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ABSTRACT

 

Over the past decade, Australia's investor protection laws for unlisted and unrated debentures have undergone regular cycles of investigation and reform, following several corporate collapses. Each round of reforms invariably brings about improvements to the quality and quantity of disclosure to retail investors, and higher compliance burdens on issuers. However, Australian retail investor disclosure is still poorly communicating the essential message for investing in these high-yield and inherently high-risk securities. The message of diversification is key to utilising high-yield returns to absorb the high principal risk inherent to these securities and to obtain strong investment returns in good economic conditions. This very powerful idea sparked the proliferation of a "junk" bond market in the United States that has grown to be currently worth USD 1.1 trillion, or around 40% of corporate bond issuance by value in the United States. Australia's market is less than 1% of the global high-yield market and does not offer a true secondary market to facilitate trade and diversification. This article argues that, in Australia's dangerous market for unlisted and unrated debentures, an emphasis on diversification is even more essential to future investor protection disclosure laws in this sector. It also argues that the most recent proposed reforms, which are a simplified form of prudential regulation, will further deter potential issuers, and potentially spell the end for unlisted and unrated debentures in Australia.
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Introduction
A bubble in high-yield interest bearing corporate debt securities issued by sub-investment grade corporations, also known as "junk bonds" has recently been developing in the United States, Europe and Asia. With the Global Financial Crisis (GFC), and subsequent debt crises, continuing to spoil investor risk appetites, equity markets continue to exhibit relatively low levels of confidence, and official interest rates remain at record lows. Investors are flocking to riskier high-yield interest bearing securities to achieve yields above the banks' low "risk-free" returns and to avoid supposedly larger fluctuations in underlying security values associated with more volatile listed equity investments. [1]
The modern junk bond market was conceived by Michael Milken in the United States in the 1970s as a powerful combination of the computerisation and diversification of trade in the debt securities of companies not yet stable enough to obtain a credit rating (or that have fallen on hard times) seeking to fundraise while avoiding the costs of disclosure and market listing. These issuers tended to be smaller business ventures and start-up companies, which were of high risk, but their contribution as a conduit for growth to the overall economy was significant enough for them to survive, and for the high-yield market to thrive, despite a historical 50% rate of default. These types of securities satisfy a niche demand for venture capital funding, which allows issuers to access various tax benefits for issuing corporate debt (as opposed to equity), to avoid the market volatility of equity capital funding and to avoid the financial ratio restrictions of bank debt funding. They provide a
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source of funds allocation for high interest returns that has supported the growth of several highly successful businesses and made a significant contribution to economic growth in the United States, and more recently in Asia.

Worldwide high-yield corporate debt issuance alone is worth around USD 1,525 billion, of which the United States vastly dominates at around USD 1,144 billion (75% of worldwide issuance). Europe has the second largest high-yield market with around USD 274.5 billion (18% of worldwide issuance). However Europe's market is growing at an increasing pace raising nearly USD 30 billion in the first quarter of 2013 alone, which is a record level for Europe. [2] Asian sub-investment grade issuance is growing rapidly having increased around 6000% last year to USD 9 billion. [3] Issuance of listed interest rate securities on the Australian Securities Exchange (ASX) is also at record highs and growing, having increased around 40% in 2012 to more than AUD 30 billion. [4]
In Australia, a subset of high-yield securities known as unlisted and unrated debentures (UUDs), [5] have so far failed to form a true secondary market, or make any positive contribution to Australia's economy. Rather, they stand out as proliferating a continuing chain of high profile corporate collapses. Australia's high-yield issuance is less than 1% of worldwide high-yield issuance. Australia's UUD market contains a small fraction of the depth and liquidity of the markets in Europe and the United States. There is essentially no secondary market to allow for trading of these securities. With only a small number of issuers from a restricted set of industries, meaningful diversification is severely restricted. Investors in Australia's UUD market face a high level of risk that cannot be easily hedged or minimised through diversification, making significant losses to poorly informed retail investors a regular and inevitable occurrence.

The collapses of Banksia Securities Ltd and Wickham Securities Ltd in late 2012 and Gippsland Secured Investments in late 2013) are the latest in a series of failed issuers of UUDs in Australia. These and other failed UUD issuers have left scores of retail investors who lost substantial portions of their life savings because they were convinced by current Australian prospectus disclosure that these would make sound investments. In the Wickham collapse, about 300 investors may lose up to AUD 30 million, while in the Banksia collapse, 3,000 investors may lose up to AUD 670 million.

In reaction to these recent collapses, the Australian Securities and Investments Commission (ASIC) announced on 31 October 2012 that another taskforce investigation would commence. This investigation would be combined with industry consultation into stronger regulation of Australia's AUD 4 billion UUD sector. [6] This round of reforms currently proposes to introduce stronger influence by trustees on the operations of UUD issuers, further improved prospectus disclosure, new audit and reporting requirements, and mandatory equity capital and liquidity financial ratios for issuers operating as "shadow banks". Shadow banks have the distinct characteristic of on-lending the funds they raise much like a bank (but without stringent capital and liquidity controls).

These requirements are a simplified form of prudential regulation to be carried out, not by the Australian Prudential Regulation Authority (APRA), which regulates entities that are crucial to the financial system (eg banks and superannuation funds) but by the corporate regulator (that is, ASIC) on start-up companies, small financial corporations and property developers, which are inherently less
(2014) 32 C&SLJ 107 at 109

stable and not suited to more rigorous prudential regulation. The higher compliance costs and operational restrictiveness of this stronger form of regulation will further deter many less established companies from issuing UUDs in Australia.

ASIC previously launched similar investigations following the collapses of Fincorp Investments Ltd, Australian Capital Reserve Ltd, Bridgecorp Finance Ltd and Westpoint Corporation Pty Ltd between early 2005 and late 2007. The Westpoint collapse sparked a Royal Commission and was labelled as a "national shame" that "would never happen again". [7] The outcomes of these previous investigations have consistently been increases in the quality of prospectus disclosure to retail investors. Each investigation sought to distil the causes of each collapse (eg inadequate equity capital or liquidity and on-lending) and these deemed causes were added to the list of required prospectus disclosures. These disclosures are now measured against a number of "benchmarks" introduced by ASIC in 2009. A key weakness in this framework for investor protection is that, as at November 2012, there were 18 issuers of UUDs in Australia, of which 12 did not comply with ASIC's benchmarks. [8]
ASIC's current investigation and consultation provides an opportunity to look at UUD investor protection differently. Diversification and computerisation to create a liquid market was key to the proliferation of the junk bond market conceived by Michael Milken in the 1970s. When investing in highly risky high-yield fixed income investments, diversification continues to be an essential ingredient to professional investment strategy. High-yield securities provide substantially higher rates of return than lower risk corporate and government debt securities to compensate for their higher level of risk. A diversified portfolio of high-yield securities should, over time, provide sufficient returns above the market rate to compensate for the more regular occurrence of default, while minimising the overall effects of each individual default. Diversification is, in various ways, significantly more important when investing in high-risk securities, than when investing in low-risk securities.

However, ASIC's investigations have revealed that Australian retail investors in UUDs are likely to have little or no diversification, with many or all of them investing a substantial proportion of their net wealth into one or two UUDs. This is not surprising given the absence of any emphasis on diversification in current benchmark-based disclosure requirements. If this continues, due to the inherently high level of default for high-yield investments, ASIC can expect a similar outcome for retail investors to the recent collapses if its investigations merely result in more improvements to disclosure requirements. Furthermore, increased compliance requirements and mandatory financial ratio benchmarks as a simplified form of prudential regulation will further deter companies from issuing UUDs, which considering the already small size of Australia's UUD market, may shut it down entirely.

Now is the opportunity to revolutionise investor protection and education in this sector and revive the UUD market in Australia. An emphasis on investor education on diversification and on comparing Australia's UUD market with similar markets overseas, is key to protecting investors from the dangers of this sector, particularly in Australia. Modern junk bond markets that list similar high-yield securities have proven to not just be viable, but to flourish in the United States, Europe and Asia, particularly given the current bubble in high yield securities. ASIC's current reforms may deter more prospective issuers from entering the UUD market in Australia, further depriving the Australian economy of a vital segment of the high-yield market, and a source of economic growth and entrepreneurial opportunity.

If the Australian UUD market in its current form ends, a new beginning for it may take form under the Corporations Amendment (Simple Corporate Bonds and Other Measures) Bill 2013 (Cth) (Simple Corporate Bonds Regime) if this regime is made accessible to typical UUD issuers, such as start-up companies and small business ventures. However, current listing requirements for all prescribed markets in Australia currently require a two year track record and significant net tangible assets, revenue and/or market capitalisation (except for the SIM Venture Securities Exchange (SIM VSE)), which would be nearly impossible for small business venture and start-up companies to satisfy.
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Smaller proprietary companies also cannot issue debentures to the public unless they convert to public companies, which are subjected to greater compliance and reporting requirements and regulatory scrutiny than proprietary companies. [9]
This article is divided into three main parts. The first part introduces UUDs and key concepts and messages. The second part introduces the underlying legislative framework. The third part traverses the history of ASIC's approach to the regulation of UUDs over the past decade.

Ultimately, this article imparts three key messages. The first is that the message of diversification has failed to enter the minds of Australian UUD investors, and without the appropriate changes, the current single issuer based investor protection disclosure requirements will continue to provide inadequate investor protection. The second message is that the current proposed reforms to the Australian UUD market, which has so far failed to form a true a secondary market, will deter more prospective UUD issuers, and may ultimately spell the end of this market in Australia. The third message is that if the start-up companies and small business ventures that rely on this type of funding in overseas markets are to be attracted to seek funding in Australia, a regime that brings about a combination of less burdensome regulation and more effective investor education is required to nurture a deeper and more liquid market in Australia and possibly spark a new beginning for a market sector that shows great potential, but has failed to enjoy the success of its overseas counterparts.

Introduction to UUDs
This part first introduces key UUD concepts, namely the listing of debentures (in contrast to the unlisted nature of UUDs), credit ratings (in contrast to the unrated, or sub-investment grate, nature of UUDs) and the correlation between high-yield and high-risk. Secondly, it uses these concepts to introduce the two key arguments that will be drawn upon throughout this article, namely that diversification is essential when investing in UUDs and that Australia's UUD market (compared to similar high-yield overseas debenture markets) is particularly dangerous for investors because it is small and does not facilitate secondary trade or diversification. The final section of this part concludes with consequences for investor protection, introducing the third key argument of this article; how the single-issuer based disclosure requirements of Australia's current investor protection regime does not effectively communicate these key concepts and dangers to educate ordinary investors. Standardised, up-to-date messages that are easy to understand, which are also compared to equivalent overseas markets, are suggested as a solution to ensure that investors are given sufficient opportunity to be educated as to the dangers of UUD investment in Australia.

What are UUDs?
A UUD is a debenture that is not listed or quoted on a stock exchange and does not have a credit rating, which is also known loosely overseas as a type of junk bond or high-yield debenture. Debentures (or broadly corporate bonds) are debt instruments issued by companies to raise funds from investors. Investors provide a principal amount in return for regular coupon or interest repayments and the repayment of the principal amount at maturity (eg five or 10 years). In Australia, the right to enforce the duties of the borrower or guarantor (including the obligation to repay funds received from debenture investors) must be held on trust by a debenture trustee as required under Ch 2L of the Corporations Act 2001 (Cth) (discussed in more detail below) for use by the issuing company in accordance with trustee requirements.

How are debentures listed?
Debentures can be listed on a stock exchange, in Australia, however, listing requirements can impose difficult barriers to entry. The only prescribed financial markets in Australia currently are the Asia Pacific Exchange Ltd, ASX, Chi-X Australia, National Stock Exchange of Australia and SIM VSE. The SIM VSE has the least restrictive entry requirements, only requiring either AUD 500,000 net profit over the past three years, AUD 500,000 in net tangible assets or AUD 1 million market
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capitalisation on listing. [10] The National Stock Exchange of Australia's listing requirements are more difficult to satisfy requiring a two-year adequate trading track record or an underwritten offer with a market capitalisation of listed securities of at least AUD 500,000 with a minimum of 50 investors at a minimum investment of AUD 2,000 each. [11] Listing on the Asia Pacific Exchange Ltd is more difficult again requiring a product disclosure statement (PDS) and minimum net tangible assets or a market capitalisation of at least AUD 2 million with at least AUD 300,000 working capital. [12] The ASX has the highest threshold requirements demanding a minimum of either AUD 1 million net profit over the past three years, AUD 400,000 net profit over the past 12 months, AUD 3 million net tangible assets or AUD 10 million market capitalisation. [13] Chi-X Australia requires issuers to also be listed on the ASX. [14] Furthermore, only public companies may issue debentures to the public, which are subject to more onerous corporate governance requirements, audit and financial reporting requirements than proprietary companies. [15]
What is an investment grade credit rating?
Debentures issuers may obtain a credit rating from a ratings agency, or be unrated. A Standard & Poor's rating between AAA and BBB- (or Aaa to Baa3 for Moody's) is an investment grade rating. Sub-investment (or speculative) grade issuers are rated BB+ (or Ba1 for Moody's) or lower, being described as "vulnerable" to default.

