and understood the consequences of 
default. 151 His Honour also found that the defendants urgently needed a loan of 
$60,000 for a term of one month and that they were prepared to pay $9,000 interest in 
return for that loan, a rate of 15 per cent. 152 However, his Honour found that the 
provision in the loan agreement allowing the plaintiff to capitalise interest at the rate 
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of 20% per month in the event of default was oppressive and unreasonable. 153 His 
Honour concluded: 
 

I realise that it is important that courts do not as a general rule interfere in 
transactions entered into at arms length between men of commerce. 
Nevertheless, in the circumstances of this particular case I feel very strongly 
that there has been unconscionable conduct on the part of the plaintiff by the 
insertion in the Deed of Loan of provisions enabling unpaid interest to be 
capitalised and then bear further interest at the rate of 20 per cent per month. 
This case shows that a lender can be extremely careful to ensure, as far as he 
can, that the borrower has competent independent advice and understands well 
the nature of the obligation, yet the contract of loan may amount to an 
unconscionable dealing. 154 

 
It should be noted that at the time of the loan the defendants did not appear to be in a 
desperate financial position, that they received independent legal advice and that at 
least one of the defendants was experienced in the world of commerce. 
 
Shepherdson J did not set aside the loan agreement. Rather his Honour held the 
defendants liable for the original advance, plus compound interest at 15% per annum 
but without capitalising unpaid interest. In the result, his Honour gave judgment for 
the plaintiff in the sum of $292,936. His Honour based his decision on the equitable 
doctrine of unconscionability without a detailed analysis of s51AA of the Trade 
Practices Act 1974 (Cth). 155 
 
Asia Pacific International Pty as Trustee for Planet Securities Unit Trust v 
Dalrymple156 has been cited with apparent approval in Multiplan Constructions No 1 
Pty Ltd v 14 Portland Street Pty Ltd (No 2) 157 and Guardian Mortgages Pty Ltd v 
Miller. 158 In the first case it was distinguished on the ground that it involved 
excessive interest. In the second case a default interest rate of 14.5% for one month 
was not found to be excessive in the absence of evidence showing the prevailing rate 
for short term bridging loans secured by second mortgage. However, Wood CJ in CL 
found that another provision was an unjust penalty because it required the mortgagor 
to pay the mortgagee all of the costs and expenses incurred by it as a result of any 
default, including administration and legal costs upon an indemnity basis, as well as 
interest upon those costs and expenses until their payment at the default rate, and it 
also permitted the mortgagee, upon default, to take a charge over any property owned 
by the defendant. 159 By contrast, there is no unconscionable conduct, and no 
illegitimate economic pressure or economic duress, where a lender seeks further 
security with cross-collateralisation clauses as a condition            of providing 
additional finance to a borrower in strained financial circumstances and requires these 
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documents to be signed before making copies available to the borrowers to obtain 
legal advice. 160 
 
It appears that the trend of recent authorities is to expand the realm of the 
unconscionability doctrine to cover the area once served by the doctrine of clogging 
the equity of redemption.161 Cases where the mortgagee purports to charge excessive 
interest or exorbitant fees or obtain a collateral advantage such as an option to 
purchase the mortgaged property are now more likely to be brought along the 
battlelines of unconscionability,162 rather than as a clog on the equity of redemption. 
Perhaps the only residual significance of a clog on the equity of redemption is where 
the limitation period for an action based on unconscionable conduct has expired.163 
4. LIABILITY FOR REPACKAGING SUB-PRIME LOANS 
 
Some predatory lenders do not simply exploit vulnerable borrowers, they compound 
their misconduct by repackaging these loans as tradeable securities known as asset-
based securities or collateralised debt obligations for unsuspecting investors. Indeed, 
sub-prime loans in the United States became so “sliced and diced” through inter-bank 
trading that it is difficult to determine who “owned” the loans, and the value of the 
securities deteriorated. In Ohio, courts have refused to grant foreclosure orders in 
favour of parties who alleged that they were the owners of sub-prime mortgages.164 
 
When the sub-prime crisis hit the capital markets in the United States parties were 
scrambling to find defendants to blame for their losses. It was recently reported that 
mid-size German lender, HSH Nordbank, has sued Swiss banking grant ,UBS, 
alleging that UBS sold it $US500 million in complex investments in UBS’s now-
defunct hedge fund, Dillon Read Capital Management , which was later used as a 
receptacle for troubled sub-prime mortgage securities. The German bank alleges that 
UBS exploited the structure for its own ends at HSH’s expense in breach of its 
contractual and fiduciary duties. It is claiming a loss of at least US$275 million.165 
 
As a general rule, Australian banks do not owe fiduciary duties to their borrowers or 
customers.166 However, in exceptional circumstances, banks can attract fiduciary 
obligations if they assume the role of investment adviser.167 
 
In the United States investors were comforted by the fact that the sub-prime 
investments they acquired were guaranteed by monoline insurers with AAA credit 
ratings. 168 Some of these credit ratings have proved to be unjustified.169 However, the 
rating agencies are protected by the First Amendment to the United States 
Constitution which guarantees free speech and protects such evaluations. 170 In the 
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result, what appeared to be solid bricks and mortar investments turned into a house of 
cards. 
 
