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This is an important document that requires your immediate attention. You should read this document in its
entirety before deciding how to vote. If you are in any doubt about what to do, you should consult your legal,
investment, taxation or other professional adviser without delay.
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IMPORTANT NOTICES

Purpose of this Explanatory Memorandum: This Explanatory Memorandum, dated 21 January 2011, provides Unitholders with information about

the Proposal that if approved will result in Unitholders receiving cash and Challenger Guaranteed Income Fund (CHYF) (Guaranteed Income Fund) units
(Guaranteed Income Fund Units) in place of their Challenger High Yield Fund (High Yield Fund) units (Units). Foreign Resident Unitholders will only
receive cash. This document is the Notice of Meeting and Explanatory Memorandum in relation to the Proposal. It is also a product disclosure statement issued
by Challenger as responsible entity for the Guaranteed Income Fund for the issue of Guaranteed Income Fund Units under the Proposal. This Explanatory
Memorandum is not an offer of Guaranteed Income Fund Units outside Australia and does not otherwise constitute an offer or recommendation of securities
in any jurisdiction, or to any person to whom it would be unlawful to make such an offer.
This Explanatory Memorandum has been prepared without reference to your investment objectives, financial situation, tax position or particular needs. You
should consider the appropriateness of this Explanatory Memorandum to you having regard to your own objectives, financial situation or needs. You should
consider the contents of this document carefully. Before deciding how to vote on the Resolutions, you may also wish to obtain independent advice, particularly
about such individual matters as taxation, retirement planning and investment risk tolerance. Unitholders should read this Explanatory Memorandum in its
entirety before making a decision as to how to vote on the Resolutions to be considered at the Meeting. If you have any questions, please contact Challenger on
13 35 66 (+61 2 9994 7000 for overseas Unitholders), or visit www.challenger.com.au/invest/UHM which contains information on the Proposal. The Proposal
is subject to a number of conditions, including approval of the Resolutions (refer to pages 28 and 29). If the Proposal is approved, it will be binding on every
Unitholder (whether or not a Unitholder voted, and whether or not a Unitholder voted in favour of or against the Proposal).
All fees and costs quoted in this Explanatory Memorandum, unless otherwise stated, are quoted inclusive of any GST and reduced input tax credits (RITCs) of
75% of GST paid, which effectively reduces the GST payable from 10% to 2.5%.
Responsibility for this Explanatory Memorandum: Except as outlined below, Challenger, in its capacity as responsible entity for the High Yield Fund,
has provided its consent, and is responsible for, the information in this Explanatory Memorandum. Neither Challenger, in its capacity as responsible entity for the
Guaranteed Income Fund, nor Challenger Life Company Limited (ABN 44 072 486 938) (AFSL 234670) (Challenger Life) nor any of their respective directors,
officers and advisors assume any responsibility for the accuracy or completeness of any such information. No party consenting has withdrawn their consent
before the date of this Explanatory Memorandum.
Challenger, in its capacity as responsible entity for the Guaranteed Income Fund, has provided its consent, and is responsible for, the information relating to
the Guaranteed Income Fund and Challenger as responsible entity of the Guaranteed Income Fund in this Explanatory Memorandum, and is the issuer of the
Explanatory Memorandum to the extent that it constitutes a product disclosure statement for the issue of units in the Guaranteed Income Fund. Challenger, in
its capacity as responsible entity for the High Yield Fund and Challenger Life and their respective directors, officers and advisors do not assume any responsibility
for the accuracy or completeness of the information relating to the Guaranteed Income Fund.
Challenger Life has provided its consent, and is responsible for, the inclusion of the Challenger Life Information in this Explanatory Memorandum in the form
and context in which it appears. Challenger, in its capacity as responsible entity for the High Yield Fund, and Challenger, in its capacity as responsible entity
for the Guaranteed Income Fund and their respective directors, officers and advisors do not assume any responsibility for the accuracy or completeness of the
Challenger Life Information.
Deloitte Corporate Finance Pty Limited has prepared the Independent Expert’s Report in relation to the Proposal contained in this Explanatory Memorandum and
has provided its consent to the inclusion of the Independent Expert’s Report, in the form and context in which it appears, and the summary of the Independent
Expert’s Report, in the form and context in which it appears, on pages 73 to 124 in this Explanatory Memorandum and takes responsibility for the Independent
Expert’s Report and the summary. Neither Challenger, in its capacity as responsible entity for the High Yield Fund, Challenger, in its capacity as responsible
entity for the Guaranteed Income Fund, nor Challenger Life, nor any of their respective directors, officers and advisors, assumes any responsibility for the
accuracy or completeness of the Independent Expert’s Report and the summary. The Independent Expert does not assume any responsibility for the accuracy or
completeness of the information contained in this Explanatory Memorandum other than that contained in the Independent Expert’s Report and the summary.
Minter Ellison has prepared the report on the taxation implications of the Proposal in this Explanatory Memorandum and has provided its consent to inclusion
of that report in the form and context in which it appears in this Explanatory Memorandum and takes responsibility for that report. Neither Challenger, in its
capacity as responsible entity for the High Yield Fund, Challenger, in its capacity as responsible entity for the Guaranteed Income Fund, nor Challenger Life, nor
any of their respective directors, officers and advisors, assumes any responsibility for the accuracy or completeness of the information contained in Attachment
D. Minter Ellison does not assume any responsibility for the accuracy or completeness of the information contained in this Explanatory Memorandum other than
that contained in Attachment D.
Forward looking statements: Certain statements in this Explanatory Memorandum relate to the future. The forward looking statements in this Explanatory
Memorandum are not based on historical facts, but rather reflect the current expectations of Challenger and Challenger Life concerning future results and
events. These statements generally may be identified by the use of forward-looking words or phrases such as ‘believe’, ‘aim’, ‘expect’, ‘anticipated’, ‘intending’,
‘foreseeing’, ‘likely’, ‘should’, ‘planned’, ‘may’, ‘estimate’, ‘potential’, or other similar words and phrases. Similarly, statements that describe Challenger and
Challenger Life’s objectives, plans, goals or expectations are or may be forward-looking statements.
These forward looking statements involve known and unknown risks, uncertainties, assumptions and other important factors that could cause the actual
results, performance or achievements of the High Yield Fund, the Guaranteed Income Fund and Challenger Life to be materially different from future results,
performance or achievements expressed or implied by such statements. Such forward looking statements are based on numerous assumptions regarding present
and future operating strategies and the environment in which the High Yield Fund, the Guaranteed Income Fund and Challenger Life will operate in the future.
The risks described in the Explanatory Memorandum could affect future results of the Guaranteed Income Fund, causing these results to differ materially from
those expressed, implied or projected in any forward looking statements. These factors are by no means all of the important factors that could cause actual
results to differ materially from those expressed in any forward looking statement. Other unknown factors could also have a material adverse effect on future
results of the Guaranteed Income Fund. Forward looking statements should, therefore, be construed in light of such risks and undue reliance should not be
placed on forward looking statements. The High Yield Fund’s Unitholders should note that the historical financial performance of the High Yield Fund is no
assurance or indicator of future financial performance of the High Yield Fund or the Guaranteed Income Fund (whether or not the Proposal proceeds). Neither
Challenger nor Challenger Life guarantee any particular rate of return or the performance of nor do they guarantee the repayment of capital or any particular
tax treatment in respect of any investment in the Guaranteed Income Fund, provided that Challenger Life guarantees (in the sense it undertakes to make) certain
annuity payments from the available assets of the Statutory Fund No.2. Please refer to ‘Risks in relation to an investment in the Guaranteed Income Fund’ on
pages 41 to 43 for information relating to the guarantee.
All subsequent written and oral forward looking statements attributable to Challenger or any person acting on their behalf are qualified by this cautionary
statement. Other than as required by law, neither Challenger or Challenger Life nor any of their directors nor any other person gives any representation,
assurance, warranty (whether express or implied) or guarantee that the accuracy, likelihood or occurrence of the events or results expressed or implied in any
forward looking statements in this Explanatory Memorandum will actually occur, except that Challenger as responsible entity of the Guaranteed Income Fund
will (if the Resolutions in relation to the Proposal are approved by unitholders of the High Yield Fund) enter into the annuity contract with Challenger Life, and
under that annuity contract Challenger Life will be contractually obliged to provide to Challenger as responsible entity of the Guaranteed Income Fund payments
designed to match the Distributions and the capital payments due to be paid in respect of Guaranteed Income Fund Units.
The forward looking statements in this Explanatory Memorandum reflect views held only at the date of this Explanatory Memorandum. Subject to any
continuing obligations under the Corporations Act, Challenger and its respective directors disclaim any obligation or undertaking to distribute after the date
of this Explanatory Memorandum any updates or revisions to any forward looking statements to reflect any change in expectations in relation thereto or any
change in events, conditions or circumstances on which any such statement is based.
Privacy and personal information: Challenger and its respective registries may collect personal information in the process of implementing the Proposal.
The personal information may include the names, addresses, other contact details, bank account details and details of the holdings of the Unitholders, and the
names of individuals appointed by the Unitholders as proxies, corporate representatives or attorneys at the Meeting.
The High Yield Fund’s Unitholders who are individuals and the other individuals in respect of whom personal information is collected as outlined above have
certain rights to access the personal information collected in relation to them. Such individuals should contact Challenger on 13 35 66 (+61 2 9994 7000 for
overseas Unitholders) in the first instance if they wish to request access to that personal information.
The personal information is collected for the primary purpose of assisting Challenger to implement the Proposal and conduct the Meeting. The personal
information may be disclosed to related bodies corporate of Challenger, third party service providers, including print and mail service providers and parties
otherwise involved in the conduct of the Meeting, professional advisers and to regulatory authorities, and also where disclosure is otherwise required or allowed
by law. Personal information of the High Yield Fund’s Unitholders may also be used to call them in relation to their High Yield Fund Units, their new Guaranteed
Income Fund Units (if applicable) or the Proposal. The High Yield Fund’s Unitholders who appoint an individual as their proxy, corporate representative or
attorney to vote at the Meeting should ensure that they inform such an individual of the matters outlined above.
Defined terms: Capitalised terms used in this Notice of Meeting and Explanatory Memorandum are defined in the Glossary on pages 62 to 64 of this
Explanatory Memorandum.
Time: Unless stated otherwise, all references to time in this Explanatory Memorandum are to Australian Eastern Time, being the time in Sydney, Australia.
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A Proxy and Voting Form and instructions for completing and
returning the form are enclosed.

YOUR VOTE IS IMPORTANT
This is an important document and requires your immediate attention. You should:
• READ this document in its entirety before making a decision on how to vote on each Resolution.
• VOTE on the Proposal in person or return your Proxy and Voting Form in the enclosed reply paid
envelope. To ensure your Proxy and Voting Form is valid, you should return it by 2.00 pm on
Tuesday 22 February 2011. Details are set out in the ‘Meeting details, voting and eligibility’ section
on pages 30 to 32.
If you are in doubt as to what you should do, you should consult your legal, investment, taxation or
other professional adviser without delay.
Contact details
If you have any questions about the Proposal, please contact Challenger on 13 35 66 (+61 2 9994 7000
for overseas Unitholders), or visit www.challenger.com.au/invest/UHM, which contains information on
the Proposal.
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Chairman’s letter
Dear Unitholder
Challenger Managed Investments Limited (Challenger) as the responsible entity of the Challenger High Yield
Fund (the Fund) has been focused on determining the most appropriate strategy for the Fund following the
introduction of the Fund’s amended withdrawal process during the Global Financial Crisis (GFC). We have
continued to make regular withdrawal offers financed through a controlled sell down of the Fund’s investments.
However, we recognise that a large number of Unitholders would prefer to redeem at a rate faster than the
Fund can accommodate.

Background
You will be aware that the GFC commenced in credit markets and has continued to have a significant
impact on the value of debt securities and the liquidity of the markets in which they operate.
The Fund, like a number of its peers, has been adversely impacted by these conditions. Whilst recent
performance has been pleasing, this has not offset the previous sharp falls in the value of a number of
the Fund’s securities.
Liquidity in many of the securities held by the Fund continues to be poor limiting our ability to sell these at
values that represent a fair return to Unitholders. We have continued to be active in credit markets, taking
advantage of the limited opportunities to sell securities whilst remaining conscious of the Fund’s investment
mandate and the need to maximise value for Unitholders.
Our current expectation is that the majority of the Fund’s assets will continue to perform. However, with
approximately 30% of the assets having a maturity of greater than 10 years, we anticipate that we will only
be able to sell these over the longer-term.
Additionally, a number of the Fund’s major holdings prior to the GFC were in debt securities in companies that
are now in various stages of receivership or liquidation. The value at which these securities are held reflects our
assessment of the prospect of recovery. Whilst we are actively seeking to maximise the return to Unitholders,
these recovery actions can take many years to finalise and the outcome and any possible recovery remains
uncertain.

The Proposal
Given the illiquid nature of a significant amount of securities in the Fund, and that approximately 30% of the
securities have a maturity longer than 10 years, Challenger has sought alternative solutions that would enable
Unitholders to exit the Fund with an appropriate balance between the certainty of the value they receive and
the period to exit.
To this end, Challenger Life Company Limited (Challenger Life) is offering to become the sole 100% owner
of the Fund, and in return existing Unitholders would have their units in the High Yield Fund redeemed and
receive a combination of cash and units in a new fund called the Challenger Guaranteed Income Fund (CHYF)
(Guaranteed Income Fund), (the Proposal).
Under the Proposal, the cash component will be 20% of the total redemption amount and will be paid
shortly after 25 February 2011. The Guaranteed Income Fund or Unit Component will equal 80% of the total
redemption amount and will mature on 31 March 2014, thereby providing a return of capital at that time.
This means that if the Proposal is approved you will generally receive 20% of your Fund account balance (as at
31 December 2010) as a cash payment and 80% of your Fund account balance as Guaranteed Income Fund
Units which will mature on 31 March 2014.
As there are four classes of Units in the Fund, the redemption amount per Unit will differ depending on
the class of the Units redeemed.
This Explanatory Memorandum provides information on the Proposal and the alternative options considered by
the Board to enable Unitholders to consider whether they should vote in favour of/or against the Proposal.
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The Guaranteed Income Fund is a registered managed investment scheme that will invest in an annuity to
be issued by Challenger Life. The annuity is a life insurance contract that provides a series of fixed, quarterly
income payments until maturity with repayment of capital at maturity, being 31 March 2014. Very broadly, it is
through investing in the annuity that the Guaranteed Income Fund (described in more detail in this Explanatory
Memorandum) will provide the following features:
• F ixed quarterly distribution amount
A fixed quarterly distribution that will be equal to the quarterly income payments on the underlying annuity to
the Guaranteed Income Fund that will be set at a per annum rate equal to the three year swap rate (p.a.) as at
24 February 2011 minus 0.50% p.a. As at 31 December 2010 the indicative Earnings Rate was 5.05% p.a.
• Return of capital at maturity on 31 March 2014
• Limited early withdrawal opportunities at a discount to the final maturity value.
The Board considers that the Proposal is fair and reasonable and in the best interests of Unitholders.
In determining that the Proposal is fair and reasonable and in the best interests of Unitholders, the Directors
considered the following:
• the expected continued illiquidity in the securities held by the Fund;
• the relatively short maturity profile of the Guaranteed Income Fund compared to the maturity profile of a number
of securities in the Fund, with approximately 30% of the securities having a maturity of greater than 10 years;
• the superior credit quality of the Guaranteed Income Fund offering certainty of distributions and the final
capital amount;
• the Board’s detailed review of the alternatives available to address the challenges currently faced by the
Fund (as described in the Independent Expert’s Report);
• the conclusion of the Independent Expert (Deloitte) that the Proposal is fair and reasonable and is in the
best interests of Unitholders; and
• the consequences for the Fund if the Proposal does not proceed.

Consequences if the Proposal does not proceed
If the Proposal does not proceed, it is expected that the Fund will continue to operate on a similar basis to
that on which it has operated since October 2008. No guarantee can be provided around the level of future
withdrawal offers or the level of quarterly distributions. This alternative is discussed in greater detail in the
body of this Explanatory Memorandum.

How to vote
The Proposal will only proceed if certain resolutions are approved by Unitholders at a meeting to be held at
2.00pm on 24 February 2011. Unitholders are encouraged to attend the meeting and vote on the resolutions.
You may also vote by returning the enclosed Proxy and Voting Form in accordance with instructions on the form.

Further information
This Explanatory Memorandum contains important information in relation to the Proposal, including the
reasons for the recommendation by the Board that the Proposal is fair and reasonable and is in the best
interests of Unitholders. Please read the Explanatory Memorandum carefully before making your decision and
voting at the meeting. If you have any questions about the Proposal, please contact Challenger on 13 35 66
(+61 2 9994 7000 for overseas Unitholders), or visit www.challenger.com.au/invest/UHM, which contains
information on the Proposal.
This Explanatory Memorandum should not be relied upon as the sole basis for any investment decision.
I encourage you to seek any independent investment, legal, taxation or other professional advice you require
before making a decision in relation to your units and how you vote on the resolutions.
Yours sincerely

Paul Rogan
Chairman
Challenger Managed Investments Limited
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Notice of Meeting
Challenger High Yield Fund

Resolution 2 – Approval of the Proposal

Challenger Managed Investments Limited
(ABN 94 002 835 592) (AFSL 234668) (Challenger)
as responsible entity of the Challenger High Yield Fund
(ARSN 099 212 647) (High Yield Fund) gives notice
pursuant to Section 252A of the Corporations Act 2001
(Cth) (Corporations Act) that a meeting of all members
of the High Yield Fund (Unitholders) will be held at:

To consider, and if thought fit, approve as an ordinary
resolution:

Time:

2.00pm (Sydney time)

Date:

24 February 2011

Place:

Wesley Centre
Green Room
220 Pitt Street
Sydney NSW

Business:

To vote on the following resolutions.

Unitholders should read the Explanatory Memorandum
for the High Yield Fund dated 21 January 2011
accompanying this Notice of Meeting before voting.

Resolution 1 – Approval of amendments of
the constitution to facilitate the Proposal
To consider, and if thought fit, to pass the following
resolution as a special resolution:
THAT, subject to and conditional on the passing of
Resolution 2, (a) the constitution of the Challenger
High Yield Fund (High Yield Fund) (Constitution)
be amended by inserting the new clause 14A as set
out in Attachment A of the Notice of Meeting and
Explanatory Memorandum to unitholders dated
21 January 2011 (Explanatory Memorandum), in
order to facilitate the implementation of the Proposal
as outlined in the Explanatory Memorandum; and
(b) Challenger Managed Investments Limited as the
responsible entity of the High Yield Fund be authorised
to execute and lodge with the Australian Securities
and Investments Commission a supplemental deed in
relation to the amendments referred to in paragraph (a)
of this resolution.
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THAT, subject to and conditional on the passing of
Resolution 1, approval is given for the Proposal as
outlined in the Explanatory Memorandum for the
purposes of Chapter 2E of the Corporations Act (as
modified by Part 5C.7 of the Corporations Act and
ASIC relief) and for all other purposes.
The effects of the Resolutions are described in the
Explanatory Memorandum, which forms part of this
Notice of Meeting and provides information relating to
the Resolutions. A copy of the supplemental deed referred
to in Resolution 1 will be initialled by the chairman of the
meeting for identification.
Terms and expressions used in this Notice of Meeting
have, unless otherwise defined, the same meanings as set
out in the Explanatory Memorandum.
Challenger and its associates are not entitled to vote any
interests on the Resolutions if they have an interest in the
Resolutions or matter other than as a member of the High
Yield Fund, unless they vote as proxy for another member
who can vote and the proxy specifies the way they are to
vote on the Resolutions. Challenger and its associates will
not vote on the Resolutions.
By order of the Board of Challenger as responsible entity
of the High Yield Fund.
Alison Stephenson
Company Secretary
Challenger Managed Investments Limited

Contact details
If you have any questions, please contact Challenger on
13 35 66 (+61 2 9994 7000 for overseas Unitholders),
or visit www.challenger.com.au/invest/UHM, which
contains information on the Proposal.

Key dates
Date

Event

22 February 2011 at 2.00pm

Last date and time for receipt of proxy forms

23 February 2011 at 3.00pm

Voting Record Date for determining eligibility for voting at the Meeting

24 February 2011

Earnings Rate will be calculated and set

24 February 2011 at 2.00pm

Meeting

If the Resolutions are approved at the Meeting and all other conditions* relating to the Proposal are
satisfied:
24 February 2011 at 5.00pm

Record Date for determining Unitholder entitlements under the Proposal.

25 February 2011

Commencement Date
• High Yield Fund New Units issued to Challenger Life;
• redemption of Units for existing Unitholders in full;
• annuity issued by Challenger Life to Guaranteed Income Fund; and
• issue of Guaranteed Income Fund Units (Unit Component).

Within 10 days of
25 February 2011

Cash payments will be made

Within 10 days of
25 February 2011

Earnings Rate will be notified to Unitholders.

All dates following the Meeting are indicative only and may change.

*Please refer to ‘Conditions to the Proposal’ on pages 28 and 29.
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What is the Proposal?
Overview
If the Proposal is approved and the conditions as set out
in ‘Conditions to the Proposal’ on pages 28 and 29 in
relation to the Proposal are satisfied, Unitholders will
have all their High Yield Fund Units redeemed and will
receive cash and units in the Guaranteed Income Fund
as described below.
If the Proposal is approved and the conditions as set out
in ‘Conditions to the Proposal’ on pages 28 and 29 are
satisfied, Challenger Life will subscribe for High Yield
Fund New Units for an aggregate amount equal to the
number of Units on issue on 24 February 2011 multiplied
by the relevant post-distribution redemption prices as at
31 December 2010. Accordingly, the redemption amount
each Unitholder in a class of Units receives is calculated
as the total number of Units held by that Unitholder on
24 February 2011 multiplied by the relevant 31 December
2010 post-distribution redemption price (the redemption
amount).
Unitholders will have their Units in the High Yield
Fund redeemed and receive the redemption amount
in the following proportions of cash and units in the
Guaranteed Income Fund:
• Cash Component – a cash payment equal to 20%
of the redemption amount as described above; and
• Unit Component – the issue of units in the
Guaranteed Income Fund at $1 per unit equal to
80% of the redemption amount as described above.

.
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The Guaranteed Income Fund will invest in an annuity
issued by Challenger Life and has the following features:
• Fixed quarterly distribution amount
A fixed quarterly distribution that will be equal to the
quarterly income payments on the underlying annuity
issued to the Guaranteed Income Fund that will be set
at a per annum rate equal to the three year swap rate
(p.a.) as at 24 February 2011 minus 0.50% p.a.
• Return of capital at maturity on 31 March 2014
• Limited early withdrawal opportunities at a
discount to the final maturity value.
As there are four separate classes of Units in the High
Yield Fund, the post-December 2010 distribution
redemption price used to calculate the redemption
amount differs depending on the class of the Units
redeemed, as set out in the table below. The amounts of
Cash Component and Unit Component (being 20% and
80%, subject to any rounding, of the redemption amount
respectively) for Australian resident holders of High Yield
Fund Units are shown in the table on page 7.
It is important to note that the variance of redemption
amount (being the consideration per High Yield Fund Unit
for redemption under the Proposal) between the classes
reflects a combination of different class commencement
dates and differing historical management costs and
ensures that each Unitholder receives their full entitlement
(based on the redemption amount of their class of Units)
on a dollar-for-dollar basis.

The redemption amount per High Yield Fund Unit set out
in the second column of the table below for each class
of High Yield Fund Unit is the amount to be received by
Unitholders for redemption from the High Yield Fund
under the Proposal, and this amount is equivalent to the
31 December 2010 post-distribution redemption price.
The 31 December 2010 post-distribution redemption price
per Unit (applicable to each class of units) is calculated
using the net asset value per unit of that class after the
payment of the relevant distribution for the calendar
quarter ending 31 December 2010, less the currently
applicable sell (withdrawal) spread of 0.20%.

Class of High
Yield Fund Unit

Redemption amount (per
Cash Component
Unit Component per High Yield Fund
High Yield Fund Unit)
(20% cash payment) Unit (80% applied to acquire Guaranteed
received by Unitholders per High Yield Fund
Income Fund Units issued at $1.00 per
for redemption from the
Unit
Guaranteed Income Fund Unit)
High Yield Fund under
the Proposal

Retail

$0.7263

$0.14526

0.58104 Guaranteed Income Fund Units

Wholesale

$0.7493

$0.14986

0.59944 Guaranteed Income Fund Units

Professional

$0.7508

$0.15016

0.60064 Guaranteed Income Fund Units

Premier

$0.6111

$0.12222

0.48888 Guaranteed Income Fund Units
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Worked examples
If the Proposal is approved (and the conditions as set out in ‘Conditions to the Proposal’ on pages 28 and 29 are
satisfied), then below is a worked example of the calculation of the Cash Component and Unit Component for each
class for Australian residents:
Retail class of units example
A holder of 13,574.8350 retail class Units in the High Yield Fund would see an amount for the redemption of their account for:
13,574.8350 × $0.7263 = $9,859.40
This amount would then be split as outlined below.
20% paid in cash (constituting the Cash Component)

80% acquisition of Guaranteed Income Fund Units at
an issue price of $1 per Guaranteed Income Fund Unit
(constituting the Unit Component)

$9,859.40 x 20% = $1,971.88 cash
(the Cash Component)

$9,858.40 x 80% = $7,887.52
$7,887.52/$1.00 = 7,887.52 Guaranteed Income Fund Units
(the Unit Component).

Wholesale class of units example
A holder of 13,574.8350 wholesale class Units in the High Yield Fund would see an amount for the redemption of their account
for:
13,574.8350 × $0.7493 = $10,171.62
This amount would then be split as outlined below.
20% paid in cash (constituting the Cash Component)

80% acquisition of Guaranteed Income Fund Units at
an issue price of $1 per Guaranteed Income Fund Unit
(constituting the Unit Component)

$10,171.62 × 20% = $2,034.32 cash
(the Cash Component)

$10,171.62 × 80% = $8,137.30
$8,137.30/$1.00 = 8,137.30 Guaranteed Income Fund Units
(the Unit Component).

Professional class of units example
A holder of 13,574.8350 professional class Units in the High Yield Fund would see an amount for the redemption of their
account for:
13,574.8350 × $0.7508 = $10,191.99
This amount would then be split as outlined below.
20% paid in cash (constituting the Cash Component)

80% acquisition of Guaranteed Income Fund Units at
an issue price of $1 per Guaranteed Income Fund Unit
(constituting the Unit Component)

$10,191.99 × 20% = $2,038.40 cash
(the Cash Component)

$10,191.99 × 0% = $8,153.59
$8,153.59 / $1.00 = 8,153.59 Guaranteed Income Fund Units
(the Unit Component)

Premier class of units example
A holder of 13,574.8350 premier class Units in the High Yield Fund would see an amount for the redemption of their account for:
13,574.8350 × $0.6111 = $8,295.58
This amount would then be split as outlined below.
20% paid in cash (constituting the Cash Component)

80% acquisition of Guaranteed Income Fund Units at
an issue price of $1 per Guaranteed Income Fund Unit
(constituting the Unit Component)

$8,295.58 x 20% = $1,659.12 cash
(the Cash Component)

8,295.58 × 80% = $6,636.46
$6,636.46/$1.00 = 6,636.46 Guaranteed Income Fund Units
(the Unit Component)

If the Proposal is approved (and the conditions as set out in ‘Conditions to the Proposal’ on pages 28 and 29 are
satisfied), Foreign Resident Unitholders receive all their consideration as cash (and do not receive any Guaranteed
Income Fund Units). Foreign Resident Unitholders represent less than 0.3% of the net asset value of the Fund as
at the date of this document. For example, a Foreign Resident Unitholder holding retail class Units would receive
consideration of $9,859.40 in cash for 13,574.8350 retail class Units (namely $0.7263 redemption amount
(per retail class Unit) × 13,574.8350).
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What is the Proposal?

What will Unitholders receive under
the Proposal?
What Unitholders receive
Australian resident Unitholders will receive:
• 20% of the redemption amount for the Units held by
them in the High Yield Fund as at the Record Date in
the form of a cash payment (the Cash Component);
and
• 80% of the redemption amount for the Units held by
them in the High Yield Fund as at the Record Date in
the form of units in the Guaranteed Income Fund to
be issued at a price of $1 per Guaranteed Income Fund
Unit (the Unit Component).

What is the redemption amount?
The redemption amount (for each class of High Yield Fund
Units) is the amount of the consideration to be received
by High Yield Fund Unitholders per High Yield Fund Unit
of the relevant class if the Proposal is approved and the
conditions as set out in ‘Conditions to the Proposal’
on pages 28 and 29 are satisfied. The redemption
amount is equivalent to the 31 December 2010 postdistribution redemption price. The 31 December 2010
post-distribution redemption price per Unit applicable to
each class of units is calculated using the net asset value
per unit of that class after the payment of the relevant
distribution for the calendar quarter ending 31 December
2010, less the currently applicable sell (withdrawal) spread
of 0.20%.

Foreign Resident Unitholders will not receive Guaranteed
Income Fund Units but will receive a cash payment of the
redemption amount, through a full redemption of their
Units.
A Foreign Resident Unitholder is a Unitholder who
as at the Record Date is a resident outside of the
Commonwealth of Australia.
A foreign resident client who is invested in the High
Yield Fund via an Australian resident Platform will not be
treated as a Foreign Resident Unitholder.
Challenger believes that this treatment of Foreign
Resident Unitholders as outlined above is in the best
interests of all members of the High Yield Fund, having
regard to the rights and interests of all members of the
High Yield Fund, and is not unfair to Foreign Resident
Unitholders.
Unitholders whose Units are subject to a mortgage or
are held in the name of the mortgagee should also
refer to the information under ‘What if my Units are
encumbered?’ on page 66.
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Diagrammatic representation
The proposal can be viewed as follows:

Current position
Unitholders

High Yield Fund
Current status
• illiquid with restricted withdrawals subject to liquidity;
• as the Fund is not currently generating taxable income
the current cash distributions represent a return of
capital rather than a distribution of income;
• no certainty as to when liquidity will return or timing
of access to capital; and
• investment exposure to a range of fixed income
securities with varying degrees of credit risk.

Invests in

Securities including, but not limited to, bank bills,
bonds, commercial paper, mortgages, loans,
convertible shares/notes and cash

10 Challenger High Yield Fund Notice of Meeting and Explanatory Memorandum

What is the Proposal?

The position if the Proposal is implemented
High Yield Fund
100% redemption of Units in the
High Yield Fund effective 25 February 2011

Unitholders

20% of the redemption amount
received by Unitholders as a
cash payment (Cash Component)

80% of the redemption amount received by
Unitholders through the issue price of
$1 per unit in the Guaranteed Income Fund
(Unit Component)

Guaranteed Income Fund
• fixed and certain quarterly distributions commencing
on 31 March 2011 for the full quarter commencing
1 January 2011;
• capital repaid at maturity on 31 March 2014,
via a redemption of Guaranteed Income Fund
Units at $1 per unit;
• indicative Earnings Rate* = 5.05% p.a.; and
• no management costs

holds an annuity issued by Challenger Life

*The indicative Earnings Rate quoted has been calculated based on the 3 year swap rate (p.a.) as at 31 December 2010. The indicative Earnings Rate
will be updated weekly and this information will be available from Challenger’s website at www.challenger.com.au/invest/UHM. The final Earnings
Rate will not be calculated and known until 24 February 2011 and the final Earnings Rate will be advised to Unitholders within 10 days of the
implementation on 25 February 2011. Please refer to ‘How will the final Earnings Rate be determined?’ on page 17 of this Explanatory Memorandum
for information on the final Earnings Rate calculation, recent historical movements in the 3 year swap rate (p.a.), and some worked examples using
different assumed 3 year swap rates (and how this would impact the calculation of the final Earnings Rate). Challenger provides no forecast, guarantee
or prediction as to what the 3 year swap rate (p.a.) will be on 24 February 2011, and therefore the final Earnings Rate.
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What are the differences between the High Yield Fund and Guaranteed
Income Fund?
High Yield Fund

Guaranteed
Income Fund

(Current position/Position if
Proposal is not adopted)

Reference in
Explanatory
Memorandum

Relevant
assets

Primarily high yielding corporate bonds,
asset backed securities, hybrid debt/
equity and fixed interest investments. On
an aggregate basis these assets would
generally have a weighted average credit
rating that is technically described as
‘sub-investment’ grade, signifying that
they have a greater chance of default and
loss than higher-rated investments.

Annuity issued by Challenger Life, under
which Challenger Life makes guaranteed
income and capital payments to the
Guaranteed Income Fund.

Security of
capital

The unit prices in the High Yield Fund
and hence the value of a Unitholder’s
capital in the High Yield Fund, vary on a
daily basis according to the value of the
High Yield Fund’s underlying assets.

$1.00 issue price per Guaranteed Income Please refer to ‘High Yield
Fund performance’ on page
Fund Unit.
34 for information on the
Maturity value of Guaranteed Income
performance of the High Yield
Fund Units is $1.00 per unit plus any
Fund.
accrued but unpaid income.

The values of the underlying assets of the
High Yield Fund reflect prevailing market
conditions and the specific circumstances
of the security or its issuers.

Challenger Life is an APRA regulated
entity required to hold capital reserves
to support the contractual obligations
in the underlying annuity.

The High Yield Fund seeks to select assets
based on receiving an appropriate return
for the credit risk taken however in certain
circumstances (as experienced in the GFC)
such investments are subject to the risk of
default and significant capital loss.

In comparison to the current situation in
relation to the High Yield Fund there is
a significantly higher degree of capital
certainty.

The income of the High Yield Fund is
generally set to be at least the level of
its taxable income. Income of the High
Yield Fund is generally comprised of
the ongoing coupons received from the
securities in which it invests. Taxable
income can also be comprised of gains
received when a security is sold for an
amount greater than its purchase price.

The Guaranteed Income Fund will provide
fixed quarterly distributions equal to the
quarterly income payments received by
the Guaranteed Income Fund from the
underlying annuity. Challenger Life will
pay quarterly income payments on the
underlying annuity to the Guaranteed
Income Fund at a rate of return (p.a.)
equal to the three year swap rate (p.a.)
as at 24 February 2011 minus 0.50% p.a.

Security of
income

Due to the nature of the securities held
by the High Yield Fund, when certain
securities are realised at a loss this will
offset other taxable income and can lead
to a situation where there is no taxable
income to distribute although Challenger
as the responsible entity of the High Yield
Fund may decide to distribute capital.

Please refer to ‘Information
about the Guaranteed Income
Fund’ on pages 36 to 55 and
‘Information on Challenger
Life’ on page 56 for
Challenger Life is an APRA regulated
entity required to hold capital reserves to information on the underlying
support the contractual obligations in the annuity and the nature of the
guarantee.
underlying annuity.

At each quarterly distribution each
Guaranteed Income Fund Unit will
provide the same cash distribution
including the first distribution period that
ends on 31 March 2011 (this will ensure
that Unitholders who acquire Guaranteed
Income Fund Units will receive what is
the final Earnings Rate for the entire
quarter ended 31 March 2011 instead of
receiving the distribution that the High
Yield Fund may have distributed for that
quarter if the Proposal did not proceed).
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Please refer to ‘Information
about the Guaranteed Income
Fund’ on pages 36 to 55 and
‘Information on Challenger
Life’ on page 56 for
information on the underlying
annuity and Challenger Life.

Please refer to ‘How will
the final Earnings Rate be
determined?’ on page 17 for
further information on setting
the Earnings Rate.

What is the Proposal?

High Yield Fund
(Current position/Position if
Proposal is not adopted)

Return of
capital

As the High Yield Fund is illiquid there
is no requirement to make withdrawal
offers however it has provided
withdrawal offers on six of the last eight
quarters. When withdrawals have been
made they have generally been for 5% or
10% of a Unitholder’s account balance.

Guaranteed
Income Fund
On 25 February 2011, Unitholders
will have their High Yield Fund Units
redeemed for the redemption amount
(refer to page 6) and will receive:
• 20% of their redemption amount in
cash (the Cash Component); and

• 80% of their redemption amount as
Given the nature of the High Yield Fund’s
units in the Guaranteed Income Fund
remaining securities and illiquidity of
(the Unit Component).
the markets in which they are currently
Unitholders will receive the capital value
traded no certainty can be provided as to
of the Guaranteed Income Fund Units
when Unitholders can expect to be able
of $1.00 per Unit through a redemption
to redeem their investment.
of those units at the Maturity Date
(31 March 2014).
Rate of
As noted above the level of distributions
distributions is generally equal to the level of taxable
income for the distribution period. Due to
the elections made under the Taxation of
Financial Arrangement (TOFA) provisions,
material tax deductions will be incurred
in the High Yield Fund over a four year
period, which will impact the level of
taxable income in the High Yield Fund.
Until the High Yield Fund has taxable
income to distribute, any distributions
may be treated as a return of capital for
tax purposes, which may have capital
gains tax consequences for Unitholders.
Challenger as responsible entity of the
High Yield Fund may (but is not under
an obligation to) distribute capital.

The level of distributions will equal the
quarterly income payments received by
the Guaranteed Income Fund from the
underlying annuity and is a fixed and
certain return. The final Earnings Rate,
i.e. a fixed rate of quarterly income, will
be calculated on 24 February 2011 as the
3 year swap rate (p.a.) on 24 February
2011 minus 0.50% p.a. The indicative
Earnings Rate will be updated weekly
and this information will be available
from Challenger’s website at
www.challenger.com.au/invest/UHM.

Reference in
Explanatory
Memorandum
Please refer to ‘Information on
the High Yield Fund’ on pages
33 to 35 and the Independent
Expert’s Report on pages 73
to 124 for information on
the maturity profile and other
information on the High Yield
Fund’s portfolio.
Please refer to ‘Withdrawing
from the Guaranteed Income
Fund’ on pages 46 to 49
for information on early
withdrawals.

Please refer to ‘Information
about the High Yield Fund’
on pages 33 to 35 for
information on the current
rate of distributions of the
High Yield Fund.
Please refer to ‘How will
the final Earnings Rate be
determined?’ on page 17 for
more information on how the
Earnings Rate is determined.
Please refer to ‘Summary
of the Independent Expert’s
Report’.