In Australia, there has not been an investment grade default in the last five years to 2011. Standard & Poor's published a report containing a table comparing the rates of default over the past 10 years. [16]
Australia and New Zealand corporate average cumulative default rates (1981-2011)

	(%)
	1yr
	2yr
	3yr
	4yr
	5yr
	6yr
	7yr
	8yr
	9yr
	10yr

	AAA
	0.00
	0.00
	0.00
	0.00
	0.00
	0.00
	0.00
	0.00
	0.00
	0.00

	AA
	0.00
	0.00
	0.00
	0.18
	0.38
	0.38
	0.38
	0.38
	0.38
	0.38

	A
	0.10
	0.21
	0.33
	0.33
	0.33
	0.47
	0.62
	0.62
	0.62
	0.62

	BBB
	0.20
	0.42
	0.65
	0.09
	1.06
	1.22
	1.40
	1.61
	1.85
	2.13

	BB
	1.91
	3.41
	5.12
	7.88
	8.88
	8.88
	8.88
	8.88
	8.88
	8.88

	B
	6.67
	14.26
	19.16
	23.14
	25.93
	25.93
	27.48
	30.85
	34.49
	38.46

	CCC
	37.04
	40.97
	49.40
	49.40
	49.40
	49.40
	49.40
	49.40
	49.40
	49.40

	Investment Grade
	0.11
	0.23
	0.36
	0.50
	0.60
	0.70
	0.82
	0.88
	0.95
	1.03

	Speculative Grade
	7.51
	11.84
	15.40
	18.28
	19.84
	19.84
	20.45
	21.82
	23.35
	25.07

	All rated
	0.84
	1.35
	1.78
	2.16
	2.38
	2.48
	2.64
	2.81
	3.00
	3.21

	Source: FIIG Securities; Standard & Poor's


The table in particular indicates a stark increase in the risk of default when moving from investment grade to speculative grade bonds, with the rate of default for speculative grade bonds being
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roughly 10 to 20 times the rate of default for investment grade bonds over each of the 10 time durations shown on the table (making diversification even more important than for investment grade securities). UUDs are considered to be of the highest risk and may therefore be assumed to be at least as risky as speculative grade securities according to the table. [17]
Historically, one in two CCC rated issuers have defaulted within 10 years of being assigned a CCC rating. [18] However, this percentage is slowly falling in some markets due to increased market, investor and issuer sophistication. [19] Unrated debentures, being at least as risky as speculative grade debentures, are at a historical high risk of default of 50%. Ultimately there is no way to compare the actual risk of default with rated entities because these issuers are not rated and therefore are not subject to rigorous financial and market analysis. However, it is fair to assume that if an issuer's underlying business operations generate steady cash flow to warrant a higher credit rating, that business would have sufficient incentive to pay the necessary fees to maintain that credit rating as a market signal to investors allowing for lower interest rates to be paid to attract debt funding from the investment grade market.

What is high yield?
The lower the credit rating of the issuer, the higher the interest payments it must offer in order to attract funding. This is because a rational, informed and efficient market would demand higher interest payments to compensate for the higher risk of investing a principal amount in an issuer, compared to investing that principal amount in a more financially stable bank or the government. UUDs are sub-investment grade because they are unrated. They are therefore cheaper to issue from a compliance costs perspective, but must pay a higher interest rate (that is, a high yield) to investors to compensate for this higher level of perceived risk.

The market for high-yield corporate debt was conceived in the United States in the 1970s. At the time, issuers comprised of established "fallen angel" companies that had once been profitable but had since fallen below investment grade due to poor economic conditions. The market was also later exploited by highly leveraged start-up companies, which could not yet meet the stringent ratios and covenants required to secure bank debt finance. This market is designed inherently for businesses that don't meet the financial ratios required for low interest rate debt funding, which is why a high-yield interest rate must be offered to investors.

High-yield investing is a trade-off between higher than normal interest payments, and a higher than normal risk of default, with particular vulnerability in an economic downturn. In good economic conditions the occurrence of default is relatively low, but in bad economic conditions the high risk of default (and collapse) will likely result in the occurrence of several more defaults than in good economic conditions. When the benefits of higher than normal interest payments are outweighed by the probability of default, pushed higher in harsh economic conditions, informed investors pull out of speculative grade bonds markets causing a crash. This is illustrated by high-yield funds (that is, funds that invest in a diversified portfolio of high-yield fixed interest assets) achieving very high returns relative to non-high-yield investors, during good economic conditions. [20] On the other hand, ordinary investors who have placed much of their life savings into a couple speculative grade issuers in the Australian UUD market which offers little or no secondary market, with little knowledge of the surrounding market conditions, cannot sell out of their investment when economic conditions sour.
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Why is diversification essential?
Michael Milken, a talented, but subsequently disgraced, financier working at Drexel Burnham Lambert (now named Drexel Firestone) is considered to be the founder of the junk bond market in the United States. Inspired by the academic theories of Walter Braddock Hickman in the late 1940s and 1950s, Michael Milken conceived, in a letter to Drexel Burnham Lambert written as early as February 1971, of the idea to create a diversified and computerised market for the issue and trade of junk bonds. [21] He had discovered an opportunity to extract abnormally high returns from the then fledgling high-yield corporate debt market that could consistently outperform traditional equity and debt investments in good economic conditions. A key ingredient to his strategy was to maintain a diversified portfolio of high-yield debt instruments, rather than just one or two. [22] This discovery would lead to the proliferation of a market worth USD 200 billion in 1988, which grew over time, through good and bad economic conditions, to be worth USD 1.1 trillion in 2012.

Key to the success of this idea was the fact that the market for high-yield issuers tended to outperform the market industrial averages in terms of employment growth, productivity and capital investment. Scott states that "[f]rom 1980 to 1986, firms using high-yield debt accounted for 82 [per cent] of the average annual job growth [for] public companies. They added jobs at six times the average rate in each industry". [23] However, each individual issuer, due to their low credit rating or unrated status inherently carried a greater risk of default than more established businesses, making the entire junk bond market highly vulnerable to economic downturns. [24] Diversification allows high-yield debt to deliver high rates of return, while minimising the impact of an isolated default. However, economic downturns would leave even strongly diversified investors highly vulnerable to industry wide defaults.

Vulnerability of even the most diversified portfolio to an economic downturn has been demonstrated over the often-tumultuous history of high-yield junk bonds. Issuance of these instruments grew in popularity and peaked in the 1980s. The recession of the early 1990s brought several corporate collapses including the bankruptcy of the leading underwriter of high-yield securities at the time, Drexel Burnham Lambert, which brought the junk bond market to a long-term standstill. [25] The United States market recovered in 1993 and survived a record number of defaults in the recession of 2001 to remain the world's largest high-yield bond market at USD 1.1 trillion. Currently, around 40% of United States corporate bond issuance is high-yield. [26]
The key to sufficient diversification to adequately compensate for this high level of risk is for multiple industry sectors to be represented so that downturns that affect particular issuers, and entire industries, are compensated for by better returns in other industries. A portfolio that comprises of a wide spread of industries is more likely to follow the market portfolio of junk bonds which recorded strong performance, except in times of financial crisis. It is therefore highly dangerous to invest in junk bonds without a very high level of diversification, both industry wide and across different industries. Investing all of one's funds in one junk bond gives rise to a greater than 50% historical
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chance of default, whereas investing in a fully diversified portfolio of junk bonds and other lower risk securities minimises the portfolio's chance of total default, while minimising the effect of each individual default and providing sufficiently high cash flow to compensate for losses sustained in each individual default. This idea was key to how Michael Milken turned a non-existent secondary junk bond market in the United States in the 1970s (much like Australia's current UUD market) into an efficient, deep and liquid securities market worth USD 1.1 trillion or around 40% of United States corporate debt issuance. [27]
Why is Australia's UUD market particularly dangerous for investors?
The United States still dominates the USD 1.5 trillion global high-yield bond market comprising of around 75% of worldwide issuance, or USD 1,144 billion. Europe and the United Kingdom comprise the second largest high-yield bond market at USD 274.5 billion or around 18% of worldwide high-yield issuance. However, Europe's junk bond markets began with a lack of businesses that possessed the certainty of cash flow and operational stability of those in the United States to obtain investment grade ratings. As a result, European investors became significant participants in the much larger United States junk bond markets as a larger number of European financings were provided by mezzanine debt finance instead of high-yield corporate debt issuance. Europe's junk bond market would, despite significant growth in this market following the introduction of the Euro, remain in the shadow of the United States market to this day. However, in the wake of the GFC in 2008, corporations are beginning to see the benefits of including corporate high-yield debt issuance in their corporate finance structures leading to a new era of growth in the high-yield market in Europe. Europe has grown from 5.5% of the global high-yield market 10 years ago to 18% while the United States has fallen from 92.1% 10 years ago to 75%. [28]
Australia, as a small part of the relatively tiny Asia Pacific market (which comprises only 3.7% of global high-yield issuance), is much less efficient and liquid in terms of UUDs compared to the much deeper United States and European markets. [29] The United States corporate bond market is 368 times the size of the Australian market while United States Gross Domestic Product is only 14 times the size of Australian Gross Domestic Product, which indicates significant potential for growth in Australia's UUD market. [30] Australia's current UUD sector has no secondary market that presents investors with any scope for depth of market analysis, efficient pricing or secondary market liquidity. However, it seems to have broad potential for significant growth. Encouraging high-yield issuers to adopt the Simple Corporate Bonds Regime (discussed below) may assist to eventually create a secondary market in Australia. However listing requirements may make this market inaccessible for venture and start-up companies, for which the junk bonds market in the United States was originally designed.

A typical deep and developed high-yield market should attract sufficient widespread professional analysis of available issuers to consistently drive security prices and interest payments towards an accurate reflection of the riskiness of the issuer's ability to pay its debts as they fall due. [31] Developed markets will also provide a depth of issuers that will provide better liquidity for investors allowing them to buy and sell securities relatively easily on the secondary market, as well as allowing for a meaningful level of diversification. Australia's UUD market provides none of these benefits because it is tiny in comparison to the junk bond market in the Unites States, which is why participation is currently dangerous for ordinary investors in Australia with little or no portfolio diversification. However, amidst the unique economic conditions of low official interest rates and low risk appetite in the share market, a great opportunity for growth in Australia's UUD sector seems imminent.
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Many Australian investors are turning to interest rate securities due to increased levels of volatility, lower levels of investor confidence in share markets (due to the GFC) and lower interest rates offered by banks and bond issuers (due to central banks seeking to stimulate their economies through the easing of monetary policy and quantitative easing). [32] Historically, the less risky blue-chip corporate bond issuances have been targeted towards institutional investors, with retail investors only being offered issuances that institutional investors will not purchase, for reasons including that the issuer's default risk is too high. [33] The GFC has subsequently driven a number of debt offerings away from institutional and wholesale markets towards retail investors. [34] Issuance of listed interest rate securities on the ASX is at record highs and growing, having increased by around 40% in 2012 to more than AUD 30 billion. [35] In 2012, overall market yields for sub-investment grade interest rate securities listed on the ASX at 13.08% was on par with the all ordinaries at 13.46%. [36] This movement towards safer debt securities and the strong outperformance of the market by sub-investment grade listed interest rate securities signals a potentially strong market for UUDs and the potential for UUDs to become a conduit for major economic growth if this market is nurtured effectively, much like the junk bond markets of the United States.