Fortunately the direct fallout from the sub-prime crisis  does not appear to have had a 
major long term impact on Australian banks. On the other hand, the 152 municipal 
councils in New South Wales that could have lost up to A$400 million from their 
investments in sub-prime securities will follow the UBS litigation with keen interest. 
171 
 
5. REFORM PROPOSALS 
 
Australia’s fragmentary response to predatory lending has relied a panoply of 
different regimes with varying degrees of effectiveness. Any reform agenda must 
incorporate certain key features: 
 
(1) Education of borrowers, consumers and guarantors with “health warnings”.172 
 
(2) Increased disclosure to consumers.173 
 
(3) Compulsory independent legal and financial advice for borrowers and 

guarantors involved in heavily-geared transactions. 
 
(4) A national system for licensing mortgage brokers and providing professional 

indemnity and fidelity insurance; 174 
 
(5) National regulation of consumer credit.175 
 
(6) Statutory presumptions that certain terms dealing with excessive interest and 

exorbitant fees and charges are substantively unfair and invalid.176 
 
(7) Relaxation of privacy constraints to allow credit providers more access to the 

credit history of borrowers.177 Lenders should then be required to document 
that a borrower has a reasonable ability to repay based on income, credit 
history and references.  

 
(8) Increases to APRA’s powers to take over distressed financial institutions.178 
 
(9) Preventing avoidance of consumer credit obligations through false 

declarations of business or investment purposes. 
 
(10) Increased resources allocated to ACCC to enable test cases to be run against 

predatory lenders. 
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(11) Supporting community-based lending and housing schemes for disadvantaged 

groups to enable them to avoid the poverty spiral.179 
 
(12) Industry Codes of Conduct that could be given the force of law.180 
 
(13) While debt forgiveness has an ancient history,181 it is unlikely to solve the 

current housing crisis.182 
 
The Mortgage Reform and Anti-Predatory Lending Act 2007 (HR 3915):183 
 
(i) prohibits individuals from becoming loan originators unless they can obtain 

and maintain registration or a licence under State legislation and an 
identification number assigned by the federal registry (s 103); 

 
(ii) requires anyone applying for registration as a State-licensed loan originator to 

supply information for a background check ,undergo at least 20 hours of 
approved education, and pass a test developed by the Nationwide Mortgage 
Licensing System and Registry (s 104); 

 
(iii) prohibits the issue of a licence to a loan originator who has had a similar 

licence revoked in the previous five years or if the applicant has been found 
guilty or pleaded no contest to a felony in the past seven years (s 104); 

 
(iv) requires regulations to be devised to prohibit mortgage lenders from steering 

borrowers to loans: 
  
 (a) that the borrowers lack the capacity to repay; 
 (b) that include equity stripping or excessive fees; or 

(c) in cases of residential mortgage refinance, that do not provide the 
borrowers with a net tangible benefit (s 123). 

 
(v) allows civil action to be taken against mortgages for rescission of residential 

mortgage loans that violate the Truth in Lending Act, unless the mortgage 
corrects the violation within 90 days of notification (s 204); 

 
(vi) requires mortgage contracts to state the maximum amount of any payments 

and the additional amount required every month to cover taxes or insurance (s 
213); and 

 
(vi) establishes the universal mortgage disclosure requirement of good faith 

estimates, which must disclose: 
 
 (a) the total loan amount; 
 (b) the type of loan; 
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 (c) the length of the loan period; 
 (d) the estimated interest rate; 
 (e) the maximum interest rate; 
 (f) the total monthly estimated repayment; 

(g) the percentage of the borrower’s monthly income required to service 
the loan; 

(h) the period to lock in an interest rate; 
(i) any prepayment penalties; 
(j) any increased final payment; 
(k) any settlement charges; and 
(l) the estimated cast need to close the loan(s 501).184 

 
It remains to be seen whether this Act will be passed by the US Senate but even if it is 
not passed it could serve as a possible blueprint for a more comprehensive approach 
to predatory lending in Australia. 
 
The problems posed by predatory lending will not be solved by competition or market 
forces.185 By the same token, any increased regulation must be rational and focused so 
that it does not exclude vulnerable groups from access to credit.186 It must be 
remembered that one of the side effects of deregulation of the banking and financial 
services industry was to increase competition and allow many borrowers the chance to 
get ahead. The fact that predatory lenders have taken advantage of vulnerable 
borrowers is no reason for turning back the clock. In the face of the threat from 
predatory lending the courts have shown themselves to be surprisingly adaptable and 
flexible in their application of legal principles. They have moved a long way from a 
rigid public policy of holding borrowers to their credit bargains. But there is still a 
long way to go before all consumers will be able to enjoy the benefits of a credit 
society without falling into a poverty trap.  
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