The final Earnings Rate that will be
applied will be calculated on 24 February
For up-to-date indicative
2011 (see above for basis of calculation),
Earnings Rates prior to the
and will be fixed until the Maturity Date
Meeting please visit
(31 March 2014) and cannot be changed.
Distribution levels have varied
www.challenger.com.au/
substantially over time depending on
If the Proposal is approved by Unitholders invest/UHM.
prevailing market conditions and interest (and the conditions set out on pages
rates but have historically been at levels
28 and 29 under ‘Conditions to the
higher than offered by the Guaranteed
Proposal’ satisfied), Unitholders will be
Income Fund.
informed of the final Earnings Rate that
will apply to their Guaranteed Income
These higher distribution rates have
Fund Units in the confirmation letter for
reflected the higher level of credit risk
the Guaranteed Income Fund, which is
accepted by the High Yield Fund in
accordance with its investment mandate. expected to be sent to Unitholders within
10 days of the implementation of the
Proposal on 25 February 2011.
The level of distributions will generally
equal the taxable income of the
Guaranteed Income Fund.

ReinvestReinvestment of distributions
ment of
distributions

No reinvestments of distributions.

Please refer to ‘Information
about the Guaranteed Income
Fund’ on pages 36 to 55
for more information on
the features available in the
Guaranteed Income Fund.
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High Yield Fund

Guaranteed
Income Fund

(Current position/Position if
Proposal is not adopted)

Management costs

Management costs vary between the four
classes of Units in the High Yield Fund.

Nil.

Management costs are generally
comprised of a management fee,
performance fee and recoverable
expenses (where relevant).

Reference in
Explanatory
Memorandum
Not applicable.
Please refer to ‘Fees and other
costs’ on pages 44 to 46.

The management costs per annum for
each of the last five years are as follows:
Class
of units

2010 2009 2008 2007 2006
(%) (%) (%) (%) (%)

Professional 0.69 0.69 0.69 1.44 1.38
Premier

Withdrawal
options

nil

nil

nil

nil

nil

Wholesale

0.75 0.75 0.75 1.49 1.45

Retail

1.50 1.50 1.50 2.11 2.09

The annuity to be issued to the
Guaranteed Income Fund by Challenger
Life will mature on 31 March 2014
and all unitholders in the Guaranteed
When the High Yield Fund is illiquid,
Income Fund will have their Guaranteed
withdrawals can only be made under
Income Fund Units redeemed and capital
withdrawal offers set out under the
returned. Unitholders of Guaranteed
Corporations Act.
Income Fund Units seeking to redeem
The High Yield Fund was deemed illiquid
prior to maturity will generally be able
on 16 October 2008 and continues to be
to apply for an Early Withdrawal during
deemed illiquid.
each quarter or under certain death
(if regulatory relief (which is currently
being sought) is obtained) and hardship
criteria, subject to a maximum aggregate
amount of $50 million per quarter
which includes an aggregate amount
of $3 million for death (if regulatory
relief (which is currently being sought)
is obtained) and hardship related Early
Withdrawals per quarter.
When the High Yield Fund is liquid,
withdrawals can be made in accordance
with the High Yield Fund constitution.

Early Withdrawals will be processed using
the applicable Early Withdrawal Unit
Price (which includes the applicable Early
Withdrawal discount).
If a Guaranteed Income Fund unitholder
withdraws, in part or full, before the
Maturity Date, the Guaranteed Income
Fund unitholder will receive significantly
less back than they would if they held the
investment until the Maturity Date.
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Please refer to ‘Withdrawing
from the Guaranteed Income
Fund’ on pages 46 to 49.
Please refer to ‘Unit prices and
valuing assets and liabilities’
on pages 49 and 50.

What is the Proposal?

Practical application of Proposal
If the Proposal is implemented, Unitholders will receive:
1. cash (for 20% of their redemption amount in the
High Yield Fund);
2. units (for the remaining 80% of their redemption
amount in the High Yield Fund) in the Guaranteed
Income Fund that provide a Distribution of a fixed
amount per unit, paid quarterly, until the Maturity
Date; and
3. a lump sum payment of their full capital investment
in the Guaranteed Income Fund (through a full
redemption of their Guaranteed Income Fund Units
at a unit price of $1.00, held at the Maturity Date)
paid within 10 Business Days of 31 March 2014, the
Maturity Date.
The number of units in the Guaranteed Income Fund that
a Unitholder will receive on 25 February 2011 will depend
on the number and class of Units they held in the High
Yield Fund at the Record Date.
Under the Proposal, a Unitholder will (in effect) have
80% of the redemption amount of their High Yield Fund
Units applied for units in the Guaranteed Income Fund to
be issued at an application price of $1 per Guaranteed
Income Fund Unit. The process to achieve this is:
• all of their Units in the High Yield Fund as at
24 February 2011 will be redeemed at the relevant Unit
price set out in ‘What is the Proposal?’ on page 7;
• 20% of the redemption amount will be paid in cash
to the Unitholder (the Cash Component); and
• 80% of the redemption amount will be applied
on behalf of the Unitholder to acquire units in the
Guaranteed Income Fund at an application price of
$1.00 per Guaranteed Income Fund Unit.
For example, if a Unitholder held 100,000 retail class
Units in the High Yield Fund prior to the Proposal being
implemented, they would receive a cash payment of
$14,526.00 (100,000 Units x $0.7263 × 20%) and will
Unitholder example – assumptions
Units held in the High Yield Fund as at
24 February 2011 (Record Date)
Class of Units held in the High Yield Fund
as at 24 February 2011 (Record Date)
Redemption amount for Units held in
the High Yield Fund
Cash payment received under Proposal
(Cash Component)

be issued 58,104 units (100,000 Units × $0.7263 x 80%)
in the Guaranteed Income Fund on the Commencement
Date. The redemption amount of $0.7263 is the
consideration for redemption of retail class Units in the
High Yield Fund under the Proposal. The redemption
amount under the Proposal is equivalent to the
31 December 2010 redemption price (or withdrawal price)
in the High Yield Fund that applied on 31 December
2010 adjusted for (that is, less) the per Unit distribution
(for the quarter ended 31 December 2010) received
by Unitholders in early January 2011. Please refer to
‘What is the redemption amount?’ on page 9 for more
information. Additionally, page 7 sets out the redemption
amount under the Proposal for each class of Unit in the
High Yield Fund.
Assuming a final Earnings Rate of 5.00% p.a. in respect
of units in the Guaranteed Income Fund, a Distribution
amount of 1.25 cents per Guaranteed Income Fund Unit
per quarter will be paid to the Unitholder. Therefore, as
the Unitholder holds 58,104 Guaranteed Income Fund
Units, they will receive a Distribution payment of $726.30
per quarter (58,104 Guaranteed Income Fund Units
multiplied by 1.25 cents). The final Earnings Rate payable
on Guaranteed Income Fund units will depend on what
the 3 year swap rate is on 24 February 2011. Challenger
will publish on its website weekly up until the Meeting
an indicative Earnings Rate based on the current 3 year
swap rate (p.a.) at the time of calculation of the indicative
Earnings Rate, and this information will be available at
www.challenger.com.au/invest/UHM.
Each Guaranteed Income Fund Unit has a Maturity Unit
Price of $1.00 as at the Maturity Date and therefore the
Unitholder would receive a capital amount of $58,104.00
effective 31 March 2014, through a full redemption
of Guaranteed Income Fund Units (being $1.00 per
Guaranteed Income Fund Unit held at the Maturity Date).
The Unitholder in this example would receive total
payments of $82,071.90 over the term of the investment
based on the assumptions below.

100,000 Units
Retail class Units
$0.7263 per Unit; or $72,630 in total for 100,000 retail class Units.
$14,526.00 (being 20% of the redemption amount of High Yield
Fund Units held as at 24 February 2011 (Record Date))
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Unitholder example – assumptions
Number of units in the
Guaranteed Income Fund
received under Proposal
(Unit Component)

58,104
(being the number of Guaranteed Income Fund Units that can be purchased at
$1.00 per Guaranteed Income Fund Unit using 80% of the redemption amount of
High Yield Fund Units held as at 24 February 2011 (Record Date))

Maturity Date

31 March 2014

Earnings Rate

To be calculated on 24 February 2011 using the 3 year swap rate p.a. on that date.
Based on the 3 year swap rate p.a. on 31 December 2010, the indicative Earnings
Rate would have been 5.05% p.a. Refer to page 17 for worked examples assuming
different 3 year swap rates. The final Earnings Rate will be calculated on the date
of the Meeting (assuming the Proposal is approved on that date) and will be made
available on Challenger’s website after the Meeting (if the Proposal is approved) and
will be included in statements to Unitholders to be mailed within 10 days of the
implementation on 25 February 2011. For the example in this table we have used an
assumed Earnings Rate of 5.00% p.a.

Quarterly Distribution
Amount (payable 31 March,
30 June, 30 September and
31 December)

$726.30
(being 1.25 cents per Guaranteed Income Fund Unit per quarter for each
Guaranteed Income Fund Unit held at the record date for the relevant Distribution)

Maturity Value

$58,104.00
(being $1.00 per Guaranteed Income Fund Unit held at the Maturity Date
i.e. assumes no Early Withdrawal amounts)

The following table provides a schedule of income and capital returns using the example in the table above, should
the Proposal be approved. The Unitholder would receive an initial capital payment of $14,526 which is 20% of their
redemption amount (the consideration received by the Unitholder) under the Proposal.
They would then receive regular quarterly Distributions until 31 March 2014, on which date they would receive their
final Distribution and a full redemption of their Guaranteed Income Fund units.
Date
25-Feb-11
31-Mar-11
30-Jun-11
30-Sep-11
31-Dec-11
31-Mar-12
30-Jun-12
30-Sep-12
31-Dec-12
31-Mar-13
30-Jun-13
30-Sep-13
31-Dec-13
31-Mar-14
Total

Income
0
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$9,441.90

Capital
$14,526.00

$58,104.00
$72,630.00

Combined
$14,526.00
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$726.30
$58,830.30
$82,071.90

The example above does not take into account any alternative investment or use by a Unitholder of the initial capital
return and subsequent income distributions in other investment opportunities which may be available to a Unitholder.
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How will the final Earnings Rate
be determined?
The final Earnings Rate payable on the Guaranteed
Income Fund Units will be calculated on 24 February
2011. The final Earnings Rate will determine the amount
of Distributions that Unitholders will earn (Quarterly
Distribution Amount) when they hold Guaranteed
Income Fund Units. Once calculated, the final Earnings
Rate cannot change. The Quarterly Distribution Amount
is calculated by multiplying the number of Guaranteed
Income Fund Units held at the end of the quarter by the
quarterly cents per unit Distribution.
The final Earnings Rate will be calculated by deducting
a fixed margin of 0.50% p.a. from the 3 year swap rate
as at 24 February 2011. That is, 0.50% p.a. is deducted
from the 3 year swap rate (p.a.) on 24 February 2011
to calculate the final Earnings Rate. The fixed margin
of –0.50% p.a. cannot change.

By way of example only, an indicative Earnings
Rate calculated using the 3 year swap rate (p.a.) on
31 December 2010 would have been 5.05% p.a. This
is the 3 year swap rate (p.a.) on 31 December 2010
(of 5.55% p.a.) less the fixed margin of 0.50% p.a.
The 3 year swap rates can and do change daily (as with
interest rates generally) (see the graph below). By way of
further examples only, the indicative Earnings Rate would
be 5.20% p.a. if the 3 year swap rate (p.a.) on 24 February
2011 was 5.70% p.a., and the indicative Earnings Rate
would be 4.80% p.a. if the 3 year swap rate (p.a.) on
24 February 2011 was 5.30% p.a.
Challenger makes no forecast or prediction as to future
3 year swap rates or the final Earnings Rate. The 3 year
swap rate is derived from the mid-market Australian
dollar 3 year quarterly paying swap curve sourced from
Bloomberg (a data company that provides financial market
information to companies globally). As noted above, the
final Earnings Rate will be set based on the 3 year swap
rate (p.a.) as at 24 February 2011 less a fixed margin of
0.50% p.a. The final Earnings Rate will not change during
the term of the Guaranteed Income Fund.

3 year swap rates (p.a.) over 12 months to 31 December 2010

In order for Unitholders to make an informed decision an
indicative Earnings Rate will be published on a weekly
basis and will be available by visiting www.challenger.
com.au/invest/UHM or by contacting Challenger on
13 35 66 (+61 2 9994 7000 for overseas Unitholders).

25 February 2011. After the Meeting, the final Earnings
Rate will also be available on Challenger’s website,
www.challenger.com.au/invest/UHM or by calling
Challenger during business hours in order to request a
copy free of charge.

Unitholders will also receive confirmation of the
final Earnings Rate in the confirmation letter for the
Guaranteed Income Fund, which is expected to be sent
to Unitholders within 10 days of the implementation on

In the event that the Meeting is adjourned or postponed,
the Earnings Rate will be determined on the day
that the Resolutions are actually considered at the
adjourned Meeting.
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Summary of the Independent
Expert’s Report
The Directors requested that the Independent Expert
provide an Independent Expert’s Report as to whether the
Proposal is fair and reasonable and is in the best interests
of Unitholders. Below is a summary of the Independent
Expert’s Report, prepared by the Independent Expert.
Please refer to Attachment C for a copy of the full
Independent Expert’s Report.
The Independent Expert concluded that the Proposal is
fair and reasonable and therefore is in the best interests
of Unitholders as a whole. In reaching this opinion the
Independent Expert concluded that the advantages of the
Proposal outweigh the disadvantages, having regard to
the other alternatives available to the High Yield Fund.
In particular, the Independent Expert concluded that:
• the fair market value of the consideration to be
provided to Unitholders in the form of cash and the
Unit Component is in line with their estimate of the fair
market value of the High Yield Fund in total and for all
unitholder classes. Accordingly, the Independent Expert
has concluded that the Proposal is fair. In reaching this
conclusion the Independent Expert has:
– estimated the fair market value of a Unit in the
High Yield Fund (and each class of Units) by
estimating the fair market value of High Yield Fund’s
investment portfolio on a going concern basis. The
Independent Expert has adjusted the fair market
value of the investment portfolio for the estimated
value impact of future management costs associated
with realising the value of the assets on a going
concern basis over the medium term
– estimated the fair market value of the Unit
Component of the consideration using the
discounted cash flow method based on the present
value of the interest payments and capital returns
over the life of the Unit Component at a discount
rate that represents their assessed market rate of
return. In determining an appropriate discount rate
for the Unit Component the Independent Expert
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has primarily had regard to the market interest
rates implicit in similar annuities currently offered by
Challenger Life over a similar duration
• the Independent Expert concluded that current
alternatives available to the High Yield Fund are
unlikely to result in a superior outcome for Unitholders
compared to the Proposal. Whilst it is possible that
either maintaining the High Yield Fund or a managed
liquidation of the High Yield Fund’s assets may be
able to realise a higher value for Unitholders relative
to the Proposal, the Independent Expert is of the view
that, given the certainty as to the quantum and timing
of the cash flows of the Proposal, coupled with the
execution risk and discounts that may be applicable to
alternatives that involve accelerated sales of the High
Yield Fund’s assets, that these alternatives are unlikely
to be superior to the Proposal. The Independent Expert
considers that the reduced income return received by
Unitholders on the Unit Component relative to the
expected returns from the portfolio in the medium
term is commensurate with the overall reduction
in risk pursuant to the Proposal. Unitholders would
receive certain fixed interest payments every quarter
and would no longer be exposed to the High Yield
Fund’s underlying assets and variable income returns.
The Proposal therefore offers Unitholders credit
enhancement through providing certainty over the
timing and quantum of income yields and capital
returns to be received
• the Independent Expert also noted the following
disadvantages of the Proposal for Unitholders
– maintaining the High Yield Fund may offer a higher
income return to Unitholders over the short term.
However since part of this higher return is sourced
from an illiquidity premium it is unlikely that this
higher return can be achieved without extending
the return of capital beyond the terms offered
under the Proposal. However some Unitholders may
be comfortable with a more extended period of

retaining an interest in the High Yield Fund with an
expectation that they may achieve a higher level of
capital and/or income return over the intervening
period until 31 March 2014
– Unitholders will not benefit from any upside in the
value of the portfolio compared to the current NAV
– if the Proposal is approved, Unitholders entitled to
the Unit Component will have 80% of their capital
in the New Fund and, subject to early redemption
options referred to below, will not be able to access
it before maturity at 31 March 2014. Conversely,
to the extent that the High Yield Fund experiences
significant enhancements in liquidity, Unitholders
may be able to redeem capital under High Yield
Fund faster than compared to the Proposal
– under the Proposal, there will be limited options
for Unitholders to seek early redemptions prior to
maturity. Moreover, early withdrawals will be subject
to withdrawal discounts.
– the Proposal may result in tax leakage to Unitholders
depending on the consideration received and the tax
position for each unitholder.
This summary should be read in conjunction with the
full text of the Independent Expert’s Report included in
Attachment C of the Explanatory Memorandum.
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Reasons to vote FOR the Proposal
Reasons to vote for the Proposal include the following:

1. Best option for the High Yield
Fund Unitholders
The High Yield Fund faces a number of challenges as
set out in ’Background to the Proposal’ on pages 24 to
29. Challenger as responsible entity of the High Yield
Fund has conducted a detailed review of the alternatives
to address these challenges. The two most relevant
alternatives being ‘maintain’ or ‘terminate’ are set out
in ‘Background to the Proposal’ on pages 24 to 29.
The Board has considered the extent to which each
alternative would address the issues facing the High
Yield Fund, the potential value outcomes for Unitholders
and the risks involved with each alternative and as a
result of this review believes that the Proposal is fair and
reasonable and is in the best interests of the High Yield
Fund’s Unitholders.

2. Certainty of capital value and
distributions through the issue of
the annuity by Challenger Life to
the Guaranteed Income Fund
Currently, the capital value is supported only by the
underlying value of the assets of the High Yield Fund, that
is, corporate bonds, asset backed securities, hybrid debt/
equity and fixed interest investments and cash.
Under the Proposal, Challenger Life will issue the annuity
to the Guaranteed Income Fund. The annuity contract
is designed to match the Distributions and capital
payments to be distributed by the Guaranteed Income
Fund. The contractual obligation to meet these annuity
obligations is supported by the assets and capital reserves
of Challenger Life’s Statutory Fund No.2. Challenger Life
is an APRA regulated entity and maintains excess reserves
above those required under the Life Act (as at 30 June
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2010 – Challenger Life held approximately $630 million
in reserves in excess of minimum regulatory requirements
– please refer to ‘Information on Challenger Life’ for
further details. Challenger Life is not obliged to maintain
this level going forward).

3. Certainty of capital return timing
profile through the upfront cash
payment and the issue of the annuity
by Challenger Life to the Guaranteed
Income Fund
Under the Proposal, Unitholders receive an upfront
cash payment for 20% of their investment in the High
Yield Fund, and the balance (80%) is to be held in units
in the Guaranteed Income Fund, which invests in an
annuity issued by Challenger Life. Payments under the
Guaranteed Income Fund mirror the payments made to
the Guaranteed Income Fund under the annuity issued
by Challenger Life. The Guaranteed Income Fund Units
provide full capital return on 31 March 2014 by way of
final redemption. Other alternatives such as the ‘maintain’
or ‘terminate’ options (please refer to ‘Background to the
Proposal’ on pages 24 to 29) retain a significant residual
risk that assets may not be realised before 31 March 2014
and even then may not be realised at a value sufficient to
allow a return of capital equivalent to that provided under
the Proposal.

4. No superior proposal has emerged
If an alternative proposal is made involving the High
Yield Fund or the circumstances of the High Yield Fund
materially change, Challenger as responsible entity of the
High Yield Fund will review that proposal to determine if
it represents a superior proposal to Unitholders and advise
you of its recommendation.

5. No management fees
The management fee that Unitholders currently pays
to Challenger will stop and neither Challenger nor
Challenger Life will charge any management fees within
the Guaranteed Income Fund. Under agreements entered
into between Challenger Life and the responsible entity of
the Guaranteed Income Fund in respect of the operation
of the Guaranteed Income Fund, Challenger Life
agrees to pay the responsible entity of the Guaranteed
Income Fund certain fees and expenses in respect of the
operation of the Guaranteed Income Fund (please refer to
‘Related party transactions’ on page 45). These fees and
expenses are paid by Challenger Life from its resources
and it is not intended that they will be paid out of the
Guaranteed Income Fund. The fees and expenses incurred
by Challenger Life as a result of its obligations under
these agreements are, however, taken into account when
Challenger Life determines the Earnings Rate. Accordingly,
they are indirectly reflected in the Earnings Rate.
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Reasons to vote AGAINST the Proposal
Reasons to vote against the Proposal include the
following:

1. Disagreement regarding the
relative merits of the alternatives
available to the High Yield Fund
You may not agree with the view of Challenger, as
responsible entity of the High Yield Fund, and the
Independent Expert, that the other alternatives are
characterised by higher risk around capital certainty and/
or you may believe that the timing of the return of your
capital on the Maturity Date is likely to be slower than
under these alternatives.

2. Maintain investment in the
High Yield Fund
You may wish to retain an interest in the High Yield
Fund because you are seeking to maintain exposure to
the higher-yielding fixed-income securities which are the
assets of the High Yield Fund. These assets whilst being
at the lower end of the credit spectrum and subject to
significant credit risk do generally provide the prospect
over the long-term of a higher return than is provided by
the lower-risk asset held by the Guaranteed Income Fund
(i.e. the annuity issued by Challenger Life).

3. The rate paid on the Guaranteed
Income Fund is at a discount to
the expected rate of return from
the High Yield Fund
The net return to Unitholders holding Guaranteed Income
Fund Units as compared to High Yield Fund Units is
expected to be lower under the Proposal than could be
achieved if the High Yield Fund continued to maintain its
exposure to a diversified portfolio of higher-yielding fixedincome securities. A higher return is generally required
given the high risk of default or loss.
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In addition, given the thinly-traded illiquid nature of the
markets in which the High Yield Fund holds assets, part of
this higher return is sourced from an illiquidity premium
(i.e. investors generally locking up their assets for a longer
period require a higher return to compensate for this
illiquidity) and as such it is unlikely that this higher return
can be achieved without extending the return of capital
beyond the terms offered under the Proposal.

4. Expectation of a superior proposal
You may consider that there is the potential for a superior
proposal to be made.

5. You expect that the High Yield
Fund will be able to release
additional capital than that provided
under the Proposal in the period up
until 31 March 2014
The High Yield Fund has provided six quarterly withdrawal
offers over the last eight quarters and when offered have
generally been for either 5% or 10% of Unitholders’
balances. As such, whilst these withdrawal amounts are
not guaranteed, you may prefer to continue to access
your capital via these offers rather than under the
Proposal.
As detailed in the ‘Background to the Proposal’ section on
pages 24 to 29, the Proposal is expected to significantly
shorten the total period of time required to repay
Unitholders’ capital to slightly over three years. You may,
however disagree with this assessment or you may be
comfortable with a more extended period of retaining an
interest in the High Yield Fund with an expectation that
you will receive a higher level of capital return over the
intervening period until 31 March 2014.

6. Capital and income cash flows
are known but there is a withdrawal
discount which applies if you seek an
Early Withdrawal of the Guaranteed
Income Fund Units
A unitholder holding Guaranteed Income Fund Units will
receive their capital back at maturity in 31 March 2014
(achieved through the redemption of all Guaranteed
Income Fund Units held at the Maturity Date a
redemption price of $1 per Guaranteed Income Fund
Unit). If Guaranteed Income Fund unitholders seek to
withdraw these Guaranteed Income Fund Units prior to
maturity then they will bear an Early Withdrawal discount,
and there is a limit on the amount made available for
all unitholders of the Guaranteed Income Fund for such
Early Withdrawals (so if Early Withdrawal requests exceed
the amount made available you would not be able to
withdraw the full amount you request or, in certain
circumstances, you may not be able to withdraw any
amount). Please refer to ‘Early Withdrawal Unit Price’ on
pages 50 and 51. In relation to the current High Yield
Fund withdrawal structure, withdrawals are limited,
and when the High Yield Fund does make a withdrawal
offer, the Unitholders receive the redemption price
for each Unit. However, the redemption prices in the
High Yield Fund are not fixed and hence the value of a
Unitholder’s capital in the High Yield Fund may vary on a
daily basis according to the value of the High Yield Fund’s
underlying assets.
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Background to the Proposal
The High Yield Fund, along with a number of its peers,
was directly impacted by the early stages of the credit
crisis and the broader GFC that followed. These extreme
market conditions resulted in:
• increased credit spreads/margins and hence lower
valuation of securities in the High Yield Fund as
Unitholders sought higher returns to compensate for
the increased credit risk;
• a series of defaults and losses experienced as entities
collapsed as credit became scarce and more costly; and
• a lower risk appetite from Unitholders which resulted
in much lower liquidity in credit markets generally and
particularly in the market for higher-yielding securities.
In this environment Challenger has undertaken a number
of actions to seek to maximise value on behalf of
Unitholders.
In situations where securities have defaulted and the
issuing entities have been placed into receivership we
have been active participants on creditor committees
and, where appropriate, pursued our legal rights to
recover capital on behalf of Unitholders. These actions are
complicated, uncertain and can take significant time to
reach a conclusion. Challenger has an internal credit team
that takes responsibility for all securities that are in this
situation and also employs external expert consultants.
Challenger has also been an active market participant
where there is an opportunity to realise assets at prices
that represent fair value. In a number of securities where
the High Yield Fund has significant holdings the market
for those securities continues to be very thinly traded. In
these circumstances Challenger can only seek to liquidate
small parcels of securities as larger trading would have a
significantly adverse market impact (to the detriment of
Unitholders in the High Yield Fund).
Valuations in the market have improved since the worst
of the credit crisis. Valuations are closer to representing
the true credit risk of the securities rather than the heavily
distressed prices that were prevalent in 2008 and 2009.
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The value of these securities have also benefitted to
the extent that the issuing entities (often publicly listed
companies) have undertaken capital raisings. Equity
capital raisings assist with the valuation of credit securities
as these securities become less risky as they rank ahead
of equity capital in a situation where that company is
liquidated.
As the High Yield Fund has been able to raise and
subsequently offer meaningful amounts of liquidity it
has undertaken this through withdrawal offers under the
illiquid fund provisions of the Corporations Act. Since late
2009 we have offered at least 5% of Unitholder’s account
balances at the end of each calendar quarter. Whilst
Challenger expects to be able to maintain such offers
in the short-term, there can be no guarantee over the
medium to long-term.

Major alternatives considered
Since the High Yield Fund was deemed illiquid in
October 2008, numerous strategic initiatives have been
considered however each of these were confronted by
the fundamental issue that there was no willing buyers of
the High Yield Fund’s assets in the volumes in which they
were held, at a price that would be in the best interests of
Unitholders.
Notwithstanding this situation Challenger is very
conscious of the desire of our Unitholders to seek
certainty as to the future of the High Yield Fund.
Challenger is in regular dialogue with Unitholders and
their representatives and whilst not universal Challenger
understands that the majority of Unitholders are seeking
a solution that will provide an opportunity to exit the
High Yield Fund rather than wait indefinitely for market
conditions to improve.
In Challenger’s view the only credible alternatives to
the Proposal outlined in this Explanatory Memorandum
were to maintain the operation of the High Yield Fund as
it had been since October 2008 or to terminate the High
Yield Fund.

Maintain the High Yield Fund

3. Maintaining portfolio diversification – many of the
longer dated securities held in the portfolio are listed
hybrid securities and to ensure that the High Yield Fund
does not have an increasingly unbalanced allocation
to these securities then this may restrict the extent to
which we can realise other securities or alternatively
require new investments to ensure that the portfolio
remains appropriately structured in accordance with
its mandate.

Under the option of maintaining the High Yield Fund
Challenger’s objective would be to manage the High Yield
Fund according to its investment mandate which includes
ensuring it continues to have a well-diversified portfolio of
underlying securities. In circumstances where Challenger
can raise liquidity and offer meaningful withdrawals
Challenger will do so as long as this does not compromise
our ability to manage to the investment mandate.
Given the current state of the markets in which the High
Yield Fund operates Challenger can have no certainty
over when the High Yield Fund may again become liquid.
Challenger’s expectation is that this could only occur in the
medium to long-term and would require amongst other
things, margins payable on credit securities to reduce
substantially perhaps to be closer to pre-GFC levels.
Challenger’s ability to continue to provide meaningful
liquidity is dependent on a number of factors and
Challenger cannot provide any forecast as to the likely size
of future withdrawal offers. Factors that will influence the
magnitude of any withdrawal offers and even our ability
to provide these offers include:
1. Market conditions – continued improvement in the
health of credit markets, albeit with significant issues
still apparent and continued market shocks through
such events as the European sovereign debt concerns,
has assisted marginally with raising liquidity. Should
there be significant further improvements and reduced
credit spreads then this would assist with raising further
liquidity. Of course, should there be further credit crises
then this would adversely impact Challenger’s ability to
raise liquidity.
2. Maturity profile – the expected maturity profile for the
High Yield Fund is described in greater detail in the
section ‘Information about the High Yield Fund’ on
pages 33 to 35. In summary, the portfolio does have
some expected maturities over the next three years that
would support withdrawal offers however there is an
increasing concentration of securities with maturities
extending beyond ten years. This means that all things
being equal it would be expected that withdrawal
offers in the medium term may be materially
constrained.

As it has done to date, Challenger would continue to
assess on a quarterly basis whether the High Yield Fund
has sufficient liquidity to continue to make meaningful
withdrawal offers. Challenger’s expectation is that based
on current anticipated liquidity, Challenger should be able
to maintain 5% withdrawal offers in the short-term.
The distributable income of the High Yield Fund is
generally equal to the level of its taxable income for the
distribution period. Due to the elections made under the
TOFA provisions, material tax deductions will be incurred
over a four year period, which will impact the level of
taxable income in the High Yield Fund. Until the High Yield
Fund has taxable income to distribute, distributions may be
treated as a return of capital for tax purposes, which may
have capital gains. Challenger as the responsible entity of
the High Yield Fund may (but is not under an obligation
to) decide to distribute capital. Accordingly, any such
distributions may be treated as a return of capital for tax
purposes, which may have capital gains tax consequences
for Unitholders.
In summary, if Challenger continues to operate under the
maintain option Unitholders should expect to have only
limited access to capital over the medium to long term.

Terminate the High Yield Fund
Under this alternative, the strategy for the High Yield
Fund would be to return capital to Unitholders as soon as
reasonably practicable. As the assets of the High Yield Fund
are not immediately realisable without significantly reducing
their value this would involve a prolonged wind-down.
Challenger’s expectation is that any orderly wind-down
would take a number of years for the same reasons
as outlined that affect the ability to raise liquidity for
withdrawal offers under the maintain option. Challenger
expects any wind-down and capital return is likely to
extend beyond 31 March 2014 which is the date of full
capital return under the Proposal.
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If the termination was to be undertaken under a
substantially lesser period then Challenger expects that
there would be significantly adverse implications for the
value that would be returned to Unitholders. The value
received would be detrimentally impacted due to:
• signalling to the market that the High Yield Fund was
a distressed seller – other market participants would
be aware that the High Yield Fund was seeking to
liquidate its entire portfolio and would be in a position
to take advantage of this opportunity or at least value
the assets on the basis that the whole holding was
coming to market; and

• as the market for many of these securities remains
thinly traded, if the High Yield Fund was to bring to
market all of its securities over a relatively short period
of time then this could swamp the market and result in
a greatly reduced price. This effect is often referred to
as market impact and needs to be carefully managed
when a large holder seeks to exit a particular security
or market.
Challenger has undertaken an ongoing assessment of
its ability to realise the High Yield Fund’s assets under a
termination scenario however on Challenger’s assessment
this is likely to result in a material destruction in
Unitholder value and to take a significant period of time.

Alternative

Advantage

Disadvantages

Maintain the
High Yield Fund

• The High Yield Fund remains able to be
managed to its investment mandate and
can meet the requirements for a unitholder
looking for a long-term investment exposure
to higher-yielding fixed income securities.

• Unitholder feedback has been strongly
in favour of seeking greater withdrawal
opportunities than is anticipated to be
available under this alternative.

• Performance since the depths of the credit
crisis has been sound and there may be
Unitholders that want to continue having
exposure to credit securities.
• There is the potential that refinancing costs
may reduce and liquidity return ahead of
Challenger’s current expectation providing
an opportunity to provide increased levels of
withdrawals offers.
Terminate the
High Yield Fund

• Provides a clear mandate to the responsible
entity to realise the High Yield Fund’s assets in
an orderly manner and distribute proceeds to
all Unitholders on a proportionate basis.
• Equitable distribution of the High Yield Fund’s
assets to all Unitholders.

• Investors have generally sought to invest in the
High Yield Fund for its higher yield than might
have been available with other fixed income
investments. There is the prospect that due to
the tax position of the High Yield Fund that
there will be no taxable income to distribute.
Challenger is currently distributing an amount
that constitutes a return of capital however
there is no obligation to continue this.

• To realise a significant proportion of the High
Yield Fund’s assets in the short-to-medium
term will require us to sell into relatively illiquid
markets and as a result is expected to lead to a
decrease in the prices received.
• The trade-off to minimising the market impact
is to remain a very patient seller however this
would result in the full termination of the High
Yield Fund taking many years.
• Announcing a termination will signal that
the High Yield Fund is effectively a forced
seller and this would be expected to have an
adverse impact on value.
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Background to the Proposal

Costs of Proposal and recoupment
of costs
The costs of the Meeting are not paid by Unitholders of
the High Yield Fund (nor unitholders of the Guaranteed
Income Fund). The costs of the Meeting are borne by
Challenger out of its own money.
Challenger has agreed to reimburse (out of the assets
of the High Yield Fund) Challenger Life for all actual
external costs incurred by Challenger Life in relation to
the Proposal subject to a maximum amount of $500,000
(plus GST, if applicable), which is the equivalent of
0.09% of the High Yield Fund’s net asset value as at
31 December 2010, assets, if at any time before the date
of the Meeting any of the following occur and Challenger
Life does not proceed to acquire all of the High Yield Fund
New Units by 30 June 2011:
• a superior proposal is announced or open for
acceptance and, whether before or within 3 months
after 30 June 2011, that superior proposal is completed
substantially in accordance with its terms;
• the Directors (other than Brian Benari) fail to make, or
withdraw, a recommendation to Unitholders to vote in
favour of the Resolutions, other than in circumstances
where the Independent Expert has concluded that
the Proposal is not fair and reasonable and in the
best interests of Unitholders and this is not changed,
modified or withdrawn prior to the date of the
Meeting;
• Challenger fails to put the Proposal to Unitholders
other than for reasons outside the control of
Challenger (as responsible entity of the High Yield
Fund);
• Challenger determines that the implementation of
the Proposal is no longer in the best interests of
Unitholders so that the Proposal is not implemented
and/or terminates the Implementation Deed, other than
for reasons outside of Challenger’s (as the responsible
entity of the High Yield Fund) control; or
• Challenger breaches the obligation outlined under
‘Implementation Deed’ on pages 27 and 28 to not
dispose or encumber the assets of the High Yield Fund
or acquire new assets and Challenger Life terminates
the Implementation Deed as a result of that breach.

The purpose of this agreement is to reimburse Challenger
Life for costs in investigating and pursuing the Proposal if
the Proposal does not proceed for the above reasons.

Implementation Deed
Challenger as the responsible entity for the High Yield
Fund, Challenger as the responsible entity for the
Guaranteed Income Fund and Challenger Life have
entered into an Implementation Deed which sets
out the terms and conditions of the Proposal from
Challenger Life and the steps to implement the Proposal
as described in the section ‘Implementation Steps’ on
page 61. The Implementation Deed is available by visiting
www.challenger.com.au/invest/UHM or by contacting
Challenger on 13 35 66 (+61 2 9994 7000 for overseas
Unitholders).
Under the terms of the Implementation Deed:
• the Proposal may be withdrawn if the conditions as set
out in ‘Conditions to the Proposal’ on pages 28 and 29
are not fulfilled;
• Challenger has agreed to reimburse (out of the assets
of the High Yield Fund) Challenger Life in certain
circumstances for all actual external costs incurred
by Challenger Life (subject to a maximum amount of
$500,000 (plus GST, if applicable)) if Challenger Life
does not proceed to acquire all of the High Yield Fund
New Units by 30 June 2011. Please refer to ‘Costs of
Proposal and recoupment of costs’ on this page;
• from the date of the Implementation Deed up to and
including the Commencement Date, Challenger must
conduct the High Yield Fund in substantially the same
manner, including maintaining the High Yield Fund’s
business and assets. Challenger must also not dispose,
transfer, assign, novate or grant any security interest
over or otherwise encumber any asset of the High
Yield Fund or acquire any new asset which would form
part of the High Yield Fund’s trust property or take
any steps to enter into any obligations, agreements or
arrangements in relation to such matters without the
prior written consent of Challenger Life (which shall
not be unreasonably withheld);
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• from the date of the Implementation Deed until the
earlier of the Commencement Date, 30 June 2011 or
termination of the Implementation Deed, Challenger
must not, except with the prior written consent of
Challenger Life, directly or indirectly solicit, invite or
initiate any competing proposal from a third party
or enter into discussions with a third party that may
reasonably be expected to lead to a competing
proposal. If Challenger receives a competing proposal
that is more favourable to Unitholders, Challenger
Life will have the right to offer to amend the terms of
the Proposal so as to provide a superior outcome for
Unitholders than the competing proposal; and
• the Implementation Deed may be terminated in
certain circumstances including where there has been
a material adverse change to the High Yield Fund, the
Directors (other than Brian Benari) change, modify
or withdraw their recommendation in relation to the
Proposal, or there is a breach of the obligation above
to not dispose or encumber the assets of the High Yield
Fund or acquire new assets.
The above is a summary of some of the material
terms of the Implementation Deed. Please refer to the
Implementation Deed for more information.