Consequences for investor protection
UUDs are currently difficult to trade because there is no official secondary market to facilitate trade and analysis in Australia. This is a danger for investor protection that cannot be solved by mere single-issuer based disclosure. More disclosure about the issuer itself will not communicate the essential message about industry wide diversification of high-yield debentures, as well as the particular dangers of investing in this market in Australia, compared to equivalent overseas markets. It will only prepare investors to make a decision as to whether to invest in one security (many UUD investors would only compare a UUD prospectus to the prospectus of a bank, discussed below), while failing to impart an understanding of the wider context of global high-yield markets, and the particular dangers for UUD investors. This is the essential nature of current equities and debt prospectus disclosure for investor protection in Australia. It focuses its analysis and messages on the one security being offered, with no differentiation between the unique characteristics of each underlying market, and the unique dangers which each market entails.

Standardised market warnings, that are easy to understand, should be considered for inclusion in UUD prospectuses to clearly inform investors of the dangers of Australia's UUD market and the importance of diversification when investing in high-yield, high-risk investment products, and whether Australia's UUD market itself facilitates, or inhibits, meaningful levels of diversification. These messages would be universal to the Australia's UUD market and would not vary between different UUD issuers, because the relevance of these messages to investors does not change with the choice of UUD issuer. For example, the key standardised messages could give reference to the number of issuers of UUDs currently in Australia, the amounts they raised from retail investors, whether each UUD is tradeable on a secondary market, or otherwise, and, most importantly, how Australia's UUD market currently compares to its equivalents overseas. These messages could also be linked to a central internet-based information portal that could provide regular updates to this information, so that these messages are always up to date.
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The underlying legislative framework and regulatory landscape
This part introduces the current law of debentures in Australia from its beginnings in the Corporations Act legislative framework, to the regulatory landscape administered by ASIC. First, it introduces the key provisions, namely the definition of debentures (and its exclusions) and the three disclosure regimes in the Corporations Act (and the regime that is relevant to debentures, namely the corporate fundraising prospectus disclosure regime in Ch 6D of the Corporations Act). Secondly, it describes two key difficulties in the regulation of debentures under current laws in Australia, namely the classification of complex interrelated financial instruments and hybrids as debentures and the lack of emphasis on diversification and comparison to overseas markets under the current single issuer based disclosure regime for investor protection in Australia. Thirdly, this part introduces the regulatory "benchmark" disclosure regime specifically for UUDs and the trustee oversight regime for the issue of debentures in Australia, which are the areas subject to ASIC's current proposed reforms to Australia's UUD sector.

Definition
Debentures were introduced to the Corporations Law in 1998 under the Corporate Law Economic Reform Program Bill 1998 (Cth) as a codification of the existing debenture laws (which included trustee oversight requirements and the definition of debentures). [37] Trustee requirements for the public offer of debentures that existed before 1998 have been retained and are now found in Ch 2L of the Corporations Act. [38] Before 1998, the definition of debentures codified the common law definition at the time, which was based on "a class of documents issued by a company acknowledging or creating [an existing] debt", [39] which is "not a future debt, except where the documents make provision for repayment of a loan to be made after execution of the instrument". [40]
After 1998, the definition of debentures was amended to include "a chose in action (or property right)" that may be by paper or electronic. [41] The current definition is now found in s 9 of the Corporations Act. Section 9 defines a debenture of a body as "a chose in action that includes an undertaking by the body to repay as a debt money deposited with or lent to the body … [and] may (but need not) include a security interest over property to secure repayment of the money". This definition may be divided into two elements:

· a chose in action; and

· that includes an undertaking by a body to repay as a debt money deposited.

This definition also specifically includes an undertaking to repay a debt given as consideration for an off-market takeover bid or a scheme of arrangement under Pt 5.1 of the Act.

Exclusions
There are two sets of exclusions from the definition of a debenture. The first set of exclusions include instruments that satisfy the two elements, but which are nonetheless excluded from the definition of a debenture, such that the issue of these instruments do not require disclosure to investors. These must still be included in the register of debenture holders as debentures under ss 168(2) and 601CZA. These are an undertaking to repay:

· money lent in the ordinary course of a business to a body borrowing in the ordinary course of business, that is not in the business of finance;

· a deposit with an Australian authorised deposit-taking institution (ADI) in the course of its banking business; and

money that is prescribed in the Corporations Regulations 2001 (Cth).
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The second set of exclusions does not require disclosure as a debenture and are not required to be included in the register of debenture holders. These are undertakings to repay under:

· a cheque;

· money order; or

· bill of exchange.

Debentures also offer a number of optional characteristics that do not affect whether an instrument falls within the legal definition of a debenture. If a debenture satisfies the definition described above, and is not excluded, it may still take on numerous characteristics and still fall within the definition of a debenture. A debenture may be secured by a mortgage or other security interest, or it may be unsecured. A debenture may be convertible to equity capital. A debenture may either require repayment of the principal amount on maturity (that is, it is redeemable), or may be irredeemable.

Disclosure framework
The current disclosure framework for investor protection in the Corporations Act includes three main disclosure regimes:

· the prospectus disclosure regime for the issue of securities under Ch 6D (Prospectus Regime) introduced by the Corporate Law Economic Reform Program Act 1999 (Cth); [42] 
· the product disclosure statement (PDS) disclosure regime for the sale and dealing in financial products (excluding securities) issued under Pt 7.9 (PDS Regime) introduced under the Financial Services Reform Act 2001 (Cth); [43] and

· the managed investment scheme disclosure regime (MIS Regime) for investments that do not fall within the definition of a financial product or a security (that is what has been described as "residual investment opportunities remaining after shares and debentures are considered"). [44] 
Each regime was introduced for different reasons. "The [PDS Regime] seeks to protect financial planning clients against the mismatch, by a financial intermediary (such as a financial planner), of unsophisticated investors (particularly first time investors) with investment products that are not suitable to their circumstances and risk preferences." [45] The Prospectus Regime was enacted, in part, to require disclosure for the issue of securities so as to allow investors "to distinguish poor investments from promising investments in a cost-effective way" because "promoters of bad products are unlikely to disclose their flaws". [46] The MIS Regime was designed to "encourage 'ordinary Australians [to] save and invest', and to attract investors to 'get better returns by pooling their money', as well as to cover investment types that were not covered under shares and debentures". [47]
The issue of debentures is regulated under the Prospectus Regime in Ch 6D of the Corporations Act, to the exclusion of the PDS Regime and the MIS Regime. Section 700 states that the meaning of securities for the purposes of Ch 6D includes the definition of securities under s 761A, which includes debentures. If a financial instrument meets the definition of a debenture under s 761A, then under s 700, an issue of debentures is deemed to fall under to Ch 6D by the operation of s 92(4) of the Corporations Act. Also, the issue of debentures is explicitly excluded from the PDS Regime under s 1010A. Section 706 requires that the issue of securities, as defined under s 761A, be accompanied by
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prospectus type disclosure unless an exemption in s 708 applies. A managed investment scheme excludes the issue of debentures by a body corporate under para (j) of the definition of a "managed investment scheme" in s 9 of the Act. Therefore, a typical once-off issue of debentures by a corporation only requires a prospectus (or another disclosure document if allowed) under Ch 6D (if an exemption does not apply), and does not require disclosure under the PDS Regime or the MIS regime or hold an Australian financial services license (AFSL).

Chapter 6D dictates that under s 706, the issue of securities (including debentures) requires disclosure unless an exemption under s 708 applies. These exemptions include issues made to sophisticated investors, professional investors and senior managers and directors of the issuing company, [48] issues that do not breach the 20 investors or AUD 2 million ceilings or issues of debentures made by an Australian ADI (a bank) or a body registered with APRA under s 21 of the Life Insurance Act 1995 (Cth). Under s 113(3) of the Corporations Act, a proprietary company may only issue debentures if an exemption applies. If an exemption does not apply, then a proprietary company must convert to a public company in order to issue debentures to the public.

Interrelationships
The "umbrella" of regulated financial products is a complex web of functional legal definitions that seeks to capture a plethora of available financial instruments. These financial instruments each provide a wide variety of (sometimes interrelated) economic benefits and mechanisms, which are continually growing in type, form, substance and complexity over time driven by technological advancement and economic development. Ultimately, each must fall within one of several specific or functional legal definitions. [49] This has been described by the High Court of Australia as a "characteristic [of this being] the creation by the legislation of rights and liabilities by means of criteria[,] which reflect fluid market and economic usage rather than any ascertainable and stable meaning in the law". [50] The constantly changing nature of financial markets and technology gives rise to difficulties in maintaining stable, effective and accurate legal definitions.

Much of the complexity surrounding the regulation of UUDs in Australia lies in determining whether certain complex financial instruments fall within the definition of debentures described above (which include UUDs), or another definition altogether. Where a financial instrument falls within these definitions and exclusions determines whether the Prospectus Regime, PDS Regime or the MIS Regime applies. Sophisticated issuers may therefore engineer the economic mechanics of their securities to seek to avoid one regime in order to access lower regulatory burdens in another regime.

In particular, the close interrelationships between the legal definitions of debentures, derivatives and managed investment schemes under the Corporations Act and relevant case law, can lead to uncertainty as to which regime should apply. A number of recent cases have illustrated how these three types of securities can share similar economic and financial characteristics. However, mechanisms have been included in the Corporations Act, and have been interpreted by the courts, to ensure that these financial instruments are ultimately distinguishable, even if by the slightest of economic details.

In the case of Bathurst Regional Council v Local Government Financial Services Pty Ltd (No 5) [2012] FCA 1200, the parties argued the possibility that a constant proportion debt obligation (CPDO) (a complex form of credit derivative) could satisfy both the definition of a derivative in s 761D(1) and the definition of a debenture in s 9 simultaneously (before exclusions are considered). But there was a fine distinction.

Section 761D(1) defines a derivative as "an arrangement in relation to which … a party to the arrangement must, or may be required to, provide at some future time consideration of a particular kind … to someone … and … the amount of the consideration, or the value of the arrangement, is
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ultimately determined, derived from or varies by reference to (wholly or in part) the value or amount of something else (of any nature whatsoever and whether or not deliverable". This definition is broad but may be divided into two elements:

· consideration may be payable at some future time; and

· consideration is ultimately determined by reference to something else.

In Bathurst Regional Council the CPDOs were found to be choses in action. However, it was found that there was no undertaking to repay a debt because "the so-called obligation to repay the Principal Amount is not merely 'qualified by other provisions'. In substance, there is no such [undertaking] unless and until there is a cash-in event". [51] Under the CPDOs, investors provided a principal amount, part of which was then invested in risky assets by the issuer, under a complex investment mechanism, to seek to earn sufficient returns to pay out all promised interest payments to the investor, and return the principal amount. Once this goal was satisfied, a cash-in event would be triggered and there would be an undertaking to repay the interest payments and principal amount to the investor. The distinguishing factor from a debenture was that the undertaking did not materialise until the occurrence of an uncertain event in the future. The CPDOs, at the point of sale, did not contain any such undertaking.

This may be contrasted against the collateralised debt obligations (called "Dante" credit-linked notes) examined in the case of Wingecarribee Shire Council v Lehman Brothers Australia Ltd (in liq) [2012] FCA 1028. In this case, the Dante notes were held to be an "obligation to the noteholders [that] was in substance that of an 'undertaking … to repay as a debt money deposited with or lent' to it. It was an obligation to pay such money, if any, as would be calculated later as due by reference to the outcome of a speculative investment in a [Dante note]". [52] In this case, the undertaking to repay interest payments and the principal amount to the investor at maturity was present at the point of sale, but could be taken away by operation of a "flip clause", which would flip the undertaking to be in favour of a swap counterparty, if a predetermined credit event occurred. The Dante notes, at the point of sale, contained an undertaking to repay a debt, which satisfied the definition of a debenture, even if that undertaking to repay was conditional on an uncertain event occurring.

The fine distinction between a debenture and a derivative illustrated by these two cases is that a debenture begins and remains an undertaking to repay a debt of a fixed value (which can be subject to an uncertain future event), while a derivative begins as an investment that does not contain an undertaking to repay that debt of a fixed value until an uncertain future event occurs. Derivatives can be seen as a debenture without the undertaking to repay a debt, if the principal repayment value is referenced to the value of another asset. The Corporations Act deals with the possibility that a financial instrument could still satisfy both the definition of a debenture and a derivative by deeming all debentures to be excluded from the definition of a derivative. Sections 761A, 761D(3)(c) and 764(1)(a) operate to the effect that if something satisfies the definition of a debenture, then it is not a derivative for the purposes of s 761D(1).

A managed investment scheme is more easily distinguishable from a debenture than a derivative because of the requirement that contributions be pooled or used in a common enterprise. Broadly, the current definition of a registered managed investment scheme is:

· a scheme (with more than 20 members in a registered scheme); [53] 
· where people contribute money or money's worth;

· to acquire rights to prospective benefits produced by the scheme;

· where contributions are pooled or used in a common enterprise to produce benefits consisting of rights or interests in property; and

where members do not have day-to-day control over the operation of the scheme. [54] 
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In the case of Wingecarribee it was found that the Dante notes were not a managed investment scheme. Even though investors did not have day to day control of their investment, "[the Dante notes were], and could only be, a payment by each client … for a product in a one-off transaction". [55] It was held that "[the] payment by Grange was not a pooling of Grange's clients' funds or a use of them in any scheme" and therefore "there was no scheme or plan of action for Grange's clients to pool, or to use, their purchase money in any common enterprise". [56]
Under s 9, para (j) of the definition of "managed investment scheme" excludes a debenture and the definition of a derivative. Section 761D(3)(c) of the Act excludes a managed investment scheme under s 764A(1)(b) and an unregistered managed investment scheme under s 764(1)(ba) from the definition of a derivative. For example, if something that falls within the definition of a derivative also falls within the definition of a managed investment scheme, then it is a managed investment scheme, and if something falls within the definition of a derivative, a managed investment scheme and a debenture, it is a debenture.

Ultimately, if an instrument has the characteristics of a debenture, being a stable principal amount to be repaid as a debt from commencement of the investment, whether or not the undertaking to repay is conditional on an uncertain future event, it will be a debenture and will require disclosure under Ch 6D and the appointment of a trustee under Ch 2L of the Corporations Act. It will be excluded from the PDS Regime and the MIS Regime, despite also possibly satisfying the definitions of a derivative and a managed investment scheme.

Hybrid interrelationships
Hybrids are the combination of multiple types of securities (and possibly other regulated and unregulated financial instruments) combined in the one instrument. Hybrids create further complexity and uncertainty as to how a court will characterise instruments that are designed to satisfy several definitions of securities described above.

The case of Macquarie Bank Ltd v ASIC (2001) 39 ASCR 508; [2001] AATA 868, decided before the Administrative Appeals Tribunal, illustrates how a derivative, a debenture and a put option could be combined to avoid the disclosure requirements in the Corporations Act, despite containing elements of two regulated financial instruments (a debenture and a derivative) that require disclosure to investors under the Act. Ultimately, this arrangement would avoid the Prospectus Regime but would now come within the PDS Regime introduced after this case was decided.

In Macquarie Bank, the Tribunal examined a complex hybrid called a High Yield Equity Note (HYENA) issued by Macquarie Bank Ltd (MBL). The HYENAs were priced at 85% to 95% of the market value of an underlying ASX listed security chosen by MBL. The HYENAs paid interest at a rate determined by reference to the value of the underlying ASX listed security. This variable interest rate of return, referenced to the value of an ASX listed security, gave the HYENAs the characteristics of a derivative. However, as discussed above, a security that satisfies the characteristics of both a derivative and a debenture, is characterised solely as a debenture under the Act.

Apart from being a derivative, the HYENAs also exhibited both the characteristics of a debenture and of a put option. The debenture characteristic was exhibited if, at maturity, the market value of the underlying security was greater than the purchase price (Case 1). In Case 1 the investor would be entitled to receive the purchase price plus interest payments (that is, the debenture characteristic). The put option characteristic was exhibited if the market value of the underlying security was less than the purchase price at maturity (Case 2). In Case 2 the investor may receive the market value of the security plus interest payments, or the investor may be forced to accept a placement of the underlying
(2014) 32 C&SLJ 107 at 121

shares, at the absolute discretion of MBL (that is, the put option characteristic). Oral evidence provided by Peter Grimshaw of MBL stated that MBL expected to exercise the put options "approximately 30% of the time". [57]
It was held that disclosure was not required for the issue of the HYENAs. The put option characteristic did not give rise to disclosure requirements at the time. A put option does not come within the definition of a security under s 92(3)(e) of the Corporations Act. The reason for this was stated as "[the Prospectus Regime] will not apply to [a] put option. This is because the [Prospectus Regime seeks] to regulate people who make securities available. Put options, however, are issued by the person who has the obligation to buy the securities and are more appropriately regulated by other provisions of the law". [58]
However, disclosure may have been required for the debenture characteristic. The debenture characteristic gave rise to a debenture that did not come within the exception to the definition of a debenture under s 9 of the Corporations Act for debentures issued by an ADI in the "ordinary course of business". The issuance of a complex hybrid instrument was held to not be within the ordinary course of business of an ADI. It was then argued that the HYENAs did not fall within the exemption for debentures issued by an ADI under s 708(19) because "this exclusion should be narrowly construed or apply to securities which compromise a debenture only and nothing else … HYENAS … cannot be characterised as mere debentures as they incorporate another form of security, namely [a put option]". [59] It seems that disclosure for the issue of debentures under Ch 6D of the Act should have applied.

Ultimately, determining whether disclosure was required for the debenture characteristic was held to be unnecessary. This is because the put option characteristic was determined to apply, to the exclusion of the debenture characteristic, and ASIC "did not seem to" dispute this. [60] The Tribunal acknowledged that "because of the complex hybrid character of HYENAs, these are just the sort of security which should be regulated by the [Prospectus Regime] in order to afford appropriate investor protection". [61]
If this case was decided today, and disclosure for the issue of debentures did not apply, the put option characteristic would come under the definition of a derivative, and therefore be subject to the PDS Regime. Under the case of ASIC v Giann & Giann Pty Ltd (2005) 141 FCR 278; [2005] FCA 81, Finkelstein J stated "[u]nder a call option and put option contract, the buyer may be required to pay for the shares 'at or before a pre-determined date in the future' which satisfies the requirements in s 761D(1)(a) that a party to a derivative contract 'provide at some future time consideration' and … [t]he requirement in s 761D(1)(c), that the consideration for the arrangement be 'determined, derived from or varies by reference to (wholly or in part) the value of something else', is satisfied because … the factors that might influence the price of a [call or put option] include the price of the underlying listed security". [62]
Disclosure documents
If a financial instrument falls within the definition of a debenture, after interrelationships and hybrid interrelationships are considered, and an exemption is not satisfied under s 708 of the Corporations Act, then one of four types of disclosure documents must be produced under s 709. These disclosure
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documents are a prospectus, a short form prospectus, a profile statement and an offer information statement. A profile statement is redundant because it has not yet been approved for use by ASIC. [63]
Prospectus content requirements are contained in ss 710 and 711. Section 710 contains a general test for whether information must be disclosed in a prospectus. Section 711 sets out a list of specific items that must be contained in a prospectus.

Section 710 requires that a prospectus must contain all information that investors and their professional advisers would reasonably require to make an informed assessment of the rights and liabilities attaching to the securities offered and the assets and liabilities, financial position and performance, profits and losses and prospects of the issuing company. This is a general test designed to adapt to changing metrics for the measurement of company performance.

Section 711 requires that a prospectus must contain the terms and conditions of the offer and, if the prospectus states or implies that the securities could be traded on a financial market in Australia or elsewhere, it must state that the securities have been admitted for quotation on that financial market or that an application for admission of the securities for quotation has been submitted (or will be submitted in seven days) to a financial market. Section 711 also requires disclosure of the current directors and proposed directors of the issuing body, any professional advisers, underwriters, brokers and/or promoters involved in the preparation of the prospectus or the issue of the securities, and any interests held by any of these directors or service providers at any time within the past two years, including fees to be paid. A statement must also be made that securities will not be issued after the expiry date of the prospectus. ASIC Regulatory Guide 228 requires that issuers also disclose the risks associated with the issuer's business model, the type of securities offered and the particular offer. [64] Risks associated with the lack of a secondary market or insufficient levels of diversification are not specifically mentioned.

Section 712 allows a short form prospectus to be created that references information required under ss 710 or 711 in another disclosure document. A short form prospectus therefore still requires the issuer to prepare all disclosure elements required under a prospectus as discussed above, but these disclosures may be made under multiple documents, rather than the one prospectus.

Section 714 requires that a profile statement contain information on the body and the nature of the securities, the nature of the risks involved in investing in the securities and details of all amounts payable in respect of the securities (including fees, commissions and charges). A profile statement must also contain statements that the profile statement can be obtained free of charge, that it has been lodged with ASIC, that it is not valid after it expires (maximum validity period of 13 months), and that ASIC is not liable for the information in the profile statement. Under s 709(2) a profile statement can only be used if ASIC has approved its use in conjunction with a prospectus. ASIC has not yet approved the use of a profile statement. [65]
Section 715 requires that an offer information statement contain information on the body and the nature of the securities, the body's business, the use of raised funds, the nature of the risks involved in investing in the securities and details of all amounts payable in respect of the securities (including fees, commissions and charges). An offer information statement must also contain statements that the offer information statement is not a prospectus, that the offer information statement can be obtained free of charge, that prospective investors should obtain investment advice before investing, that it has been lodged with ASIC, that it is not valid after it expires (maximum validity period of 13 months), and that ASIC is not liable for the information in the profile statement. Audited financial statements with a balance date within six months of the offer information statement date must also be included.
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Under s 709(4) of the Act, an offer information statement may only be used instead of a prospectus if the amount being raised by the issuer, its related bodies corporate and entities controlled by associates of the body totals AUD 10 million or less.

Regulatory guides to disclosure
Currently, ASIC Regulatory Guides 69 and 156 are the key regulatory guides on disclosure requirements and prohibitions specifically for the issue of UUDs in Australia. [66] Both Regulatory Guide 69 and Regulatory Guide 156 are discussed in more detail below. Regulatory Guide 69 imposes benchmarks that must be disclosed in a prospectus in addition to complying with the disclosure requirements above. The benchmarks are:

· obtain a credit rating;

· maintain a minimum equity capital ratio of 20%; [67] 
· hold cash reserves to ensure sufficient liquidity for the next three months;

· maintain a 70% loan to valuation ratio where the loan relates to property development, or 80% for all other cases;

· disclose certain attributes of the issuer's number of loans expected in the next 12 months;

· obtain cost/as is/as if complete valuations for real estate and market value valuations for all other assets;

· disclose all related party transactions; and

· disclose of the issuer's approach to rollovers (that is, how will investor funds be dealt with at maturity).

Disclosure against these benchmarks is not strictly required by law, but ASIC requires that these benchmarks be satisfied and disclosed to investors on an "if not, why not" basis. Material changes underlying the disclosures must be addressed in a supplementary disclosure.

Regulatory Guide 156 imposes prohibitions and restrictions on the use of certain words in the prospectus or other advertising for a UUD including:

· any suggestion that the UUD is a bank deposit or that it is "risk free", "low risk", "guaranteed" or "safe" is prohibited;

· prominent warnings must be included that an investor can lose all of their investment or not be paid interest; and

· no suggestion is to be made that the investment is suitable for a particular investor (for example, a conservative investor, because it is assumed that the producer of a prospectus has not yet considered the personal circumstances of an investor).

None of the legislation or regulatory guides discussed above directly mention the dangers of a lack of a secondary market or the importance of diversification of an investor's portfolio, but rather focus on risks associated with the particular offer or security. This may prove to be adequate in the deep, efficient and liquid listed debt and equity capital markets in Australia where comparison between widely held and analysed securities can lead to valuable opportunities when trading. However, diversification becomes more critical to avoiding catastrophic loss in the UUD market in Australia because it is not liquid or efficient. The absence of any information on diversification would be a factor in why ordinary investors are convinced to invest large amounts in a handful of UUD issuers with little or no diversification (discussed below). Of the most recent prospectuses and supplementary prospectuses under the UUD disclosure regime, namely Banksia and Wickham, neither directly mentions the importance of diversification or having a liquid secondary market to facilitate trade and accurate market pricing of securities. [68]
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Trustee oversight
Chapter 2L of the Corporations Act contains the trustee requirements relating to debentures. Section 283AA of Ch 2L is the key provision, which states that before making an offer of debentures requiring disclosure under Ch 6D, a trust deed must be entered into that complies with s 283AB, and the trustee appointed must comply with s 283AC. Under s 283AB, the trust deed must hold in trust the right to enforce the issuer's right to be repaid, any charge or security to secure repayment, and the right to enforce any other duties that the borrower (and any guarantor) may have under the trust deed or the Corporations Act. The trustee is typically a public trustee, ADI or a licensed trustee company, but other types are available under s 283AC. [69] A breach of this under ss 283AA, 283AB or 283AC is a strict criminal liability offence.