Conditions to the Proposal
There are a number of conditions to the Proposal
proceeding which are set out in the Implementation
Deed. Below is a summary of the material conditions
to the Proposal.
(a) Approval by Unitholders:
In order for the Proposal to proceed:
(i) the Proposal must be approved by ordinary
resolution of the Unitholders at the Meeting; and
(ii) the amendments to the High Yield Fund
constitution to facilitate the Proposal must be
approved by special resolution of the Unitholders at
the Meeting;
(b) Challenger determination that the Proposal is not
in the best interests of Unitholders: Challenger
as responsible entity of the High Yield Fund may
determine at any time prior to the date of the Meeting
that the Proposal is not in the best interests of
Unitholders and if such a determination is made the
Proposal will not be implemented;
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(c) Challenger as responsible entity of the High Yield
Fund may withdraw from the Proposal prior to the
Meeting if the Independent Expert’s Report does not
conclude that the Proposal is fair and reasonable and
is in the best interests of Unitholders or this opinion is
changed, modified or withdrawn prior to the date of
the Meeting;
(d) Challenger as responsible entity of the High Yield
Fund, Challenger as responsible entity of the
Guaranteed Income Fund or Challenger Life may
withdraw from the Proposal prior to the Meeting if the
relief required for the Proposal is not granted by ASIC
by the date of the Meeting;
(e) Challenger Life has the right to withdraw from
the Proposal:
Challenger Life may withdraw from the Proposal in
certain circumstances, in summary if:
(i)

at any time between 21 January 2011 and
5.00pm on the date of the Meeting the
High Yield Fund’s net asset value is less than
$528,395,199.00;

(ii) on or prior to 5.00pm on the date of the Meeting
Challenger is removed, or there have been steps
or actions taken for its removal, as responsible
entity of the High Yield Fund;
(iii) on or prior to 5.00pm on the date of the Meeting
Challenger converts all or any Units into a larger
or smaller number of Units;
(iv) on or prior to 5.00pm on the date of the Meeting
Challenger reduces, redeems or resolves to reduce
or redeem Units;
(v) on or prior to 5.00pm on the date of the Meeting
Challenger issues Units or grants an option over
Units, or agrees to make such an issue or grant
such an option;
(vi) on or prior to 5.00pm on the date of the Meeting
Challenger issues, or agrees to issue, convertible
notes or any other security or instrument
convertible into Units;
(vii) on or prior to 5.00pm on the date of the
Meeting Challenger makes any distribution to
Unitholders without the prior written consent
of Challenger Life;

Background to the Proposal

(viii) on or prior to 5.00pm on the date of the Meeting
Challenger creates, or agrees to create, any
mortgage, charge lien or other encumbrance over
the whole or a substantial part of the business or
property of the High Yield Fund;
(ix) on or prior to 5.00pm on the date of the Meeting
Challenger disposes or agrees to dispose of the
whole or a substantial part of the High Yield
Fund’s business or property;
(x) on or prior to 5.00pm on the date of the Meeting
there is a change of control or an insolvency event
in relation to Challenger or the High Yield Fund;
(xi) on or prior to 5.00pm on the date of the
Meeting Challenger amends the High Yield
Fund constitution without the prior written
consent of Challenger Life (which consent shall
not be unreasonably withheld) (other than the
constitutional amendment to the High Yield Fund
to be approved by Unitholders at the Meeting);

(xiv) on or prior to 5.00pm on the date of the Meeting,
Challenger disposes, transfers, assigns, novates
or grants any security interest over or otherwise
encumbers any assets of the High Yield Fund, or
acquires any new asset which would form part of
the High Yield Fund’s trust property or takes any
steps to enter into any obligations, agreements
or arrangements in relation to such matters
without the prior written consent of Challenger
Life (which consent shall not be unreasonably
withheld); or
(xv) the aggregate redemption amount attributable to
all Foreign Resident Unitholders registered in the
Register as at 5.00pm on the date of the Meeting
exceeds $5 million.

(xii) on or prior to 5.00pm on the date of the Meeting
the responsible entity of the Guaranteed Income
Fund amends the constitution of the Guaranteed
Income Fund without the prior written consent
of Challenger Life (which consent shall not be
unreasonably withheld);
(xiii) on or prior to 5.00pm on the date of the Meeting
the High Yield Fund is deregistered as a managed
investment scheme under the Corporations Act,
or any steps or actions are taken to deregister the
High Yield Fund without the prior written consent
of Challenger Life;
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Meeting details, voting and eligibility
Meeting details

Voting majorities

The Meeting will be held at 2.00pm on Thursday
24 February 2011 to consider the Resolutions set out
in the Notice of Meeting.

In order for the Proposal to proceed, both Resolutions
must be approved:

The chairman may adjourn the Meeting to a later time or
date as the chairman sees fit. If the chairman makes such
a determination, Challenger will notify Unitholders.

Quorum
A quorum of at least two individuals, being Unitholders
of the High Yield Fund present in person or persons
attending as proxies, body corporate representatives or
attorneys, must be present throughout the Meeting (or
any adjournment thereof). The Meeting will be adjourned
if a quorum is not present within 30 minutes of the
scheduled time for the Meeting.

Chairman
Challenger will appoint a chairman who is external to
Challenger to chair the Meeting. The chairman will vote
any undirected proxies appointing the chairman as proxy
in favour of the Resolutions.

Voting
Entitlement to vote
In the absence of any special circumstances, the register
of Unitholders of the High Yield Fund as at 3.00pm on
23 February 2011 will be taken as evidence of those
Unitholders entitled to vote at that Meeting. If a transfer
is registered after this time, you may not be able to vote
at the Meeting.
Challenger and its associates are not entitled to vote any
interests on the Resolutions if they have an interest in the
Resolutions or matter other than as a member of the High
Yield Fund, unless they vote as proxy for another member
who can vote and the proxy specifies the way they are to
vote on the Resolutions. Challenger and its associates will
not vote on the Resolutions.
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• Resolution 1: by at least 75% of the total number
of votes cast by Unitholders at the Meeting who are
entitled to vote; and
• Resolution 2: by at least 50% of the total number
of votes cast by Unitholders at the Meeting who are
entitled to vote.

Voting
Unitholders can vote in any of the following ways:
• by attending the Meeting and voting in person, or
in the case of corporate Unitholders, by a corporate
representative;
• by appointing a proxy to attend and vote on your
behalf; or
• by appointing an attorney to attend and vote on
your behalf.
Voting on the special resolution (Resolution 1) will be
conducted by way of a poll. Voting on the ordinary
resolution (Resolution 2) will be conducted by way of
a show of hands, unless a poll is demanded.
A poll may be demanded before votes on the ordinary
resolution are taken, before the voting results on a show
of hands are declared or immediately after the voting
results on a show of hands are declared.
A poll may be demanded by at least five Unitholders
present at the meeting entitled to vote on the ordinary
resolution, by Unitholders present with at least five
per cent of the votes that may be cast on the ordinary
resolution by a poll or by the chair. Voting papers will
be issued at the meeting in the event that a poll is
demanded.
On a show of hands, you will have one vote. On a poll,
you will have one vote for each dollar of the value of the
total interests you have in the High Yield Fund. If you

hold your interest in the High Yield Fund jointly and more
than one Unitholder votes in respect of that interest, only
the vote of the Unitholder first named in the Register of
Unitholders will be counted.
You do not have to exercise all your votes in the same
way, and you do not have to cast all of your votes.
TO BE VALID, YOUR PROXY FORMS MUST
BE RECEIVED BY LINK MARKET SERVICES OR
CHALLENGER BY NO LATER THAN 2.00PM on
22 FEBRUARY 2011.

To vote in favour of the Resolutions
This is the course of action recommended by the Board.
The special resolution can only validly pass if passed by
at least 75% of the votes cast by Unitholders entitled to
vote on the Resolution. The ordinary resolution can only
validly pass if passed by at least 50% of the votes cast
by Unitholders entitled to vote on the Resolution. For
this reason, it is recommended that you vote in favour of
both of the Resolutions. If you are unable to attend the
Meeting, you are urged to complete and return, in the
enclosed reply paid envelope, the Proxy and Voting Form
that accompany this Explanatory Memorandum.

To vote against the Resolutions
If you decide to vote against either or both of the
Resolutions, you can do so in person at the Meeting or
by nominating appropriately on the enclosed Proxy and
Voting Form.
However, if the Resolutions are approved by the requisite
majorities at the Meeting, the Resolutions will bind all
Unitholders, including those who voted against the
Resolutions and those who did not vote at all. In these
circumstances, all unitholdings in the High Yield Fund as
at the Record Date will be dealt with as described in the
Proposal according to the details in the Register.

Voting in person or by corporate
representative
If you plan to vote in person at the Meeting, please
arrive at least 30 minutes before the starting time so
your attendance can be registered.
Please bring your (unused) Proxy and Voting Form with
you to assist in the registration process.

Corporations wishing to vote at the Meeting must
appoint a representative who must bring with them the
original document properly authorising their appointment
under section 253B of the Corporations Act. The
appointment must set out what the representative is
authorised to do. If the appointment is by reference
to a position held, the appointment must identify that
position.

Voting by proxy
You have the right to appoint a proxy to attend the
Meeting and vote for you. That person need not be
a Unitholder of the High Yield Fund and may be the
chairman of the Meeting.
Your proxy will have the same rights as you to speak
during the Meeting. You may direct your proxy how to
vote. Your proxy may choose whether or not to vote on
the special resolution and ordinary resolution on a show
of hands at the meeting, but may not vote on a show
of hands if they have two or more appointments that
specify different ways to vote on the special resolution
and ordinary resolution. If your proxy is not the chair, he
or she may choose whether or not to vote on the special
resolution and ordinary resolution on a poll. If he or she
chooses to vote, whether on a show of hands or on a
poll, he or she must do so as directed by you, unless
you do not give any such direction to the proxy. If your
proxy is the chairman, they must vote on the special
resolution and ordinary resolution on a poll and must do
so as directed by you, unless you do not give any such
direction.
You may use the Proxy and Voting Form sent to
Unitholders to appoint a proxy. If you wish to appoint two
proxies, a request should be made to Challenger for an
additional Proxy and Voting Form.
Where two or more persons are registered as Unitholders,
each person must sign the proxy appointment.
Where two proxies are appointed each proxy may be
appointed to represent a specified proportion of your
voting rights. If the proxy appointments do not specify the
proportion of voting rights that each proxy may exercise,
each proxy may exercise half of your votes. Fractions of
votes will be disregarded.
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Meeting details, voting and eligibility

How to complete your proxy

Voting by attorney

Please refer to the instructions on the Proxy and Voting
Form for an explanation on how to complete the form.

You have the right to appoint an attorney to attend the
Meeting and vote for you.

Challenger has appointed Link Market Services Limited
as its agent to receive Proxy and Voting Forms. Proxy and
Voting Forms may be provided to Link Market Services
Limited as follows:

If the proxy appointment is signed under a power of
attorney, Link Market Services Limited (or Challenger at
its registered office) must receive a certified copy of the
power of attorney before 2.00pm on Tuesday 22 February
2011 (or at least 48 hours before any adjourned meeting),
for the proxy appointment to be effective.

By mail:
Challenger Managed Investments Limited
C/- Link Market Services Limited
Locked Bag A14
Sydney South NSW 1235
Australia
By fax:
+61 2 9287 0309
By hand:
Delivering it to Link Market Services Limited, Level 12,
680 George Street, Sydney NSW 2000.
By scan and email:
Scan your signed Proxy and Voting Form and email to
challenger@linkmarketservices.com.au
Alternatively, Proxy and Voting Forms may be sent to
Challenger’s registered office: C/- Company Secretariat,
Level 15, 255 Pitt Street, Sydney NSW 2000.
Proxy appointments must be received by Link Market
Services Limited (or Challenger at its registered office)
before 2.00pm on 22 February 2011 (or at least
48 hours before any adjourned meeting), for the
proxy appointment to be effective.
If the proxy appointment is signed under a power of
attorney, Link Market Services Limited (or Challenger at
its registered office) must receive a certified copy of the
power of attorney before 2.00pm on Tuesday 22 February
2011 (or at least 48 hours before any adjourned meeting)
for the proxy appointment to be effective.
Please send your proxy appointment, corporate
representative authorisation and/or power of attorney as
early as possible, to assist us with the counting of votes.
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Voting exclusions
Challenger and its associates are not entitled to vote any
interests on the Resolutions if they have an interest in the
Resolutions or matter other than as a member of the High
Yield Fund, unless they vote as proxy for another member
who can vote and the proxy specifies the way they are to
vote on the Resolutions. Challenger and its associates will
not vote on the Resolutions.

More information
If you have any questions, please contact Challenger on
13 35 66 (+61 2 9994 7000 for overseas Unitholders),
or visit www.challenger.com.au/invest/UHM which
contains information on the Proposal.

Information about the High Yield Fund
Overview
The High Yield Fund commenced in June 2001 with an
investment objective of outperforming both the UBSA
Bank Bill Index and UBSA Composite (All Maturities) Bond
Index over any twelve-month period.
To achieve its objective, the High Yield Fund invests
primarily in a diversified portfolio of high-yielding debt/
equity and fixed interest investments with a particular
focus on credit.
The High Yield Fund attracted significant investor demand
and produced strong performance until the onset of the
GFC in 2007 and in particular the dislocation in global
credit markets. The GFC had a number of significant
fund-specific and broader economic impacts including:
• Unitholders sought to reduce their risk exposure and
the High Yield Fund suffered significant net-outflows
from late 2007;
• credit spreads expanded and this had a negative impact
on the value of securities held in the High Yield Fund.
This also increased the likelihood that the security issuer
would exercise any contractual rights to extend the
term of a security even when that extension involved
an increase in the rate of coupons to be paid;
• the general aversion to risk also impacted liquidity in
the market for the High Yield Fund’s securities making
it difficult to sell securities at fair value to meet the
demands for redemptions; and
• there were several securities held in the High Yield
Fund for which the issuer defaulted and this led to
significant losses.
In October 2008 the High Yield Fund was declared illiquid
to protect the best interests of Unitholders. As an illiquid
scheme the High Yield Fund has provided withdrawal
offers as it was able to raise liquidity. Whilst not able to
be offered in every quarter, these offers have generally
provided access to up to 10% of Unitholder balances.

Challenger’s experience has been that there has been very
strong and growing demand for these withdrawal offers
as Unitholders seek to redeem from the High Yield Fund.

High Yield Fund asset composition
The High Yield Fund’s investments include but are
not limited to bank bills, bonds, commercial paper,
mortgages, loans, convertible shares/notes, mortgage
and asset backed securities, floating rate notes, reset
securities, hybrid debt/equity securities, structured
yield transactions, credit linked securities, credit default
swaps and ordinary and preferred shares/units. As at
31 December 2010, the net asset value of the High Yield
Fund was approximately $555 million.
The breakdown of these holdings as at 31 December
2010 is shown below:
Security type as at 31 December 2010

%

Asset Backed Securities

1.24

Credit Linked Note

3.60

Convertible Notes

0.44

Corporate Bonds

6.86

Floating Rate Notes

32.35

Income Securities

19.86

Listed Unit Trust

0.40

Mortgage Backed Securities

8.72

Converting Preference Shares

4.36

Reset Securities

11.35

Cash

10.26

Swaps and FX

0.56

An alternative way of displaying the High Yield Fund’s
assets is by their contractual or expected maturity.
A contractual or expected maturity shows the date on
which the security is contractually obliged to be repaid
or the date at which Challenger has a reasonable
expectation that the issuer is likely to repay the security.
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Maturity profile as at 31 December 2010
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Further information in relation to the High Yield Fund’s assets is provided in the High Yield Fund’s monthly report,
which is available by contacting Challenger on 13 35 66 (+61 2 9994 7000 for overseas Unitholders), or by visiting
www.challenger.com.au/invest/UHM.

High Yield Fund performance
The table below sets out the performance of the High Yield Fund as at 31 December 2010.

Retail (inception date 31 August 2002)
Growth return
Distribution return
Wholesale (inception date 16 September 2002)
Growth return

1 month
%

Quarter
(%)

1 year
(%)

3 years
(%) p.a.

5 years
(%) p.a.

Inception
(%) p.a.

0.20

2.99

9.36

–7.13

–2.95

1.71

–1.33

1.42

3.37

–12.96

–8.54

–4.39

1.53

1.57

6.00

5.83

5.59

6.09

0.28

3.19

10.21

–6.43

–2.25

2.41

–1.33

1.53

3.49

–12.96

–8.35

–4.11

Distribution return

1.61

1.65

6.73

6.53

6.10

6.52

Professional (inception date 3 July 2001)

0.26

3.19

10.27

–6.37

–2.19

3.48

Growth return

–1.31

1.57

3.58

–13.10

–8.49

–2.97

Distribution return

1.58

1.62

6.69

6.73

6.30

6.46

Premier (inception date 4 April 2005)

0.34

3.38

11.04

–5.71

–1.26

–0.13

–1.25

1.74

3.76

–13.29

–9.04

–8.20

1.59

1.63

7.27

7.57

7.77

8.07

UBSA Composite (All Maturities) Bond Index

0.03

–0.19

6.04

7.43

5.76

n/a

UBSA Bank Bill Index

0.42

1.24

4.66

5.23

5.69

n/a

Growth return
Distribution return
Benchmark return

Returns are calculated after fees have been deducted, assuming reinvestment of distributions. No allowance is made for tax.
Past performance is no assurance or indicator of future financial performance of the High Yield Fund.
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Credit Risk
The High Yield Fund is exposed to a diversified range
of securities with different degrees of credit risk. These
securities span the range of highly-secure to higher-risk
securities however consistent with the High Yield Fund’s
investment mandate of investing in higher-yielding fixed
income investments, the High Yield Fund maintains
an overall portfolio that is technically classified as subinvestment grade. This is described in more detail in the
Independent Experts Report in Section 3.4.
Whilst at the higher end of the sub-investment grade
spectrum, the High Yield Fund’s investments are exposed
to a material risk of the issuer defaulting on their
investment. In return for this risk the issuer is generally
required to pay a higher yield.

Outlook for the High Yield Fund
Challenger’s expectation is that the High Yield Fund will
continue to perform broadly in line with the asset class in
which it invests. As has previously been noted, the High
Yield Fund was adversely impacted by the onset of the
GFC but has performed strongly as global credit markets
have improved. Future investment performance will
generally be determined by global economic conditions
and the impact on the issuers of the securities held by the
High Yield Fund as well as the general pricing of risk.

Challenger also expects that liquidity will continue to be
severely constrained as Unitholders are seeking lower
risk investments and require greater compensation for
taking any additional risk. The lack of liquidity has a direct
impact on the ability to realise the securities held in the
High Yield Fund. It also has an indirect impact as security
issuers who have had the contractual right to extend the
security’s term in return for paying a higher coupon have
little incentive to refinance as the rate they would be
required to pay under a refinancing option is likely to be
greater than the rate they are paying under the terms of
their current securities.
Challenger also expects that it is unlikely that the High
Yield Fund will attract significant investor demand in
the near term as investors are seeking greater access to
liquidity than can be provided by the High Yield Fund’s
assets. This means that the High Yield Fund is expected to
be in continual outflow and will not be able to use new
inflows to invest in more liquid securities.

Economic conditions have generally continued to improve
however there have been several shocks to investment
markets including European sovereign debt issues.
Challenger’s expectation is that there will continue to be
significant volatility in global markets.
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Information about the Guaranteed
Income Fund
The Guaranteed Income Fund is a registered managed
investment scheme that will invest in an annuity to be
issued by Challenger Life. An annuity is a life insurance
contract that provides a series of regular payments
received for an agreed period of time in return for the
payment of a lump sum of money. The implementation
of the Proposal involves a cash payment and the issue of
Guaranteed Income Fund Units to Unitholders.
Challenger is the responsible entity of the Guaranteed
Income Fund. As responsible entity, Challenger manages
the operation of the Guaranteed Income Fund, issues
units in the Guaranteed Income Fund and is legally
responsible under the Corporations Act to unitholders in
the Guaranteed Income Fund.

Investment approach
To invest in an annuity issued by Challenger Life, which
is referable to Challenger Life’s Statutory Fund No. 2
(Statutory Fund).
The Statutory Fund generally contains a range of
investments that may include bank bills, debt investments,
convertible notes, shares, geared and ungeared property
investments, infrastructure investments and other assets.
The underlying investment objectives of the Statutory
Fund include:
• achieving consistent returns from investments that
ensure that the guaranteed rate of return offered to
policyholders is earned; and
• matching the liability cash flows with cash flows
receivable from the underlying assets.

Investment strategy
The Guaranteed Income Fund will invest in an annuity
issued by Challenger Life that closely matches the
Distributions, Maturity Unit Price and maturity profile
of the Guaranteed Income Fund Units.

Challenger Life is subject to prudential supervision by
APRA. The Guaranteed Income Fund, however, is not
regulated by APRA.
The Guaranteed Income Fund’s constitution permits the
use of derivatives. Challenger does not intend to use
derivatives in the Guaranteed Income Fund.

Key features
The key features of the Guaranteed Income Fund Units are detailed below:
Investment objective

Aims to provide specified and regular Distributions until the Maturity Date as well as a
Maturity Unit Price of $1.00 per Guaranteed Income Fund Unit by holding an annuity issued
by Challenger Life.

Commencement Date

25 February 2011

Maturity Date

31 March 2014

Fees and other costs

Nil.

Distributions frequency

Quarterly.

Distribution payment methods

Distributions will be paid either by cheque or to the unitholder’s financial institution account
as soon as practicable after the end of the distribution period.

Distribution Re-investment

The Guaranteed Income Fund does not offer the re-investment of Distributions.

Capital Payment

Effective on the Maturity Date, Challenger will fully redeem all Guaranteed Income Fund units
for the Maturity Value. This transaction will be processed as a redemption of Guaranteed
Income Fund Units at a unit price of $1.00 per Guaranteed Income Fund Unit and will be paid
within 10 Business Days following the Maturity Date.
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Maturity Value (paid at
the Maturity Date)

The number of Guaranteed Income Fund Units held on the Maturity Date multiplied by a unit
price of $1.00.

Early Withdrawals

Guaranteed Income Fund unitholders will be able to apply for an Early Withdrawal during
each quarter and also under certain death (if regulatory relief (which is currently being
sought) is obtained). Please refer to ‘Death Withdrawal (subject to regulatory relief)’ below)
or hardship criteria up to capped amounts.
Early Withdrawal requests can be lodged at any time during the quarter up to 3.00pm
on the last Business Day of the relevant quarter, i.e. end of March, June, September and
December. They will be processed on the first Business Day of the next quarter, except in
the case of an Early Withdrawal relating to death (if regulatory relief (which is currently
being sought) is obtained). Please refer to ‘Death Withdrawal (subject to regulatory relief)’
below) or hardship (Death Withdrawal and Hardship Withdrawal), which will generally
be processed as at the last Business Day of each week following Challenger receiving all
necessary supporting documentation and approving the application to withdraw. If Challenger
obtains the necessary regulatory relief to do so, then Early Withdrawals relating to death
(Death Withdrawals) will be processed in the same manner and timeframes as for Hardship
Withdrawals, but if Challenger does not obtain the necessary regulatory relief, then Death
Withdrawals will be treated as for other Early Withdrawals.
Death Withdrawal (subject to regulatory relief)
At the date of this document, Challenger is seeking regulatory relief so that the executor or
administrator of the estate of a deceased former Guaranteed Income Fund unitholder, or
a Platform on behalf of such an executor or administrator, can make a Death Withdrawal
request in respect of the Guaranteed Income Fund Units held by the estate of the deceased,
under which the price per Guaranteed Income Fund Unit redeemed for a Death Withdrawal
will be subject to a discount whereby the future cash payments otherwise due on Guaranteed
Income Fund Units will be discounted by the greater of:
(i) the prevailing yield on a Commonwealth Government Security with a term nearest to the
remainder of the term of the annuity held by the Guaranteed Income Fund plus 0.5% at
that relevant time; and
(ii) the gross yield implicit in the annuity held by the Guaranteed Income Fund at the time of
issue. If the relief is obtained, Challenger will generally process Death Withdrawals as at
the last Business Day of each week following Challenger receiving all necessary supporting
documentation and approving the application to withdraw.
If Challenger does not obtain the necessary regulatory relief to permit Death Withdrawals,
then the executor or administrator of the estate of a deceased former Guaranteed Income
Fund unitholder, or a Platform on behalf of such an executor or administrator, will only be
permitted to make a quarterly Early Withdrawal request (or a Hardship Withdrawal request if
the relevant grounds are satisfied). The price per Guaranteed Income Fund Unit redeemed will
be subject to the discount set out in ‘Withdrawals (other than Hardship Withdrawal and (if
regulatory relief (which is currently being sought) is obtained) other than Death Withdrawal)‘
below (unless Hardship Withdrawal grounds are satisfied in which case the discount set out in
‘Hardship Withdrawal’ below will apply).
Hardship Withdrawal
A Guaranteed Income Fund unitholder can make a Hardship Withdrawal request for an amount
up to the lesser of the amount required as a result of the hardship and $100,000. A unitholder
can make up to four applications for hardship relief in any calendar year although the total
amount paid to a unitholder cannot exceed $100,000 in any calendar year. The price per
Guaranteed Income Fund Unit redeemed will be subject to a discount whereby the future cash
payments otherwise due on Guaranteed Income Fund Units will be discounted by the greater of:
(i) the prevailing yield on a Commonwealth Government Security with a term nearest to the
remainder of the term of the annuity held by the Guaranteed Income Fund plus 0.5% at
the relevant time; and
(ii) the gross yield implicit in the annuity held by the Guaranteed Income Fund at the time of
issue.
Refer to ‘Hardship Withdrawals’ on pages 47 and 48 for a description of the relevant grounds
on which a unitholder may make a Hardship Withdrawal request.
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Early Withdrawals (cont.)

Early Withdrawals (other than Hardship Withdrawal and (if regulatory relief (which is
currently being sought) is obtained) other than Death Withdrawal)
Any request for an Early Withdrawal other than a Hardship Withdrawal will be subject to a
discount whereby the future cash payments otherwise due on Guaranteed Income Fund Units
will be discounted by the greater of:
(i) the prevailing yield on a Commonwealth Government Security with a term nearest to the
remainder of the term of the annuity held by the Guaranteed Income Fund plus 4% at the
relevant time; and
(ii) the gross yield implicit in the annuity held by the Guaranteed Income Fund at the time of
issue.
Until such time as Challenger obtains the necessary regulatory relief, Death Withdrawals
will be processed at an Early Withdrawal Unit Price applying the discount applicable to Early
Withdrawals set out immediately above. If Challenger obtains the necessary regulatory relief
in respect of Death Withdrawals, Challenger will process Death Withdrawals by applying the
discount described under the heading ‘Death Withdrawals (subject to regulatory relief)’ above.
Maximum withdrawals per quarter (prior to maturity on 31 March 2014)
The maximum aggregate amount available for Early Withdrawal requests in connection with
the Guaranteed Income Fund is:
• $3 million per quarter in aggregate for all Death Withdrawals (if regulatory relief (which is
currently being sought) is obtained) and Hardship Withdrawals; and
• $50 million per quarter in aggregate for all Early Withdrawals (including requests for Death
Withdrawals and Hardship Withdrawals).
Once total Death Withdrawal (if regulatory relief (which is currently being sought) is obtained)
and Hardship Withdrawal requests exceed $3 million in a quarter, such Death Withdrawal and
Hardship Withdrawal requests will not be processed. Any requests which are being processed
on the same day which will result in the $3 million limit being exceeded will be redeemed on a
pro rata basis based on the size of the requests.
Once total Early Withdrawal requests (including requests for Death Withdrawals and Hardship
Withdrawals) exceed $50 million in a quarter, redemption requests beyond this amount will
not be processed. Any requests in a quarter which would result in this limit being exceeded
will be redeemed on a pro rata basis based on the size of the requests.
To the extent any Early Withdrawal requests (including requests for Death Withdrawals and
Hardship Withdrawals) are not satisfied in full, the unsatisfied portion of the request will be
deemed to have been withdrawn. The Guaranteed Income Fund unitholder would have the
option to submit an additional request for Early Withdrawal in future quarters.
Payment
All Early Withdrawals will generally be processed within 10 Business Days of the effective date
of the Early Withdrawal.
Please refer to ‘Delays in Withdrawals’ and ‘Suspending withdrawal requests’ on pages 48 and
49 for a description.
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Information about the Guaranteed Income Fund

Labour standards or environmental,
social or ethical considerations
In buying, retaining or selling underlying investments in
the Guaranteed Income Fund, Challenger generally does
not take into account labour standards or environmental,
social or ethical considerations. However, to the extent
that Challenger believes those matters may affect the
value or performance of an underlying investment, they
may be considered. Neither Challenger nor Challenger
Life has a predetermined view as to what constitutes
a labour standard or environmental, social or ethical
consideration as these will be determined on a case-bycase basis.

How does the Guaranteed Income
Fund work?
Issue price
When a Unitholder acquires units in the Guaranteed
Income Fund under the Proposal, the Guaranteed Income
Fund Units will be issued at a unit price of $1.00.

The Earnings Rate
On 24 February 2011, Challenger Life will calculate
an Earnings Rate for the annuity to be issued to the
Guaranteed Income Fund. Prior to this date, an indicative
Earnings Rate can be found by visiting Challenger’s
website www.challenger.com.au/invest/UHM or by
calling Challenger on 13 35 66 (+61 2 9994 7000 for
overseas Unitholders). If the Proposal is approved, the
final Earnings Rate will be notified to unitholders in
their transaction confirmation issued within 10 days
of 25 February 2011.
The Earnings Rate is a reflection of the fixed return a
Guaranteed Income Fund unitholder will receive on
their investment (per Guaranteed Income Fund Unit)
assuming the Guaranteed Income Fund unitholder
holds the Guaranteed Income Fund Units until the
Maturity Date. The final Earnings Rate will determine the
Distribution amounts paid quarterly and will apply until
the Maturity Date (regardless of what movements occur
to interest rates between the investment date and the
Maturity Date).

Distributions
The Guaranteed Income Fund Units will offer specified
regular Distributions, via quarterly Distribution payments
until the Maturity Date. The actual dollar amount a
Guaranteed Income Fund unitholder will receive each
quarter is determined by this specified Distribution and
the number of Guaranteed Income Fund Units held as at
the last day of each quarter. Challenger will generally pay
the Distributions to Guaranteed Income Fund unitholders
within 10 Business Days of the last day of the quarter. The
Guaranteed Income Fund does not accept reinvestment of
Distributions.
The Distribution amount a Guaranteed Income Fund
unitholder will receive each quarter is calculated by
multiplying the final Earnings Rate by the number of
Guaranteed Income Fund Units the Guaranteed Income
Fund unitholder holds as at the last day of the relevant
quarter. For example, if each Guaranteed Income Fund
Unit has a Distribution of 1.25 cents per Guaranteed
Income Fund Unit per quarter (that is, this example
assumes the final Earnings Rate to be 5.00% p.a.), and
the Guaranteed Income Fund unitholder holds 100,000
units as at the last day of the quarter, the Guaranteed
Income Fund Unitholder would receive a Distribution
amount of $1,250 ($0.0125 × 100,000 units). If the
number of Guaranteed Income Fund units held by
the unitholder decreases due to an Early Withdrawal,
the Distribution will be calculated using the decreased
number of Guaranteed Income Fund Units held.
The first Distribution for the Guaranteed Income Fund,
payable 31 March 2011, will be the same amount as
subsequent Distributions, i.e. it will provide income in
respect of the full quarter (1 January 2011 to 31 March
2011) at the final Earnings Rate. This ensures that
Unitholders will receive what is the final Earnings Rate
for the entire quarter ended 31 March 2011 instead
of receiving the distribution that the High Yield Fund
may have distributed for that quarter. Essentially, if the
Proposal is approved by Unitholders, Unitholders forgo
the distribution on the High Yield Fund for the quarter
ended 31 March 2011 and will instead receive a fixed
and known Distribution by the Guaranteed Income
Fund for that quarter at the final Earnings Rate.
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The Distribution applies to all Guaranteed Income
Fund unitholders and will not change throughout the
life of the Guaranteed Income Fund. Challenger Life
makes guaranteed income and capital payments under
the annuity it issues which generates returns in the
Guaranteed Income Fund that equal the Distribution and
the Maturity Unit Price (refer to ‘About the guarantees’
on this page for more information).
Should there be a change in a law in respect of tax that
results in the Guaranteed Income Fund or Challenger
becoming subject to tax, Challenger, as responsible
entity, will no longer be required to make Distributions
in accordance with the terms set out in this section.
Challenger may, at its discretion, choose when to make
Distributions of profits, income, capital or any taxation or
imputation credits that have become available in relation
to the Guaranteed Income Fund.

Final payment on Maturity Date
As at the Maturity Date (31 March 2014), Challenger
will fully redeem all Guaranteed Income Fund Units
for the Maturity Value. The final payment on maturity
should be paid within 10 Business Days of the Maturity
Date. Challenger will then terminate the Guaranteed
Income Fund.
The Maturity Value is calculated using the Maturity Unit
Price of $1.00. The actual dollar amount a unitholder
will receive as the Maturity Value will depend on the
number of Guaranteed Income Fund Units held as at the
Maturity Date. For example, if a unitholder held 100,000
Guaranteed Income Fund Units as at the Maturity Date,
the unitholder would receive $100,000 as the Maturity
Value ($1.00 × 100,000 Guaranteed Income Fund Units).
The total final payments would therefore be, for example,
the Maturity Value of $100,000 plus the final regular
Quarterly Distribution Amount for the quarter ending
31 March 2014.
To make the final payment relating to the Maturity Value,
on maturity of the annuity, Challenger Life will pay the
maturity value of the annuity to the Guaranteed Income
Fund and Challenger will then provide for all liabilities
of the Guaranteed Income Fund (which includes any
expenses relating to the maturity of the Guaranteed
Income Fund Units which are expected to be nil) and
distribute the net proceeds.
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About the guarantees
References to Challenger Life’s obligations below refer to
and are limited to the annuity and guarantees provided
by Challenger Life (referable to Challenger Life’s Statutory
Fund No. 2) to the Guaranteed Income Fund.
Amounts designed to match the Distribution and the
Maturity Unit Price are to be paid to the Guaranteed
Income Fund by Challenger Life under the terms of the
annuity to be issued by Challenger Life to the Guaranteed
Income Fund.
The effect of the operation of the terms of the annuity
to be issued by Challenger Life is that Challenger Life is
contractually obliged to make regular income payments
to the Guaranteed Income Fund that match each
Distribution that the Guaranteed Income Fund proposes
to make to Guaranteed Income Fund unitholders (as
set out in this Explanatory Memorandum). Challenger
Life will also be contractually obliged to make a capital
payment to the Guaranteed Income Fund that matches
the capital payment and the Maturity Unit Price (assuming
Guaranteed Income Fund Units are held to the applicable
Maturity Date). Through the operation of the terms of
this annuity, Challenger Life contractually undertakes
and guarantees to the Guaranteed Income Fund the
payment of these amounts, due under the annuity. These
undertakings and guarantees are limited however to the
available assets of the Statutory Fund No. 2 from time
to time.
The payments that Challenger Life is required to make are
subject to any changes to relevant laws (including taxation
laws) that apply to life insurance companies and annuities.
Challenger Life reserves the right to vary the terms of the
annuity to meet any changes to legislative requirements
and its rights to make deductions for charges such as
stamp duty, tax and other government charges. The
Guaranteed Income Fund’s ability to pay the Distributions,
capital payment and Maturity Unit Price will depend on
Challenger Life meeting these contractual obligations.
It is important to note that whilst Challenger Life is
contractually obliged (pursuant to the annuity contract to
be entered into by Challenger Life with the Guaranteed
Income Fund, and referable to Challenger Life’s Statutory
Fund No. 2) to make the relevant guaranteed income
and capital payment to the Guaranteed Income Fund, no
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company in the Challenger Group (including Challenger
and Challenger Life) provides a guarantee to Guaranteed
Income Fund unitholders in respect of the Guaranteed
Income Fund.
Challenger, as the responsible entity of the Guaranteed
Income Fund, does not provide any guarantee in respect
of the Guaranteed Income Fund or the payment of
capital, the Distributions or the Maturity Unit Price. In
addition to an investment not being guaranteed by the
responsible entity, it is also not secured against loss and
under the constitution there is no recourse against the
responsible entity (including in its personal capacity).

Can a Guaranteed Income Fund
unitholder make changes to an
investment once it has commenced?
A Guaranteed Income Fund unitholder cannot make
additional investments into the Guaranteed Income Fund.

Up-to-date information about the
Guaranteed Income Fund
A unitholder can obtain up-to-date information for the
Guaranteed Income Fund by visiting Challenger’s website
www.challenger.com.au. A paper copy of any updated
information will be given to you, on request, without
charge.

Continuous disclosure
Challenger, as responsible entity of the Guaranteed
Income Fund, is subject to continuous disclosure
obligations that require it to make material information
available to Guaranteed Income Fund unitholders.
A Guaranteed Income Fund unitholder can obtain a
copy of the Guaranteed Income Fund’s continuous
disclosure information by visiting Challenger’s website
www.challenger.com.au. A paper copy of any updated
information will be given to a Guaranteed Income Fund
unitholder, on request, without charge.

Changes to investment policy
The Guaranteed Income Fund’s constitution permits
a wide range of investments and gives Challenger, as
responsible entity, broad investment powers. Challenger

may vary the investment objective, strategy and processes
set out in this section, provided that Challenger gives
Guaranteed Income Fund unitholders written notice of
any material variation Challenger believes Guaranteed
Income Fund unitholders would not have reasonably
expected. Challenger does not expect that the
investment objective, strategy and processes to change
and will maintain the investment in the annuity issued
by Challenger Life, unless the circumstances of the
Guaranteed Income Fund materially change.

Changes to legislation
Changes to the law could affect the value or tax
treatment of an investment in the Guaranteed Income
Fund or its underlying assets.

Risks in relation to an investment in
the Guaranteed Income Fund
If the Proposal is implemented, Unitholders will receive
units in the Guaranteed Income Fund.
It is important to understand that the risk profile of an
investment in the Guaranteed Income Fund is different
to an investment in the High Yield Fund.
Risk can mean different things to different unitholders
and a degree of risk applies to all types of investments.
As investing in the Guaranteed Income Fund involves
exposing the investment to a range of risks, it is important
that unitholders understand:
• the risks involved in investing in the Guaranteed
Income Fund;
• how these risks compare with the risks of other
investments;
• how comfortable a unitholder is in exposing their
investment to risk; and
• the extent to which the Guaranteed Income Fund
fits into a unitholder’s overall financial plan.
Investments are subject to many risks, not all of which
can be predicted or foreseen. The table on pages 42 and
43 explains the significant risks associated with investing
in the Guaranteed Income Fund.
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Fund risk

Risks associated with the Guaranteed Income Fund include termination of the Guaranteed Income
Fund prior to the Maturity Date. Challenger may terminate the Guaranteed Income Fund prior to
the Maturity Date by notice to Guaranteed Income Fund unitholders. Please refer to ‘Termination’ on
page 54 for more information on the consequences of termination.
There is also a risk that the Guaranteed Income Fund may not be able to meet its obligations to a
Guaranteed Income Fund unitholder. If the Guaranteed Income Fund is unable to meet its obligations
to a Guaranteed Income Fund unitholder, the Guaranteed Income Fund unitholder will not be able
to recover any unpaid amounts from any entity in the Challenger Group (including Challenger and
Challenger Life), from any other entity or from the other assets of the Guaranteed Income Fund (where
the assets of the Guaranteed Income Fund are insufficient for that purpose).
Guaranteed Income Fund unitholders, however, have a right of first priority in relation to the assets
of the Guaranteed Income Fund in respect of any such unsatisfied obligations (refer to ‘Recourse
of Guaranteed Income Fund unitholders’ on page 54 for more information). An investment in the
Guaranteed Income Fund is governed by the terms of the constitution (as amended from time to time)
and this document.
Challenger aims to manage these risks by monitoring the Guaranteed Income Fund and acting in
Guaranteed Income Fund unitholders’ best interests. Winding up the Guaranteed Income Fund will
result in crystallisation of tax positions (both income and capital) at that time.