The rest of Ch 2L establishes a framework for the operation of a debenture by the trustee in accordance with the trust deed. Sections 283BB, 283BC, 283BD, 283BE, 283BF and 283EA contain duties of the issuer including duties to carry on and conduct its business in a proper and efficient manner, maintain financial records for inspection by the trustee, call meetings if requested by 10% (by nominal value) of debenture holders, provide quarterly reports to ASIC and the trustee, and notify the trustee of any security interests that it grants. Similarly, ss 283CB and 283CC require any guarantor to conduct its business in a proper and efficient manner and notify the trustee of any security interests that it grants.

Duties of the trustee are contained in ss 283DA and 283EB of the Corporations Act. These duties include to exercise reasonable diligence to ascertain whether the property of the issuer and of each guarantor that is, or should be, available (whether by way of security or otherwise) will be sufficient to repay the amount deposited or lent when it becomes due, whether the issuer or any guarantor has committed any breach of the terms of the debentures or the provisions of the trust deed. The trustee may call meetings if the issuer or a guarantor breaches its obligations.

Section 283BH places restrictions on how debentures can be described and advertised. Under s 283BH(2), a debenture can only be described as a mortgage debenture if the repayment of borrowed principal funds is secured by a first ranking registered (or registrable and lodged) mortgage given to the trustee over land vested in the issuer or a guarantor, and the borrowed principal funds do not exceed 60% of the valuation of the land over which the security interest is granted, the valuation of which must be included in the disclosure document. Under s 283BH(2)-(3), an instrument can only be described as a debenture if either of the above requirements under s 283BH(2) are satisfied or if, under s 283BH(3), the repayment of borrowed principal funds is secured by a security interest in favour of the trustee over the whole or part of the tangible property of the issuer or a guarantor and that tangible property is sufficient or reasonably likely to be sufficient to meet the liability for the repayment of all liabilities that rank equally to that security interest, including the repayment of borrowed principal funds and any required interest payments under the debenture. If s 283BH(2) or s 283BH(3) are not satisfied, then the debenture must be described to the public in its disclosure documentation as an "unsecured note" or "unsecured deposit note". [70] Overall, the effect of s 283BH is to prevent UUD issuers from advertising their issuance as a "debenture" unless it is secured. An unsecured UUD must be described as an unsecured note or an unsecured deposit note.

The trustee must do everything within its power to ensure that the issuer and guarantor remedies any breach unless the trustee is satisfied that the breach will not materially prejudice the debenture holders' interests or any security for the debentures. The trustee must also notify ASIC as soon as practicable of the issuer fails to notify it of the creation of a security interest or fails to lodge its quarterly report. These mechanisms seem to establish strict operating procedures that should ensure
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debentures are operated to the high ethical and administrative standards. However, since being brought over into Ch 2L from the previous Corporations Law regime in 1998, these provisions have failed to prevent a steady stream of UUD issuer collapses that will be discussed below. These standards will become more stringent if ASIC's new reforms, discussed below, are implemented.

The history of ASIC's approach to the regulation of UUDs
Over most of the past decade, the main focus of ASIC's attention in regard to UUDs has been fine-tuning prospectus disclosure requirements. This focus on disclosure, as opposed to prudential regulation, would set the theme for the regulation of UUD issuance in Australia for many years to come. Without direct prudential interference on the financial standing of UUD issuers apart from requiring disclosure of their compliance with the "eight benchmarks", issuers were granted the freedom to operate in breach of disclosure principles, as long as these breaches, and sufficient underlying reasons, were disclosed. [71]
This framework has exhibited flaws in its pursuit of investor protection because of consistent breaches of the benchmarks, which has not made investors more cautious, or diversified, but which has failed to prevent several disastrous collapses and the catastrophic loss of savings for retail investors, mostly due to the inherently dangerous nature of UUDs in Australia. ASIC now intends to increase trustee powers and obligations and make certain benchmarks mandatory, which introduces a level of prudential interference to the business and financial operations of UUD issuers never seen before in Australia. Because prudential regulation involves ongoing and constant monitoring, rather than intermittent and occasional oversight, ASIC may be less well equipped to carry out this function compared to APRA. Further, because the UUD market is inherently designed to accommodate issuers that typically are unable to comply with financial ratios, such as small business ventures and start-up companies, the proposed mandatory benchmarks will further discourage these types of companies from fundraising through UUDs.

This part traverses the evolution of ASIC's approach to the regulation of UUD over the past decade. First, it discusses the introduction of the current law of debentures in Australia under the Corporate Law Economic Reform Program Act, and ASIC's initial reaction to widespread breaches of this regime, which led to a string of ASIC stop orders and corporate collapses. Secondly, it discusses the introduction of ASIC's three point plan for the UUD sector in Australia, which led to the publication of ASIC Regulatory Guide 69 and Regulatory Guide 156, the current key regulatory guides specifically for the issue if UUDs in Australia. Thirdly it discusses ASIC's investigations into UUD investors in Australia, which exposed low levels of investor education and diversification. Fourthly, it discusses the latest UUD issuer collapses of Banksia, Wickham and Gippsland and outlines the problems with ASIC's current proposed reforms in response to these recent collapses.

Three problems are identified with the proposed reforms. The first problem is that ASIC's proposed reforms to improve the quality of disclosure for UUDs, without standardised warnings such as those discussed earlier in this article, will be deficient in a key area of UUD investment, namely diversification and comparison to overseas markets. The second problem is that ASIC's proposed reforms to increase trustee powers and impose a simplified regime of prudential type regulation on certain issuers of UUDs will further deter prospective UUD issuers from entering Australia's UUD market, which given the current fledgling nature of this market, may potentially shut it down completely. The third problem with the proposed reforms is that while the Simple Corporate Bonds Regime may provide for a new beginning for the UUD market in Australia if it is shut down, in its current form, this proposed regime will require significant "track" record operating thresholds to be met, which may be nearly impossible for small business ventures and start-up companies to meet. These types of businesses form a key component of equivalent overseas markets and the growth of the UUD sector in Australia would arguably lack a driving force if these participants were to be deterred from issuing UUDs in Australia.
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ASIC's first disclosure regime – early widespread breaches
As discussed above, the foundation of the current investor protection disclosure regime for securities, including debentures and UUDs, was introduced in 1999 under the Corporate Law Economic Reform Program Act and is now Ch 6D of the Corporations Act. It did not take long for debentures in particular to attract ASIC's attention for breaches of Ch 6D disclosure requirements. Between 1 July 2003 and 6 January 2004, ASIC had, as a result of regular surveillance, taken action against 14 debenture issuers. [72] Five final stop orders and 11 interim stop orders were issued, with six interim stop orders revoked after amended prospectuses were provided to ASIC. By 27 July 2004, ASIC had placed stop orders on more than AUD 1.8 billion worth of high-yield debenture issues due to defective disclosure. [73]
These concerns prompted ASIC to commence more intensive surveillance of UUDs in late 2004. [74] In February 2005, ASIC's first surveillance report on UUDs was published, Report 38. [75] Report 38 illustrated the rise in breaches and ASIC-initiated corrective action taken against any breaches of disclosure or other requirements. The most common issues that ASIC identified in Report 38 were aggressive and misleading advertising towards retirees, undisclosed on-lending of proceeds from investors to related parties, undisclosed inability of an issuer or borrower of investor proceeds to pay interest obligations from current cash flows and inadequate disclosure of security interests. Some issuers used investor proceeds to pay off unrecoverable debts, and some on-lent investor proceeds to entities that did not have sufficient cash flow to pay the agreed interest payments at high-yield amounts.

ASIC's corrective action and stop orders could not prevent a series of UUD issuer collapses during the economic conditions that would lead up to the GFC. The Westpoint collapse, which cost about 4,000 investors at least AUD 300 million, was the first in a series of collapses of Australian UUD issuers, which would continue to unfold to this day. [76] In April 2004, ASIC banned Westpoint from issuing promissory notes and on 19 December 2005, ASIC filed in the Federal Court of Australia in Perth for the winding up of Westpoint on grounds of insolvency. [77] On 12 September 2005 ASIC announced it had issued a stop order against Fincorp Investments Ltd to rectify defective disclosure and remove advertising such as "[invest] with certainty!" and "[t]hey also want a strong measure of security so they can sleep soundly at night". [78] On 18 August 2006, ASIC announced that it had obtained consent orders to restrict further fundraising by Bridgecorp Finance Ltd following concerns about its financial position. [79] On 9 March 2007 ASIC announced it had issued a stop order against
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Australian Capital Reserve Ltd (ACR), after which a supplementary prospectus was lodged. [80] Fincorp was placed into administration on 23 March 2007 costing 8,000 investors around AUD 200 million. [81] ACR appointed administrators on 28 May 2007 ultimately costing 8,600 investors around AUD 330 million. [82] Bridgecorp Finance Ltd collapsed in July 2007 owing 18,000 investors about AUD 450 million. [83] These events sparked a Royal Commission, which branded the occurrences as a "national shame" that "would never happen again". [84]
This state of affairs should serve as a signal that the typical UUD issuer might not be capable of consistently complying with strict financial ratios. Ultimately, many will fail, especially in an economic downturn. The rectification of defective disclosure can do little to save investors who had already transferred funds into investments that had no secondary market in Australia, making the trade and accurate pricing of these investments very difficult.

ASIC's first review using the three point plan – foundations of ASIC's current regime
On 30 May 2007 ASIC announced that it would reapproach its regulation of unlisted debentures, and this began with its "three point plan". The three points were:

· a focus on existing debenture issuers;

· new debenture issuers; and

· investor education. [85] 
Part of this new approach to regulation was a commitment to ongoing review of the UUD industry in Australia. ASIC began with a consultation process to identify key issues to be addressed by the new reforms.

In ASIC's first consultation review of the debenture market, Consultation Paper 89, [86] released in August 2007, ASIC identified seven significant recurring factors that seemed to contribute to the previous collapses of debenture issuers. The first factor was that issuers did not own sufficient equity capital (that is, cash held by the business), relative to the outstanding debentures issued, to absorb losses and adequately service their debts if the business experiences cash flow difficulties, and to provide an indication that the business founders have injected some of their own money at risk. The second factor was inadequate liquidity of the issuer, meaning that sufficient cash was not available at certain times to adequately service its debts, such that obligations to repay debtors at maturity did not match expected incoming funding from new investors, or rollovers by existing investors, leading to cash flow difficulties and eventual default. The third factor was low levels of diversification of the issuer's own investments. The fourth factor was loan to valuation ratios that were higher than those of traditional lenders. The fifth factor was inconsistencies in asset valuations obtained by issuers. The sixth factor was the on-lending of funds obtained by the issuer to associated businesses, that were questionably not at arms length commercial terms. The seventh factor was misleading advertising. ASIC determined that a number of failed debenture issuers had relied upon ASIC's "no action policy" in policing the occurrence these seven factors.
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On 31 October 2007, ASIC released Regulatory Guide 69 and a draft Regulatory Guide 156 for consultation. These would become the current key documents outlining additional disclosure requirements and advertising restrictions for Australian UUD issuers. [87] The eight benchmarks in Regulatory Guide 69 are derived from the seven factors identified in Consultation Paper 89. The first benchmark is obtaining a credit rating, which assists investors in determining the credit risk of the issuer, but which is incompatible with the unrated nature of UUDs (consequently, this benchmark was identified to have the lowest level of compliance of 2% in ASIC's second review in 2009 discussed below). The second benchmark is to maintain a minimum equity capital ratio of 20%. [88] The third benchmark is to hold cash reserves to ensure sufficient liquidity for the next three months. The fourth benchmark is to maintain a 70% loan to valuation ratio where the loan relates to property development, or 80% for all other cases. The fifth benchmark is to disclose certain attributes of the issuer's loan portfolio, if the issuer directly or indirectly on-lends funds, including number and value of the loans, proportion of loans that are secured, and proportion of total debt lent to its 10 largest borrowers. The sixth benchmark is to obtain cost/as is/as if complete valuations for real estate and market value valuations for all other assets. The seventh benchmark is disclosure of related party transactions. The eighth benchmark is disclosure of the issuer's approach to rollovers such as providing updated prospectuses and whether the default position is to rollover or to repay an outstanding payment obligation to an investor. [89]
On 19 December 2007, ASIC finalised and released Regulatory Guide 156. It focused on requiring all advertisements for debentures to include a prominent statement to the effect that investors risk losing some or all of their principal investment; to only advertise an interest rate if it is accompanied by a prominent disclosure of either the current credit rating of the debenture and what that means (or where to find this information); to state that a debenture is not a bank deposit and avoid the use of the words "secure", "secured" and "guaranteed"; and to avoid stating or implying that they are suitable for a particular class of investor. These warnings did not include any emphasis on diversification or the lack of a secondary market in Australia.

ASIC investor survey – low levels of investor education and diversification
On 23 April 2008, ASIC released Report 126, [90] a survey of 368 individual investors who had invested in the failed ACR or Fincorp UUDs, 280 individual investors who actively held UUD investments and 494 general investors. [91] This study showed that the individual investors typically fell into one of two types. Type 1 investors had a mean age of 64, tended to seek income for retirement, were more likely to be influenced by financial product advertising and were less likely to seek advice about their investment decision. Type 2 investors had a mean age of 41, tended to seek long-term savings, were less likely to be influenced by financial product advertising and were more likely to use informal networks to seek advice about their investment decision.

The study found that Type 1 investors had low levels of diversification with investors on average investing 31.5% of their total investment portfolio in ACR debentures, Fincorp debentures, another UUD investment or their largest investment, with 69% holding three or less investments. Type 2 investors held low to medium levels of diversification with 26.8% of their total investment portfolio in ACR debentures, Fincorp debentures, another UUD investment or their largest investment, with 60.2%
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holding three or less investments. Only 11.6% of Type 1 investors and 13.9% of Type 2 investors stated that the main reason for investing was for diversification purposes.

The study found that for both types of investors, their understanding of UUDs was low, with some failing to understand that they were investing in a UUD. Many did not read the prospectus. In some cases, the UUD prospectus was compared against a bank prospectus. As discussed above, there is no requirement to warn investors about the inherently risky nature of UUDs or the particularly dangerous UUD market in Australia and its lack of a secondary market, which means investors are unlikely to be aware that an investment in a UUD cannot be meaningfully compared to a significantly less risky investment in a bank.

ASIC's second review – continuing low levels of benchmark compliance
In 2009, ASIC completed its second review of the list of UUD issuers. It released figures for the Australian debentures market as at December 2008 showing a total of AUD 16.9 billion on issue by 109 issuers (excluding those issuers already under administration), which was a reduction in UUD issuance of 51% by value since June 2006. The vast majority, 64 of those 109 issuers, issued UUDs totalling AUD 4.5 billion. Two issuers were listed and rated as issuing AUD 1.3 billion. Thirty-nine issuers were listed and unrated as issuing AUD 5.2 billion. Five issuers were unlisted and rated issuing AUD 5.9 billion. In the year between March 2008 and September 2009, 15 issuers had entered external administration (mostly due to the GFC) comprising debt to the value of AUD 912 million. Of the 109 issuers, only 60% met the equity capital ratio benchmark, and only 28% met the valuations benchmark. Of the 15 issuers that entered external administration in the review period, only 36% (or 15 of them) met the equity capital benchmark and only 9% met the valuations benchmark. [92]
This study shows that the low levels of depth and liquidity across the debentures market in Australia did not discourage potential investors, who according to Report 126 did not sufficiently understand the importance of these concepts, indicating that the perilous nature of this financial environment was not sufficiently communicated. This is not surprising given that the UUD market was designed for businesses that could not meet stringent bank financial ratios, and therefore were required to offer a higher interest rate to attract investment. If investors were blind to the pitfalls of this market, they would see no reason to turn down a high-yield interest rate, and would therefore fail to adequately diversify, which Australia's illiquid UUD market prevented nonetheless. Furthermore, issuers of UUDs in Australia were struggling to meet the financial benchmarks set by ASIC, and although this must be disclosed, investors seemed to ignore, or not fully understand, the warnings implied. [93]
In March 2011, ASIC released Consultation Paper 151 [94] seeking to reform the naming and advertising of debentures. On 8 February 2012, ASIC announced changes to Regulatory Guide 156 (advertising of debentures) to relax naming requirements for debenture issuers. [95]
ASIC's third round of reforms – the Banksia and Wickham collapses and the beginning of possibly the end of UUDs in Australia
In late 2012, Banksia, the largest UUD issuer on ASIC's register at the time, collapsed, followed a few months later by Wickham. According to the Australian Financial Review's analysis of ASIC's register of 36 debenture issuers, "[of] the next 15 largest firms (excluding Banksia) … seven have since collapsed owing more than AUD 735 million [and the] most recent prospectuses issued by six of the
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remaining eight firms reveals they fail to meet ASIC's suggested minimum capital ratios". [96] Banksia obtained the use of a Bank-State-Branch (BSB) number and offered ATMs and savings accounts to counter a potential investor's understanding of any risks disclosed in its prospectus. "It can look like a bank and feel like a bank but [it] certainly isn't a bank." [97]
On 31 October 2012, ASIC announced a taskforce review into the UUD market in Australia. On 13 February 2013 ASIC released Consultation Paper 199, which outlined a number of proposed reforms to UUD regulation. ASIC Commissioner John Price stated "at the time of the failure of Banksia ASIC made it clear [it] had pushed the existing conduct and disclosure regime to its limit, and debenture issuers who accept retail investments and then on-lend that money like a bank should be required to have a more sustainable financial position". [98]
The key proposed reform is, for UUD issuers that on-lend funds received from debenture investors (that is, "shadow banks"), that a mandatory minimum capital ratio of 8% of their total risk-weighted assets and a mandatory minimum holding of 9% of their liabilities as high-quality liquid assets be introduced (respectively named the "equity capital ratio" and "liquidity ratio"). Breaches will result in a halt to further fundraising by the issuer until the breach is rectified.

ASIC has proposed that the equity ratio be replaced with a risk weighted capital ratio which will be the capital base divided by total risk-weighted assets. The "capital base is defined as the funding sources to which an entity can most easily allocate losses without triggering insolvency, … [including] issued capital reserve, retained earnings and non-redeemable preference shares, net of deductions". Assets will be risk weighted under a proposed category system that designates risk weightings ranging from 0% for cash to the highest of 200% for claims of capitalised interest and claims against a related party of the issuer and 250% for 90 days past due claims or impaired assets.

The problems with ASIC's current proposed reforms
These minimum capital requirements were proposed having regard to prudential standards that currently apply to ADIs that carry on lending activities. This risk-weighting system is simpler because of the smaller scale of UUD issuers relative to ADIs. It is also proposed that trustees have extended powers and the responsibility to supervise the issuer's compliance with the minimum capital and liquidity requirements akin to prudential regulation by the trustees (and ultimately ASIC) rather than APRA, and that auditors be required to provide half-yearly and annual reports directly to the trustee. [99]
Previously, it was not intended that full prudential regulation would be imposed on debenture issuers, as stated in ASIC's previous disclosure and non-interference position announced on 31 October 2012: "ASIC is not a prudential regulator but will monitor disclosures made by debenture issuers." [100] However, the proposed mechanism is a "simplified version" of the capital adequacy requirements that APRA imposes, on banks and other significant financial institutions in Australia. This may be a first step on the road towards full prudential regulation and financial restrictions that may eventually prevent the very businesses that junk debt is designed to fund from accessing funding from the UUD market in Australia. APRA are also considering stronger restrictions on UUD advertising to preclude the use of words that can give the impression that a debenture issuer is a bank, when it is not. [101] ASIC admits these businesses "would have difficulties meeting the new capital and
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liquidity requirements", signalling a possible intention to shut the market down in Australia, particularly for UUD issuers that on-lend funds raised. [102]
Furthermore, it is foreseeable that current low levels of encouragement for smaller investors to diversify, especially when investing in UUDs, will not raise general retail investors' levels of diversification. History has proven that the current lack of emphasis on diversification in prospectuses will ensure that education and protection of ordinary investors will not improve and that diversification levels of ordinary investors in Australian UUDs will remain low if investor education mechanisms for this market continue to exist in their current form. As discussed above, the high-risk nature of high-yield debentures means that issuers will continue to collapse, as a natural result of the inherently risky nature of small business and start-up company issuances, especially in times of financial turmoil.

ASIC has acknowledged that other jurisdictions have not yet found an effective mechanism for investor protection and education in regard to more complex high exposure (and high-risk) investments such as margin lending. Perhaps the overseas financial services authorities believe that the complexities and risks of investing in many sophisticated instruments and markets will always be beyond the level of understanding of an ordinary investor. Hence, the solution adopted in foreign jurisdictions including the United States, Singapore, Hong Kong and Canada, with regard to similarly risky complex investments, such as margin lending, is to limit the exposure available to ordinary investors or, as in the United Kingdom, to impose general obligations on issuers, the result of which are that ordinary investors are "not generally offered margin loans". [103]
ASIC have indicated that it is unlikely that ordinary investors will be restricted from investing in margin loans (and by that indication UUDs as well) because "ASIC does not believe that these sorts of limitations, which are inconsistent with the fundamental settings of the [prospectus disclosure] regime, are necessary in Australia". [104] This view is echoed by the Parliamentary Joint Committee on Corporations and Financial Services stating, "it is not for the parliament or the government to determine for whom particular investment products are appropriate", [105] which ultimately "leaves the investing public open to much of the same risks as before". [106] This entrenched political position indicates that it is highly unlikely that the Australian government and ASIC will introduce restrictions on retail investor participation in highly risky and dangerous markets, such as UUDs, anytime soon. However, ASIC's proposed reforms look to be moving towards shutting the UUD segment of the Australian debentures market down entirely, which will have the ultimate effect of restricting retail investor participation in such markets because those markets will cease to exist in Australia.

Simple disclosure for Vanilla Bonds – a possible new beginning for UUDs in Australia
On 11 January 2013 the Australian government released an exposure draft Corporate Amendment (Simple Corporate Bonds and Other Measures) Bill 2013 (Cth) to introduce simpler compliance requirements for issuers of "vanilla bonds". This Bill is currently far from implementation but may provide an avenue for a high-yield bonds market to begin again in Australia. However, listing and compliance costs must be kept to a minimum to prevent barriers to small business, venture and start-up company participation, which is already made difficult by the requirement to convert to a public company in order to issue debentures to the public discussed above.
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The current requirements in order to access these reforms may be too difficult to achieve for some potential issuers. The exposure draft states that an issuer (or the parent company of that issuer) must have been continuously quoted on a prescribed financial market for the past 12 months without more than five days of trading suspension. The only prescribed financial markets in Australia currently are the Asia Pacific Exchange Ltd, ASX, Chi-X Australia, National Stock Exchange of Australia and SIM VSE.

As discussed above, the other prescribed markets may be out of reach for many smaller companies.

If this new regime becomes sufficiently available, not just for established businesses, but for the typical small businesses, venture capital and start-up companies, for which junk bonds were initially designed in the 1970s, this could be a new beginning for UUDs in Australia if ASIC shuts down the unlisted UUD market segment. These types of businesses form a key component of equivalent markets overseas and represent significant potential for growth of this market in Australia. Deterrence of these types of companies from issuing UUDs in Australia, in the form of high entry thresholds and high regulatory burdens on issuers, will deprive Australia's UUD market of a key ingredient for its growth.

Conclusion
Ordinary Australian investors that are considering investing in UUDs currently face many dangers and are not adequately informed or educated as to the true nature of UUDs in Australia. UUDs are dangerous in the hands of ordinary investors who do not understand why diversification, particularly when investing in UUDs is essential, and who do not understand why Australia's small and restrictive UUD market makes meaningful diversification highly difficult, if not impossible to achieve. If ordinary investors can be convinced by current Australian designed prospectuses to invest large proportions of their life savings into a handful of Australian UUDs with little or no diversification, it is arguable that these single-issuer based prospectuses, with no standardised warning about the true nature of the UUD market in Australia and the necessity to diversify, are likely to continue to mislead investors.