Credit risk of
Challenger Life

Challenger Life is contractually obliged under the terms of the annuity contract (referable to Challenger
Life’s Statutory Fund No. 2) entered into with the Guaranteed Income Fund to, amongst other things,
make regular income payments to the Guaranteed Income Fund. These payments are intended to
match each Distribution and the Maturity Unit Price for Guaranteed Income Fund Units. Challenger
Life’s ability to meet these obligations is dependent on the assets it holds from time to time and
on capital support in accordance with the capital adequacy standards it is required to meet under
APRA prudential standards (please refer to ‘Information on Challenger Life’ on page 56 for more
information).
Challenger Life’s ability to meet these capital support obligations is dependent on its ability to meet
its financial obligations as and when they fall due, i.e. on its creditworthiness. The payments that
Challenger Life is required to make are subject to any changes to relevant laws (including taxation
laws) that apply to life insurance companies. As a result, the Guaranteed Income Fund’s ability to pay
the Distributions, capital payments and Maturity Unit Price will depend on Challenger Life meeting its
obligations under the annuity. It should be noted that no company in the Challenger Group (including
Challenger and Challenger Life) provides a guarantee to Guaranteed Income Fund unitholders in
respect of the Guaranteed Income Fund.
As with any counterparty to a contract, there is a risk that Challenger Life might not meet its
obligations under the annuity and that the assets of the Statutory Fund No.2 that support the annuity
issued by Challenger Life to the Guaranteed Income Fund are insufficient to meet Challenger Life’s
obligations under the annuity issued to the Guaranteed Income Fund.
This risk is mitigated because, in the event that Challenger Life becomes insolvent and is wound up, all
payments in respect of the annuity are liabilities of the Statutory Fund No. 2.
The Guaranteed Income Fund’s rights in respect of the annuity are limited in the first instance to assets
of the Statutory Fund No. 2. In the event of an insufficiency of assets to meet liabilities relating to the
annuity, the Guaranteed Income Fund may have a right to claim against other assets of Challenger Life
on a winding up of Challenger Life or the Statutory Fund No. 2, subject to the below.
The Guaranteed Income Fund has no rights to any assets of other statutory funds of Challenger Life
except as may be ordered by a Court on a winding up of Challenger Life or on the appointment of a
Judicial Manager (noting there can be no certainty of outcome in this regard).
Challenger Life has the right under the annuity to recover by deductions from the income payments
payable to the Guaranteed Income Fund, any stamp duty, tax, or other government charges or imposts
or a proportionate part thereof that may be imposed in respect of the annuity or its annuity business.
Challenger Life also reserves the right to:
• adjust income payments and tax instalments as a result of any change in taxation or other legislative
provision; or
• vary without prior notice to the Guaranteed Income Fund any of the terms and conditions of
the annuity policy document in order to comply with any requirements of, or as a result of, any
amendments to any legislative provision.
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Inflation risk

The real (inflation adjusted) value of the Distribution may reduce over time as a result of inflation.

Interest rate risk

Movements in official interest rates can have some influence over certain aspects of the Guaranteed
Income Fund. Firstly, anticipated movements in the official interest rates are taken into account by
Challenger Life when determining the Earnings Rate as at the Commencement Date.
Secondly, if official interest rates rise after the Commencement Date, you would not gain exposure to
any potential benefit from this rise, as the return you receive is fixed at the date of your investment.
Similarly, if interest rates were to fall, you would not be negatively affected by the reduction in
interest rates.

Regulatory risk

Changes in government policies, regulations and laws could affect the value, and/or tax treatment, of
an investment in the Guaranteed Income Fund. In particular, taxation laws and policies are subject to
change as described in ‘Taxation Considerations’ on pages 51 and 52.

Early Withdrawal risk

The Guaranteed Income Fund is designed for a unitholder to hold their investment until the Maturity
Date. If a Guaranteed Income Fund unitholder withdraws, in part or full, before the Maturity Date,
the Guaranteed Income Fund unitholder may receive significantly less back than they would if they
held the investment until the Maturity Date. Please refer to ‘Early Withdrawals’ on pages 46 and 47
for more information on Early Withdrawals.
The Guaranteed Income Fund may delay or suspend withdrawal requests in extreme circumstances.
Please refer to ‘Early Withdrawals’ on pages 46 and 47 for more information on Early Withdrawals as
well as the circumstances in which payments of Early Withdrawals may be delayed or suspended.
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Fees and other costs
Consumer advisory warning
Did you know?
Small differences in both investment performance and fees and costs can have a substantial impact on your long-term
returns. For example, total annual fees and costs of 2% of your fund balance rather than 1% could reduce your final
return by up to 20% over a 30-year period (for example, reduce it from $100,000 to $80,000). You should consider
whether features such as superior investment performance or the provision of better member services justify higher
fees and costs. You may be able to negotiate to pay lower contribution fees and management costs where applicable.
Ask the fund or your financial adviser.
To find out more
If you would like to find out more, or see the impact of the fees based on your own circumstances, the Australian
Securities and Investments Commission (ASIC) website (www.fido.asic.gov.au) has a managed investment fee calculator
to help you check out different fee options.
This table shows fees and other costs that Guaranteed Income Fund unitholders may be charged in the Guaranteed
Income Fund. These fees and costs may be deducted from Guaranteed Income Fund unitholder money, from the
returns on Guaranteed Income Fund unitholder investment or from the Guaranteed Income Fund assets as a whole.
Taxes are set out in ‘Taxation considerations’ on pages 51 and 52.
You should read all the information about fees and costs because it is important to understand their impact on your
investment.
Type of fee or cost

Amount

How and when paid

Fees when your money moves in or out of
the fund
Establishment fee: The fee to open your investment.

Nil

Not applicable

Contribution fee: The fee on each amount
contributed to your investment.

Nil

Not applicable

Withdrawal fee: The fee on each amount you take
out of your investment.

Nil

Not applicable.

Termination fee: The fee to close your investment.

Nil

Not applicable

Nil

Not applicable (please refer to
‘Management costs’ on page 45).

Nil

Not applicable

However, Early Withdrawals (if relevant)
are processed using the Early Withdrawal
Unit Price (please refer to Early
Withdrawal Unit Prices’ on page 50).

Management costs
Management costs: The fees and costs for managing
your investment.
Service fees
Investment switching fee: The fee for changing
investment options.
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Additional explanation of fees and costs
Management costs
Management costs comprise the additional fees or costs
that a Guaranteed Income Fund unitholder incurs by
investing in the Guaranteed Income Fund rather than
investing directly in the underlying assets. They may
include management fees, operating expenses and
investment expenses. They do not include transaction
costs or other costs that a Guaranteed Income Fund
unitholder would ordinarily incur when investing in the
underlying assets.
The Guaranteed Income Fund does not charge any
management costs.
Related party transactions
Challenger as responsible entity of the Guaranteed
Income Fund will be issued an annuity contract by
Challenger Life. Under agreements entered into between
Challenger Life and the responsible entity in respect of the
operation of the Guaranteed Income Fund, Challenger
Life agrees to pay the responsible entity certain fees and
expenses in respect of the operation of the Guaranteed
Income Fund. In addition, the responsible entity waives
its entitlement under the Guaranteed Income Fund’s
constitution to be paid or reimbursed out of the
Guaranteed Income Fund assets for expenses incurred
by it (or any of its officers, employees and agents)
in connection with the Guaranteed Income Fund on
condition that Challenger Life pays or reimburses it for all
such expenses. Prior to incurring any abnormal expenses
in respect of the Guaranteed Income Fund (such as costs
of unitholder meetings and defending or pursuing legal
proceedings) the responsible entity is required to obtain
the prior consent of Challenger Life. This consent cannot
be unreasonably withheld and is required to be given
where the incurring of the expense is for the purpose of
ensuring that Challenger meets its duties in respect of
the Guaranteed Income Fund. These expenses are paid by
Challenger Life from its resources and it is not intended
that they will be paid out of the Guaranteed Income

Fund. The fees and expenses incurred by Challenger Life
as a result of its obligations under these agreements
are, however, taken into account when Challenger Life
determines the Earnings Rate. Accordingly, they are
indirectly reflected in the Earnings Rate.
Additionally, Challenger may enter into transactions with
or use the services of any member of the Challenger
Group. It is Challenger’s policy to ensure that such
arrangements are on arm’s length commercial terms.
Challenger or any member of the Challenger Group
or any director or officer of any of them may invest in
the Guaranteed Income Fund. Challenger has a conflict
resolution procedure in place in the unlikely event that a
conflict of interest arises.

Government charges and GST
Government taxes such as stamp duty and GST may
be applied as appropriate. Please refer to ‘Taxation
considerations’ on pages 51 and 52.

Adviser remuneration
Indirect (or alternative form) remuneration
Challenger or a related party may pay fees or provide
other financial assistance (for seminars, client mailings,
co-operative advertising, postage, etc.) to financial
services intermediaries. These may be a fixed dollar
amount or a percentage of funds invested. If Challenger
does, Challenger will make these payments from its own
resources, so that they are not an additional cost to the
Guaranteed Income Fund or its unitholders.
Challenger maintains a register (in compliance with the
IFSA/FPA Industry Code of Practice on Alternative Forms
of Remuneration) summarising alternative forms of
remuneration that are paid or provided to certain financial
planners. If a unitholder would like to review this register,
the unitholder should contact Challenger.
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Example of annual fees and costs for the Guaranteed Income Fund
The table below gives an example of how the fees and costs in the Guaranteed Income Fund can affect an investment
over a one-year period. A unitholder should use this table to compare this product with other managed investment
products.
Example – Guaranteed Income Fund
PLUS Management costs

Amount
Nil

EQUALS Cost of the Guaranteed Income Fund

BALANCE of $50,000
And, for every $50,000 a unitholder has in
the Guaranteed Income Fund, the unitholder
will be charged $0.
If a unitholder had an investment of $50,000
at the beginning of the year the unitholder
would be charged fees of:
$01

1

While the total cost of the Guaranteed Income Fund in the example above is $0, if a unitholder decides to request an Early Withdrawal from the
Guaranteed Income Fund prior to the Maturity Date, the withdrawal will be processed using the Early Withdrawal Unit Price, which will be well
below $1.00 per unit. Refer to ‘Early Withdrawals’ below for further details.

New and additional investments
No additional investments can be made and the
Guaranteed Income Fund is closed to new investments
other than those under the Proposal.

Cooling-off right
No cooling off rights apply to an investment in the
Guaranteed Income Fund.

Withdrawing from the Guaranteed
Income Fund
In limited scenarios Guaranteed Income Fund unitholders
can apply for Early Withdrawals from the Guaranteed
Income Fund.
A Guaranteed Income Fund unitholder should be aware
that Early Withdrawals will be processed using the
applicable Early Withdrawal Unit Price on the effective
date of the transaction. The maximum Early Withdrawal
Unit Price possible is $1.00 (however it is unlikely that
circumstances would exist in interest rate markets (which
affect the calculation of the Early Withdrawal Unit Price)
which would result in an Early Withdrawal Unit Price
of $1.00). The Guaranteed Income Fund unit price will
(almost certainly) be well below $1.00 and therefore a
unitholder may receive significantly less back than if the
Guaranteed Income Fund unitholder held the investment
until the Maturity Date. Please refer to ‘Early Withdrawal
Unit Price’ on page 50 for an explanation on how the
Early Withdrawal Unit Price is calculated.
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While the Guaranteed Income Fund is liquid (please refer
to ‘If the Guaranteed Income Fund becomes illiquid’ on
page 49), valid Early Withdrawals will normally be paid
within 10 Business Days of the effective date of the Early
Withdrawal. However, refer to ‘Delay in withdrawals’ on
pages 48 and 49 for circumstances in which Challenger
can extend withdrawal payments or suspend redemptions.
An Early Withdrawal request either in full or in part, once
received by Challenger, may not be withdrawn without
our agreement or except as described below.
Any withdrawal, either in full or in part, may have tax
implications depending on the Guaranteed Income
Fund unitholder’s individual circumstances. Challenger
recommends a Guaranteed Income Fund unitholder
discuss these with their financial planner or tax adviser
before deciding to make a withdrawal. Challenger can
change the withdrawal transaction cut-off time at any
time. Challenger will not accept withdrawal requests on
the Maturity Date.

Early Withdrawals
Guaranteed Income Fund unitholders will be able to apply
for an Early Withdrawal during set quarterly withdrawal
periods or under death or hardship criteria.
Early Withdrawal requests are subject to:
• a maximum in aggregate of $3 million per quarter for all
Death Withdrawals (if regulatory relief (which is currently
being sought) is obtained) and Hardship Withdrawals; and
• a maximum in aggregate of $50 million per quarter
for all Early Withdrawals (including requests for Death
Withdrawals and Hardship Withdrawals).
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If more than $3 million in Death Withdrawal (if regulatory
relief (which is currently being sought) is obtained) and
Hardship Withdrawal requests are made in a quarter
in aggregate, the Death Withdrawal and Hardship
Withdrawal requests will not be processed once this
maximum has been reached and any requests which are
being processed on the same day which would result in
the $3 million limit being exceeded will be redeemed on
a pro rata basis based on the size of the requests.
If more than $50 million in Early Withdrawal (including
Death Withdrawal and Hardship Withdrawal) requests
are made in a quarter in aggregate, the Early Withdrawal
(including Death Withdrawal and Hardship Withdrawal)
requests will not be processed once this maximum has
been reached and any requests in a quarter which would
result in this limit being exceeded will be redeemed on a
pro rata basis based on the size of the requests.
Guaranteed Income Fund unitholders will be able to apply
for an Early Withdrawal under the death or hardship
criteria. Please refer to ‘Death Withdrawals’ and ‘Hardship
Withdrawals’ on pages 47 and 48 for more information
on what conditions Guaranteed Income Fund unitholders
must meet to qualify for Early Withdrawals under death
or hardship criteria.
Please refer to ‘Early Withdrawal Unit Price’ on page 50
for a description of the redemption price upon an Early
Withdrawal.

Death Withdrawals
At the date of this document, Challenger is seeking
(but has not yet obtained) regulatory relief and the
treatment (pricing any payment timeframes) of Death
Withdrawals depends on whether Challenger obtains the
relief. The executor or administrator of the estate of a
deceased former Guaranteed Income Fund unitholder, or
a Platform on behalf of such an executor or administrator,
can make a Death Withdrawal request in respect of the
Guaranteed Income Fund Units held by the estate of the
deceased former Guaranteed Income Fund unitholder.
Please refer to ‘Early Withdrawal Unit Price’ on page
50 for a description of the redemption price upon a
Death Withdrawal. The applicable Early Withdrawal
Unit Price for a Death Withdrawal depends on whether
or not Challenger obtains the regulatory relief in relation
to Death Withdrawals, refer to page 37 for more
information.

Hardship Withdrawals
Challenger, as responsible entity of the Guaranteed
Income Fund, is able to allow unitholders in the
Guaranteed Income Fund suffering from genuine financial
hardship the ability to withdraw a limited amount of their
investment subject to the quarterly maximums described
in the table on page 38 and to the terms of any relevant
ASIC relief. The following hardship criteria will be applied:
1. Severe financial hardship: the amount requested
is needed to enable the Guaranteed Income Fund
unitholder to meet reasonable and immediate living
expenses for themselves or their dependants.
2. Unemployment: the Guaranteed Income Fund
unitholder has not been in gainful employment for at
least three months and has no other means of financial
support other than government assistance.
3. Compassionate grounds: the amount requested is
needed by the Guaranteed Income Fund unitholder (or
a Guaranteed Income Fund unitholder’s dependant)
for one of the following reasons and the Guaranteed
Income Fund unitholder does not otherwise have the
financial capacity to meet the expense:
• to help pay for medical costs for certain illnesses,
injuries or mental disturbances;
• to fund specific modifications to a principal place
of residence or vehicle that are necessary to
accommodate special needs arising from a severe
disability;
• to assist with funeral and other expenses related to
the death of a dependant of the Guaranteed Income
Fund unitholder;
• to enable the Guaranteed Income Fund unitholder to
provide care for another person who is dying from a
terminal illness, including home care;
• to prevent a Guaranteed Income Fund unitholder’s
mortgagee/lender from selling the Guaranteed
Income Fund unitholder’s principal place of residence;
• where the responsible entity determines that the
Guaranteed Income Fund is non-liquid or that
withdrawals should be suspended, to meet a
binding financial obligation entered into by the
Guaranteed Income Fund unitholder prior to
Challenger determining that the Guaranteed Income
Fund is non-liquid or otherwise determining that
withdrawals should be suspended; or
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• to meet expenses in other cases consistent with the
above grounds.
4. Permanent incapacity: where a Guaranteed Income
Fund unitholder has ceased gainful employment by
reason of mental or physical ill health and Challenger is
satisfied that the Guaranteed Income Fund unitholder
is unlikely ever again to engage in gainful employment
of the type for which the Guaranteed Income Fund
unitholder is reasonably qualified by education, training
or experience.
A Guaranteed Income Fund unitholder can make a
Hardship Withdrawal request for an amount up to the
lesser of the amount required as a result of the hardship
and $100,000. A Guaranteed Income Fund unitholder
can make up to four Hardship Withdrawal requests in
any calendar year although the total amount paid to a
unitholder cannot exceed $100,000 in any calendar year.
If a unitholder wishes to apply for a Hardship Withdrawal
they need to complete the Hardship Withdrawal form
available by calling Challenger.
Guaranteed Income Fund unitholders will only be able
to apply for a Hardship Withdrawal under the above
hardship criteria. A Platform on behalf of a person
suffering from genuine hardship, or a beneficiary of the
estate of a deceased formed Guaranteed Income Fund
unitholder suffering from genuine financial hardship may
also apply for a Hardship Withdrawal under the above
hardship criteria. Please refer to ‘Early Withdrawal Unit
Price’ on page 38 for a description of the redemption
price upon a Hardship Withdrawal.

Processing Early Withdrawals
Early Withdrawal requests (excluding Death Withdrawals
(if regulatory relief (which is currently being sought) is
obtained) and excluding Hardship Withdrawals) can be
lodged at any time during the quarter, up to 3.00pm
on the last Business Day of the relevant quarter, i.e. end
of March, June, September and December, and will be
processed as at the first Business Day of the next quarter.
If Challenger receives the Guaranteed Income Fund
unitholder’s request after 3.00pm on the last Business
Day of the quarter, it will not be processed in relation to
withdrawals received in that quarter but will be processed
in relation to withdrawals received in the next quarter.
Challenger can change the withdrawal transaction cut-off
time at any time. Challenger will not accept withdrawal
requests on the Maturity Date.
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Early Withdrawals under death (if regulatory relief (which
is currently being sought) is obtained) or hardship criteria
will generally be processed as at the last Business Day of
each week following Challenger approving the application
to withdraw. If Challenger does not receive the regulatory
relief in respect of Death Withdrawals, such withdrawals
will be processed as for other Early Withdrawals (not
being a Hardship Withdrawal).
If more than $3 million in Death Withdrawal (if regulatory
relief (which is currently being sought) is obtained) and
Hardship Withdrawal requests are made in a quarter
in aggregate, the Death Withdrawal (if regulatory
relief (which is currently being sought) is obtained) and
Hardship Withdrawal requests will not be processed once
this maximum has been reached and any requests which
are being processed on the same day which would result
in the $3 million limit being exceeded will be redeemed
on a pro rata basis based on the size of the requests.
If more than $50 million in Early Withdrawal (including
any Death Withdrawal and Hardship Withdrawal) requests
are made in a quarter in aggregate, the Early Withdrawal
(including any Death Withdrawal and Hardship Withdrawal)
requests will not be processed once this maximum has
been reached and any requests in a quarter which would
result in this limit being exceeded will be redeemed on a
pro rata basis based on the size of the requests.
To the extent that any Early Withdrawal request (including
requests for any Death Withdrawals and Hardship
Withdrawals) is not satisfied in full, the request will lapse
and will need to be re-submitted in any subsequent
quarters.

Delay in withdrawals
While valid Early Withdrawals are usually paid within
ten Business Days of processing the withdrawal request,
Challenger does not guarantee this timeframe. Challenger
may take significantly longer to pay such withdrawals.
Valid Early Withdrawals may also be delayed by any one
or more of the following (and the applicable timeframes
may apply cumulatively):
• Challenger has 1,270 days from receipt of a withdrawal
request to pay withdrawals under the constitution
(except in circumstances where the annuity contract
held by the Guaranteed Income Fund is due to expire
or terminate within the next 910 days in which
circumstances Challenger has 180 days of the expiration
or termination of the annuity to pay withdrawals); and
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• Challenger may suspend any valid Early Withdrawals
for up to 120 days (refer to ‘Suspending withdrawal
requests’ below), in which case any pending
withdrawal requests will be deemed to be lodged
immediately after the suspension period; and

of withdrawal in accordance with the provisions of the
Corporations Act. If Challenger does make such an offer,
Guaranteed Income Fund unitholders may only be able to
withdraw part of their investment. There is no obligation
for Challenger to make such an offer.

• if the Guaranteed Income Fund became ‘illiquid’
(as explained under ‘If the Guaranteed Income Fund
becomes illiquid’ below), Challenger would not be
required to pay any valid Early Withdrawals (including
Death Withdrawals and Hardship Withdrawals) unless
Challenger offers to do so, and may only do so in
accordance with the Corporations Act.

Under the technical requirements of the Corporations
Act, the Guaranteed Income Fund is regarded as liquid if
at least 80% of the value of the assets of the Guaranteed
Income Fund may be realised at their market value within
the period specified in the Guaranteed Income Fund
constitution for satisfying withdrawal requests. For the
purpose of the Corporations Act, the period specified
in the constitution for satisfying withdrawal requests
received from unitholders is:

Suspending withdrawal requests
Challenger may suspend any valid Early Withdrawals
(including Death Withdrawals and Hardship Withdrawals)
in respect of a class or classes for up to 120 days including
where:
• Challenger considers it impracticable to calculate
the Guaranteed Income Fund’s net asset value, the
adjusted net asset value or the Early Withdrawal Unit
Price in relation to the applicable class or classes;
• Challenger anticipates that it may be unable to realise
property in relation to withdrawal requests;
• Challenger considers that it is in the interests of
Guaranteed Income Fund unitholders; or
• subject to the Corporations Act, Challenger determines
to do so.
Any withdrawal request received during a period of
suspension, or for which a unit price has not been
calculated or confirmed prior to the commencement of
a period of suspension, will be deemed to have been
received immediately after the end of the suspension
period. If any of the circumstances set out above should
arise, Challenger may also suspend payment of any
processed Early Withdrawals for so long as withdrawals
are suspended.

If the Guaranteed Income Fund becomes
illiquid
If the Guaranteed Income Fund becomes illiquid (as
defined in the Corporations Act), Guaranteed Income Fund
unitholders will only be able to make an Early Withdrawal
from the Guaranteed Income Fund and Challenger will
only be able to redeem units if Challenger makes an offer

• except where provided in the next bullet point, 1,390
days from receipt of the withdrawal request; and
• in circumstances where the annuity is due to expire
or terminate within the next 910 days or has expired
or terminated, 300 days from the expiration or
termination of the annuity,
being the period for payment of the withdrawals plus the
period of 120 days in relation to suspending withdrawals.
Challenger, as the Fund’s responsible entity, currently
considers the Guaranteed Income Fund liquid as defined
in the Corporations Act.

Monitoring an investment
An annual report for the Guaranteed Income Fund
will be available within three months after the
end of each financial year on Challenger’s website
www.challenger.com.au. Unitholders can request a
paper copy of the annual report free of charge at any time.

Unit prices and valuing assets and
liabilities
Unit prices are determined in accordance with the
Guaranteed Income Fund’s constitution and are usually
calculated on a Business Day and the Guaranteed Income
Fund’s assets will usually be valued on each Business Day.
Challenger has a Unit Pricing Permitted Discretions Policy
that sets out how any discretion in relation to unit pricing
(such as how often Challenger determines unit prices
and valuation methodology) are exercised. A unitholder
can obtain a copy of this policy free of charge by calling
Challenger’s Investor Services team.
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Application Unit Price
The Application Unit Price is the price at Guaranteed
Income Fund Units are issued by Challenger under the
Proposal and will be fixed at $1.00 per unit.

Maturity Unit Price
The Maturity Unit Price will be fixed at $1.00 per
Guaranteed Income Fund unit and is the unit price you
receive for every Guaranteed Income Fund Unit held as
at the Maturity Date.

Early Withdrawal Unit Price
The Early Withdrawal Unit Price payable is the amount
calculated by dividing the adjusted Net Asset Value (NAV)
on the effective date of the transaction by the number of
units on issue at that time. The adjusted NAV is calculated
as the net present value of the annuity determined using
a discount rate (to determine the net present value) equal
to the following:
• in respect of all Early Withdrawals (other than Death
Withdrawals if Challenger obtains the necessary
regulatory relief) or Hardship Withdrawals, the
greater of:
(i) the prevailing yield on a Commonwealth
Government Security with a term nearest to the
remainder of the term of the annuity held by the
Guaranteed Income Fund plus 4% at that relevant
time; and
(ii) the gross yield implicit in the annuity held by the
Guaranteed Income Fund at the time of issue.
• in respect of Death Withdrawals (if the necessary
regulatory relief is obtained) or Hardship Withdrawals,
the greater of:
(i) the prevailing yield on a Commonwealth
Government Security with a term nearest to the
remainder of the term of the annuity held by
the Guaranteed Income Fund plus 0.50% at the
relevant time; and
(ii) the gross yield implicit in the annuity held by the
Guaranteed Income Fund at the time of issue.
The maximum Early Withdrawal Unit Price possible is
$1.00; however it is unlikely that circumstances would exist
in interest rate markets (which affect the calculation of
the Early Withdrawal Unit Price) which would result in an
Early Withdrawal Unit Price of $1.00. Any Early Withdrawal
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Unit Price will almost certainly be well below $1.00. If a
unitholder makes an Early Withdrawal, the Guaranteed
Income Fund unitholder may receive significantly less back
than the Guaranteed Income Fund unitholder would if they
held the investment until the Maturity Date. This could be
significantly less than the amount the Guaranteed Income
Fund unitholder originally invested.
Challenger has applied for but has not obtained the
necessary regulatory relief to enable Challenger to allow
Death Withdrawals, which would be processed at an Early
Withdrawal Unit Price which differs from that applicable
to Early Withdrawals (other than Hardship Withdrawals)
generally. If Challenger obtains the necessary regulatory
relief, then Death Withdrawals will be processed at an
Early Withdrawal Unit Price calculated in accordance
with the second bullet point above. Until and so long as
Challenger does not have the necessary regulatory relief,
the executor or administrator of the estate of a deceased
former Guaranteed Income Fund unitholder, or a Platform
on behalf of such an executor or administrator, will
only be permitted to make a quarterly Early Withdrawal
request (which will be processed by Challenger at an Early
Withdrawal Unit Price calculated in accordance with the
first bullet point above) or, if the relevant grounds are
satisfied, a Hardship Withdrawal request (which will be
processed by Challenger at an Early Withdrawal Unit Price
calculated in accordance with the second bullet point
above). Challenger provides no guarantee that it will be
successful in obtaining the necessary regulatory relief.
Before requesting a Death Withdrawal, we recommend
holders of Guaranteed Income Fund Units, contact
Challenger to ascertain the applicable Early Withdrawal
Unit Price which would apply if the request were made.
Example of Early Withdrawal Unit Price in respect
of Death Withdrawal (if regulatory relief (which is
currently being sought) is obtained) or Hardship
Withdrawals
In this example, the final Earnings Rate has been set at
5.00% p.a. If you held 100,000 units in the Guaranteed
Income Fund and you make a Death Withdrawal (and
Challenger has obtained the necessary regulatory
relief, refer to page 37) or Hardship Withdrawal that is
processed by Challenger on 1 July 2011 (the last Business
Day of the week that is not the end of a quarter), the
Early Withdrawal Unit Price that is payable in respect of
your Guaranteed Income Fund units will be $0.9876, after
applying the commutation discount adjustment of 5.60%
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(5.10% + 0.5%). Based on the 100,000 units held, you
will receive $98,760 ($0.9876 × 100,000 Guaranteed
Income Fund units).
Assumptions:
– Early Withdrawal date 1 July 2011
– Earnings rate is 5.00% p.a.
– The government bond rate at the time of processing
of the Early Withdrawal is 5.10% p.a.
– No more than $3 million in Death Withdrawal (if
regulatory relief (which is currently being sought) is
obtained) and Hardship Withdrawal requests have
been made during that quarter in aggregate.
– No more than $50 million in Early Withdrawal
(including Death Withdrawal (if regulatory relief (which
is currently being sought) is obtained) and Hardship
Withdrawal) requests have been made during that
quarter in aggregate.
Example of Early Withdrawal Unit Price in respect
of all Early Withdrawals (other than Death
Withdrawals (if regulatory relief (which is currently
being sought) is obtained) or Hardship Withdrawals)
In this example, the final Earnings Rate has been set at
5.00% p.a. If you held 100,000 units in the Guaranteed
Income Fund and you make an Early Withdrawal (other
than a Death Withdrawal (if regulatory relief (which
is currently being sought) is obtained) or Hardship
Withdrawal) that is processed by Challenger on 1 July
2011 (the first Business Day of the next quarter), the Early
Withdrawal Unit Price that is payable in respect of your
Guaranteed Income Fund units will be $0.9079, after
applying the commutation discount adjustment of 9.10%
(5.10% + 4%). Based on the 100,000 units held, you will
receive $90,790 ($0.9079 × 100,000 Guaranteed Income
Fund units).
Assumptions:
– Early Withdrawal date 1 July 2011
– Earnings rate is 5.00% p.a.
– The government bond rate at the time of processing of
the Early Withdrawal is 5.10% p.a.
– No more than $50 million in Early Withdrawal (including
Death Withdrawal (if regulatory relief (which is currently
being sought) is obtained) and Hardship Withdrawal)
requests have been made during that quarter in
aggregate.

The example above so far as it relates to Death
Withdrawal would only apply if Challenger obtains the
necessary regulatory relief which it has not obtained at the
date of this document. Challenger does not guarantee it
will obtain that relief. For so long as Challenger does not
have the necessary relief, the executor or administrator of
the estate of a deceased former Guaranteed Income Fund
unitholder, or a Platform on behalf of such an executor
or administrator, will only be permitted to make quarterly
Early Withdrawal requests, which will be processed by
Challenger at an Early Withdrawal Unit Price applicable
to Early Withdrawals (other than Hardship Withdrawals)
generally. Refer to ‘Early Withdrawal Unit Price’ on
page 50 for more information.

Taxation considerations
Any investment can have a substantial impact on a
Guaranteed Income Fund unitholder’s tax position from
year to year.
The following information is of a general nature and is
based on Challenger’s understanding of the Australian
tax laws as at the date of preparing this Explanatory
Memorandum and Challenger’s assumption that the
Guaranteed Income Fund Units are held by Australian
resident unitholders on capital account. Challenger
recommends that a Guaranteed Income Fund unitholder
obtains their own professional advice regarding the tax
consequences of the Proposal, as tax and social security
laws are complex and subject to change, and unitholders’
individual circumstances vary.
The Guaranteed Income Fund will generally not be liable
to pay income tax on its net income (broadly taxable
income) on the basis that Guaranteed Income Fund
unitholders are presently entitled to the Guaranteed
Income Fund’s distributable income. A Guaranteed
Income Fund unitholder will be required to include in
their assessable income their share of the net income of
the Guaranteed Income Fund, which will be based on
their share of the distributable income of the Guaranteed
Income Fund to which they are presently entitled. Tax
losses incurred by the Guaranteed Income Fund will
remain in the Guaranteed Income Fund and can be
applied by the Guaranteed Income Fund to reduce its
income in future years, subject to the Guaranteed Income
Fund satisfying the specific provisions of the trust loss
carry forward legislation.
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There are other relevant tax considerations that may be
applicable to the Guaranteed Income Fund’s investments
and a Guaranteed Income Fund unitholder’s tax position.

Taxation of distributions and capital gain
or loss
From 1 July 2010, the Taxation of Financial Arrangement
(TOFA) provisions apply on a mandatory basis to qualifying
taxpayers in respect of certain financial arrangements.
Broadly, the TOFA provisions recognise certain gains and
losses on financial arrangements on an accruals basis,
which may result in a taxing point prior to the realisation
of the investment. Due to the implementation of the TOFA
regime, there may be some instances where a Guaranteed
Income Fund unitholder’s share of the taxable income of
the Guaranteed Income Fund exceeds the cash distribution
that they receive from the Guaranteed Income Fund.
As at the date of preparing this Explanatory
Memorandum, Challenger as the responsible entity of the
Guaranteed Income Fund has not made an election to
apply one of the elective methods under TOFA.
Some of the income distributed to Guaranteed Income
Fund unitholders may be classified as tax-deferred income.
For Guaranteed Income Fund unitholders who hold their
Guaranteed Income Fund Units on capital account, tax
deferred income should generally not form part of a
Guaranteed Income Fund unitholder’s assessable income in
the year that the tax deferred income is received. Instead,
the Guaranteed Income Fund unitholder’s cost base in
the Guaranteed Income Fund Units will be reduced by
the tax deferred amount and may affect the capital gains
position of the investment. However, for those Guaranteed
Income Fund unitholders who have a zero cost base in
their Guaranteed Income Fund Units, the amount of the
tax deferred income, or where the tax deferred distribution
exceeds the cost base of their Guaranteed Income Fund
Units, the amount of excess received by a Guaranteed
Income Fund unitholder should be treated as a capital gain
by the Guaranteed Income Fund unitholder in the year the
distribution relates to.
The disposal of Guaranteed Income Fund Units (for
instance by redemption or transfer) may give rise to a
capital gains tax liability or a capital loss. Some Guaranteed
Income Fund unitholders, if their Guaranteed Income
Fund Units are held on capital account for more than 12
months, may be entitled to a capital gains tax discount.
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Government review
In October 2010, the Australian Government issued a
Discussion Paper ‘Implementation of a new tax system for
managed investment trusts’, which sets the design and
implementation details of a new tax system for Managed
Investment Trusts (MITs). The Government is consulting
with industry on the new MIT regime, and the responsible
entity of the Guaranteed Income Fund will monitor the
developments in relation to these reforms, and their
impact on the Guaranteed Income Fund.

GST
GST is not payable on the redemption or transfer of Units
in the High Yield Fund or the issue, withdrawal or transfer
of Guaranteed Income Fund Units, as these are inputtaxed financial supplies for GST purposes. However, GST
will generally be incurred on various acquisitions made
by the Guaranteed Income Fund. In certain specified
circumstances, the Guaranteed Income Fund may be
entitled to RITCs (i.e. reduced input tax credits) equal to
75% of the GST in the price, which if available, effectively
reduces the non-recoverable GST cost incurred on
acquisition from 10% to 2.5%.

Tax File Number (TFN)
A Guaranteed Income Fund unitholder may provide
Challenger with their Tax File Number (TFN) or TFN
exemption. Alternatively, if a Guaranteed Income Fund
unitholder is investing in the Guaranteed Income Fund in
the course of an enterprise, the Guaranteed Income Fund
unitholder may quote an Australian Business Number
(ABN). It is not compulsory to quote a TFN, exemption or
ABN, but if it is not provided then Challenger is required
to deduct tax from any income distribution payable to
the Guaranteed Income Fund unitholder at the highest
marginal tax rate plus the Medicare levy. The collection of
TFNs is authorised, and their use is strictly regulated by tax
and privacy laws.

Complaints
Please notify Challenger of complaints in writing by
mailing to Challenger at Reply Paid 3698, Sydney NSW
2001 or by calling Challenger’s Investor Services team on
13 35 66 (+61 2 9994 7000 for overseas Unitholders).
Challenger’s policy is to acknowledge any complaint
within two Business Days of receiving it and investigate,
properly consider and decide what action (if any) to
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take and to communicate our decision to the relevant
unitholder within 45 days.

• to related companies that may also provide unitholders
with a financial service product; or

If a unitholder is not happy with how the complaint has
been handled, the unitholder may contact the Financial
Ombudsman Service, of which Challenger is a member.
This is an independent body and is approved by ASIC to
consider complaints. Its contact details are:

• if the disclosure is required or authorised by law.

Financial Ombudsman Service
GPO Box 3
Melbourne VIC 3001
Telephone: 1300 780 808
Email: info@fos.org.au
Website: www.fos.org.au

Privacy and personal information
A unitholder can access, correct or update any personal
information Challenger holds about them by contacting
our Investor Services team. A copy of Challenger’s
privacy policy is available at Challenger’s website
www.challenger.com.au or on request from
Challenger’s Investor Services team.
Challenger collects information primarily for the following
purposes:
• to process an investment;
• to administer an investment and provide unitholders
with reports; and
• to comply with its obligations under the law.
Challenger also asks unitholders for some personal details
so that Challenger and its related companies can keep
in touch with the unitholder and tell unitholders about
Challenger’s other products and services that might
be useful to a unitholder. A unitholder should inform
Challenger in writing if the unitholder does not want
Challenger to send marketing materials.

Disclosing your information
Challenger may disclose information it holds about a
unitholder in the following circumstances:
• where the unitholder consents to the disclosure;
• to companies that provide services on Challenger’s
behalf, for example, to companies that print and
dispatch the statements or notices which Challenger
sends to unitholders or to the custodian of the
Guaranteed Income Fund;

Legal relationships
The Guaranteed Income Fund is a registered managed
investment scheme that is an unlisted Australian unit trust
and is governed by a constitution. Interests in unit trusts,
which are called units, represent a share in the trust’s
collective asset pool.
Certain rights are attached to units and these rights are
exercisable by the unitholders who own these units.
The Guaranteed Income Fund’s constitution, together
with the Corporations Act and some other laws, governs
the way in which the Guaranteed Income Fund operates
and the rights and responsibilities and duties of the
responsible entity and unitholders. The constitution
contains the rules relating to a number of issues including:
• unitholder rights;
• the process by which units are issued and withdrawn;
• the calculation and distribution of income;
• the investment powers of the responsible entity
(including to enter into annuity contracts with persons
whether or not related to or associated with it);
• the responsible entity’s right to claim indemnity from
the Guaranteed Income Fund and charge expenses to
the Guaranteed Income Fund; and
• the termination of the Guaranteed Income Fund prior
to its Maturity Date.
Unitholders can inspect a copy of the constitution at our
head office or we will provide them with a copy free of
charge.
Subject to applicable law, Challenger may alter the
constitution if Challenger reasonably considers the
amendments will not adversely affect unitholders’ rights.
Otherwise (subject to any exemption under the law) the
constitution may only be amended by a special resolution
of unitholders.
Challenger may retire or be required to retire as
responsible entity (if unitholders vote for our removal) in
accordance with the provisions of the Corporations Act.