When Michael Milken noticed the opportunities to create vast economic growth and financial wealth through nurturing a small and growing junk bond market, he did not have to consider the damage that would be inevitably caused to ordinary uninformed investors by the inherently high rates of default in this market. On the other hand, while ASIC's role is to protect ordinary investors, ASIC's regulatory scope does not extend to determining whether a particular market should be available to aid Australia's economic growth as a whole. ASIC have not yet tried to restrict access to these risky markets to only sophisticated and informed investors, and it is likely it will not. Nor has ASIC sought to revolutionise UUD prospectus disclosure to include standardised and easy to understand messages about the true nature of junk bonds and the dangers posed by a lack of diversification. A combination of such policies may provide the key to striking a balance between protecting uninformed investors from catastrophic loss and allowing a risky but economically beneficial financial market to flourish in Australia as it has overseas.

ASIC cannot save this market in Australia if does not change its approach to the regulation of UUDs in Australia. The cyclical pattern of collapse and subsequent review of the quality of disclosure has led to the same outcome for ordinary investors numerous times over the course of the past decade, and the aggregate losses for investors continues to climb. This pattern will bring great disrepute to a market that has been shown to be highly lucrative and beneficial to the national economies of Europe and the United States (and which is rapidly growing in Asia) if properly cultivated. Investors cannot make informed choices without understanding the market they are investing in, and cannot hope to effectively manage the risks of sub-investment grade debt unless, at a minimum, a standardised explanation of its broader global context is a requirement for every UUD prospectus.

It makes economic sense that debenture issuance should not be restricted to only listed investment grade companies. Such restrictions would prevent new businesses with great potential from accessing a stable form of capital to allow those businesses to grow, while removing a key source of diversification for investors and a further avenue to allocate funds towards higher returns and more
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rapid economic growth (in good economic conditions). However, the need for investor diversification increases as the credit rating of an issuer (if any) falls from investment grade to sub-investment grade and from listed issuers to unlisted issuers, due to the higher dangers of UUD investment. Without requiring issuers to bear the costs of listing and/or obtaining a credit rating, the responsibility lies with ASIC to provide additional investor education and emphasis on diversification for more high-risk assets to create a more robust investor protection regime for debt securities.

Forcing debenture issuers to emphasise investor diversification and the realities about junk bonds in their investor disclosure may initially scare investors away from investing in Australian junk bonds due to our relatively small market and inability to diversify. However, this realisation may also provide incentive for more compliant issuances to be brought to the Australian market to create a more viable UUD market in Australia with a higher level of market integrity. By raising the compliance burden and standards required for UUD issuers, ASIC is doing the opposite of encouraging a flourishing UUD market in Australia, while perpetuating the current collapse, review and improve cycle Australia has seen over the past decade. This will prevent meaningful diversification of junk bonds, which it is the very opportunity that Milken discovered in 1970 that grew into the USD 1.1 trillion United States junk bond market of today. UUDs may be offered a new beginning under the Simple Corporate Bonds Regime if Australia's current UUD is effectively shut down by ASIC's proposed reforms. However, listing requirements may still deter small businesses, venture and start-up companies from participating, and this will not solve the deficiencies in investor education.

The effective shut down of the UUD market in Australia without trying an alternative approach to regulation seems extreme. Especially given that the current global market reaction to the GFC of high demand for interest rate securities, high demand for high-yield driven by resilient volatility in equity capital markets and record low official interest rates, creates a unique opportunity to give high-yield securities markets in Australia a boost, which may give the market the depth of issuers and liquidity it needs to establish a liquid secondary market. Such an outcome would be of help towards removing the dangers that ordinary investors face in Australia's fledgling UUD market, and would allow Australia's UUD market to capture the growth bubble occurring in the high-yield debt markets of Europe and Asia.

(2014) 32 C&SLJ 107 at 134

Appendix 1: List of Australian UUD Collapses

	Company
	Receivers Appointed
	Amount Owed (AUD million)

	Westpoint
	February 2006
	310*

	Fincorp Group
	March 2007
	200

	Australian Capital Reserve
	March 2007
	332

	Bridgecorp Finance
	July 2007
	19

	Donovan Oates Hannaford Mtge Corp
	February 2008
	209

	Elderslie Finance
	July 2008
	132

	LKM Capital
	August 2008
	63

	Cymbis Finance Australia
	August 2008
	64

	Momentum Mortgages
	October 2008
	36

	Grenfell Securities
	October 2008
	57

	South Eastern Secured Investments
	February 2009
	178

	Provident Capital
	July 2012
	131

	Banksia Securities
	December 2012
	Approx. 673**

	Wickham Securities
	December 2012
	Approx. 28***

	Gippsland Securities
	September 2013
	Approx. 150****

	 
	TOTAL
	Approx. 2,272

	Source: Dissolve, The long list of Receiverships in Debenture Companies http://www.dissolve.com.au/blog/receivership-debenture-companies
* ASIC, Understanding Investors in the Unlisted, Unrated Debenture (UUD) Market, Report 126 (April 2008).

** McGrathNicol, Banksia Securities Ltd and Cherry Fund Ltd (Receivers and Managers Appointed to both companies) Receivers and Managers' Report to Debenture Holders (7 December 2012).

*** Sandhurst Trustees, Report to Creditors & the Future of Wickham (29 January 2013).

**** Bralley D, Gippsland Secured Investments suspended; Impaired Loans - $150 million. Not so Secure After All (22 July 2013, Banking and Finance Consumers Support Association).


FOOTNOTES

 

*
BCom (Hons), LLB (Hons) (Melb), Solicitor, Minter Ellison Melbourne. Gratitude to Rebecca Jones for her assistance with research, and to Dr Paul Ali (Associate Professor, Melbourne Law School), Stephen J Moloney (Barrister, Owen Dixon Chambers West), Alberto Colla (Partner, Minter Ellison, Melbourne), Dr Nuncio D'Angelo (Partner, Norton Rose Fulbright) and Mr Andrew Godwin (Senior Lecturer and Director of Studies, Banking and Finance Law, Melbourne Law School) for their invaluable guidance.

1
See Wilson H, "Cassandras Poised as Debt Sales Surge", The Sydney Morning Herald (2 April 2013); Moore E, "High-Yield Bonds No Compensation for Risk", Financial Times (5 April 2013).

2
Naumer H, Nacken D and Scheurer S, The Evolution of High Yield Bonds into a Vital Asset Class (Allianz Global Investors) p 6, http://www.allianzgi.com/en/Market-Insights/Documents/Evolution-High-Yield%20Bonds-March2013%20.pdf.

3
Naumer et al, n 2, p 6.

4
Saba M, "Bumper Yields on Offer", ASX Investor Update (September 2012), http://www.asx.com.au/resources/investor-update-newsletter/201209-bumper-yields-on-offer.htm.

5
Junk bonds, high-yield debt securities and UUDs will be referred to in this article. UUDs are unlisted and unrated high-yield debt securities, and are therefore a subset of junk bonds. Junk bonds can also include junk bonds that are listed on a securities exchange and junk bonds that have a sub-investment grade credit rating, or both. Both UUDs and junk bonds are high-yield debt securities.

6
ASIC, ASIC Consults on Reforms to Regulation of the Debenture Sector, Media Release 13-024 (13 February 2013), http://www.asic.gov.au.

7
Shapiro J, "How to Invest Safely in Non-bank Institutions Like Banksia and Westpoint", Australian Financial Review (19 December 2012).

8
Shapiro J, "Banksia's Lesson: Investors, You Are Essentially Alone", Australian Financial Review (2 November 2012).

9
Corporations Act 2001 (Cth), s 113(3).

10
SIM VSE, Listing Requirements (2014), http://simvse.com.au/about-sim-vse/listing.php.

11
National Stock Exchange Australia, Ways to List (2014), http://www.nsxa.com.au/companies_pre_listed/ways_to_list.

12
Asia Pacific Stock Exchange, How to List (2013), http://www.apx.com.au/APX/Public/EN/Listings/How_to_List.aspx.

13
ASX, Listing Requirements (2014), http://www.asx.com.au/listings/listing-capital-raising/listing-requirements.htm.

14
DLA Piper, Practical Law Multi-Jurisdictional Guide 2012/13: Capital Markets (2013), http://www.dlapiper.com.

15
Corporations Act 2001 (Cth), ss 145, 250N, 292, 327A.

16
Madson G, "Use Only "Investment Grade" Bonds in a SMSF", The SMSF Review (19 April 2012), http://www.thesmsfreview.com.au/blog/investment-grade-bonds-smsf/.

17
It should also be noted that UUDs, being unrated, do not form part of the data set available to credit ratings agencies for this type of analysis. However, it is safe to assume that if a UUD issuer could provide a very high certainty of cash flow, and at a low risk of default, it would generally seek to obtain a credit rating to signal this positive sign to its investors to lower the premium it must offer to the market to receive funding.

18
Colonial First State Global Asset Management, Understanding High Yield Bonds – Why a Portfolio of "Junk" Bonds isn't a "Junk" Portfolio (7 February 2012), http://www.firststateinvestments.com/uploadedFiles/Content/News/Reports/120207_Understanding_High_Yield_Bonds.

19
Naumer et al, n 2, p 10.

20
Levisohn B, "Time to Trash "Junk" Bonds?", The Wall Street Journal (5 October 2012).

21
Scott J, Drexel Burnham Lambert: A Ten-Year Retrospective, Part I The Rise Presented at the Austrian Scholar's Conference (Auburn University, 14 December 2000) p 2, http://mises.org/journals/scholar/drexel.PDF.

22
The Economist, "Drexel Burnham Lambert's Legacy: Stars of the Junkyard", The Economist (21 October 2010), http://www.economist.com/node/17306419.

23
Scott, n 21, p 16.

24
Yago G and Trimbath S, Beyond Junk Bonds: Expanding High Yields Markets (Oxford University Press, 2003) as cited in de Bondt G and Marqués D, The High-Yield Segment of the Corporate Bond Market: A Diffusion Modeling Approach for the United States, the United Kingdom and the Euro Area, Working Paper Series 313 (European Central Bank, February 2004) p 7, http://www.ecb.europa.eu/pub/pdf/scpwps/ecbwp313.pdf. Michael Milken was indicted in 1989 for racketeering and fraud.

25
de Bondt and Marqués, n 24, p 9.

26
de Bondt and Marqués, n 24, p 9; Naumer et al, n 2 at 6; Fidelity, The Benefits of a Global Approach to High Yield Bonds (March 2012), http://www.fidelity.com.sg/pdf/market_commentaries/2012-02-28%20IP%20Global%20High%20Yield%20Bonds.pdf; Stanczyk M, Crowdfunding – Prepare your Company to Crowdfund @ Paper this Deal (16 July 2012), http://paperthisdeal.wordpress.com/2012/07/16/crowdfunding-prepare-your-company-to-crowdfund-paper-this-deal.

27
Scott, n 21, pp 11-12.

28
Fidelity, n 26.

29
Fidelity, n 26.

30
Lambert S, Development of the Bond Market in Australia – A Global Perspective, Presentation at Melbourne Financial Services Symposium (March 2012), http://www.melbournefinancialservicessymposium.com.au/wp-content/uploads/Steve-Lambert-NAB.ppt.

31
Altman E and Smith RC, "Highly Leveraged Restructurings: A Valid Role for Europe" (1991) Journal of International Securities Markets 347; de Bondt and Marqués, n 24, p 7.

32
Ramsay J, "2012 a Significant Year for the Listed Debt and Hybrid Markets", Yahoo 7 Finance (28 May 2012), http://au.pfinance.yahoo.com/our-experts/james-ramsay/article/-/13800102/2012-a-significant-year-for-the-listed-debt-and-hybrid-markets/; Bowerman R, "Why You Should Look at Fixed Interest", ASX Investor Update (April 2012), http://www.asx.com.au/resources/investor-update-newsletter/201204-why-you-should-look-at-fixed-interest.htm; Mazza D, 2013 ETF & Investment Outlook: Finding Opportunities in an Age of Uncertainty (SPDR University, 2013), http://www.spdrs.com.sg/education/files/2013%20ETF%20Investment%20Outlook%20-%20SG.pdf.

33
Australian Shareholders' Association, Opening the Corporate Bond Market to Retail Investors (2013), http://australianshareholders.com.au.