Challenger High Yield Fund Notice of Meeting and Explanatory Memorandum 53

Challenger Life consent requirements in
relation to the annuity
If the Proposal is approved, the Guaranteed Income Fund
will enter into an annuity contract with Challenger Life.
Challenger will also grant to Challenger Life two
Options to subscribe for two ordinary class units in the
Guaranteed Income Fund. These Options do not confer
any right to participate in the income or capital of the
Guaranteed Income Fund until exercised and an ordinary
class unit has then been issued. Ordinary class units
have the right to receive any excess Distributions for a
distribution period after the Distributions in respect of
all other classes of units have been made, and on the
termination of the Guaranteed Income Fund the ordinary
class units are entitled to receive any excess proceeds.
Other than in relation to the partial commutations
provided for in the annuity contract (subject to a
maximum cap of $50 million per calendar quarter)
Challenger would be required to obtain the prior written
consent of Challenger Life (as Option holder) before
exercising any potential right that the Guaranteed Income
Fund may have under the annuity contract to request a
commutation (in full or part). No Challenger Life consent
is required in respect of the payment of the Maturity
Unit Price on maturity (as Challenger Life is contractually
obliged to make the Maturity Unit Price payment to the
Guaranteed Income Fund on 31 March 2014.)
It will also be a term of the annuity contract that
Challenger, as responsible entity of the Guaranteed
Income Fund, is not permitted to assign, sell or transfer
the annuity contract. This means that Challenger (as
responsible entity of the Guaranteed Income Fund) cannot
sell or transfer the annuity contract to a third party.

Recourse of Guaranteed Income Fund
unitholders
Under the constitution, if the assets of the Guaranteed
Income Fund are insufficient to enable the responsible
entity to satisfy any of its obligations provided for
under the constitution (for example, in respect of the
Distribution, Early Withdrawal or Maturity Value) to a
unitholder, neither the responsible entity nor Challenger
(in any capacity) shall be liable for such unsatisfied
obligations. A Guaranteed Income Fund unitholder will
have no recourse against any of the other assets of
the Guaranteed Income Fund, the responsible entity,
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Challenger (in any capacity) or any member of the
Challenger Group. Subject to the constitutional rights
of the responsible entity with respect to payment or
reimbursement for outgoings from the Guaranteed
Income Fund and its right of indemnity under the
constitution, the Guaranteed Income Fund unitholder
shall otherwise have a right of first priority in relation to
the assets of the Guaranteed Income Fund in respect of
any such unsatisfied obligations.

Termination
The constitution of the Guaranteed Income Fund,
together with the Corporations Act, governs how and
when the Guaranteed Income Fund may be terminated.
Challenger may terminate the Guaranteed Income Fund
by written notice to Guaranteed Income Fund unitholders.
Therefore, the termination date of a Guaranteed Income
Fund Unit may not be its Maturity Date. On termination,
the ability to acquire, switch or withdraw relevant units
ceases. Subject to the constitution and the terms of issue
of Guaranteed Income Fund Units and conditions of any
different classes, Challenger will realise all applicable
assets of the Guaranteed Income Fund, and pay, discharge
or provide for all applicable liabilities of the Guaranteed
Income Fund in accordance with the constitution.
Where consent is required from Challenger Life (as Option
holder) in relation to the surrender or commutation of the
annuity contract held by the Guaranteed Income Fund
and such consent is not given, Challenger will not be able
to realise such annuity contract on termination until the
annuity contract terminates in accordance with its terms.
The Options in the Guaranteed Income Fund granted to
Challenger Life are only cancelled when all obligations
in relation to the termination of the Guaranteed Income
Fund have been satisfied.

Unitholder meetings
The conduct of unitholder meetings and unitholders’
rights to requisition, attend and vote at those meetings
are subject to the Corporations Act and (to the extent
applicable) the Guaranteed Income Fund’s constitution.
The quorum required for a valid meeting of Guaranteed
Income Fund unitholders is:
• where a meeting has been called, directed or
requisitioned by all or some of the unitholders of the
Guaranteed Income Fund or includes a resolution,
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item or matter that has been included at the request,
direction, requirement or notice of all or some of
the unitholders of the Guaranteed Income Fund,
unitholders holding at least 75% of all units on
issue must be present in person, by proxy or by
representative at all times during the meeting; or
• for a meeting to which the above does not apply, two
unitholders must be present in person, by proxy or by
representative at all times during the meeting.

Compliance plan and compliance committee
Challenger has lodged the Guaranteed Income Fund’s
compliance plan with ASIC and established a compliance
committee with a majority of external members.
The Guaranteed Income Fund’s compliance plan sets out
how Challenger will ensure compliance with both the
Corporations Act and the Guaranteed Income Fund’s
constitution.
The compliance committee’s role is to monitor compliance
with the compliance plan. It must also regularly assess the
adequacy of the compliance plan and report any breaches
of the Corporations Act or the Guaranteed Income
Fund’s constitution to Challenger. If Challenger does
not take appropriate action to deal with the breach, the
compliance committee must report the breach to ASIC.

Custody
Challenger has engaged an independent custodian to
hold any cash assets of the Guaranteed Income Fund.
Challenger will hold all other assets of the Guaranteed
Income Fund itself. Under the Corporations Act,
Challenger is required to ensure that the assets of
the Guaranteed Income Fund are clearly identified as
scheme property and held separately from Challenger’s
property and property of any other managed investment
scheme unless otherwise permitted under relief from this
requirement for omnibus accounts granted by ASIC.

Audit
The Guaranteed Income Fund and the compliance plan
are required to be audited annually. The Guaranteed
Income Fund has a registered company auditor, whose
role is to provide an audit of the financial statements
of the Guaranteed Income Fund each year as well as
performing a half-yearly review (if required), and to
provide an opinion on the financial statements.

Additional information about the
Guaranteed Income Fund
This section provides additional information in relation to
the Guaranteed Income Fund.
The Guaranteed Income Fund is managed by Challenger
which is the responsible entity of the Guaranteed Income
Fund. An investment in the Guaranteed Income Fund gives
Guaranteed Income Fund unitholders a beneficial interest in
all the assets of the Guaranteed Income Fund as a whole.
When you invest in the Guaranteed Income Fund under the
Proposal, you invest in fully paid units in the Guaranteed
Income Fund. In preparing this section, Challenger did not
take into account your particular investment objectives,
financial situation or needs. A Guaranteed Income Fund
unitholder may wish to obtain independent advice in
relation to the Guaranteed Income Fund, particularly about
such individual matters as taxation, retirement planning
and investment risk tolerance. Challenger Life, a related
body corporate of Challenger, is the issuer of the annuity
to the Guaranteed Income Fund. Challenger Life is a
registered life company under the Life Insurance Act 1995
(Cth), and is regulated by APRA. The annuity Challenger
Life issues is referable to the Statutory Fund No. 2. The
Guaranteed Income Fund, however, is not regulated by
APRA. A Guaranteed Income Fund unitholder does not
have an entitlement to the underlying annuity contract or
its income stream. Challenger Life is contractually obliged
to make the guaranteed income and capital payments to
the Guaranteed Income Fund under the annuity issued
to the Guaranteed Income Fund. No company in the
Challenger Group (including Challenger or Challenger Life)
guarantees the repayment of capital from the Guaranteed
Income Fund or the performance of an investment in
the Guaranteed Income Fund or any particular taxation
consequences of investing in the Guaranteed Income Fund.

Updated information
The information in this section is up to date at the time
of preparation. However, some information and terms in
relation to the Guaranteed Income Fund can change from
time to time and you can obtain updated information
as set out below. For updated or other information
about the Guaranteed Income Fund, please consult
a financial planner or visit Challenger’s website
www.challenger.com.au. Challenger will also send a copy
of the updated information free of charge upon request.
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Information on Challenger Life
Challenger Life is a registered life company under the Life Insurance Act 1995 (Cth), and is regulated by APRA. It is
Australia’s leading provider of annuities, serving a client base of approximately 60,000.
As a life insurance company, Challenger Life is subject to prudential supervision by APRA. APRA’s prudential standards
on capital adequacy require Challenger Life to provide levels of support in relation to its annuity liabilities through
capital adequacy standards. These capital adequacy standards are broadly designed to ensure that there are sufficient
assets in the statutory fund to meet annuity liabilities even in adverse market conditions. Challenger Life generally
maintains a surplus above its required statutory minimum and as at 30 June 2010 this surplus equalled approximately
$630 million. It is important to note that Challenger Life is not required to maintain this level of surplus capital going
forward.
The Statutory Fund generally contains a range of investments that include bank bills, debt investments, convertible notes,
shares, geared and ungeared property investments, infrastructure investments and other assets. At 30 September 2010,
Challenger Life held total assets under management of $7.383 billion. The asset allocation at that date is set out in the
following chart:

Life Company asset allocation split
September 2010

Infrastructure
assets
7%

Equity and
other assets
3%

Property
20%

Debt investments,
cash and receivables
70%

Source: Challenger Life
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Related party approval
Chapter 2E of the Corporations Act, as modified by Part
5C.7 of the Corporations Act, regulates the provision
of financial benefits to related parties by responsible
entities of registered schemes. In particular, section 208
(as modified by section 601LC) of the Corporations Act
prohibits a responsible entity of a registered scheme from
giving a financial benefit out of scheme property to a
related party without member approval, unless it occurs
pursuant to an exception under the Corporations Act, for
example, that the transaction is on arm’s length terms.

Background as to why related party
approval is sought
A responsible entity will be permitted to give a financial
benefit to a related party which is not on arm’s length
terms if:
(a) it obtains the approval of its members in the way set
out in sections 217 to 227 of the Corporations Act;
and
(b) it gives the benefit within 15 months after the
approval.
Although Challenger believes that the transaction has
been negotiated on an arm’s length basis, it is considered
prudent by Challenger, in its capacity as responsible entity
of the Guaranteed Income Fund, and as responsible entity
of the High Yield Fund to obtain member approval in
respect of the provision of any financial benefits obtained
by Challenger Life under the Proposal in so far as the
Proposal involves (a) the issue of High Yield Fund New
Units to Challenger Life, (b) the issue of an annuity by
Challenger Life to the Guaranteed Income Fund and (c)
the issue of two Options by Challenger as responsible
entity of the Guaranteed Income Fund, to Challenger Life.

(a) Issue of High Yield Fund New Units to
Challenger Life
If the Proposal is approved, High Yield Fund New Units
will be issued to Challenger Life (in addition to any other
High Yield Fund Units already held by Challenger Life)
for cash consideration and the issue of the annuity to
the Guaranteed Income Fund. This occurs so that when
the pre-existing Units are redeemed under the Proposal
(refer to ‘What is the Proposal?’ on pages 6 to 17),
Challenger Life will become the sole Unitholder of the
High Yield Fund.
(b) Issue of an annuity by Challenger Life to the
Guaranteed Income Fund
If the Proposal is approved, Challenger Life will issue the
annuity to the Guaranteed Income Fund. The annuity
contract is designed to match the Distribution and capital
payments to be distributed by the Guaranteed Income
Fund. Essentially, the source of the Distribution and
capital payments of the Guaranteed Income Fund will be
derived from the annuity contract to be entered into by
Guaranteed Income Fund with Challenger Life.
(c) Challenger Life consent requirements in relation
to annuity by Challenger Life to the Guaranteed
Income Fund and issue of two Options
Challenger as responsible entity of the Guaranteed
Income Fund has entered into a Guaranteed Income
Fund Option deed which, in effect, means that the
consent of Challenger Life would be required to
commute or surrender the annuity. The effect of this is
that while Challenger Life is contractually obliged to pay
the Guaranteed Income Fund the income and capital
payments required to support the Distribution and capital
payments to be made by the Guaranteed Income Fund
(and Challenger Life is also obliged to make available
under the annuity a maximum of $50 million per quarter
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which the Guaranteed Income Fund would make available
for Early Withdrawal requests (which includes up to
$3 million per quarter for Death Withdrawal (if regulatory
relief (which is currently being sought) is obtained) or
Hardship Withdrawal requests)), Challenger Life is not
obliged to provide any other payment to the Guaranteed
Income Fund to pay down the annuity contract any
sooner (such earlier pay down is known as ‘commuting’ or
‘surrendering’ the annuity). Under the Guaranteed Income
Fund Option deed and the constitution of the Guaranteed
Income Fund, Challenger cannot ‘commute’ or ‘surrender’
the annuity without Challenger Life’s consent. That is,
other than capital and income payments under the annuity
(i.e. to match the capital payments on maturity and the
Distributions each quarter of the Guaranteed Income Fund)
and other than up to $50 million per quarter which the
Guaranteed Income Fund would make available for Early
Withdrawals (including Death Withdrawal and Hardship
Withdrawal), no further or sooner payments can be made
under the annuity without Challenger Life’s consent.
The Guaranteed Income Fund Option deed provides two
Options which each give Challenger Life the right to
be issued with an ordinary class unit in the Guaranteed
Income Fund at an exercise price of $1 per ordinary class
unit. Ordinary class units are a different class unit from
the units issued to Guaranteed Income Fund unitholders.
The Options do not confer any right to participate in
the income or capital of the Guaranteed Income Fund
until exercised and an ordinary class unit has then been
issued. Ordinary class units have the right to receive any
excess Distributions for a distribution period after the
Distributions in respect of all other classes of units have
been made, and on the termination of the Guaranteed
Income Fund the ordinary class units are entitled to
receive any excess proceeds.
Other than in relation to the partial commutations
provided for in the annuity contract (subject to a
maximum cap of $50 million per calendar quarter)
Challenger would be required to obtain the prior written
consent of Challenger Life (as Option holder) before
exercising any potential right that the Guaranteed Income
Fund may have under the annuity contract to request a
commutation (in full or part). No Challenger Life consent
is required in respect of the payment of the Maturity
Unit Price on maturity (as Challenger Life is contractually
obliged to make the Maturity Unit Price payment to the
Guaranteed Income Fund on 31 March 2014.)
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Approval by High Yield Fund
members will be taken to be member
approval by Guaranteed Income
Fund of any financial benefit from
the Guaranteed Income Fund to
Challenger Life
As Challenger as responsible entity of the Guaranteed
Income Fund is to be issued an annuity contract from
a related party of Challenger (namely Challenger Life),
as a matter of prudence Challenger seeks approval
in respect of the financial benefit provided from the
Guaranteed Income Fund to Challenger Life (namely
the amount to be invested by the Guaranteed Income
Fund in the annuity contract with Challenger Life). As
the prospective unitholders of the Guaranteed Income
Fund, as at the date of the Meeting, will not be members
of the Guaranteed Income Fund (as that only occurs if
the Proposal is approved by High Yield Fund members),
Challenger has obtained relief from ASIC (modifying the
application of the Corporations Act provisions described
above) such that if members of the High Yield Fund
approve the Proposal (which includes the issue of an
annuity contract by Challenger Life to the Guaranteed
Income Fund), together with the written consent of the
initial members of the Guaranteed Income Fund, then
such approval by High Yield Fund members and the
initial Guaranteed Income Fund member is and will be
taken as Guaranteed Income Fund member approval of
any financial benefit out of the assets of the Guaranteed
Income Fund to Challenger Life. Essentially, High Yield
Fund member approval and the initial Guaranteed Income
Fund member would be taken as approval by members of
the Guaranteed Income Fund for the Guaranteed Income
Fund to enter into the annuity contract with Challenger
Life and certain other elements of the Proposal.

Required information
Section 219 of the Corporations Act specifies matters
which must be addressed in an explanatory statement
for the purposes of a notice convening a meeting to
obtain the approval of members for the Resolutions. For
the purposes of section 219 of the Corporations Act (as
modified by Part 5C.7 of the Corporations Act and ASIC
relief granted to Challenger), the following information is
therefore set out.

Related party approval

a) Related parties to whom the proposed resolution
would permit financial benefits to be given
Challenger and Challenger Life are part of the Challenger
Group entities. The related party approval resolution
(Resolution 2) if passed would permit the issue of High
Yield Fund New Units to Challenger Life, the issue of
the annuity contract to Guaranteed Income Fund by
Challenger Life and the issue of the two Options to
Challenger Life.
b) Nature of the financial benefits
The financial benefits obtained by Challenger Life in
respect of the issue of High Yield Fund New Units are the
rights to the High Yield Fund conferred by the High Yield
Fund New Units. These rights include rights to the property
and income of the High Yield Fund which Challenger Life
has paid for by cash amount and issue of annuity to the
Guaranteed Income Fund. The value of the High Yield
Fund New Units which would (if the Proposal is approved)
be issued to Challenger Life is $550,079,423.94.
If the Proposal is approved, Challenger Life will issue to the
Guaranteed Income Fund an annuity (an annuity contract)
designed to meet the capital and Distribution payments
which the Guaranteed Income Fund is due to make to the
Guaranteed Income Fund unitholders, subject to certain
contingencies set out in ‘Risks in relation to an investment
in the Guaranteed Income Fund’ on pages 41 to 43. The
purchase price of the annuity contract by the Guaranteed
Income Fund is the aggregate consideration passing to
Challenger Life for that annuity contract. The purchase
price of the annuity is equal to the value of the aggregate
redemption amount for all Units on the Record Date less
the aggregate of all cash paid to all Unitholders under the
Proposal. The purchase price (or premium) of the annuity
will be approximately $442,957,684.27. For that purchase
price, Challenger Life is required to meet the contractual
terms of the annuity which requires a capital payment to
the Guaranteed Income Fund that matches the Maturity
Unit Price (assuming Guaranteed Income Fund Units are
held to the Maturity Date), as well as making the regular
income payments on the annuity that are designed to
match each Distribution that the Guaranteed Income
Fund proposes to make to the Guaranteed Income Fund
unitholders.
The terms of the annuity contract are designed to
replicate the relevant Guaranteed Income Fund’s cash
flows (such as Distributions and capital payments).

The opportunity cost to unitholders (both as current High
Yield Fund Unitholders and as prospective unitholders in
the Guaranteed Income Fund) from approving the above
potential financial benefits that arise from the Proposal is
that they will no longer be Unitholders of the High Yield
Fund and as a result would not be able to participate
in any alternatives to the Proposal including the major
alternatives of maintain and terminate as set out in
‘Background to the Proposal’ on pages 24 to 29).
c) The High Yield Fund’s responsible entity
recommendations to Unitholders and reasons
The recommendation of the High Yield Fund’s responsible
entity (who is also the Guaranteed Income Fund
responsible entity) is that Unitholders vote in favour of
the Proposal as the High Yield Fund’s responsible entity
considers that the Proposal is fair and reasonable and in
the best interests of Unitholders.
The Board recommends that Unitholders vote in favour of
the Proposal for the reasons set out in ‘Reasons to vote
FOR the Proposal’ on pages 20 and 21. The Board also
considered the major alternatives as set out in ‘Background
to the Proposal’ on pages 24 to 29. Under a governance
protocol put in place by Challenger in respect of the
Proposal, and which is designed to manage any perceived,
potential or actual conflicts of interest, Brian Benari did not
attend and did not vote on any resolution of Directors of
the Board of Challenger in relation to the Proposal.
The Directors of Challenger are Paul Rogan, Rob Woods,
Rob Adams, Brian Benari and Brendan O’Connor. David
Mackaway is an alternate director for Rob Adams. Every
Director of Challenger (as responsible entity of the High
Yield Fund) who was available and eligible to attend
the Board meeting of Challenger which considered
whether to recommend the Proposal, voted in favour of
recommending the Proposal for the reasons set out in
‘Reasons to vote FOR the Proposal’ on pages 20 and 21.
Brian Benari did not vote or attend the relevant Board
meeting (for the reasons above) and Rob Adams did not
vote or attend the relevant Board meeting as he was
on annual leave and arranged for his alternate (David
Mackaway) to attend the relevant Board meeting. The
eligible and attending Directors (namely Paul Rogan, Rob
Woods, David Mackaway (as alternate for Rob Adams) and
Brendan O’Connor) all voted in favour of recommending
the Proposal to Unitholders for the reasons set out in
‘Reasons to vote FOR the Proposal’ on pages 20 and 21.
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Related party approval

d) Directors’ interests in the outcome of the
Resolution
The Directors of Challenger do not have a direct interest
in the outcome of the proposed Resolution.
The Directors of Challenger may have an indirect interest
in the outcome of the Proposal through their executive
remuneration arrangements at Challenger Limited and
as shareholders in Challenger Limited. The remuneration
arrangements include salary, short term incentive and long
term incentive plans and executive share schemes which
are subject to performance hurdles. Each of the Directors
of Challenger (as employees of Challenger Limited) have
an interest in shares in Challenger Limited directly and via
their executive remuneration arrangements.
e) Other information known to Challenger
While Unitholders should consider all information in
this Explanatory Memorandum before considering how
to vote on the Proposal (including how to vote on the
related party approval resolution, namely, Resolution 2),
page 18 sets out a summary of the Independent Expert’s
Report which includes a summary of the advantages and
disadvantages of the Proposal noted by the Independent
Expert. Also, pages 20 to 23 set out some reasons to
vote for the Proposal and some reasons to vote against
the Proposal.
As at the date of this Explanatory Memorandum,
Challenger Life holds 969,439.4441 (professional class)
High Yield Fund Units. Any High Yield Fund Units held
by Challenger Life prior to the implementation of the
Proposal will receive the same treatment as other High
Yield Fund Units, i.e. they will be redeemed for the Cash
Component and Unit Component (as Challenger Life is an
Australian resident). However, any High Yield Fund New
Units issued to Challenger Life under the Proposal will
not be redeemed and will remain upon conclusion of the
implementation of the Proposal, leaving Challenger Life as
the sole Unitholder of the High Yield Fund.
The annuity to be issued by Challenger Life to Guaranteed
Income Fund if the Proposal is approved provides a lower
return than comparable annuities currently made available
by Challenger Life where the purchase price of the
comparable annuity is solely cash (unlike the Proposal).
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Why is the Earnings Rate less than
what Challenger Life currently
offers on other annuities outside
the Proposal?
The Earnings Rate under the Proposal is less than what
Challenger Life currently offers on other annuities outside
the Proposal because the consideration for the annuity,
under the Proposal, is predominantly the High Yield Fund
New Units and not solely cash. That is:
• for other annuities, Challenger receives solely cash as
the purchase price. Challenger Life then has flexibility
as to how it chooses to invest that solely cash purchase
price to back its annuity liabilities (subject to certain
regulatory and legal requirements designed to ensure
Challenger Life meets its obligations to annuitants);
• under the Proposal however, Challenger Life will
effectively receive High Yield Fund New Units (and
become the sole 100% owner of the High Yield
Fund immediately after the Proposal) as the purchase
price for the annuity contract less the 20% Cash
Component; and
• accordingly, compared to receiving a solely cash
purchase price for issuing annuities otherwise than
under the Proposal, Challenger Life has less flexibility
under the Proposal as to how it may choose to invest
the purchase price for the annuity to match its annuity
liability.
The Independent Expert (refer to Section 5.3.3 of the
Independent Expert’s Report), in estimating the fair
market value of the Consideration, also considers rates
currently on offer by Challenger Life outside the Proposal.
Other than as set out elsewhere in this Explanatory
Memorandum and as noted in this section, there is no
other information known to Challenger or any of its
Directors that is reasonably required by Unitholders in
order to decide whether or not it is fair and reasonable
and in the best interests of the High Yield Fund’s
Unitholders to pass the Resolution for the purposes of
Chapter 2E (as modified by Part 5C.7 of the Corporations
Act and ASIC relief obtained by Challenger) to approve
the financial benefits obtained by Challenger Life set out
in this ‘Related party approval’ section.

Implementation Steps
The steps to implement the Proposal are set out below:
1. The entitlements of Unitholders to receive
consideration are determined on 24 February 2011,
the Record Date.
2. On 24 February 2011, a meeting of Unitholders will
consider whether to approve a resolution to amend
the High Yield Fund constitution to implement the
Proposal and the Proposal;
3. If the Resolutions are passed, a copy of the
amendments will be lodged with ASIC in relation to
the amendment of the High Yield Fund constitution;
4. If all conditions relating to the Proposals as set out in
‘Conditions to the Proposal’ on pages 28 and 29 are
satisfied and the Proposal is implemented, then on
25 February 2011, the Commencement Day:
(a) Challenger Life will apply for and will be issued
High Yield Fund New Units in return for (i) cash and
(ii) a promise to pay an amount which Challenger
will apply as consideration for the issue of the
annuity to the Guaranteed Income Fund under step
4(e) below (promise to pay);
(b) Foreign Resident Unitholders will have all of their
Units redeemed and will be paid in cash within 10
days of the implementation on 25 February 2011;
(c) Australian resident Unitholders will have all of their
Units redeemed, with:
(i) 20% of the redemption amount being paid
to the relevant Unitholder as a cash payment
within 10 days of the implementation on
25 February 2011 (the Cash Component); an
(ii) 80% of the redemption amount applied by
Challenger on behalf of the Australian resident
Unitholders to apply for Guaranteed Income
Fund Units to be issued under step 4(d) below
(Unit Component) and for this purpose
Challenger Life’s promise to pay will be held
by Challenger for the benefit of the Australian
resident Unitholders;
(d) Challenger will apply on behalf of the Australian
resident Unitholders for the application of the

Unit Component to the issue of Guaranteed
Income Fund Units at an issue price of $1.00 per
Guaranteed Income Fund Unit, which issue price is
to be satisfied by Challenger Life’s promise to pay
being transferred by Challenger on behalf of the
Australian resident Unitholders to the Guaranteed
Income Fund; and
(e) Challenger Life will issue the annuity to the
Guaranteed Income Fund in satisfaction of
Challenger Life’s promise to pay.
An arrangement has also been agreed to between
Challenger and Challenger Life where, if the Proposal
is implemented, Challenger will take such action as is
necessary in order to deregister the High Yield Fund and,
if requested and directed by Challenger Life, Challenger
will retire as trustee of the High Yield Fund and a nominee
of Challenger Life will be appointed as trustee of the
High Yield Fund. Under this arrangement Challenger, for
so long as it is the responsible entity or the trustee of
the High Yield Fund, has agreed to waive its entitlement
under the High Yield Fund constitution to be paid fees
out of the High Yield Fund assets and to be paid or to be
reimbursed out of the High Yield Fund assets for expenses
incurred by it (or any of its officers, employees and
agents) in connection with the operation of the High Yield
Fund on condition that Challenger Life pays it a trustee
fee, pays or reimburses it for such expenses and provides
certain indemnities. Prior to incurring any abnormal
expenses in respect of the High Yield Fund (such as costs
of unitholder meetings and defending or pursuing legal
proceedings) Challenger as responsible entity is also
required to obtain the prior consent of Challenger Life.
If the Proposal is implemented, Challenger also proposes
to act at the direction of Challenger Life in relation to the
continued operation of the High Yield Fund.
Challenger as the responsible entity for the High Yield
Fund, Challenger as the responsible entity for the
Guaranteed Income Fund and Challenger Life have
entered into an Implementation Deed which sets out the
terms and conditions to the Proposal. The Implementation
Deed is available by visiting www.challenger.com.au/
invest/UHM or by contacting Challenger on 13 35 66
(+61 2 9994 7000 for overseas Unitholders).
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Glossary
Definitions
In this Explanatory Memorandum, unless the context otherwise requires:
annuity
Application Unit Price

APRA
ASIC
Board

Business Day
Cash Component

Challenger
Challenger Group
Challenger Life
Challenger Life
Information
Commencement Date
Corporations Act
Death Withdrawal

Director
Distribution
Early Withdrawal
Early Withdrawal
Unit Price

An annuity is a life insurance contract that provides a series of regular payments received
for an agreed period of time in return for the payment of a lump sum of money.
Price at which units in a class of the Guaranteed Income Fund are issued by Challenger.
The Application Unit Price for Guaranteed Income Fund Units issued under the Proposal
is $1.00.
Australian Prudential Regulation Authority.
Australian Securities and Investments Commission.
The board of directors of Challenger (in its capacity as responsible entity of the High
Yield Fund), excluding Brian Benari. David Mackaway attended and voted as an
alternate Director for Rob Adams at the Board meeting which considered the Proposal.
A day (other than a Saturday, Sunday or public holiday) on which banks are open for
general banking business in Sydney.
In relation to a class of Unit, the cash payment forming part of the consideration for
the redemption of Units under the Proposal, as set out in ‘What is the Proposal?’ on
pages 6 to 17.
Challenger Managed Investments Limited (ABN 94 002 835 592) (AFSL 234668).
Challenger Limited (ABN 85 106 842 371) and its controlled entities.
Challenger Life Company Limited (ABN 44 072 486 938) (AFSL 234670).
Information in this Explanatory Memorandum which has been prepared by Challenger
Life, being the information in the section ‘Information on Challenger Life’ on page 56.
The date (25 February 2011) that the Proposal is implemented and the Guaranteed
Income Fund Units are issued under the Proposal.
The Corporations Act 2001 (Cth).
An Early Withdrawal relating to the death of a direct or indirect Guaranteed Income
Fund unitholder as described in the Explanatory Memorandum. The treatment of Death
Withdrawals (as to pricing and timing of processing such withdrawals) will differ (as
explained in this Explanatory Memorandum) depending on whether the necessary
regulatory relief is obtained by Challenger (such relief has not been obtained, but has
been applied for, at the date of this Explanatory Memorandum).
A director on the Board as at the date of this Explanatory Memorandum, including any
relevant alternate director.
The fixed specified distribution amount per Guaranteed Income Fund Unit held as at the
last day of each quarter.
Withdrawal of units in the Guaranteed Income Fund prior to the relevant Maturity Date
(which includes Death Withdrawals and Hardship Withdrawals).
The unit price that applies on an Early Withdrawal for Guaranteed Income Fund Units as
set out in the section ‘Early Withdrawal Unit Price’ on page 50.
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Earnings Rate
Explanatory
Memorandum
Foreign Resident
Unitholder
Guaranteed Income Fund
Guaranteed Income Fund
Units
Hardship Withdrawal
High Yield Fund
High Yield Fund Units
High Yield Fund
New Units
Independent Expert
Maturity Date
Maturity Unit Price
Maturity Value
Meeting

Notice of Meeting
Option
Platform

Proposal

Quarterly Distribution
Amount
Record Date

The earnings rate determined by Challenger Life that applies to the annuity issued to
the Guaranteed Income Fund under the Proposal.
This document, comprising an explanatory memorandum prepared to inform
Unitholders about the Proposal and a product disclosure statement issued by Challenger
as responsible entity of the Guaranteed Income Fund.
A Unitholder on the Record Date who has an address on the Register outside of the
Commonwealth of Australia.
Challenger Guaranteed Income Fund (CHYF) (ARSN 147 935 411).
Units in the Guaranteed Income Fund.
An Early Withdrawal relating to hardship circumstances as described in the Explanatory
Memorandum.
Challenger High Yield Fund (ARSN 099 212 647).
Units in the High Yield Fund excluding the High Yield Fund New Units.
Units in the High Yield Fund issued to Challenger Life as part of the Proposal.
Deloitte Corporate Finance Pty Limited (ABN 19 003 833 127) (AFSL 241457).
31 March 2014.
The unit price that applies to Guaranteed Income Fund Units only as at the Maturity
Date which is $1.00.
In relation to Guaranteed Income Fund Units, the dollar amount payable as at the
Maturity Date in respect of the total number of Guaranteed Income Fund Units held.
The meeting of Unitholders scheduled to take place on 2.00pm, Thursday 24 February
2011, or at such later date and time as notified to Unitholders, so Unitholders can
consider and, if thought fit, approve the Resolutions.
The notice convening the Meeting together with the Proxy and Voting Form for the
Meeting as set out under ‘Notice of Meeting’ on page 4.
An option over an ordinary class unit in the Guaranteed Income Fund.
A person who is a member of the Guaranteed Income Fund in its capacity as responsible
entity or custodian of a registered scheme, trustee of a trust, trustee or custodian of a
superannuation entity within the meaning of the Superannuation Industry (Supervision)
Act 1993 (Cth), trustee of a self-managed superannuation fund within the meaning
of the Superannuation Industry (Supervision) Act 1993 (Cth) or provider or acquirer in
relation to a custodian arrangement as defined in section 1012A of the Corporations Act.
The proposed arrangement described in this Explanatory Memorandum under which
High Yield Fund New Units will be issued to Challenger Life and existing Units will be
redeemed for cash or cash and the issue of Guaranteed Income Fund Units, as well as all
other elements associated with this proposed arrangement described in this Explanatory
Memorandum.
In relation to Guaranteed Income Fund Units, the dollar amount distributed each quarter
in respect of the total number of Guaranteed Income Fund Units held as at the last day
of each quarter.
5.00pm on 24 February 2011, which date and time determines the entitlements of
Unitholders to consideration under the Proposal.
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Glossary

Register
Resolutions
Statutory Fund
Supplemental Deed
Unit
Unit Component

Unitholder
Voting Record Date

The register of members of the High Yield Fund maintained by or on behalf of the High
Yield Fund in accordance with section 168 of the Corporations Act.
Resolutions of the Unitholders as set out in the Notice of Meeting.
Challenger Life’s Statutory Fund No.2.
A supplement deed poll in relation to the amendments to the constitution of the High
Yield Fund as set out in Attachment A on pages 68 to 71.
An existing unit on issue in the High Yield Fund in any of the High Yield Fund’s unit
classes (namely ‘Retail’, ‘Wholesale’, ‘Professional’ and ‘Premier’).
In relation to a class of Unit, the part of the redemption amount that is applied to
the issue of Guaranteed Income Fund Units forming part of the consideration for
the redemption of Units under the Proposal, as set out in ‘What is the Proposal?’ on
pages 6 to 17.
A person who is registered as the holder of a Unit in the Register of the High Yield Fund
from time to time.
3.00pm, 23 February 2011 which date (and time) determines the entitlements of
Unitholders to vote at the Meeting.
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Frequently asked questions
This section is a summary only and is not intended to
address all relevant issues for Unitholders. You should
read this Explanatory Memorandum in its entirety. If, after
reading the Explanatory Memorandum, you have any
questions about the Proposal, please contact Challenger
on 13 35 66 (+61 2 9994 7000 for overseas Unitholders),
or visit www.challenger.com.au/invest/UHM, which
contains information on the Proposal.

About the Proposal
What is the Proposal?
The Proposal is for High Yield Fund New Units to be
issued to Challenger Life and existing Units to be
redeemed for cash or cash and the issue of Guaranteed
Income Fund Units.

If the Proposal is not approved by Unitholders at the
Meeting, then Challenger will re-commence processing
such transfers, dealings, amendments or change in
details.

What are the reasons to vote
FOR the Proposal?
• best option for the High Yield Fund Unitholders;
• certainty of capital value and distributions through
the issue of the annuity by Challenger Life to the
Guaranteed Income Fund;
• certainty on capital return timing profile through the
upfront cash payment and the issue of the annuity by
Challenger Life to the Guaranteed Income Fund;
• no superior proposal has emerged; and

What will I receive under the Proposal?

• no management fees.

Under the Proposal, Unitholders will receive:
• cash and Guaranteed Income Fund Units for all
Australian resident Unitholders; or

What are the reasons to vote
AGAINST the Proposal?

• cash for Foreign Resident Unitholders, which will be
determined as at the Record Date.

• disagreement regarding the relative merits of the
alternatives available to the High Yield Fund;

In light of the significant event in the form of the Proposal
(and Challenger Life’s offer relating to the Proposal),
Challenger will not process transfers or other dealings
in Units, or any other amendments relating to the
Register or details in respect of a Unitholder, received
on or after 19 January 2010 where the transfer, dealing,
amendment or change in details results in or records a
change in registered address on the Register in respect of
a Unitholder or prospective Unitholder, being a change in
registered address on the Register:

• alternative of maintaining investment in the High Yield
Fund;

(a) from an address in the Commonwealth of Australia
to an address outside of the Commonwealth of
Australia; or

• capital and income cash flows are known for the
Guaranteed Income Fund but there is a withdrawal
discount which applies if you seek an Early Withdrawal
of the Guaranteed Income Fund Units.

(b) from an address outside the Commonwealth of
Australia to an address in the Commonwealth of
Australia.

• the rate paid on the Guaranteed Income Fund is at a
discount to the expected rate of return from the High
Yield Fund;
• expectation of a superior proposal;
• you expect that the High Yield Fund will be able to
release additional capital than that provided under the
Proposal in the period up until 31 March 2014; and
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What are the risks associated with
the Proposal?
The ‘Risks in relation to an investment in the Guaranteed
Income Fund’ section on pages 41 to 43 contains a
summary of the key risks associated with the Proposal.
Unitholders should also consider the section ‘Reasons to
vote AGAINST the Proposal’ for more details about the
disadvantages of the Proposal.

What do the Directors recommend?
The Board believes that the Proposal put forward is fair
and reasonable and in the best interests of Unitholders of
the High Yield Fund and recommend you vote in favour of
the Proposal.

Yield Fund constitution the redemption proceeds (i.e.
the Cash Component and the Unit Component) must be
paid to the recorded mortgagee (unless the mortgagee
directs the High Yield Fund responsible entity otherwise
in writing). Where Units are currently held in the name of
the mortgagee, the redemption proceeds (i.e. the Cash
Component and the Unit Component) will also be paid to
the mortgagee unless the mortgagee directs Challenger
as responsible entity of the High Yield Fund otherwise in
writing. Challenger, therefore, recommends that you talk
to your lender about the potential impact of the Proposal
on any loan or other encumbrance (e.g. charge, lien,
restriction against transfer or other third party interest).

About distributions

What are the views of the
Independent Expert?

Am I entitled to a distribution for the
period ending 31 March 2011?

The conclusion of the Independent Expert is that
the Proposal is fair and reasonable and is in the best
interests of Unitholders. Please refer to ‘Summary of the
Independent Expert’s Report’ on page 18. The Board
recommends that you read the Independent Expert’s
Report in full.

Yes. Unitholders in the Guaranteed Income Fund will
receive a distribution up to and including the period
ending 31 March 2011. The distribution for the period
ending 31 March 2011 will be made as a distribution from
the Guaranteed Income Fund in respect of Guaranteed
Income Fund Units. This ensures that, if the Proposal
is approved, Unitholders in the Guaranteed Income
Fund will receive what is the final Earnings Rate for the
quarter ending 31 March 2011 instead of receiving the
distribution that the High Yield Fund may have distributed
for that quarter if the Proposal did not proceed.
Essentially, if the Proposal is approved by Unitholders,
Unitholders in the High Yield Fund forgo the distribution
on the High Yield Fund for the quarter ended 31 March
2011 and Unitholders in the Guaranteed Income Fund
will instead receive a fixed and known Distribution by
the Guaranteed Income Fund for that quarter at the final
Earnings Rate.

How will the Proposal be implemented?
The Proposal will only be implemented if the Resolutions
are approved by the Unitholders.

What are the tax implications of
the Proposal?
Should the Proposal be implemented you will cease to
hold High Yield Fund’s Units, which will result in a capital
gains tax event.
Challenger recommends Unitholders discuss the Proposal
and the consequences of Early Withdrawals with their
financial planner or tax adviser.

What if my Units are encumbered?

Can Distributions be reinvested in the
Guaranteed Income Fund?

If the Proposal is implemented, all Unitholders will
have their Units redeemed. If any Units are subject to a
mortgage and that mortgage is recorded in the Register
of the High Yield Fund then under the terms of the High

No. Due to the structure of the Guaranteed Income Fund
you cannot reinvest Distributions. You should speak with
your financial planner for information in other investment
opportunities.
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Frequently asked questions

About voting
What is the cut-off for receipt of my
Proxy and Voting Form?
To be received by 2.00pm on Tuesday 22 February 2011.
Proxy votes can be returned by:
By mail:
Challenger Managed Investments Limited
C/- Link Market Services Limited
Locked Bag A14
Sydney South NSW 1235
Australia
By fax:
+61 2 9287 0309
By hand:
Delivering to Link Market Services Limited, Level 12,
680 George Street, Sydney NSW 2000.

What if I cannot or do not wish to attend
the Meeting?
You have the right to appoint a proxy to attend and vote
for you. If you appoint two proxies you may specify the
proportion or number of votes each proxy is appointed
to exercise on the Proxy and Voting Form. They need not
be a Unitholder in the High Yield Fund. The chairman of
the Meeting can act as your proxy if you wish or you can
nominate another person to act as your proxy.
The notes on the Proxy and Voting Form describe how
it should be completed. Proxy appointments must be
completed, signed, posted and received by 2.00pm
on Tuesday 22 February 2011 for the proxy to be valid.
Please refer to ‘How to complete your proxy’ on page 32
for further details.

By scan and email:
Scan your signed Proxy and Voting Form and email to
challenger@linkmarketservices.com.au
Alternatively, Proxy and Voting Forms may be sent to
Challenger’s registered office: C/- Company Secretariat,
Level 15, 255 Pitt Street, Sydney NSW 2000.

Who is entitled to vote?
All Unitholders are entitled to vote. If you choose not to
attend the Meeting you can provide your proxy to either
another person or to the chairman of the Meeting.
No Director of Challenger currently holds any Units in the
High Yield Fund.
Challenger Group entities that hold Units in the High
Yield Fund will not vote their interests at the Meeting.

Is voting compulsory?
No. But this is an important decision for the High Yield
Fund and its Unitholders and you are encouraged to vote
as all Unitholders will be affected by the outcome of the
Meeting. If you do not vote, and the Proposal is approved
by Unitholders, the Proposal is binding on you and all
other Unitholders (irrespective of whether they vote or
how they vote).
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Attachment A
High Yield Fund Constitution Amendment
The constitution of the High Yield Fund is amended by
inserting the following new clause 14A:

Guaranteed Income Fund means Challenger
Guaranteed Income Fund (CHYF) (ARSN 147 935 411);

‘14A. Proposal

Guaranteed Income Fund RE means CMIL as
responsible entity of the Guaranteed Income Fund;

(a) Defined terms
In this clause 14A, these words and phrases have
the following meaning unless the contrary intention
appears:
Annuity means an annuity contract to be issued by
Challenger Life to the Guaranteed Income Fund RE
and which has the maturity date and maturity value
described in the Meeting Documents and provides for
an earnings rate determined in the manner set out in
the Meeting Documents;
Challenger Life means Challenger Life Company
Limited (ABN 44 072 486 938) (AFSL 234670) or its
nominee;
Cash Component means;
(i) in relation to the Retail Class of Units, an amount
equal to $0.14526 per Unit;
(ii) in relation to the Wholesale Class of Units, an
amount equal to $0.14986 per Unit;
(iii) in relation to the Professional Class of Units, an
amount equal to $0.15016 per Unit; and
(iv) in relation to the Premier Class of Units, an
amount equal to $0.12222 per Unit.
CMIL means Challenger Managed Investments
Limited (ABN 94 002 835 592);
Consideration Record Date means 5.00pm,
24 February 2011 or such other date and time
determined by the Responsible Entity;
Foreign Resident Holder means a Holder on the
Consideration Record Date with a registered address
on the Register outside of the Commonwealth of
Australia together with such other Holders determined
by the Responsible Entity to be Foreign Resident
Holders for the purposes of this definition;

Guaranteed Income Fund Units means units in a
MV $1 class of the Guaranteed Income Fund issued
pursuant to the Guaranteed Income Fund constitution;
Implementation Date means the date or dates for
the implementation of the Proposal as determined
by the Responsible Entity in accordance with the
Implementation Deed;
Implementation Deed means the deed between
the Responsible Entity, the Guaranteed Income Fund
RE and Challenger Life dated on or about 21 January
2011, as amended from time to time;
Meeting Documents means the combined notice of
meeting and explanatory memorandum for the Trust
in respect of the Meeting issued by the Responsible
Entity dated on or about 21 January 2011 as may be
amended or supplemented;
Meeting means the meeting of Holders of the Trust
to be held on 24 February 2011 or such other date
determined by the Responsible Entity (as may be
postponed or adjourned);
New Units means 555,079,423.94 Units to be issued
to Challenger Life at an Issue Price of $1.00 per New
Unit in accordance with clause 14A(b)(ii)(A) which
Units are to be in a separate Class and are not to have
any management or other fees payable pursuant to
this Constitution;
Premier Class means a class of units which has been
designated by the Responsible Entity as the Premier
Class;
Professional Class means a class of units which has
been designated by the Responsible Entity as the
Professional Class;
Proposal means the proposal under which:
(i) New Units will be issued to Challenger
Life; and
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(ii) all Units, other than the New Units issued to
Challenger Life under paragraph 14A(b)(ii)(A),
will be redeemed and Holders will receive:
(A) a cash payment;
(B) Guaranteed Income Fund Units; or
(C) a combination of both a cash payment and
Guaranteed Income Fund Units,
together with all other elements associated
with such proposal as set out in the
Implementation Deed and the Meeting
Documents;
Proposal Price means in relation to Units in the Retail
Class of Units, Premier Class of Units, Wholesale Class
of Units and the Professional Class of Units, an amount
per Unit equal to the aggregate of the applicable Cash
Component and the applicable Unit Component in
respect of a Unit in such class of Units;
Retail Class means a class of units which has been
designated by the Responsible Entity as the Retail
Class;
Subscription Amount means an amount equal to the
aggregate Application Monies payable by Challenger
Life in respect of the New Units;
Subscription Annuity Amount means an amount
equal to the difference between the Subscription
Amount and the Subscription Cash Amount;
Subscription Cash Amount means an amount that
equals the aggregate of: (i) the cash paid by the
Responsible Entity to Foreign Resident Holders under
clause 14A(b)(ii)(B); and (ii) the Cash Component paid
by the Responsible Entity to the relevant Holders under
clause 14A(b)(ii)(C)(I);
Unit Component means:
(i) in relation to the Retail Class of Units, an amount
equal to $0.58104 per Unit;
(ii) in relation to the Wholesale Class of Units, an
amount equal to $0.59944 per Unit;
(iii) in relation to the Professional Class of Units, an
amount equal to $0.60064 per Unit; and
(iv) in relation to the Premier Class of Units, an
amount equal to $0.48888 per Unit;

Wholesale Class means a class of units which has
been designated by the Responsible Entity as the
Wholesale class.
(b) Power to implement the Proposal
(i) Subject to the Act, the Responsible Entity is
empowered to do all things which it considers
necessary, desirable or incidental for the purpose
of implementing or effecting the Proposal and
the Implementation Deed and those powers apply
notwithstanding, and are not limited by, any other
provision of this Constitution.
(ii) Without limiting clauses 14A(b)(i) and 14A(g), the
Responsible Entity is empowered to:
(A) issue the New Units to Challenger Life on
the Implementation Date with the payment
of the Application Monies in relation to the
issue of the New Units under this clause to be
satisfied by:
(I) the payment by Challenger Life to the
Responsible Entity on the Implementation
Date of an amount in aggregate equal to
the Subscription Cash Amount; and
(II) Challenger Life agreeing on the
Implementation Date to pay to the
Responsible Entity an amount in aggregate
equal to the Subscription Annuity Amount
- which the Responsible Entity may apply in
accordance with this clause 14A including
as consideration for Challenger Life issuing
the Annuity to the Guaranteed Income
Fund RE on the Implementation Date
pursuant to this clause 14A;
(B) redeem on the Implementation Date all Units
held by Foreign Resident Holders as at the
Consideration Record Date for cash at the
Proposal Price in respect of each Unit held by a
Foreign Resident Holder;
(C) redeem on the Implementation Date all
Units held by remaining Holders as at the
Consideration Record Date, other than the
New Units issued to Challenger Life under
clause 14A(b)(ii)(A), for the Proposal Price in
respect of each Unit held by such Holders to
be applied as follows:
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(I) the Cash Component is to be paid in cash
to the relevant Holders; and
(II) the Unit Component which is to be
applied by the Responsible Entity on
behalf of the relevant Holders to apply
to the Guaranteed Income Fund RE for
Guaranteed Income Fund Units at an issue
price of $1.00 per Guaranteed Income
Fund Unit referred to in clause 14A(b)
(ii)(D) and which the Responsible Entity
may determine that the obligation to pay
this issue price is to be satisfied by the
Responsible Entity determining that the
obligation of Challenger Life to pay the
amount referred to in clause 14A(b)(ii)
(A)(II) is to be held for the benefit of the
relevant Holders and that the benefit of
the obligation of Challenger Life is to be
transferred to the Guaranteed Income Fund
RE on behalf of the relevant Holders and
to apply as consideration for Challenger
Life issuing the Annuity to the Guaranteed
Income Fund RE on the Implementation
Date pursuant to this clause 14A;
(D) apply to the Guaranteed Income Fund RE
on behalf of the relevant redeeming Holders
referred to in Clause 14A(b)(ii)(C) for the
application of the Unit Component to issue
Guaranteed Income Fund Units to such Holders
at an issue price of $1.00 per Guaranteed
Income Fund Unit and the Responsible Entity
may determine that the obligation to pay this
issue price is to be satisfied by the Responsible
Entity transferring to the Guaranteed Income
Fund RE on behalf of the relevant Holders
the benefit of the obligation of Challenger
Life to pay the amount referred to in clause
14A(b)(ii)(A)(II) and to apply as consideration
for Challenger Life issuing the Annuity to
the Guaranteed Income Fund RE on the
Implementation Date pursuant to this clause
14A; and
(E) in relation to the implementation of
the Proposal to deal with any fractional
entitlements to a cent or a Guaranteed Income
Fund Unit in such manner as determined by
the Responsible Entity.
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(c) Implementation of Proposal
(i) Each Holder and the Responsible Entity must do
all things and execute all deeds, applications and
other documents which the Responsible Entity
considers necessary or desirable to give effect to
the Proposal and the transaction contemplated
by it.
(ii) The Responsible Entity may do any act, matter or
thing pursuant to this clause 14A notwithstanding
that it has an interest in the act, matter or thing or
any outcome or consequence thereof.
(iii) Each Holder, other than Challenger Life in
respect of its holding of New Units, appoints the
Responsible Entity as their agent in relation to
the implementation of the Proposal to apply to
the Guaranteed Income Fund RE for, and arrange
for the issue directly to those Holders of, the
Guaranteed Income Fund Units as provided for
by clause 14A(b)(ii)(D).
(iv) The payment to the relevant Holders being all
of the Cash Component and the payment of
the Unit Component to the Guaranteed Income
Fund RE pursuant to this clause 14A in relation
to the application for Guaranteed Income Fund
Units provided for in clause 14A(b)(ii) constitutes
(and is taken to constitute) the satisfaction of all
obligations on the Responsible Entity in relation
to the holding and payment of the redemption
proceeds described in clause 14A(b)(ii)(C).
(v) Each Holder who is issued Guaranteed Income
Fund Units as provided for by clause 14A(b)(ii)(D)
agrees to become a member of the Guaranteed
Income Fund and to be bound by the Guaranteed
Income Fund constitution.
(vi) Each Holder, other than Challenger Life in respect
of its holding of New Units, consents to the
Responsible Entity taking any action which the
Responsible Entity considers necessary, desirable
or incidental for the purpose of implementing or
effecting the Proposal and the Implementation
Deed.
(vii) Without limiting clause 30, all costs, charges,
expenses and outgoings reasonably and properly
incurred by the Responsible Entity in relation to,
and in connection with, the Proposal (including,

Attachment A

without limitation, in circumstances where the
Proposal does not proceed and is not completed)
are payable or reimbursable out of Trust Property.
(d) Responsible Entity’s limitation of liability
Subject to the Act, in addition to all other rights of
the Responsible Entity under this Constitution and
at law the Responsible Entity will be indemnified out
of the Trust from and against any claim, demand,
cost, expense, damage, loss and liability that may be
suffered or incurred by it in relation to or arising out of
the Proposal, provided that the Responsible Entity acts
without fraud, negligence or breach of trust.
(e) Responsible Entity not liable
Subject to the Act, notwithstanding any other
provision of this Constitution the Responsible Entity
will not be liable to any Holder in any way, arising,
directly or indirectly, as a result of the Responsible
Entity doing or refraining from doing any act (including
the execution of documents) pursuant to or in
connection with the Proposal or its implementation,
provided that the Responsible Entity acts without
fraud, negligence or breach of trust.
(f) Invalidity, ineffectiveness or unenforceability
Clause 14A(d) and 14A(e) extends to all liabilities,
claims, demands, costs, expenses, damages and losses
arising in connection with any invalidity, ineffectiveness
or unenforceability of any aspect of the Proposal or
its implementation except to the extent that such loss
is attributable to the Responsible Entity’s negligence,
fraud, or breach of trust.
(g) Appointment of Responsible Entity as attorney
and agent to effect the implementation of the
Proposal
(i) The Responsible Entity is irrevocably appointed
as the agent and attorney of all Holders, other
than Challenger Life in respect of its holding of
New Units, to execute all documents and do all
things which it considers necessary or desirable
to be executed or done on behalf of such Holders
to effect the Proposal and the transaction
contemplated by it and the Responsible Entity is
authorised to execute these documents and do
these things without needing further authority
or approval from any Holder and the Responsible
Entity accepts such appointment. The Responsible

Entity as attorney and as agent of each Holder,
other than Challenger Life in respect of its holding
of New Units, may sub-delegate its functions,
authorities or powers under this clause 14A(g)
(i) to all or any of its directors and officers (jointly,
severally, or jointly and severally).
(ii) Without limiting clause 14A(g)(i), the Responsible
Entity is irrevocably appointed as the agent
and attorney of each Holder to apply for the
Guaranteed Income Fund Units provided for in
clause 14A(b)(ii)(D) above.
(h) Provision of information
Each Holder is required to provide to the Responsible
Entity such information as the Responsible Entity may
reasonably require to comply with any law in respect
of the Proposal and the transactions contemplated
in this clause 14A and the Implementation Deed,
including without limitation information in relation to
any anti-money laundering requirements.
(i) Paramountcy
This clause 14A has effect irrespective of any other
provision of this Constitution and subject to the Act,
any provision of this Constitution which is inconsistent
with this clause 14A does not operate to the extent of
the inconsistency.
(j) Amendments to this Constitution
The amendments to this Constitution to give effect to
the Proposal are binding on all Holders including those
Holders who:
(i) did not attend the meetings of Holders to consider
the Proposal;
(ii) attended the meetings of Holders, or whose proxy
attended the meetings of Holders, to consider the
Proposal but did not vote on the Proposal;
(iii) attended the meetings of Holders, or whose proxy
attended the meetings of Holders, to consider the
Proposal but voted against the Proposal; and
(iv) were not Holders at the time of the meeting.
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Attachment B
Summary of ASIC Reliefs
ASIC has granted the following modifications and
exemptions in relation to the operation of the
Corporations Act as it applies to the High Yield Fund and
the Guaranteed Income Fund to facilitate the Proposal:
(a) In respect of the High Yield Fund, an exemption from
the requirement to treat all members in the same class
equally under section 601FC(1)(d) of the Corporations
Act when paying cash on implementation of the
Proposal to Unitholders who have a residential address
outside of Australia.
(b) In respect of Guaranteed Income Fund, providing
among other things, that approval of the High Yield
Fund Unitholders in respect of certain transactions
between Challenger as responsible entity of the
Guaranteed Income Fund and Challenger Life
(including the issue of the annuity) together with
the written consent of the initial members of the
Guaranteed Income Fund will provide approval of
Guaranteed Income Fund members under Part 5C.7
(c) In respect of the Guaranteed Income Fund, an
exemption from compliance with certain requirements
of Part 7.9 of the Corporations Act which are not
appropriate for the Explanatory Memorandum and
related documents (such as an application form).
(d) In respect of the Guaranteed Income Fund, an
exemption from the cooling-off provisions under Part
7.9 of the Corporations Act with respect to the issue
of Guaranteed Income Fund Units under the Proposal.
(e) In respect of the High Yield Fund, the Guaranteed
Income Fund and Challenger Life, an exemption from
unsolicited, off-market offer provisions under Part 7.9
of the Corporations Act with respect to the offer of
Guaranteed Income Fund Units under the Proposal.
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(f) In respect of the High Yield Fund, an exemption from
the operation of the withdrawal provisions for a nonliquid scheme under Part 5C.6 of the Corporations Act
to permit the withdrawal of Units on implementation
of the Proposal.
(g) In respect of the Guaranteed Income Fund,
an exemption from section 601FC(1)(d) of the
Corporations Act to permit Hardship Withdrawals.
(h) In respect of the Guaranteed Income Fund, relief to
facilitate the potential for different classes of units in
the Guaranteed Income Fund.
Challenger has applied for but has not obtained, in
respect of the Guaranteed Income Fund, an exemption
from section 601FC(1)(d) of the Corporations Act to
permit Death Withdrawals in the manner described in
this Explanatory Memorandum as being applicable if
this regulatory relief is obtained. Challenger does not
guarantee that it will be successful in its application for
this relief.

Attachment C
Independent Expert’s Report

Challenger High Yield Fund
Independent expert’s report and Financial Services Guide
21 January 2011
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Deloitte Corporate Finance Pty Limited
A.B.N. 19 003 833 127
AFSL 241457
Grosvenor Place
225 George Street
Sydney NSW 2000
PO Box N250 Grosvenor Place
Sydney NSW 1220 Australia

Financial Services Guide
What is a Financial Services Guide?

x

This Financial Services Guide (FSG) provides important
information to assist you in deciding whether to use our
services. This FSG includes details of how we are
remunerated and deal with complaints.

x

Where you have engaged us, we act on your behalf when
providing financial services. Where you have not engaged us,
we act on behalf of our client when providing these financial
services, and are required to give you an FSG because you
have received a report or other financial services from us.

x

What financial services are we licensed to
provide?
We are authorised to provide general financial product advice
or to arrange for another person to deal in financial products
in relation to securities, interests in managed investment
schemes and government debentures, stocks or bonds.

Our general financial product advice
Where we have issued a report, our report contains only
general advice. This advice does not take into account your
personal objectives, financial situation or needs. You should
consider whether our advice is appropriate for you, having
regard to your own personal objectives, financial situation or
needs.
If our advice is provided to you in connection with the
acquisition of a financial product you should read the relevant
offer document carefully before making any decision about
whether to acquire that product.

How are we and all employees
remunerated?
Neither Deloitte Corporate Finance Pty Limited (Deloitte),
Deloitte Touche Tohmatsu, nor any partner or executive or
employee thereof has any financial interest in the outcome of
the proposed transaction which could be considered to affect
our ability to render an unbiased opinion in this report.
Deloitte will receive a fee of $155,000 exclusive of GST in
relation to the preparation of this report. This fee is based
upon time spent at our normal hourly rates and is not
contingent upon the success or otherwise of the Proposed
Scheme.
Other than our fees, we, our directors and officers, any related
bodies corporate, affiliates or associates and their directors
and officers, do not receive any commissions or other
benefits.
All employees receive a salary and while eligible for annual
salary increases and bonuses based on overall performance
they do not receive any commissions or other benefits as a
result of the services provided to you.
The remuneration paid to our directors reflects their
individual contribution to the organisation and covers all
aspects of performance.
We do not pay commissions or provide other benefits to
anyone who refers prospective clients to us.
The only services we have provided to Challenger Limited
and related entities in the previous two years were as follows:
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in 2009 we prepared an IER for Challenger Listed
Investments Limited in relation to the acquisition of
Challenger Kenedix Japan Trust
in 2010 we prepared a draft IER for CMIL in relation to
a confidential transaction contemplated for one of its
managed funds however this IER was never issued as the
structure of the transaction changed and an IER was no
longer required
Deloitte Touche Tohmatsu has also prepared other
limited regulatory advice to Challenger Limited and its
related entities in the last two years.

Associations and relationships
We are ultimately owned by the Deloitte member firm in
Australia (Deloitte Australia). Deloitte refers to one or more
of Deloitte Touche Tohmatsu, a Swiss Verein, and its
network of member firms, each of which is a legally separate
and
independent
entity.
Please
see
www.deloitte.com/au/about for a detailed description of the
legal structure of Deloitte Touche Tohmatsu and its member
firms.
We and Deloitte Australia (and other entities related to
Deloitte Australia):
x
x

do not have any formal associations or relationships with
any entities that are issuers of financial products; and
may provide professional services to issuers of financial
products in the ordinary course of business.

What should you do if you have a
complaint?
If you have any concerns regarding our report or service,
please contact us. Our complaint handling process is designed
to respond to your concerns promptly and equitably. All
complaints must be in writing to the
address below.
If you are not satisfied with how we respond to your
complaint, you may contact the Financial Ombudsman
Service (FOS). FOS provides free advice and assistance to
consumers to help them resolve complaints relating to the
financial services industry. FOS’ contact details are also set
out below.
The Complaints Officer

Financial Ombudsman Service

PO Box N250

GPO Box 3

Grosvenor Place

Melbourne VIC 3001

Sydney NSW 1220

info@fos.org.au

complaints@deloitte.com.au

www.fos.org.au

Fax: +61 2 9255 8434

Tel: 1300 780 808
Fax: +61 3 9613 6399

What compensation arrangements do we
have?
Deloitte Australia holds professional indemnity insurance
that covers the financial services provided by us. This
insurance satisfies the compensation requirements of the
Corporations Act 2001 (Cth).
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Deloitte Corporate Finance Pty Limited
A.B.N. 19 003 833 127
AFSL 241457
Grosvenor Place
225 George Street
Sydney NSW 2000
PO Box N250 Grosvenor Place
Sydney NSW 1220 Australia

The Directors
Challenger Managed Investments Limited as responsible entity for
Challenger High Yield Fund
Level 15, 255 Pitt Street
Sydney NSW 2000

DX 10307SSE
Tel: +61 (0) 2 9322 7000
Fax: +61 (0) 2 9322 7001
www.deloitte.com.au

21 January 2011
Dear Directors

Independent expert’s report
Introduction
On 21 January 2011 (the Announcement Date), the board of directors (the Directors) of Challenger Managed
Investments Limited (CMIL), in its capacity as responsible entity (the Responsible Entity) for Challenger High
Yield Fund (CHYF or the Fund), will announce a proposal, subject to approval by the unitholders of the Fund,
which would result in Challenger Life Company Limited (Challenger Life or CLC) owning all the issued units
in the Fund (the Proposed Scheme). There are four classes of units that comprise Challenger High Yield Fund
- retail class (Retail Class), Challenger Wholesale High Yield Fund (Wholesale Class), Challenger Professional
High Yield Fund (Professional Class) and Challenger Premier High Yield Fund (Premier Class), collectively
(the Unitholders),
In consideration for redeeming their units in the Fund, unitholders with addresses registered outside Australia
(Offshore Unitholders) would receive a cash payment within 10 business days of 25 February 2011 equal to
their net asset value (NAV) in CHYF as at 31 December 2010 (the Consideration Record Date) less 0.2%.
All other unitholders will receive consideration equal to NAV as at the Consideration Record Date less 0.2%
comprising a combination of an immediate capital return (the Cash Component) and units in a new fund,
Challenger Guaranteed Income Fund (CHYF) (GIF), which will effectively invest in a new annuity issued by
CLC (the Unit Component) (collectively the Consideration). The Consideration will be paid upon the
following terms:
x

unitholders entitled to the Cash Component will receive cash proceeds in an amount equal to 20% of the
Consideration as at the Consideration Record Date. The Cash Component will be paid within 10 business
days of 25 February 2011

x

unitholders entitled to the Unit Component will receive units in the GIF issued at a maturity value of $1.00
per unit, equal to 80% of the Consideration as at the Consideration Record Date. The Fund’s NAV per unit
is dependent on the Fund unitholding class. In addition:
o

the Unit Component which is effectively an annuity would have a term of approximately 3 years with a
bullet payment at maturity on 31 March 2014, and would pay fixed quarterly interest based on the 3year swap rate minus 50 basis points (bps) (the Earnings Rate). The applicable 3-year swap rate will
be the one prevailing at 24 February 2011 (the Earnings Rate Date) and will be locked-in for the life
of the annuity. As Challenger Life will only know with certainty at the completion of the relevant
unitholder meeting whether the Proposed Scheme has been approved, the final interest rate on the
annuity will not be set until the Earnings Rate Date. However, the indicative 3-year swap rate as at 31
December 2010 is equal to 5.55% per annum, which indicates an annual interest rate over the life of the
annuity of 5.05%

o

the annuity would make no further scheduled capital returns other than the bullet payment at maturity,
which is payable within 10 business days from 31 March 2014.
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In addition, as part of the Proposed Scheme and provided that GIF remains liquid for the Corporations Act
purposes, unitholders entitled to the Unit Component will be provided with capped early withdrawal
opportunities each quarter or under certain death and hardship criteria, however at discounted redemption prices.
CMIL has prepared an explanatory memorandum containing the detailed terms of the Proposed Scheme (the
Explanatory Memorandum) and an overview of the Proposed Scheme is provided in Section 1 of our detailed
report.

Purpose of the report
Chapter 2E of the Corporations Act, as modified by Part 5C.7 of the Corporations Act (Chapter 2E) regulates
the provision of financial benefits to related parties by responsible entities of registered schemes. In particular,
section 208 (as modified by section 601LC) of the Corporations Act prohibits a responsible entity of a registered
scheme from giving a financial benefit out of scheme property to a related party without member approval,
unless it occurs pursuant to an exception under the Corporations Act.
CMIL considers it prudent to obtain member approval in respect of the Proposed Scheme, in particular in
considering any financial benefits obtained by Challenger Life through the issue of Fund Units to Challenger
Life, and the issue of an annuity by Challenger Life to the GIF and other elements of the Proposed Scheme.
There is no legal requirement for an IER in relation to the Proposed Scheme, however CMIL is required, in
exercising its powers and carrying out its duties as responsible entity of the Fund, to act in the best interest of
the Unitholders of the Fund. In order to assist in discharging their fiduciary obligations, the Directors have
requested that Deloitte Corporate Finance Pty Limited (Deloitte Corporate Finance) provide an opinion as to
whether the Proposed Scheme is fair and reasonable and in the best interests of Unitholders.
This report is to be included in the Explanatory Memorandum to be sent to Unitholders and has been prepared
for the exclusive purpose of assisting them in their consideration of the Proposed Scheme. We are not
responsible to you, or anyone else, whether for our negligence or otherwise, if the report is used by any other
person for any other purpose.

Basis of evaluation
Whilst there is no legal requirement for an IER in respect of the Proposed Scheme, in order to assess whether
the Proposed Scheme is fair and reasonable and in the best interests of Unitholders we have had regard to ASIC
Regulatory Guide 111 (RG 111) and ASIC Consultation Paper 143 and ASIC Consultation Paper 142 which
respectively contain proposed amendments to RG111 as well as a new regulatory guide proposed for related
party transactions, Regulatory Guide 76 (RG 76).
In accordance with RG 111, the basis of evaluation selected by the expert must be appropriate for the nature of
each specific transaction. The Proposed Scheme is in substance a takeover offer by CLC for all the units in
CHYF. We have therefore considered the relevant regulatory guidelines in respect of takeover offers.
There is no specific guidance on how to determine whether the Proposed Scheme is fair and reasonable and in
the best interests of Unitholders. To assess whether the Proposed Scheme is in the best interests of Unitholders,
we have considered the following:
x

whether the Proposed Scheme is either fair and reasonable, not fair but reasonable, or neither fair nor
reasonable, as set out in RG 111

x

whether the advantages of the transaction outweigh the disadvantages to Unitholders after considering the
likely alternatives available. If the advantages outweigh the disadvantages then the Proposed Scheme will
be in the best interests of Unitholders.

Summary and conclusion
Summar y of opinion
In our opinion the Proposed Scheme is in the best interests of CHYF unitholders.
In forming our opinion we concluded that the Proposed Scheme is fair and reasonable and that the advantages of
the Proposed Scheme outweigh the disadvantages, having regard to the other alternatives available to CHYF,
and therefore the Proposed Scheme is in the best interests of Unitholders.
We have set out below an analysis of our consideration of the fairness and reasonableness of the Proposed
Scheme.
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Assessment of fair ness
Fair market value of CHYF
We have used the net assets on a going concern basis to estimate the fair market value of a unit in CHYF. We
have estimated the fair market value of CHYF by estimating and aggregating the NAV for each of the Fund’s
asset classes, as well as any other related assets and liabilities. In applying this approach we have adjusted the
fair market value of the investment portfolio for the estimated value impact of future management costs
associated with realising the value of the assets on a going concern basis over the medium term.
In our assessment of the fair market value of CHYF we have utilised the NAV of CHYF’s portfolio as at 31
December 2010 and considered any adjustments required to reflect the difference between our estimate of the
fair market value and the book value of these assets at the Consideration Record Date. In making this
assessment we have undertaken an analysis of the valuation of CHYF’s portfolio which has included an
independent analysis of the fair market value of the portfolio having regard to information provided by CHYF
management as well as other information available to us including relevant pricing models, independent
research and data provider’s rate sheets.
Our assessment of CHYF’s fair market value is summarised in the table below.
Table 1: Fair market value of a CHYF unit
Assessed Fair Market Value
Unit

Reported
NAV

Low

High

Asset class
Cash and cash equivalents

$m

79.9

79.9

79.9

ASX-listed hybrids and equity

$m

180.1

179.3

180.1

Investment-grade corporate bonds

$m

166.4

166.0

166.4

Private debt

$m

53.2

52.2

53.2

Domestic RMBS

$m

48.5

44.4

48.5

Convertible notes

$m

16.0

16.8

17.0

Non-performing securities

$m

9.4

8.5

9.7

Hedges and other net assets

$m

2.7

2.7

2.7

Total NAV

$m

556.2

549.9

557.5

Adjustment for management fees

$m

(15.0)

(10.0)

Fair market value of CHYF

$m

534.9

547.5

Source: Deloitte Corporate Finance analysis
Notes:
1.
Fair value adjustments have been allocated pro-rata amongst all unit classes as each class. Management fees have been allocated based on
the fee structure for each class of unit as discussed in Section 3.2.
2.

All tables are subject to rounding.

As set out above we have made some adjustments to the reported NAV of the Fund which reflect our estimate of
the fair market value of these instruments. Our considerations for each asset class are set in Section 5.3.2 of our
detailed report.
In addition we have adjusted for the impact of future management fee leakage in our assessed fair market value
of CHYF. With the exception of the Premier Class, Unitholders currently incur management fees ranging from
0.69% to 1.50% of NAV, depending on their investment class. The management fees paid for the year ended 30
June 2010 were $5.3 million. If the Fund were to continue in its existing form Unitholders would continue to
incur the cost of these management fees. In addition, any potential acquirer of the Fund will incur an additional
cost associated with managing the Fund.

4
De lo itte : Challenger High Yield Fund – Independent expert’s report

Challenger High Yield Fund Notice of Meeting and Explanatory Memorandum 77

These fees are subject to a contractual arrangement with CMIL. In order to remove CMIL as Responsible Entity
and asset manager, an acquirer may in some instances be required to compensate CMIL for terminating these
management arrangements.
In instances where all of the underlying investments are highly liquid and could readily be converted into cash
for fair value in a short timeframe there would be no need to reflect the ongoing management cost in the
valuation for a control transaction. However, the Fund holds interests in a large number of securities which are
relatively illiquid. If CHYF’s interest in these securities were to be sold on-market over a relatively short
timeline then it is likely that the price achieved would be at a discount to the NAV in order to attract a willing
buyer due to the size of CHYF’s interest in some of these securities.
Since our assessed fair market value of the investments of CHYF assumes ongoing retention of the investments
of the Fund, we consider there should be an adjustment to our valuation range to reflect the leakage of value
associated with the ongoing management fees which are not factored into the NAV as at 31 December 2010.
We have estimated the potential impact of the future costs associated with managing the fund to be in the order
of $10 million to $15 million.

Fair market value of the Consideration
In order to estimate the fair market value of the Consideration, we have used the discounted cash flow (DCF)
method to assess the present value of the interest payments and capital returns over the life of the Unit
Component at a discount rate that represents their market rate of return. We have then added the present value
of the Unit Component to the Cash Component to arrive at the fair value of the Consideration.
In order to assess an appropriate market rate of return for the Unit Component we have considered other similar
annuities currently offered by CLC and other market players over a similar duration. In particular we have had
regard to:
x

the Guaranteed Income Plan (GIP) issued by CLC which is a well established product and has been offered
for 10 years and represents the majority of CLC’s annuities. The current GIP rate is 5.78% (assuming a
quarterly payment and bullet repayment after 3 years consistent with the Unit Component). Equivalent
rates for BT Financial and CommInsure are 5.47% and 4.32% respectively

x

Challenger Guaranteed Income Fund (CGIF) products over a similar duration which range between 6.69%
and 6.78%. The CGIF is a unit trust which invests in GIP annuities. We note that CLC only began issuing
these instruments from October 2009 in order to allow retail annuities to be distributed through investment
platforms. On the basis that this product is relatively new, and to access and attract a new range of
customers, a special rate has been offered by CGIF. Currently the CGIF product represents a relatively
small proportion of annuities issued by CLC. Due to these factors, we have placed less emphasis on the
rates observed for the CGIF product.

x

Based on the above, we have selected a discount rate for calculating the present value of the Unit
Component in the range of 5.5% to 6.0%. Our assessment of the fair market value of the Consideration is
summarised in the table below.

Table 2: Fair market value of the Consideration

Unit

Low

High

Cash Consideration
Present value of the Unit Component

$m
$m

111.0
432.0

111.0
438.0

Fair market value of the Consideration

$m

543.0

549.0

Source: Deloitte Corporate Finance analysis
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Conclusion on fairness
Our estimate of the fair market value of a CHYF unit, compared to our assessment of the fair market of the
Consideration is set out in the figure below.

Figure 1: Fair market value of CHYF compared to the fair market value of the Consideration

Range: $543.0 to $549.0
Fair market
value of the 2
Consideration

Range: $534.9 to $547.5
Fair market
value of 1
CHYF

525.0

530.0

535.0

540.0

545.0

550.0

555.0

$ million

Source: Deloitte Corporate Finance analysis

As set out above, our estimate of the fair market value of the Consideration is in line with our estimate of the
fair market value of CHYF. Accordingly, we have concluded that the Proposed Transaction is fair.

Assessment of r easonableness
In accordance with RG 111 an offer is reasonable if it is fair. An offer might also be reasonable if, despite being
‘not fair’, the expert believes that there are sufficient reasons for Non-Associated Unitholders to accept the offer
in the absence of any higher offer.
Whilst the Proposed Scheme is fair, we have also considered the reasonableness of the Proposed Scheme by
considering whether the advantages of the Proposed Scheme sufficiently outweigh the disadvantages.
We set out below our consideration of these factors.

Advantages of the Proposed Scheme
The Proposed Scheme removes uncertainty over the quantum and timing of capital and income
retur ns to be received
In October 2008 the Fund was determined to be illiquid and, as a consequence, Unitholders can currently only
access their capital through periodic withdrawal offers made by CMIL. These withdrawal offers have been
limited to 5% per quarter in recent periods. However, due to the composition of the portfolio, current market
conditions, the need to ensure diversification of CHYF’s funds under management (FUM) composition and the
extended maturities of CHYF’s investments, CMIL does not expect that withdrawal opportunities will continue
to be available every quarter. In particular:
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x

the capital value of CHYF is backed by its underlying assets, which comprise a significant exposure to
higher yielding investments and the Fund collectively has a weighted average credit rating of BB and a
weighted average maturity of 7 years according to an analysis prepared by CHYF management.
Unitholders’ ability to access their capital is therefore subject to the Fund’s ability to provide sufficient
liquidity from the existing investments of the Fund in order to support the ongoing quarterly withdrawal
offers

x

since a large proportion of the more liquid instruments (such as cash and equivalents) have been realised to
satisfy recent redemption requests, liquidity is becoming increasingly difficult to generate, and sales of
portfolio assets to meet these liquidity requirements may attract significant discounts.

In contrast, pursuant to the Proposed Scheme, Unitholders would no longer be exposed to the underlying assets
of CHYF, and would exchange that exposure for the Cash Component and the Unit Component. The Unit
Component will be supported by the assets and capital reserves of Challenger Life. Accordingly, Unitholders
would attain improved certainty regarding the timing and quantum of capital returns, as 20% of their capital will
be returned immediately, while the remainder will be invested in the Unit Component and will be returned after
a term of 3 years.
Furthermore, whilst CHYF’s portfolio of investments should allow for higher income yields in the short term
relative to the maintaining the Fund in its current form given its managed risk exposures, the quantum and
timing of these yields is likely to be variable, particularly given CMIL’s initiatives to maintain CHYF’s
investment mandate while actively creating liquidity within the Fund. The Proposed Scheme however provides
certainty over the timing and quantum of income yields to be received as Unitholders would receive certain
fixed interest payments every quarter and would no longer be exposed to the underlying assets and variable
income returns of CHYF.