34
European Central Bank, Changes in Bank funding Patterns (April 2012), http://www.ecb.int/pub/pdf/other/changesinbankfinancingpatterns201204en.pdf.

35
Saba, n 4.

36
Evans & Partners, Australian Interest Rate Markets, December Quarter Update (2012).

37
Explanatory Memorandum, Corporate Law Economic Reform Program Bill 1998 (Cth).

38
Explanatory Memorandum, Corporate Law Economic Reform Program Bill 1998 (Cth) at [8.14].

39
Explanatory Memorandum, Corporate Law Economic Reform Program Bill 1998 (Cth) at [8.9].

40
Handevel Pty Ltd v Comptroller of Stamps (Vic) 157 CLR 177.

41
Explanatory Memorandum, Corporate Law Economic Reform Program Bill 1998 (Cth) at [8.14].

42
Corporate Law Economic Reform Program, Fundraising – Capital Raising Initiatives to Build Enterprise and Employment, CLERP Paper No 2 (1997) pp 7, 9.

43
Wong T, "Crowd Funding – Regulating the New Phenomenon" (2013) 31 C&SLJ 89 at 98.

44
Brookfield Multiplex Ltd v International Litigation Funding Partners Pty Ltd (2009) 180 FCR 11; [2009] FCAFC 147 at [151] as cited in Wong, n 43.

45
CLERP, Financial Markets and Investment Products – Promoting Competition, Financial Innovation and Investment, CLERP Paper No 6 (1997), pp 102-103; see Gray v ASIC (2004) 86 ALD 230; [2004] AATA 1235 at [21].

46
CLERP Paper No 2, n 42, p 9. Discussed in Wong, n 43.

47
The Law Reform Commission, Collective Investments: Other People's Money, Report No 65 (1993) pp 2-3; see Brookfield Multiplex Ltd v International Litigation Funding Partners Pty Ltd (2009) 180 FCR 11; [2009] FCAFC 147 at [149]. The judgment of Jacobson J provides a history of the regulation of managed investment schemes in Australia, and describes how the Law Reform Commission Report No 65 served as a catalyst for the creation of the current managed investment scheme regulations in Ch 5C of the Corporations Act 2001 (Cth). Discussed in Wong, n 43.

48
ASIC, Definition of "Senior Manager" – Modification, Class Order CO 04/899 (19 July 2004), http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/co04-899.pdf/$file/co04-899.pdf.

49
CLERP Paper No 2, n 42, pp 7, 9, 39-40.

50
International Litigation Partners Pte Ltd v Chameleon Mining NL (2012) 246 CLR 455; [2012] HCA 45 at [5] (French CJ, Gummow, Crennan and Bell JJ).

51
Bathurst Regional Council v Local Government Financial Services Pty Ltd (No 5) [2012] FCA 1200 at [2375] (Jagot J).

52
Wingecarribee Shire Council v Lehman Brothers Australia Ltd (in liq) [2012] FCA 1028 at [1203] (Rares J).

53
Corporations Act 2001 (Cth), s 601ED(1)(a).

54
Corporations Act 2001 (Cth), ss 9, 601ED.

55
Wingecarribee Shire Council v Lehman Brothers Australia (in liq) [2012] FCA 1028 at [1210].

56
Wingecarribee Shire Council v Lehman Brothers Australia (in liq) [2012] FCA 1028 at [1209].

57
Macquarie Bank Ltd v ASIC (2001) 39 ASCR 508; [2001] AATA 868 at [22] (Deputy President Handley).

58
Explanatory Memorandum, Corporate Law Economic Reform Program Bill 1998 (Cth) at [8.39]; Macquarie Bank Ltd v ASIC (2001) 39 ASCR 508; [2001] AATA 868 at [45].

59
Macquarie Bank Ltd v ASIC (2001) 39 ASCR 508; [2001] AATA 868 at [38].

60
Macquarie Bank Ltd v ASIC (2001) 39 ASCR 508; [2001] AATA 868 at [44].

61
Macquarie Bank Ltd v ASIC (2001) 39 ASCR 508; [2001] AATA 868 at [45].

62
ASIC v Giann & Giann Pty Ltd (2005) 141 FCR 278; [2005] FCA 81 at [9]; as cited in Saunders B, "Has the Financial Services Reform Act Fixed the Problems with the Regulation of Securities and Derivatives?" (2010) 21 JBFLP 33 at 40.

63
ASIC, Raising Funds in Australia, Profile Statements, http://www.asic.gov.au/asic/asic.nsf/byheadline/Raising+funds+in+Australia#profile.

64
ASIC, Prospectuses: Effective Disclosure for Retail Investors, Regulatory Guide 228 (November 2011), http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/rg228-published-10-November-2011-1.pdf.

65
ASIC, n 63.

66
ASIC, Debentures and Notes: Improving Disclosure for Retail Investors, Regulatory Guide 69 (February 2012), www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/rg69-published-8-2-2012.pdf/$file/rg69-published-8-2-2012.pdf; ASIC, Advertising of Debentures and Notes to Retail Investors, Regulatory Guide 156 (February 2012), www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/rg156-published-8-February-2012.pdf/.

67
The equity capital ratio is defined in ASIC Regulatory Guide 69, n 66 at [69.31], as Equity Capital ÷ (Total Debt + Equity Capital).

68
Banksia Securities Ltd, Prospectus (17 October 2011), http://www.banksiagroup.com.au/File.axd?id=00362c0a-0f1e-4891-a9b9-f334d2c1f4ad; Banksia Securities Ltd, Supplementary Prospectus (8 June 2012), http://www.banksiagroup.com.au/File.axd?id=c0ad8aa8-9a0f-45b6-96d4-94f59adc23c7; Wickham Securities Ltd, Supplementary Prospectus (29 February 2008), http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/023091832.pdf/$file/023091832.pdf.

69
ASIC, Debentures: Reform to Strengthen Regulation, Consultation Paper 199 (February 2013), http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/cp199-published-13-February-2013.pdf/.

70
Baxt R, Black A and Hanrahan P, Securities and Financial Services Law (7th ed, LexisNexis Butterworths, 2008) p 172.

71
Collett J, "Regulations Failing Debenture Investors", The Sydney Morning Herald (19 November 2012).

72
ASIC, ASIC Focuses on Defective Debenture Prospectuses, Media Release 04-002 (6 January 2004), http://www.asic.gov.au/asic/asic.nsf/byheadline/04-002+ASIC+focuses+on+defective+debenture+prospectuses?openDocument.

73
ASIC, $1.8 Billion at Stake: Warning to Investors in High-Yield Debentures, Media Release 04-242 (27 July 2004), http://www.asic.gov.au/.

74
ASIC, ASIC Action Protects Vulnerable Investors in High-Yield Debentures, Media Release 05-30 (17 February 2005), http://www.asic.gov.au/.

75
ASIC, High-Yield Debentures, Report 38 (February 2005), http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/Debenture_Campaign_Report.pdf/.

76
See Appendix 1: List of Australian UUD collapses below; ASIC, ASIC Provides Update on Westpoint, Fincorp and Australian Capital Reserve, Media Release 07-224 (23 August 2007), http://www.asic.gov.au/asic/asic.nsf/byheadline/07-224+ASIC+provides+update+on+Westpoint%2C+Fincorp+and+Australian+Capital+Reserve?openDocument; New Zealand's unlisted and unrated debentures market has seen a similar series of collapses after a period of strong growth in this sector, see Chaplin D, "How Debentures Damaged New Zealand", Australian Financial Review (31 July 2013).

77
ASIC, Federal Court Orders Winding Up of Westpoint Corporation, Media Release 06-045 (17 February 2006), http://www.asic.gov.au/.

78
ASIC, ASIC Requires Fincorp to Correct its Advertising, Media Release 5-272 (12 September 2005), http://www.asic.gov.au/asic/asic.nsf/byheadline/05-272+ASIC+requires+Fincorp+to+correct+its+advertising?openDocument.

79
ASIC, ASIC Obtains Consent Orders From Bridgecorp Finance to Protect Interests of Noteholders, Media Release 06-287 (18 August 2006), https://www.asic.gov.au/asic/.

80
Editorial, "Law Fails the Many Victims of Property Finance Collapses", The Age (30 May 2007); ASIC, ASIC Statement on Australian Capital Reserve, Media Release 07-145 (29 May 2007), http://www.asic.gov.au/asic/asic.nsf/byheadline/07-145+ASIC+statement+on+Australian+Capital+Reserve?openDocument.

81
D'Aloisio T, Statement on Fincorp, ASIC Statement to the Senate Standing Committee on Economics (30 May 2007), http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/2007_Senate_Standing_Ctee_Economics_StatementFincorp.pdf/.

82
The Age, n 80; ASIC Media Release 07-145, n 80.

83
ABC News, ASIC Quiet On Bridgecorp Collapse (3 July 2007), http://www.abc.net.au/news/2007-07-03/asic-quiet-on-bridgecorp-collapse/88072.

84
Shapiro, n 8.

85
ASIC, Unlisted, Unrated Debentures (7 June 2012), http://www.asic.gov.au/asic/asic.nsf/byheadline/Unlisted,+unrated+debentures?openDocument.

86
ASIC, Unlisted, Unrated Debentures – Improving Disclosure for Retail Investors, Consultation Paper 89 (August 2007), http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/CP_89_Unlisted,%20unrated%20debentures.pdf/.

87
ASIC, ASIC's Next Steps Towards Better Disclosure for Unlisted and Unrated Debentures, Media Release 07-280 (31 October 2007), http://www.asic.gov.au/asic/asic.nsf/byheadline/07-280+ASIC%E2%80%99s+next+steps+towards+better+disclosure+for+unlisted+and+unrated+debentures?openDocument; ASIC, Better Disclosure for Unlisted and Unrated Debentures: ASIC Releases its Advertising Guide, Media Release 07-333 (19 December 2007), http://www.asic.gov.au/asic/.

88
The equity capital ratio is Equity Capital ÷ (Total Debt + Equity Capital).

89
ASIC, n 85.

90
ASIC, Understanding Investors in the Unlisted, Unrated Debenture (UUD) Market, Report 126 (April 2008), http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/REP_126.pdf/$file/REP_126.pdf.

91
ASIC, ASIC Acts to Provide Retail Investors With Better Disclosure in Unlisted Unrated Debentures, Media Release 08-82 (23 April 2008), http://www.asic.gov.au/asic/.

92
ASIC, Debentures: Second Review of Disclosure to Investors, Report 173 (October 2009), http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/rep173-.pdf/$file/rep173-.pdf.

93
Ivers B, "ASIC Consults on Reforms to the Regulation of Debenture Issuers" (2013) 11 Financial Services Newsletter 212.

94
ASIC, Debt Securities: Modifying the Naming Provisions and Advertising Requirements, Consultation Paper 151 (March 2011), http://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/cp151.pdf/$file/cp151.pdf.

95
ASIC, ASIC Warns About Secured Debt Products, Media Release 12-18MR (8 February 2012), http://www.asic.gov.au/asic/asic.nsf/byheadline/12-18MR+ASIC+warns+about+secured+debt+products?openDocument.

96
Drummond M, "ASIC Cracks Down on Soft Lenders", Australian Financial Review (30 October 2012).

97
Consumers' Federation of Australia, Looks Like a Bank, Talks Like a Bank, but Actually … (4 December 2012), http://consumersfederation.org.au/looks-like-a-bank-talks-like-a-bank-but-actually.

98
Wilson, n 1.

99
ASIC Consultation Paper 199, n 69.

100
ASIC, ASIC Taskforce to Review Banksia and Regulation of Unlisted Debentures, Media Release 12-262MR (31 October 2012), http://www.asic.gov.au/asic/.

101
Wilson, n 1.

102
Ivers, n 93.

103
Parliamentary Joint Committee on Corporations and Financial Services (PJC), Inquiry into Financial Products and Services in Australia (2009) at [6.169]; referring to ASIC's, Submission 378, p 92, as cited in Whitford K, "No Margin for Error: Regulation of Retail Margin Lending and Securities Lending in Australia in the Wake of Recent Corporate Collapses" (2011) 22 JBFLP 114 at 123.

104
PJC, n 103 at [6.169].

105
PJC, n 103 at [6.169].

106
Whitford, n 103 at 115.

 

 