No super ior alter native has been identified or is cur rently available to Unitholders
As discussed in Section 1, the Board of CMIL has been exploring a range of alternatives and options to return
liquidity to Unitholders, which have involved either maintaining CHYF, or winding it down and liquidating its
assets, with the proceeds being equitably distributed to Unitholders, in particular the Maintain and Terminate
scenarios as set out below.
Maintain scenar io
If CMIL was to continue the operation of the Fund on a going concern basis under the Maintain scenario, CMIL
would manage CHYF to its current investment mandate of maintaining a diversified exposure to higher yielding
fixed income investments, while actively creating liquidity within the Fund to support the ongoing quarterly
withdrawal offers, through selling assets at values that are believed to represent their fair market value.
This option provides certain advantages relative to the Proposed Scheme including continued exposure to the
high yield asset class as well as participation in future upside in the portfolio to the extent that further liquidity
returns to the credit markets above that which is currently priced into the existing investments of the Fund. This
option may also be preferable to Unitholders that are less concerned with accessing liquidity and are seeking
longer term exposure to the asset class.
However, this alternative is exposed to a number of risks including:
x

whilst CMIL expects that withdrawal offers of 5% could be maintained in the short-term, current market
conditions, the extended maturity profile of the Fund and the need to ensure adequate portfolio
diversification will all act as impediments to future withdrawal offers. In particular, liquidity is becoming
increasingly difficult to generate without incurring significant discounts upon sales of assets

x

increasing volatility in respect of the timing and quantum of yields and capital returns as discussed above
since Unitholders would remain exposed to an investment portfolio in a sector that is more volatile and
subject to greater material changes in value than they experienced prior to the GFC

x

Unitholders would have limited ability to rebalance their portfolio if they were not comfortable with the
risk profile of the Fund

x

with the significant level of realised and unrealised losses in CHYF, it is likely that the level of
distributions will be significantly reduced going forward.
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CHYF management have prepared an analysis of the potential net returns of the fund for the next three to five
years under this scenario assuming the current investments and return and redemption expectations for the
portfolio (assuming no change in credit spreads and/or liquidity of underlying investments). Based on this
analysis, management have estimated a three year and five year net return for the fund of 6.8% and 7.2%
respectively. Whilst this is an indicative return analysis and it is possible that returns will be greater over this
period, at this stage CHYF do not expect any significant recovery in returns or capital distributions due to the
lack of liquidity in significant portions of the portfolio, the likely continued appetite for redemptions and lack of
any additional capital flowing into the Fund.
The current return expectations for the Fund imply a margin of between 175 bps and 215 bps to the return
offered over the term of the Unit Component of approximately 5.05%. This reduced return (or spread) could be
considered to represent the effective price paid by Unitholders for obtaining the credit enhancement received
from an instrument which is likely to be equivalent to an A-rated instrument. That is, it could be considered the
yield that must be forgone by Unitholders in exchanging an investment in CHYF, for an annuity secured by the
credit rating of CLC. For example:
x

the Fund would be expected to be classified as sub-investment grade (with an approximate weighted
average credit rating of BB with a 7 year maturity profile according to an analysis prepared by CHYF
management)

x

A-rated bonds in the United States are currently trading at a margin of between 217 bps for 3-year term
bonds and 337 bps for 5-year term bonds, while BB-rated bonds are currently trading at a margin of
between 470 bps for 3-year term bonds and 556 bps for 5-year term bonds, which implies spreads of
between 219 bps and 253 bps between an A-rated instrument and a US BB-rated instrument. These
margins exclude any liquidity margin which would apply to similar investments in the Australian market
as discussed in Section 5.3.2 which we have estimated to be approximately 100 bps.

The spreads implied under the Proposed Scheme compared to benchmark spreads is set out in the figure below.

Figure 2: Spreads implied under the Proposed Scheme compared to benchmark spreads
3.00%

2.80%

Range: 2.19% to 2.53%
2.60%

2.40%

%

2.20%

Range: 1.75% to 2.15%

2.00%

1.80%

1.60%

1.40%

1.20%

1.00%
Spread
under
the the
Proposed
Scheme
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under
Proposed

Benchmark spreads
Benchmark
spreads

Scheme

Source: Reuters, CMIL, Deloitte Corporate Finance analysis

Based on the above, the observed spread differentials observed in the market would suggest that by accepting
the Proposed Scheme, the additional security obtained by Unitholders from their investment in the Unit
Component is commensurate with the overall reduction in risk.
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Ter minate scenario
If CMIL was to wind CHYF down and gradually return capital to Unitholders, the Fund would continue for
several years making periodic capital returns until its assets are completely disposed of.
However, since CHYF’s assets are generally highly illiquid, liquidating its assets is likely to attract significant
discounts to NAV, resulting in values received upon the disposition of its assets being well below the value that
would be otherwise achieved if it was to continue as a going concern. Historical evidence in the marketplace
involving accelerated or distressed sales of pools of assets indicate that discounts of 15% to 25% may be
incurred with respect to the book values of these pools upon their disposition depending on the asset class and
time frame for realisation.
Accordingly, whilst this process would allow for a gradual release of liquidity and equitable treatment amongst
Unitholders, implementing this process would likely detrimentally affect the net proceeds ultimately received by
Unitholders.
Conclusion on alter natives
Whilst it is possible that one of these alternatives may be able to realise a higher value for Unitholders relative
to the Proposed Scheme, we are of the view that, given the certainty as to the quantum and timing of the cash
flows of the Proposed Scheme, coupled with the execution risk and discounts that may be applicable to
alternatives that involve accelerated sales of CHYF’s assets, these alternatives are unlikely to be superior to the
Proposed Scheme.

Disadvantages of the Proposed Scheme
The Proposed Scheme may not be prefer able for Unitholders with limited short ter m liquidity
requirements
As discussed above, the Maintain scenario may offer a higher cash distribution to Unitholders over the short
term. Part of this higher return is sourced from an illiquidity premium since investors generally require a higher
return to compensate for illiquidity. As such it is extremely unlikely that this higher return can be achieved
without extending the return of capital beyond the terms offered under the Proposal.
Some Unitholders may be comfortable with a more extended period of retaining an interest in the Fund with an
expectation that they may achieve a higher level of capital and/or income return over the intervening period until
31 March 2014. For example, if the Fund continued to make quarterly withdrawal offers of approximately 5%
per quarter (for which there is no guarantee) then investors would be able to access approximately 45% of their
original balance by March 2014 based on 5% withdrawal requests on a declining account balance.
This may be more commensurate with the desired risk return profile of certain Unitholders despite the risks
associated with this scenario as discussed above.

The Ear nings Rate and level of distr ibutions under the Proposed Scheme are likely to be lower
than under the Maintain scenar io
The level of distributions from CHYF is generally equal to the level of taxable income for the distribution
period. While CHYF distribution levels have varied substantially over time depending on prevailing market
conditions and interest rates, historically they have been at levels higher than those offered under the Proposed
Scheme.

Unitholders will not receive all capital until 2014
If the Proposed Scheme is approved, Unitholders entitled to the Unit Component will have 80% of their capital
locked in GIF and will not be able to access it before maturity at 31 March 2014 (except for early withdrawals
as discussed below). Conversely, to the extent that CHYF experiences significant enhancements in liquidity,
Unitholders may be able to redeem capital under the Maintain scenario faster than compared to the Proposed
Scheme.
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Based on current market conditions, the need to ensure diversification of CHYF’s FUM composition and the
extended maturities of CHYF’s investments, CMIL does not expect that withdrawal opportunities would be
available every quarter, as liquidity is becoming increasingly difficult to generate, and sales of portfolio assets to
meet these liquidity requirements may begin to attract significant discounts. However, if the Fund continued to
make quarterly withdrawal offers of approximately 5% per quarter then investors would be able to access
approximately 45% of their original balance by March 2014 as discussed above.

A withdr awal discount will apply on ear ly withdr awals under the Proposed Scheme
Under the Proposed Scheme, there will be limited options for Unitholders to seek early redemptions prior to
maturity. Moreover, early withdrawals will be subject to withdrawal discounts and caps on early withdrawals.

Unitholders will not benefit from any upside in the Fund
Future upside for CHYF may result in the event that losses within the portfolio are recovered and loss estimates
reflected in our current valuation of the units in the Fund prove to be overly conservative. If this occurs,
Unitholders under the Proposed Scheme will not benefit from this upside potential as they will exchange their
investment in CHYF for a fixed-yield investment in GIF.
Nevertheless, if Unitholders elect to retain their investment in CHYF they will remain exposed to further losses
and defaults within the portfolio, which would deteriorate their returns and limit their ability to access their
capital further.

Tax implications
The Proposed Scheme may result in tax leakage for Unitholders depending on the consideration received and
the tax position for each unitholder. Unitholders should obtain their own professional advice regarding the tax
consequences of the Proposed Scheme and unitholders’ individual circumstances may vary.

Conclusion on reasonableness
Based on the analysis above we consider that the advantages of the Proposed Scheme outweigh the
disadvantages and therefore, we conclude that the Proposed Scheme is reasonable for Unitholders.

Opinion
In our opinion the Proposed Scheme is fair and reasonable and in the best interests of CHYF unitholders.
In forming our opinion we concluded that the Proposed Scheme is fair and reasonable and that the advantages of
the Proposed Scheme outweigh the disadvantages, having regard to the other alternatives available to CHYF,
and therefore the Proposed Scheme is in the best interests of Unitholders. In forming this opinion we have
considered that:
x

we have concluded that the fair market value of the Consideration is in line with the fair market value of
CHYF

x

the Proposed Scheme is reasonable since, on balance, the advantages outweigh the disadvantages of the
Proposed Scheme. In particular:
o whilst it is possible that either maintaining the Fund or a managed liquidation of the Fund’s assets may
be able to realise a higher value for Unitholders relative to the Proposed Scheme, we are of the view
that, given the certainty as to the quantum and timing of the cash flows of the Proposed Scheme,
coupled with the execution risk and discounts that may be applicable to alternatives that involve
accelerated sales of CHYF’s assets, these alternatives are unlikely to be superior to the Proposed
Scheme
o the Proposed Scheme offers Unitholders credit enhancement through providing certainty over the
timing and quantum of income yields to be received, as Unitholders would receive certain fixed interest
payments every quarter and would no longer be exposed to CHYF’s underlying assets and variable
income returns
o Unitholders that have their units mandatorily redeemed will receive the full capital value for their units
and have the flexibility to reinvest the net proceeds in other investments which may likely provide a
more favourable risk adjusted return.
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After considering the factors discussed above, we are of the opinion that the Proposed Scheme is fair and
reasonable and in the best interests of Unitholders.
An individual Unitholder’s decision in relation to the Proposed Scheme may be influenced by his or her
particular circumstances. If in doubt the Unitholder should consult an independent adviser.
This opinion should be read in conjunction with our detailed report which sets out our scope and findings.
Yours faithfully
DELOITTE CORPORATE FINANCE PTY LIMITED

Mark Pittorino

Tapan Parekh

Director

Director

Note: all amounts stated in this report are A$ unless otherwise stated, and may be subject to rounding.
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1

Terms of the Proposed Scheme

1.1

Summary

On 21 January 2011, the board of directors of CMIL, in its capacity as responsible entity for CHYF will
announce a proposal, subject to approval by the unitholders of the Fund, which would result in CLC owning all
the issued units in the Fund. The existing classes of units within the Fund comprise Retail Class, Wholesale
Class, Professional Class and Premier Class,
In consideration for redeeming their units in the Fund, unitholders with addresses registered outside Australia
(offshore unitholders) would receive a cash payment within 10 business days of 25 February 2011 equal to their
NAV in CHYF as at 31 December 2010 (the Consideration Record Date) less 0.2%. All other unitholders will
receive consideration equal to NAV less 0.2%, comprising a combination of the Cash Component and units in
GIF, which will effectively invest in a new annuity issued by CLC according to the following terms:
x

unitholders entitled to the Cash Component will receive cash proceeds in an amount equal to 20% of their
Fund NAV balance as at the Consideration Record Date less 0.2%. The Cash Component will be paid
within 10 business days of 25 February 2011

x

unitholders entitled to the Unit Component will receive units in the GIF issued at a maturity value of $1.00
per unit, equal to 80% of their Fund NAV balance as at the Consideration Record Date less 0.2%, and GIF
units will be issued on or about 25 February 2011. The Fund’s NAV per unit is dependent on the Fund
unitholding class. In addition:
o

the Unit Component which is effectively an annuity would have a term of approximately 3 years with a
bullet payment at maturity on 31 March 2014, and would pay fixed quarterly interest based on the
3 year swap rate minus 50 bps. The applicable 3-year swap rate will be the one prevailing at
24 February 2011 and will be locked-in for the life of the annuity. As Challenger Life will only know
with certainty at the completion of the relevant unitholder meeting whether the Proposed Scheme has
been approved, the final interest rate on the annuity will not be set until the Earnings Rate Date.
However, the indicative 3-year swap rate as at 31 December is equal to 5.55% per annum, which
indicates an annual interest rate over the life of the annuity of 5.05%

o

the annuity would make no further scheduled capital returns other than the bullet payment at maturity,
which is payable within 10 business days from 31 March 2014.

In addition, as part of the Proposed Scheme, unitholders entitled to the Unit Component will be provided with
capped early withdrawal opportunities each quarter or under certain death and hardship criteria, provided GIF
remains liquid for the Corporations Act purposes, however at discounted redemption prices.
A summary of the key Proposed Scheme terms is set out in the table below. Further detail is also provided in the
Explanatory Memorandum.
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Table 3: Summary of terms of the Proposed Scheme

Unit

Retail
Class

Wholesale
Class

Professional
Class

Premier
Class

$/unit

0.7263

0.7493

0.7508

0.6111

m

47.6

605.9

83.5

6.3

$'m

34.5

454.0

62.7

3.9

NAV
Redemption amount as at the Consideration Record Date
No. of units as at 19 January 20111
Total NAV
Consideration
Cash Component
Proportion of Consideration paid as cash
Total Cash Component

%

20%

20%

20%

20%

$'m

6.9

90.8

12.5

0.8

80%

Unit Component
Proportion of Consideration applied to GIF units

%

80%

80%

80%

No. of Fund units held as at the Earnings Rate Date1

m

47.6

605.9

83.5

6.3

No. of GIF units to be issued at $1.00 per GIF unit

m

27.6

363.2

50.1

3.1

Other key terms of the Unit Component
Application unit price

$

Maturity unit price

$

Term

Years

Maturity date

$1.00
$1.00
3 years
31-Mar-14

Redemption

Bullet

Relevant interest rate benchmark

3-year swap

Margin

bps

Illustrative Earnings Rate2

%

(50) bps
5.05%

Fees

$

Nil

Source: Explanatory Memorandum, Deloitte Corporate Finance analysis
Notes:
1.

Based on the number of Fund units as at the 19 January 2011

2.

Based on the 3-year swap rate as at 31 December 2010 of 5.55%. If the Proposed Scheme is approved by Unitholders, Challenger Life
will enter the transaction based on the 3-year swap rate prevailing on the Earnings Rate Date.
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1.2

Background to the Proposed Scheme

CHYF is a high-yield fund that operates within the broader managed funds industry, and was created for
investors seeking to diversify the income-producing segment of their investment portfolios and willing to accept
additional risks in return for the potential for higher yield. The Fund operates primarily in the Australian
market, and predominantly invests in high-yielding fixed income securities as well as cash, equities, and
derivative instruments.
The strong performance of the share market and healthy financial market conditions up to the end of 2007
strengthened returns for the sector, including CHYF. However, as a result of the dislocation of debt and equity
as a consequence of the credit crisis and the subsequent global financial crisis (GFC), the Australian share
market fell by around 40% over 20081 and credit markets deteriorated substantially resulting in a severe decline
in asset values, especially for lower quality investments. The consequential deterioration in investor confidence
resulted in a shift of funds from the high yield investment sector into lower risk investments such as government
bonds and bank deposits. Furthermore, the implementation of the Government guarantee on deposits held at
Authorised Deposit-taking Institutions (ADIs) in October 2008 has further contributed to this shift.
Given its investment mandate, CHYF, along with several of its peers, was directly impacted by the early stages
of the deterioration in credit markets, resulting in lower valuations of its securities due to increased credit
spreads, a series of defaults and losses experienced as several of the Fund’s investees collapsed, increased risk
aversion by investors and significant reduction in liquidity levels.
Historically, CHYF provided daily liquidity to Unitholders according to the requirements of the Corporations
Act 2001 (Cth) (Corporations Act), which state that for CHYF to be considered ‘liquid’, it must be able to sell
at least 80% of the fund’s assets within the period specified in the constitution for meeting redemption requests,
being 30 days, which is extendable for a further 60 days under certain circumstances.
However, as a result of the material decline in CHYF’s asset valuations following the GFC and the departure of
its previous portfolio manager and a number of the management team in March 2009 coupled with the increased
redemptions by unitholders, CHYF’s funds under management (FUM) decreased from $2.3 billion in October
2007 to approximately $556.2 million as at 31 December 2010. Moreover, CHYF was declared illiquid in
October 2008, on the basis that the Responsible Entity did not consider that a sufficient level of the fund’s assets
could be liquidated in the required timeframe to meet redemption requests.
Since October 2008, unitholders have only been able to withdraw from the Fund when an offer of withdrawal
has been made. The initial offer was made in January 2009 and was set as a specified dollar amount per class
equivalent in aggregate to 3.4% of unitholdings up to a total capital value of $25 million. Subsequent
withdrawal offers have been made quarterly and set at either 5% or 10% of unitholdings, with the unwithdrawn
funds being retained in CHYF. Currently and in the absence of the Proposed Scheme, CMIL anticipates
continuing these quarterly withdrawal offers, subject to the availability of sufficient liquidity in CHYF, which is
becoming difficult to generate. Whilst the Fund has been active at redeeming assets at fair value in order to
provide further liquidity to the Fund during this period, a number of the investments of the Fund are either thinly
traded or the relative size of the position held by the Fund would make it difficult to divest without attracting a
discount to underlying fair market value.
Since the Fund was declared illiquid, credit markets in Australia have substantially improved, largely due to a
more favourable economic outlook and a large volume of capital raisings undertaken to remedy capital structure
issues have significantly reduced the level of default risk priced into a number of securities. However, the pool
of buyers for lower grade investment products remains relatively shallow although a number of opportunistic
investors and funds are actively pursuing assets or portfolios in the sector, although these investors are largely
attempting to take advantage of the illiquidity of this part of the market by attempting to acquire these assets at a
discount to underlying fair market value.
Furthermore, the opportunity for the Fund to increase its exposure to any further recovery in the market is
limited due to the appetite for redemptions by existing unitholders and the absence of any significant new capital
attracted to investment in the Fund.

1

IBISWorld
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Due to the need for a permanent liquidity solution the Directors have considered a range of strategic alternatives
available with respect to the ongoing viability of the Fund. However, each of these alternatives were considered
unfeasible for a number of reasons, in particular that it is likely that some of CHYF’s assets would attract a
discount in the open market due to an extended maturity profile of the portfolio and the thin trading in certain
securities in which the Fund holds significant portions of the total issuance.
Whilst the Directors consider the Proposed Scheme to be the most appropriate solution for Unitholders as a
whole, alternatives considered are set out below.

1.2.1

Maintain CHYF

The Directors considered the continued operation of the Fund on a going concern basis through managing it in
line with its current investment mandate of maintaining a diversified exposure to higher yielding fixed income
investments, with assets being sold at values that are believed to represent their fair market value. Moreover,
the Funds would continue to seek to raise liquidity in an attempt to support the ongoing quarterly withdrawal
offers, as Unitholders are becoming increasingly averse to the continued lock-up in the Fund and prefer to take
advantage of redemption offers made by CMIL.
Under this scenario, CMIL would continue to assess on a quarterly basis whether CHYF has sufficient liquidity
to continue making meaningful withdrawal offers, with expectations based on the Fund’s current liquidity that
withdrawal offers of 5% could be maintained in the short-term.
However, based on current market conditions, the need to ensure diversification of CHYF’s FUM composition
and the extended maturities of many of CHYF’s investments, CMIL does not expect that withdrawal
opportunities would be available every quarter, as liquidity is becoming increasingly difficult to generate, and
sales of portfolio assets to meet these liquidity requirements may begin to attract significant discounts to
underlying fair market value. However, CMIL would continue to assess on a quarterly basis whether the Fund
has sufficient liquidity to continue to make meaningful withdrawal offers.
This alternative would provide continued exposure to the asset class, including participation in any further
recovery in asset values, and has the potential to generate a superior yield relative to the Unit Component over
the short term. However, due to the significant uncertainty in respect of the timing of capital returns, yield and
asset values during this period this alternative was deemed to be unlikely to offer a superior outcome to
Unitholders.

1.2.2

Terminate CHYF

Another alternative available would be to no longer run CHYF as a going concern and gradually wind down the
Fund and distribute the proceeds to Unitholders. Under this alternative, CHYF would be managed to return
capital to Unitholders as it is received and as soon as reasonably feasible. As CHYF’s assets are generally
highly illiquid, an accelerated sale of its assets is likely to attract significant discounts. Accordingly, under this
option CMIL anticipates that the Fund would continue for several years making periodic capital returns.
However, since CHYF may be perceived as a forced seller of its assets, it is likely that values received upon the
disposition of its assets would be below the value that would be otherwise achieved if it was to continue as a
going concern. Accordingly, whilst this process would potentially allow for a faster release of liquidity and
equitable treatment amongst Unitholders, implementing this process would be likely to detrimentally impact the
net proceeds ultimately received by Unitholders.
Following a detailed review of these alternatives, the Directors concluded that none of these options were likely
to offer a superior financial outcome or the same level of certainty and liquidity as the Proposed Scheme.

1.3

The Acquirer’s intentions

If the Proposed Scheme is approved, Challenger Life will absorb CHYF's assets into the broader Challenger
Life portfolio and maximise value over the medium to long term.
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The Proposed Scheme is not expected to have any material adverse impacts on the credit rating or the capital
position of Challenger Life and its policyholders, including the GIF. Following the transaction, Challenger Life
will continue to be well capitalised and will have surplus capital in excess of its statutory minimum and target
surplus. Furthermore, no other impacts are expected that would cause Challenger Life to be in breach of its
legal and regulatory obligations. In addition, Challenger Life's net assets are expected to be broadly unaffected
by the Proposed Scheme.
Challenger Life will benefit from the transaction by:
x

acquiring a well diversified portfolio of cash, hybrids, loans and mortgage-backed securities and other
fixed-income investments which is complementary to its existing portfolio

x

increasing annuities on issue by approximately $ 444 million.

1.4

Conditions precedent

A number of conditions need to be satisfied or waived before the Proposed Scheme can be implemented. These
are set out in the Explanatory Memorandum and, in summary, include:
x

no material adverse change to CHYF as defined in the Explanatory Memorandum

x

no change in the responsible entity of CHYF

x

no change to the CHYF constitutional documents

x

no change in control or insolvency event of CHYF

x

CMIL obtaining the required regulatory reliefs, approvals or consents from the Australian Securities and
Investment Commission (ASIC)

x

CMIL obtaining approval of Unitholders for the Proposed Scheme

x

the aggregate Cash Component attributable to all offshore unitholders registered as at the date of the
unitholder meeting to approve the Proposed Scheme not exceeding $5 million

Furthermore, Challenger Life has the right to withdraw the offer in the case of certain occurrences, including a
material breach by CMIL of the Scheme Implementation Deed (SID) to be executed between Challenger Life
and CMIL.
The resolutions proposed in order for the Proposed Scheme to be implemented are as follows:
x

an ordinary resolution to approve the Proposed Scheme

x

special resolution to amend the constitution to implement the Proposed Scheme and authorise CMIL to
execute and lodge the related supplemental deed with ASIC

Whereby:
x

an ordinary resolution requires approval of more than 50% of the total number of votes cast by Unitholders
and entitled to vote on that resolution

x

a special resolution requires approval of at least 75% of the total number of votes cast by Unitholders and
entitled to vote on that resolution.
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2

Scope of the report

2.1

Purpose of the report

Chapter 2E of the Corporations Act, as modified by Part 5C.7 of the Corporations Act (Chapter 2E) regulates
the provision of financial benefits to related parties by responsible entities of registered schemes. In particular,
section 208 (as modified by section 601LC) of the Corporations Act prohibits a responsible entity of a registered
scheme from giving a financial benefit out of scheme property to a related party without member approval,
unless it occurs pursuant to an exception under the Corporations Act.
CMIL considers it prudent to obtain member approval in respect of the Proposed Scheme, in particular in
considering any financial benefits obtained by Challenger Life through the issue of Fund Units to Challenger
Life, and the issue of an annuity by Challenger Life to the GIF, together with other elements of the Proposed
Scheme.
There is no legal requirement for an IER in relation to the Proposed Scheme, however CMIL is required, in
exercising its powers and carrying out its duties as responsible entity of the Fund, to act in the best interest of
the Unitholders of the Fund as a whole. In order to assist in discharging their fiduciary obligations, the
Directors have requested that Deloitte Corporate Finance Pty Limited (Deloitte Corporate Finance) provide an
opinion as to whether the Proposed Scheme is in the best interests of Unitholders.
This report is to be included in the Explanatory Memorandum to be sent to Unitholders and has been prepared
for the exclusive purpose of assisting them in their consideration of the Proposed Scheme. We are not
responsible to you, or anyone else, whether for our negligence or otherwise, if the report is used by any other
person for any other purpose.

2.2 Basis of evaluation
2.2.1

Guidance

Whilst there is no legal requirement for an IER in respect of the Proposed Scheme, in order to assess whether
the Proposed Scheme is in the best interests of Unitholders we have had regard to ASIC Regulatory Guide 111
(RG 111) and ASIC Consultation Paper 143 and ASIC Consultation Paper 142 which respectively contain
proposed amendments to RG111 as well as a new regulatory guide proposed for related party transactions,
Regulatory Guide 76 (RG 76).
In accordance with RG 111, the basis of evaluation selected by the expert must be appropriate for the nature of
each specific transaction. The Proposed Scheme is in substance a takeover offer by CLC for all the units in
CHYF. We have therefore considered the relevant regulatory guidelines in respect of takeover offers.
There is no specific guidance on how to determine whether the Proposed Scheme is in the best interests of
Unitholders. To assess whether the Proposed Scheme is in the best interests of Unitholders, we have considered
the following:
x

whether the Proposed Scheme is either fair and reasonable, not fair but reasonable, or neither fair nor
reasonable, as set out in RG 111

x

in order to assess whether the Proposed Scheme is in the best interests of Unitholders we have had regard
to whether the advantages of the transaction outweigh the disadvantages to Unitholders after considering
the likely alternatives available. If the advantages outweigh the disadvantages then the Proposed Scheme
will be in the best interests of Unitholders.

2.2.2

Fairness

We have assessed whether the Proposed Scheme is fair by comparing our estimate of the fair market value of a
CHYF unit (on a 100% control basis) to our estimate of the fair market value of the Consideration. Based on
our understanding of the ASIC policy intent on the appropriate interpretation of the “fair” and “reasonable” tests
in RG 111, we note the following:

x

in assessing the fairness of a transaction, an expert should not have regard to any entity specific or structural
issues such as excess gearing which may temporarily impair an entity’s ability to realise full fair market
value for its assets which may be reflected in the market price of its securities. Instead, in assessing
fairness, an orderly market for the underlying assets should be assumed

18
De lo itte : Challenger High Yield Fund – Independent expert’s report

Challenger High Yield Fund Notice of Meeting and Explanatory Memorandum 91

x

such entity specific factors may be appropriate matters to be taken into account when assessing the
reasonableness of the proposal.

In assessing the fairness of the Proposed Scheme, we did not consider any potential impact on the current value
of a unit in CHYF due to the current lack of liquidity in certain asset classes of CHYF which may indicate a less
than orderly market for certain assets of CHYF. Where applicable, we have considered these factors in our
assessment of the reasonableness of the Proposed Scheme.

2.2.3

Reasonableness

To assess the reasonableness of the Proposed Scheme we considered the following significant factors:
x

the current status and future prospects of CHYF on a stand-alone basis

x

the alternatives likely available to Unitholders in addition to the Proposed Scheme

x

the impact on CHYF if the Proposed Scheme does not proceed

x

other advantages and disadvantages of the Proposed Scheme.

2.2.4

Individual circumstances

We have evaluated the Proposed Scheme for Unitholders as a whole and have not considered the effect of the
Proposed Scheme on the particular circumstances of individual investors. Due to their particular circumstances,
individual investors may place a different emphasis on various aspects of the Proposed Scheme from the one
adopted in this report. Accordingly, individuals may reach different conclusions to ours on whether the
Proposed Scheme is in their best interest. If in doubt investors should consult an independent advisor who will
have appropriate regard to your circumstances.

2.3 Limitations and reliance on information
The opinion of Deloitte Corporate Finance is based on economic, market and other conditions prevailing at the
date of this report. Such conditions can change significantly over relatively short periods of time.
The report has been prepared at the request of the Directors of CMIL as Responsible Entity for the Fund and is
to be included in the Explanatory Memorandum to be provided to Unitholders for approval of the Proposed
Scheme. Accordingly, it has been prepared only for the benefit of the Directors and those persons entitled to
receive the Explanatory Memorandum to assist them in their assessment of the Proposed Scheme and should not
be used for any other purpose.
This engagement has been conducted in accordance with professional standard APES 225 Valuation Services
issued by the APESB.
Statements and opinions contained in this report are given in good faith but, in the preparation of this report,
Deloitte Corporate Finance has relied upon the completeness of the information provided by CMIL and its
officers, employees, agents or advisors which Deloitte Corporate Finance believes, on reasonable grounds, to be
reliable, complete and not misleading. Deloitte Corporate Finance does not imply, nor should it be construed,
that it has carried out any form of audit or verification on the information and records supplied to us. Drafts of
our report were issued to CMIL management for confirmation of factual accuracy.
In recognition that Deloitte Corporate Finance may rely on information provided by CMIL and its officers,
employees, agents or advisors, CMIL has agreed that it will not make any claim against Deloitte Corporate
Finance to recover any loss or damage which CMIL may suffer as a result of that reliance and that it will
indemnify Deloitte Corporate Finance against any liability that arises out of either Deloitte Corporate Finance’s
reliance on the information provided by CMIL and its officers, employees, agents or advisors or the failure by
CMIL and its officers, employees, agents or advisors to provide Deloitte Corporate Finance with any material
information relating to the Proposed Scheme.
To the extent that this report refers to prospective financial information we have considered the prospective
financial information and the basis of the underlying assumptions. The procedures involved in Deloitte
Corporate Finance’s consideration of this information consisted of enquiries of CMIL personnel and analytical
procedures applied to the financial data. These procedures and enquiries did not include verification work nor
constitute an audit or a review engagement in accordance with standards issued by the Auditing and Assurance
Standards Board.
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Based on these procedures and enquiries, Deloitte Corporate Finance considers that there are reasonable grounds
to believe that the prospective financial information for the Funds included in this report has been prepared on a
reasonable basis. In relation to the prospective financial information, actual results may be different from the
prospective financial information of the Funds referred to in this report since anticipated events frequently do
not occur as expected and the variation may be material. The achievement of the prospective financial
information is dependent on the outcome of the assumptions. Accordingly, we express no opinion as to whether
the prospective financial information will be achieved.
This report should be read in conjunction with the qualifications, declarations and consents outlined in
Appendix 4.
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3

Profile of CHYF

3.1

Overview and background

Established in June 2001, CHYF is a high-yield fund that operates within the broader managed funds industry,
and was created for investors seeking to diversify the income-producing segment of their investment portfolios
and willing to accept additional risks in return for the potential for higher performance.
The Fund operates primarily in the Australian market, and predominantly invests in higher yielding fixed
income as well as cash, equities, and derivative instruments. The Fund aims to outperform the UBSA Bank Bill
Index and UBSA Composite (All Maturities) Bond Index over a 12-month period. As at 31 December 2010,
CHYF had approximately $556.2 million in FUM.

3.2

Group structure

The simplified group structure of the Fund is set out in the figure below.
Figure 3: Simplified Fund structure
Challenger Limited

100%

Challenger Managed
Investments Ltd
(CMIL)

Responsible Entity and
investment manager

Challenger High
Yield Fund
(CHYF)

Unitholder classes
1%

Challenger High Yield
Fund (Premier Class)

82%

Challenger High Yield
Fund (Wholesale Class)

11%

6%

Challenger High Yield
Fund (Retail Class)

Challenger High Yield
Fund (Professional Class)

Source: CMIL
Notes:
1. Unitholder class ownership is based on relevant NAV at 31 December 2010.

Challenger Limited (Challenger)
Challenger is an ASX listed investment management firm established in 1985 and is the largest issuer of
annuities in Australia and a leading provider of listed and unlisted investment products and services.

Challenger Managed Investments Ltd (CMIL)
CMIL is a 100% owned subsidiary of Challenger and acts as the Responsible Entity and investment manager of
the Fund. CMIL actively manages all assets of CHYF for the benefit of Unitholders, and is entitled to receive
management fees for these services, calculated with reference to total FUM, in addition to performance fees
whenever CHYF outperforms its benchmark.
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Challenger High Yield Fund (CHYF)
CHYF undertakes all of the investment activity in respect of which the Unitholders are exposed. CHYF
comprises four unitholder classes, as follows:
x

Retail Class, which represents approximately 6% of CHYF’s units, was established in 2002 and comprises
retail unitholders that invest directly in CHYF

x

Wholesale Class, which was established in 2002 and has historically attracted the most investor demand
and comprises unitholders that invest in CHYF either directly or through platforms. This class represents
approximately 82% of CHYF’s units, with the ten largest unitholders in CHYF currently holding 70% of
total units

x

Professional Class, which represents approximately 11% of CHYF’s units, was established in 2001 and
comprises unitholders that invest in CHYF either directly or through platforms

x

Premier Class, which represents approximately 1% of CHYF’s units, was established in 2005 and
comprises unitholders that invest directly in CHYF.

Since the investment activity is ultimately undertaken by CHYF, Unitholder classes differ primarily in relation
to the applicable management and performance fees, as summarised in the table below.

Table 4: CHYF’s fee structure

Unitholder class

Retail Class
Wholesale Class
Professional Class
Premier Class

Management fee
(% p.a.)

Performance fee
(%)

1.50%
0.75%
0.69%
Nil

20.0%
20.0%
20.0%
Nil

Buy/Sell spread
(%)

+0.2%/-0.2%
+0.2%/-0.2%
+0.2%/-0.2%
+0.2%/-0.2%

Source: CMIL

Buy and sell spreads represent spreads applied by CMIL to unit prices upon entry and exit, respectively.
Performance fee is charged when the Fund return outperforms its relevant benchmark. Despite the Fund’s
strong performance for the year ending 30 June 2010, it is unlikely that a performance fee will be paid in the
near future due to high watermark provisions caused by Fund underperformance in recent years.
CHYF does not pay any fees related to the Premier Class so as to avoid double counting since this class is used
for inter-funding from other classes. Moreover, this class allows certain institutional investors to invest in
CHYF whereby explicit fee arrangements with these investors can be set, without having to rebate an existing
management fee.

3.3

Management of the Fund

Bob Sahota assumed the role of head of fixed interest for Challenger and portfolio manager for CHYF in 2009
after the departure of the previous investment manager. Mr Sahota joined Challenger from Pimco in 2005,
where he was a credit analyst for the Asia-Pacific region. In addition to Mr. Sahota, team members include
portfolio managers Steven Sutinen and Justin Davey and credit analyst David Bothof all of whom, with the
exception of David Bothof, have over 10 years funds management experience. Further support for the Fund is
provided through Challenger's credit team which provides research assistance and input throughout the
investment process.
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3.4

Portfolio overview

3.4.1

FUM

CHYF’s FUM are predominantly invested in the Australian market and comprise cash and cash equivalents,
investment grade corporate debt and sub-investment debt, equities and hybrid instruments, asset-backed
securities and derivatives.
CHYF’s five largest holdings as well as its sectoral exposure are set in the figures below.

Figure 4: CHYF’s top five holdings at 31 December 2010

Figure 5: CHYF’s sector exposure at 30 November 2010

Sydney
Multiplex
SITES Trust, Kingsf ord
Smith Intrst
7.6%
Earnings
Securities,
6.7% Australand
Holdings Trust
- ASSETS,
5.2%
DEXUS
RENTS Trust,
5.2%

Health Care, Other, 5.4%
4.7%
Materials,
7.7%

Cash, 9.2%

Financials,
58.6%

Orica SPS,
4.4%

Industrials,
14.4%

Other, 70.9%

Source: CMIL

Source: CMIL

A summary of CHYF’s FUM classified by asset class as at 31 December 2010 is set out below.

Table 5: CHYF’s FUM by asset class as at 31 December 2010

Cost
($ million)

Cash & equivalents
Investment grade corporate debt
Listed hybrids & equity
Private debt
Domestic RMBS
Convertible notes
Non-performing securities
FX hedges and other net assets
Total

80.2
177.0
206.2
57.9
106.2
16.0
339.5
0
983.2

NAV
($ million)

% of
NAV

Average
premium /
(discount) to
cost

79.9
166.4
180.1
53.2
48.5
16.0
9.4
2.7
556.2

14%
30%
32%
10%
9%
3%
2%
1%
100%

(0.4%)
(6.0%)
(12.7%)
(8.1%)
(54.4%)
(0.1%)
(97.2%)
n/a
(43.4%)

Weighted
average
credit
rating

Weighted
average
maturity
(years)

A
ABB
BB
BB
D
n/a
BB

n/a
3.3
> 10 years
2.7
7.3
> 10 years
n/a
n/a

Source: CMIL
Notes:
1.

NAV includes accrued interest.

2.

n/a: not applicable

Key points in relation to CHYF’s asset classes are summarised below:
x

Cash and equivalents: CHYF maintains positions in cash and other liquid instruments to meet liquidity
requirements of the Fund and mitigate risk. A large portion of these securities have been utilised to fund
redemption requests in recent periods
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x

Investment grade corporate debt: represents corporate debt with a credit rating of BBB- or higher. These
investments are carried at the last reported price from an independent market pricing provider

x

Private debt: represents senior and subordinated secured loans that relate to leveraged buyout deals,
which were negotiated before the GFC. These investments are valued based on an internal credit
assessment for each security having regard to available market credit margins for similarly rated securities

x

Listed hybrids and equity: CHYF also invests in listed equities and hybrids to provide optionality and
diversification benefits to the Fund. These investments are carried at the last reported price from an
independent market pricing provider.

x

Residential mortgage-backed securities (RMBS): represents lower-rated tranches of non-conforming
residential mortgages predominately in Australia. These instruments are highly illiquid and their fair
values represent significant discounts to their cost. These investments are carried at the last reported price
from an independent market pricing provider. Slight signs of recovery in the market for these instruments
have been noted, which is highlighted by CHYF’s recent sale of two of these RMBS

x

Convertible notes: represent one note that relates to an Australian timber company. This note is held at
face value. Due to the illiquidity of this instrument and concerns over the investee’s ability to repay this
investment, CMIL believes that it in the best interest of Unitholders to convert this instrument into shares
and accordingly has converted these instruments into ordinary shares of the company

x

Non-performing securities: as a high-yield fund, CHYF maintains exposures to below-investment grade
fixed-income securities to exploit the potential for higher income. However, primarily as a result of the
GFC, several of CHYF’s holdings became non-performing and have defaulted resulting in significant
reductions in asset valuations and investment returns between 2008 and 2010. These investments are
carried at either an independently assessed value, an estimate from the relevant liquidator/receiver or an
estimate by CMIL based on the information available

x

foreign exchange hedges are utilised to hedge New Zealand Dollar and United States Dollar exposures.

Since the portfolio became illiquid in October 2008, CMIL has conducted a full review of the portfolio, to
assess the value and liquidity of the underlying investments. To strengthen the quality of the portfolio and
provide liquidity to meet unitholder distributions and redemptions, CMIL has recently been active in selling
lower-rated securities when feasible opportunities arise and taking new positions in short-dated investments with
higher liquidity levels.
As set out above, as at 31 December 2010 CHYF had a NAV that represents a 43% discount to the total cost of
the portfolio, while the weighted average credit rating of the portfolio was BB. Withdrawals by Unitholders
facilitated by realisation of more liquid assets and a deterioration in the quality of the portfolio post the GFC
have contributed to the extended maturity of the Fund, with a significant portion of FUM highly illiquid and/or
maturing over a long timeframe, as summarised in the figure below.
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Figure 6: CHYF's maturity profile by asset class at 31 December 2010
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As set out above, approximately 49.0% of the portfolio is due to mature in excess of three years which is
largely due to the large exposure to a number of listed hybrid and equity securities. The Fund owns a significant
portion of the total issuance in each of these securities.

3.4.2

Pricing policy

CMIL, as Responsible Entity of CHYF, has put in place a set of pricing and valuation policies and procedures to
ensure that recorded amounts for the Fund’s assets reasonably reflect the best estimate of their fair market value.
These policies are governed, implemented and monitored by designated committees and are reviewed by an
independent audit committee. The policy is also reviewed by CMIL at least annually to keep it current and
closely aligned with the underlying investments of the portfolio. Moreover, the pricing policy has been set with
reference to relevant accounting and industry standards and other applicable requirements.
The priority of pricing sources is as follows:
x

for securities listed on a recognised securities exchange or traded in a recognised market, valuations are
based on the most recent market price available from an independent price source provider

x

if a market price is deemed unreliable or not available, broker quotes, rate sheets or valuations from an
independent expert in the asset class will be utilised to obtain a price

x

if the above methods are deemed unreliable or not available then the security will be valued utilising
approved internal models. These models are based on generally accepted market practices relevant to the
securities being priced. These may include using metrics from comparable securities and market
transactions, discounted cash flow methods and option pricing models.

Other key principles underlying CHYF’s pricing policy include the following:
x

where prices have moved outside predetermined tolerance levels, the prices will be investigated through
verification of the accuracy and validity of the price supplied, time-series analysis and analysis of relevant
corporate events

x

if the price of a security has not changed over a predetermined timeframe as determined by the security’s
liquidity, verification of the accuracy and validity of the value of the security will be undertaken

x

any security returning a price of zero is verified against alternate providers to ensure that the zero value is
legitimate
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x

if CMIL believes that prices being provided by a third party vendor are not appropriate, CMIL may contest
the price through following a formal procedure

x

in the event that the valuations cannot be reasonably and impartially determined, transactions may be
required to be suspended until the valuation can be determined.

3.4.3

Performance

CHYF’s overall performance over the period January 2006 to October 2010 is set out in the figure below.
Figure 7: CHYF historical NAV per unit and trailing annual gross return
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Source: CMIL, Deloitte Corporate Finance analysis
Notes:
1. The trailing annual gross return is calculated by taking the historical one year return gross of fees payable at monthly intervals.

Strong performance of the Australian financial markets towards the end of 2007 provided strong returns for the
sector and CHYF. However, as set out above CHYF’s returns started decreasing during the last quarter of 2007
due to declining asset values, with FUM also decreasing as a result of unitholder withdrawals. This has
continued in 2008, resulting in a negative trailing annual gross return from January 2008, which decreased
further due to the detrimental effects of the GFC and the illiquidity of the Fund in October 2008, reaching a low
of (29.1%) by 31 December 2008 and resulting in a NAV of below $1.00 per unit.
During 2009, CHYF’s returns started to recover due to the recovery of the general economy and the investment
sector as a whole, as well as CMIL’s efforts to strengthen the quality of the portfolio, resulting in a gross annual
trailing return of 11.7% as at 31 October 2010. However, due to the Fund’s exposure to highly illiquid
defaulting and below-investment grade securities, which have significantly deteriorated following the GFC, as
well as continued unitholder redemptions, NAV continues to trade below $1.00 per unit.
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The effect of the increasing unitholder redemptions combined with a reduction in asset valuations on total NAV
is set out in the figure below.

Figure 8: CHYF historical NAV and redemptions

2,500

100
Fund declared illiquid
by CMIL during
October 2008

90

2,000

80

60

1,500

50
40

1,000

Redemptions
$ million

NAV
$ million

70

30
20

500

10
0

NAV (LHS)

Jul-10

Oct-10

Apr-10

Jan-10

Jul-09

Oct-09

Apr-09

Oct-08

Jan-09

Jul-08

Apr-08

Oct-07

Jan-08

Jul-07

Apr-07

Jan-07

Jul-06

Oct-06

Apr-06

Jan-06

0

Redemptions (RHS)

Source: CMIL, Deloitte Corporate Finance analysis

As unitholder redemptions increased in 2008, particularly pursuant to the GFC, portfolio assets were being sold
to meet these redemptions, significantly decreasing the liquidity levels of CHYF. This factor, combined with
increasing illiquidity in the markets for the securities held in the CHYF resulted in the Fund being declared
illiquid in 2008.
Unitholders are only able to withdraw from the Fund when an offer of withdrawal has been made. The initial
offer was made in January 2009 and was set as a specified dollar amount per class equivalent in aggregate to
3.4% of Unitholders and totalling $25 million. Subsequent withdrawal offers have been made quarterly and set
at either 5% or 10% of unitholdings, which totalled offers of approximately $230 million, of which $194 million
have been withdrawn by Unitholders. CMIL anticipates continuing these quarterly withdrawal offers, subject to
the availability of sufficient liquidity in CHYF, which is becoming increasingly difficult to generate.
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3.5

Financial performance

The audited statements of financial performance for the Fund for the financial years ended 30 June 2009 and
30 June 2010 are presented in the table below.

Table 6: CHYF financial performance

Audited
Jun-09
($ million)

Interest income
Dividend income

Audited
Jun-10
($ million)

99.0
0.3

52.8
-

Distribution income
Net gains/(losses) on financial instruments
Other income
Net foreign exchange gains/(losses)

2.0
(334.7)
2.1
0.5

1.3
32.1
(0.1)
0.1

Total income

(230.8)

86.2

6.7
0.3
2.4
9.4

5.3
0.1
5.4

(240.2)

80.8

Responsible Entity and management fees
Transaction costs
Other expenses
Total expenses
Net profit/(loss) attributable to Unitholders
Source: CHYF annual report

We note the following in respect of the financial performance of CHYF:
x

x

x

interest income – interest income represents income earned on CHYF’s cash and fixed-income securities,
which decreased by approximately 47% for the financial year ended 30 June 2010 (FY10) as a result of the
decrease in FUM following the GFC and increased unitholder redemptions, as discussed above
net gains/(losses) on financial instruments – these reflect movements in the marked-to-market value and
capital gains/losses in respect of the Fund’s assets. Losses in FY09 resulted from the significant
deterioration in asset valuations following the GFC, particularly for sub-investment grade securities.
Subsequently, the recovery of the financial markets resulted in gains for FY10
Responsible Entity and management fees – these are predominantly management fees payable to CMIL,
which are charged based on FUM. CHYF’s management fee arrangements are discussed in Section 3.2
above.

28
De lo itte : Challenger High Yield Fund – Independent expert’s report

Challenger High Yield Fund Notice of Meeting and Explanatory Memorandum 101

3.6

Financial position

The audited balance sheet of the Fund as at 30 June 2009 and 30 June 2010 as well as the unaudited balance
sheet as at 30 November 2010 are summarised below.
Table 7: Balance sheet of the Fund
Audited
Jun-09
($ million)

Audited
Jun-10
($ million)

Unaudited
Nov-10
($ million)

Cash, cash equivalents and financial assets held at fair value
Financial liabilities held at fair value
Total investment assets

779.5
(1.8)
777.7

668.2
(20.0)
648.2

605.2
(46.3)
558.9

Receivables
Distributions payable
Other payables
Minority interest
Other net assets

62.5
(10.1)
(83.0)
(66.8)
(97.4)

6.9
(12.9)
(0.4)
(29.8)
(36.2)

3.5
(0.3)
3.2

Net assets attributable to Unitholders

680.3

612.0

562.11

Source: CHYF annual report and management accounts
Notes: 1. Unaudited balances of CHYF’s assets as at 30 November 2010 adjusted for minority interest

We note the following in respect of the financial position of CHYF:
x

cash, cash equivalents and financial assets as well as financial liabilities relate to CHYF’s FUM, which
are discussed in Section 3.4 above. The breakdown of these items as included in the above balance sheets
is summarised below

Table 8: Historical breakdown of investment assets

Cash & equivalents
Investment grade corporate debt
Listed hybrids & equity
Private debt
Domestic RMBS
Convertible note
Non-performing securities
FX hedges and other net assets
Total per Fund portfolio

Jun-09
($ million)

Jun-10
($ million)

76.4
132.2
227.6
74.7
97.4
16.0
41.6
2.7
668.6

92.4
171.3
185.6
67.3
65.0
16.0
16.7
(1.7)
612.6

Dec-10
($ million)

79.9
166.4
180.1
53.2
48.5
16.0
9.4
2.7
556.2

Source: CMIL
Notes:
1.

Differences in the recorded asset values normally exist between the Fund portfolio and audited financial statements due to:
a. Differences in valuation for accounting and unit pricing purposes. Valuation for unit pricing purposes uses the closing price whereas the
bid/ask price is used for reporting purposes
b. Receivables included in other net assets as they include accrued interest and unsettled trades (FY09 only) which are reflected in the
portfolio valuation
c. Minority interest and distributions payable which are recorded in other net assets.
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x
x

receivables primarily reflect accrued interest, unsettled trades and other asset distributions
distributions payable relate to the Fund’s announced discretionary distributions to Unitholders as at the
Fund’s reporting date

x
x

other payables primarily relate to unsettled trades and unpaid management fees
minority interest relates to external unitholders that invest in Challenger Cash Management Trust, which
is 72.6% owned by CHYF.

3.7

Outlook

As discussed in Section 1.2, CMIL considered the continued operation of the Fund on a going concern basis
through managing it to its current investment mandate of maintaining an exposure to higher yielding fixed
income investments and target undervalued securities, with assets being sold at values that are believed to
represent their fair market value. Moreover, the Fund would continue to seek to raise liquidity in an attempt to
support the ongoing quarterly withdrawal offers, as Unitholders are becoming increasingly averse to continued
lock-up in the Fund and prefer to take advantage of redemption offers made by CMIL.
However, based on current market conditions, CHYF’s FUM composition and the extended maturities of
CHYF’s investments, CMIL does not expect that withdrawal opportunities would be available every quarter, as
liquidity is becoming increasingly difficult to generate, and sales of portfolio assets to meet these liquidity
requirements may attract significant discounts.
CHYF management have prepared an analysis of the potential net returns of the Fund for the next three to five
years based on the current portfolio and return and redemption expectations for the portfolio (assuming no
change in credit spreads and/or liquidity of underlying investments). Based on this analysis, management have
estimated a three year and five year net return for the fund of 6.8% and 7.2% respectively.
The key assumptions underpinning this analysis include:
x

capital distributions/redemptions continue on a quarterly basis at a rate of 15% of NAV per annum

x

cash earning rate of 5% per annum and quarterly distribution of interest and dividends from the
portfolio

x

Listed hybrids are assumed to be perpetual and remain at the current market price

x

Corporate bonds and private debt are expected to pay all coupons when due and repay principal at
maturity

x

Non-performing securities to return recovery amounts in line with existing estimates

x

RMBS repayment profile based on seniority, credit rating and underlying collateral performance.

Whilst this is an indicative return analysis and it is possible that returns will be greater or lower over this period,
at this stage CHYF do not expect any significant recovery in returns or capital distributions due to the lack of
liquidity in significant portions of the portfolio, the likely continued appetite for redemptions and lack of any
additional new capital flowing into the Fund.
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4 Profile of Challenger Life
4.1 Introduction
If the Proposed Scheme is approved and becomes effective, Unitholders will receive units in GIF, a newly
established fund which will invest in an annuity issued by Challenger Life. The assets backing the annuity to be
issued pursuant to the Proposed Scheme will be held by a statutory fund of Challenger Life. Accordingly, we set
out below a brief description of the company.

4.2 Overview
Challenger Life, a wholly owned subsidiary of Challenger, is a life insurance company registered under the Life
Insurance Act 1995 (Cth) and regulated by the Australian Prudential Regulation Authority (APRA).
Challenger Life is the largest annuity provider in Australia with a market share of 42%2, offering sale and
administration services for life insurance and life investment contracts. The company invests in a diversified
portfolio of assets, earning its profit from the yield differential between investment returns and the fixed rates
paid to annuity policy holders. As at 30 June 2010, Challenger Life managed over $7 billion in assets to secure
income for approximately 60,000 clients.
Approximately $5.2 billion of CLC’s FUM are invested in fixed income securities, which are liquid investments
that provide a steady income stream to meet immediate and short-term liquidity needs. The balance of FUM is
invested in equities, infrastructure assets and properties.
The figure below sets out Challenger Life’s FUM allocation across fixed income securities as at 30 June 2010.
Figure 9: Challenger Life’s FUM allocation across fixed income securities– 30 June 2010
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The following table summarises Challenger Life’s fixed income investments at 30 June 2010.
Table 9: Challenger Life’s fixed income investments – 30 June 2010

Fixed income securities

Amount
($ millions)

% of total amount

Cash and cash equivalents
AAA rated
AA rated
A rated
BBB rated
BB rated
B rated
Unrated
Total

581
1,455
784
911
643
294
282
258
5,206

11%
28%
15%
17%
12%
7%
5%
5%
100%

Average life (years)

n/a
6.0
3.0
6.0
3.0
2.0
3.0
5.0
4.0

Source: Challenger

As set out above, over 70% of Challenger Life’s fixed income instruments are A-rated securities or above.

4.3 Capital position of Challenger Life
As part of regulations governing insurance companies in Australia, Challenger Life is subject to capital
adequacy requirements that are determined based on the nature and risks of its assets and liabilities. They will
therefore vary over time depending on, for example, the type of assets held by Challenger Life at any given
time.
The rationale for regulated capital requirements is to ensure that the company has sufficient capital to meet its
obligations to policyholders and other creditors, and operate on an ongoing basis, under a range of adverse
scenarios. The requirements set out additional buffers above the best estimate of likely liabilities that must be
held based on the assets and liabilities held on the life company’s balance sheet.
To be able to offer life insurance and investment products Challenger Life is required to hold its own capital in
addition to that provided by annuitants to support the obligations to all policyholders and annuitants. This
capital adequacy requirement is dynamic based on asset and liability values and returns, and is set to help
maintain a minimum level of security for annuitants. Challenger Life has a policy of continuing to hold capital
in excess of the minimum capital adequacy requirements set by APRA.
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Figure 10: Challenger Life’s historical surplus capital ($ millions)
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Historically, Challenger Life has maintained capital in excess of its minimum statutory requirement, with
surplus capital to regulatory minimums being approximately $630 million at 30 June 2010.
In the event of a wind-up of Challenger Life, the assets of the statutory fund are first made available to meet the
liabilities of the policies of that statutory fund. The assets of the statutory fund are not available to meet the
liabilities of the rest of the group in a situation were it to be liquidated.
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5

Evaluation of the Proposed Scheme

5.1

Background

As discussed in Section 1.1, Unitholders (other than those with addresses registered offshore) will be offered
consideration comprising a combination of cash and units in the GIF, which will effectively invest in a new 3year annuity issued by CLC that will pay an Earnings Rate fixed at the 3-year swap rate minus 50 bps prevailing
on the Earnings Rate Date, and a bullet capital return at maturity on 31 March 2014. The indicative Earnings
Rate as at 31 December 2010 is equal to 5.05%. Unitholders entitled to the Unit Component may apply for
early withdrawal during each quarter or under certain death and hardship criteria, however at discounted
redemption prices and subject to early withdrawal caps.
If the Proposed Scheme is not approved by Unitholders, the Fund will remain illiquid and would continue its
current operations on a going concern basis through maintaining an exposure to higher yielding fixed income
investments, with assets being sold at values that are believed to represent their fair market value. Moreover,
CMIL would attempt to support the ongoing quarterly withdrawal offers through continued sales of portfolio
assets when opportunities arise. However, this is likely to put pressure on assets being realised at potentially
material discounts to the NAV in order to satisfy redemption demand which would be detrimental to the
proceeds ultimately received by unitholders as a whole, in particularly those that maintain an interest in the
Fund.
However, based on current market conditions, the composition of CHYF’s investments and the extended
maturities of CHYF’s investments, CMIL does not expect that withdrawal opportunities would be available
every quarter, as liquidity is becoming increasingly difficult to generate. Moreover, winding down CHYF as an
alternative and gradually disposing of its assets is likely to attract significant discounts to asset values and hence
significantly lower returns to Unitholders.

5.2

Approach

In order to assess the fairness of the Proposed Scheme, we have compared our estimate of the fair market value
of the units in CHYF to the fair market value of the Consideration as at the Consideration Record Date, for each
of the four unitholder classes.
In order to assess the Reasonableness of the Proposed Scheme, we considered the following significant factors:
x

the current status and future prospects of CHYF on a stand-alone basis

x

the alternatives likely available to Unitholders in addition to the Proposed Scheme

x

the impact on CHYF if the Proposed Scheme does not proceed

x

other advantages and disadvantages of the Proposed Scheme.

Our analysis is discussed in further detail below.

5.3

Fairness

5.3.1

Approach

We have assessed whether the Proposed Scheme is fair by comparing our estimate of the fair market value of a
CHYF unit (on a 100% control basis) to our estimate of the fair market value of the Consideration. Based on
our understanding of the ASIC policy intent on the appropriate interpretation of the “fair” and “reasonable” tests
in RG 111, we note the following:

x

in assessing the fairness of a transaction, an expert should not have regard to any entity specific or structural
issues such as excess gearing which may temporarily impair an entity’s ability to realise full fair market
value for its assets which may be reflected in the market price of its securities. Instead, in assessing
fairness, an orderly market for the underlying assets should be assumed

x

such entity specific factors may be appropriate matters to be taken into account when assessing the
reasonableness of the proposal.
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In assessing the fairness of the Proposed Scheme, we did not consider any potential impact on the current value
of a unit in CHYF caused by the current lack of liquidity in certain asset classes of CHYF which may indicate a
less than orderly market for certain assets of CHYF. Where applicable, we have considered these factors in our
assessment of the reasonableness of the Proposed Scheme.

5.3.2

Fair market value of CHYF

We have used the net assets on a going concern basis to estimate the fair market value of a unit in CHYF. We
have estimated the fair market value of CHYF by estimating and aggregating the NAV for each of the Fund’s
asset classes, as well as any other related assets and liabilities. In applying this approach we have considered the
future cost structure of the Fund as this approach assumes ongoing management of the Fund in order to achieve
the going concern values of the underlying investments of the Fund.
In our assessment of the fair market value of CHYF we have utilised the NAV of CHYF’s portfolio as at 31
December 2010 and considered any adjustments required to reflect the difference between our estimate of the
fair market value and the book value of these assets at the Consideration Record Date. In making this
assessment we have undertaken an analysis of the valuation of CHYF’s portfolio which has included:
x

review of CMIL’s valuation policy for the Fund including the review process in respect of the valuation of
the assets of the Fund

x

discussions with CMIL management in respect of the valuation approach and key assumptions adopted in
respect of the investments

x

independent analysis of the fair market value of the portfolio having regard to the above factors as well as
other information available to us including relevant pricing models, independent research and data
provider’s rate sheets

x

where appropriate, obtained contractual details of the selected financial assets to utilise in our valuation of
these assets

x

for securities with an active market, consideration of the liquidity of the underlying securities and the size
of CHYF’s position in the context of recent trading volumes

x

in respect of distressed securities we have considered internal position papers prepared by CMIL as well as
external evidence including announcements prepared by administrators/receivers and independent valuation
reports.

Our assessment of CHYF’s fair market value is summarised in the table below and also provides details of the
valuation approach adopted within each different asset class held by the Fund.

35
De lo itte : Challenger High Yield Fund – Independent expert’s report

108 Challenger High Yield Fund Notice of Meeting and Explanatory Memorandum

Attachment C

Table 10: Fair market value of a CHYF unit
Assessed Fair Market Value
Unit

Reported
NAV

Low

High

Asset class
Cash and cash equivalents

$m

79.9

79.9

79.9

ASX-listed hybrids and equity

$m

180.1

179.3

180.1

Investment-grade corporate bonds

$m

166.4

166.0

166.4

Private debt

$m

53.2

52.2

53.2

Domestic RMBS

$m

48.5

44.4

48.5

Convertible notes

$m

16.0

16.8

17.0

Non-performing securities

$m

9.4

8.5

9.7

Hedges and other net assets

$m

2.7

2.7

2.7

Total NAV

$m

556.2

549.9

557.5

Adjustment for management fees

$m

(15.0)

(10.0)

Fair market value of CHYF

$m

534.9

547.5

Source: Deloitte Corporate Finance analysis
Notes:
1.

Fair value adjustments have been allocated pro-rata amongst all unit classes as each class. Management fees have been allocated based on
the fee structure for each class of unit as discussed in Section 3.2.

Further details of the existing portfolio of CHYF as at 31 December 2010 and the valuation approach adopted
by CMIL are set out in Section 3.4.1. Our considerations for each asset class are set out below.

Cash and equivalents
As at 31 December 2010, CHYF had approximately $79.9 million in cash and other liquid instruments to meet
liquidity requirements of the Fund and mitigate risk. These securities are held at call and there is limited
counterparty risk with the institutions where these investments are held as these are all with A-rated institutions.
We consider the current carrying value to be equivalent to fair market value for these instruments.

Listed hybrids and equity
As at 31 December 2010, CHYF had approximately $180.1 million invested in listed equities and hybrids.
These investments include the Multiplex SITES Trust, Orica SPS, Australand Holdings Trust and Sydney
Kingsford Smith Interest Earnings Securities as mentioned in Section 3.4.1.
These investments are carried at the last reported price from an independent market pricing provider. We have
independently analysed the prices utilised in the NAV of the fund and would consider that the bid price may be
more representative of the fair market value for these instruments. Accordingly, this would represent a
downward adjustment of $0.8 million in the value of these securities, which we have adjusted for in the low end
of our valuation range.
We have also considered the liquidity in the trading of these securities and note that the Fund holds a large
proportion of the issuance for these securities. Whilst these securities are traded on a daily basis, trading
volumes are generally driven by smaller parcels of retail trading whereas a large portion of these instruments are
held by institutional investors where trading is more infrequent. For these securities, the interest held by the
Fund far exceeds the daily trading volume of these securities such that, based on recent trading volumes, it could
take up to 4 months to sell down the Fund’s interest.
If CHYF’s interest in these securities were to be sold on-market then it is likely that the price achieved would be
at a discount to the NAV in order to attract a willing buyer since CHYF’s interest is of a size that could not be

36
De lo itte : Challenger High Yield Fund – Independent expert’s report

Challenger High Yield Fund Notice of Meeting and Explanatory Memorandum 109

sold in a reasonable period of time given normal trading volume. The magnitude of this discount could be up to
15%.
We have not considered a discount for the lack of liquidity for these securities in our fairness assessment for the
Proposed Scheme as this scenario assumes that the Fund retains its interest in these securities on a going
concern basis and can access the fair market value of these securities over a period of time.

Investment-grade corporate bonds
As at 31 December 2010, CHYF had approximately $166.4 million of investments in corporate debt with a
credit rating of BBB- or higher. These investments are carried at the last reported price from an independent
market pricing provider. We have independently analysed the prices utilised in the NAV and have compared
them to market benchmark sources. We have made an adjustment of between nil and ($0.3) million for the
purposes of our valuation assessment.

Private debt
As at 31 December 2010, CHYF had approximately $53.2 million invested in senior and subordinated secured
loans that relate to leveraged buyout deals. These loans were all negotiated prior to the GFC and therefore the
margins reflect a different credit pricing environment.
These investments are valued based on an internal credit assessment for each security having regard to available
current market credit margins for similarly rated securities. CMIL utilise an appropriate credit spread having
regard to the S&P US Composite Credit Spread. The S&P US Composite Credit Spread is utilised as a
benchmark for the margins to apply since credit spreads for lower bands (e.g. BB and below) are not published
in the Australian market. Since these securities would likely be rated in these bands, the US Composite Credit
Spreads are likely to be the closest benchmark available.
Where the current margin (based on the US Composite Credit Spreads) is lower than the initial margin, the
initial margin is used as it is considered unlikely that existing margins would be lower than the initial margins
for these securities since they were issued prior to the GFC. The approach adopted by CMIL results in a value
for these securities which is broadly in line with the par value.
We note the following in respect of the valuation of these securities:
x

whilst some simplifying assumptions are required to be made due to the lack of depth of the bond market in
Australia, particularly for non-investment grade securities such as these, we consider that the approach
adopted is a reasonable approximation to estimate the fair market value of these securities

x

based on the assessed credit rating, we compared the spreads adopted by CMIL to available market
information including spreads published by S&P (S&P US Composite Credit Spreads) and no material
exceptions were noted

x

as the S&P US Composite Credit Spreads are the spreads prevailing in the US, it would be a reasonable to
expect that the spread would be wider in the Australian market due to the lower levels of liquidity of these
instruments, however a liquidity margin has not been included in the NAV of these instruments. We have
estimated an appropriate liquidity margin to be in the order of 100 bps based on our analysis of spreads
between the US and the Australian markets for investment-grade bonds and have consequently reduced the
NAV of these securities by $1.0 million

x

we have also considered any repayment risks for these securities and no significant risks on the ability to
repay were noted.

Based on the above we have estimated the fair market value of these securities to be in the range of $55.4
million to $55.6 million. This fair market value estimate represents a $1.0 million decrease to the recorded
value of these instruments as at 31 December 2010 at the low end to reflect the estimated liquidity margin for
similar Australian issued instruments discussed above.
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Domestic RMBS
These securities represent lower-rated tranches of non-conforming residential mortgages. These instruments are
highly illiquid and their fair values represent significant discounts to their cost. In valuing these securities,
CHYF obtains theoretical RMBS prices from Interactive Data (ID) as a primary source and Bloomberg as a
secondary source.
To assess the reasonableness of CHYF’s RMBS valuations, we have:
x

checked reported valuations for these securities against prices as recorded by ID

x

performed a high-level review of the valuation methodology adopted by ID in relation to RMBS securities.

In summary, ID values RMBS by assessing a suitable trading margin based on certain key assumptions such as
weighted average life and prepayment rates, which are tested for reasonableness against market data (e.g. broker
valuations). The trading margins are then verified against market quotes for consistency.
We consider that this valuation methodology is consistent with industry practice. However, valuation inputs can
be subject to lack of consensus in the market, due to the illiquidity of these instruments and the infrequency of
secondary market transactions, which may result in discrepancies between prices quoted by market participants.
Based on our analysis, we consider that a downwards adjustment to the reported values of CHYF’s RMBS
between nil and ($4.1) million is appropriate to reflect the fair market value of these instruments. This
adjustment is primarily attributable to adjustments to the trading margins on certain tranches of RMBS to reflect
more recent credit rating downgrades which do not appear to have been reflected in the independent data source
utilised by CMIL.
We note that valuations of RMBS could experience an upward movement in the future as a result of reforms in
the banking sector, changes in market environment that facilitate refinancing of subprime and non-conforming
mortgages and government intervention in the RMBS market. However, factors that could have a negative
impact on RMBS valuations include persistent increases in interest rates (which could affect delinquency rates
and prepayment speed) and decline in prices of residential properties in Australian and New Zealand.

Convertible notes
As discussed in Section 3.4.1, this convertible note relates to unlisted debt held in an Australian timber company
that was purchased in 2005 and is held at face value. Upon redemption or conversion, CHYF benefits from a
5% premium to the face value of the note. In the case of a conversion, the note would convert into a number of
ordinary shares, based on a value of ordinary equity equal to 7.0 times earnings before interest, tax, depreciation
and amortisation (EBITDA) and adjusted for the company’s outstanding debt.
Due to the illiquidity of this instrument and the investee’s current inability to repay this investment, CMIL has
converted this instrument into shares.
We have assessed the fair market value of this instrument according to its contractual terms having regard to the
value of the equity once converted as well as the redemption value of the note.
In order to assess the potential upside to the carrying value of this investment we have considered an indicative
valuation of the equity of the company based on the limited information available to us, including:
x

recent available forecasts of the company provided by CMIL management

x

an analysis of companies broadly comparable to the investee having regard to the smaller size and private
nature of this company. The current EBITDA multiple for a range of broadly comparable companies was
8.6 times

Based on the above, we have assessed the upside potential to the carrying value of CHYF’s investment in the
convertible note of up to $1.0 million.
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Non-performing securities
These investments are carried at either an independently assessed value, an estimate from the relevant
liquidator/receiver or an estimate by management based on the information available.
To assess the fair market value of these instruments, we have:
x

analysed relevant information available by third parties, such as correspondence from liquidators and
valuations prepared by independent consultants

x

based on discussions with CMIL’s management, assessed internal valuations carried by CMIL to arrive at
an intrinsic value for these instruments

x

assessed high-level probable recovery values for these debts and the likelihood of these recoveries based on
our discussions with management and information provided by liquidators.

We note that the majority of these securities are being carried at either an independently assessed value of the
interest held by CHYF, a recovery assessment by the liquidator or have been deemed to have no value by the
liquidator.
In addition, the Fund holds an interest in a class of Timbercorp securities which have security over certain
growing assets of Timbercorp which is currently carried at $1.7 million. Whilst there may be additional upside
to the current carrying value of these securities, any recovery of the carrying value or any additional amount is
subject to potential claims of the growers of which there have been precent claims in other Timbercorp cases.
Any further recovery is therefore subject to such significant uncertainty we do not consider that a potential
buyer would attribute any significant value to this potential.
Based on our analysis, we have assessed a fair value adjustment for these securities in the range of ($0.9)
million to $0.3 million.

Other investments, assets and liabilities
As discussed above, foreign exchange hedges are utilised to hedge New Zealand Dollar and United States Dollar
exposures as well as credit default swaps to hedge against credit risk. In order to estimate the current fair
market value of these securities we have obtained current counterparty confirmations.

Adjustment for management fees
The management fees paid for the year ended 30 June 2010 were $5.3 million. If the Fund were to continue in
its existing form Unitholders would continue to incur the cost of these management fees. In addition, any
potential acquirer of the Fund will incur an additional cost associated with managing the Fund.
These fees are subject to a contractual arrangement with CMIL. In order to remove CMIL as Responsible Entity
and asset manager, an acquirer may in some instances be required to compensate CMIL for terminating these
management arrangements resulting in a net adjustment to the price paid for the assets of a fund.
In instances where all of the underlying investments are highly liquid and could readily be converted into cash
for fair value in a short timeframe there would be no need to reflect the ongoing management cost in the
valuation for a control transaction. However, the Fund holds interests in a large number of securities which are
relatively illiquid. If CHYF’s interest in these securities were to be sold on-market over a relatively short
timeline then it is likely that the price achieved would be at a discount to the NAV in order to attract a willing
buyer due to the size of CHYF’s interest in some of these securities.
Since our assessed fair market value of the investments of CHYF assumes ongoing retention of the investments
of the Fund, we consider there should be an adjustment to our valuation range to reflect the leakage of value
associated with the ongoing management fees which are not factored into the NAV as at 31 December 2010.
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In estimating the potential future value leakage for the ongoing management of the Trust we have considered:
x

the existing contractual arrangements of the Fund having regard to the contractual fee arrangements for
each class of units and the future FUM expectations for the Fund. We have discounted the cash flows
underlying the projected management fees for each of the unitholder classes, using a discount rate of 6.5%
to 7.5% which is consistent with the expected three year and five-year net return for the Fund of 6.8% and
7.2% respectively. This approach results in an estimated present value of the management fee (assuming
the Fund continues as a going concern) in the region of $25 million to $28 million. The present value of the
fee leakage related to management fees expected to be paid in the first 5 years is approximately $15 million

x

recognising that a potential acquirer of CHYF may be able to complete the transaction utilising a lower cost
structure than that currently implied by the management fee arrangements we have considered an alternate
scenario which attempts to estimate the cost structure in the hands of an alternate acquirer. Due to the
difficulty in estimating an appropriate cost structure in the hands of an alternate acquirer we have
considered two high level scenarios: (i) actual costs incurred of managing the Fund are discounted at 50%
in order to approximate the potential synergies which may be available to a potential purchaser; and (ii)
future costs are based on an indication of the approximate staffing and other costs likely to be incurred by a
potential buyer in managing the assets of the Fund on an ongoing basis of approximately $2.0 million to
$3.0 million per annum. This approach results in an estimated present value of the management fee
(assuming the Fund continues as a going concern) in the region of $15 million to $18 million. The present
value of the fee leakage related to management fees expected to be paid in the first 5 years is approximately
$10 million

Based on the above considerations having primary regard to anticipated cost leakage over the next five years
under the above scenarios, we have adjusted the NAV of CHYF for the present value of estimated future
management fees by between $10.0 million and $15.0 million and consider such a cost would reasonably be
factored into the overall price payable by an alternative acquirer.

Valuation cross-checks
Whilst our assessment of the fair market value of the investments of CHYF included analysis and cross-checks
to different sources, where applicable, any meaningful cross-checks to the NAV of the Fund as a whole are
limited since:
x

there are no listed funds in Australia which are comparable to CHYF. Furthermore, any such comparisons
would be difficult since the asset-class exposure and liquidity of the underlying investments will vary from
one fund to another which makes any meaningful comparison difficult

x

there have not been any transactions involving similar portfolio sales. We do note that a number of funds
have been established seeking to buy holdings in frozen mortgage funds (such as Affinity Special
Opportunities Fund No. 1 and Hamilton Securities). However these funds are generally targeting to acquire
these funds at large discounts to the unit value and these transactions do not offer any meaningful
comparison to the value of CHYF.

5.3.3

Fair market value of the Consideration

In order to estimate the fair market value of the Consideration, we have used the discounted cash flow (DCF)
method to assess the present value of the interest payments and capital returns over the life of the Unit
Component at a discount rate that represents their market rate of return. We have then added the present value
of the Unit Component to the Cash Component to arrive at the fair value of the Consideration.
In order to assess an appropriate market rate of return for the Unit Component we have considered other similar
annuities currently offered by CLC over a similar duration. In particular we have had regard to:
x

the GIP issued by CLC which is a well established product and has been offered for 10 years and represents
the majority of CLC’s annuities. The current GIP rate is 5.78% (assuming a quarterly payment and bullet
repayment after 3 years consistent with the Unit Component. Equivalent rates for BT Financial and
CommInsure are 5.47% and 4.32% respectively
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x

CGIF products over a similar duration which range between 6.69% and 6.78%. The CGIF is a unit trust
which invests in GIP annuities. We note that CLC only began issuing these instruments from October 2009
in order to allow retail annuities to be distributed through investment platforms. On the basis that this
product is relatively new, and to access and attract a new range of customers, a special rate has been offered
by CGIF. Currently the CGIF product represents a relatively small proportion of annuities issued by CLC.
Due to these factors, we have placed less emphasis on the rates observed for the CGIF product.

Based on the above, we have selected a discount rate for calculating the present value of the Unit Component in
the range of 5.5% to 6.0%. Our assessment of the fair market value of the Consideration is summarised in the
table below.
Table 11: Fair market value of the Consideration

Unit

Low

High

Cash Consideration
Present value of the Unit Component

$m
$m

111.0
432.0

111.0
438.0

Fair market value of the Consideration

$m

543.0

549.0

Source: Deloitte Corporate Finance analysis

Discount rate sensitivity
The fair market value of the Consideration is sensitive to the discount rate used to discount the interest payments
and capital return of the Unit Component to present value. Accordingly, we have assessed the impact of
changes in the discount rate assumed on the fair market value of the Consideration, as summarised in the table
below.
Table 12: Sensitivity of the value of the Consideration to changes in discount rate

Discount rate

Fair market value of the Consideration

6.50%

6.25%

6.00%

5.75%

5.50%

5.25%

5.00%

537.0

540.0

543.0

546.0

549.0

552.0

555.1

Source: Deloitte Corporate Finance analysis
Note:

1.

Based on the midpoint of our assumed discount rate range of 5.5% and 6.0%.

As set out above, the fair value of the Consideration is sensitive to changes in the discount rate assumed, as a 50bps
movement in the discount rate would equate to an approximate impact of -/+$6.0 million on average on the value
of the Consideration.
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5.3.4

Conclusion on fairness

Our estimate of the fair market value of a CHYF unit, compared to our assessment of the fair market of the
Consideration is set out in the figure below.

Figure 11: Fair market value of CHYF compared to the fair market value of the Consideration

Range: $543.0 to $549.0
Fair market
value of the 2
Consideration

Range: $534.9 to $547.5
Fair market
value of 1
CHYF

525.0

530.0

535.0

540.0

545.0

550.0

555.0

$ million

Source: Deloitte Corporate Finance analysis
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A comparison of the fair market value of a CHYF unit to the fair market value of the Consideration, per each of
the unitholder classes, is set out below.

Figure 12: Comparison of the fair market value of CHYF to the Consideration by unitholder class

0.7700

($ )

0.7200

0.6700

0.6200

0.5700
Retail Class

Wholesale Class

Fair market value of CHYF

Professional Class

Premier Class

Fair market value of the Consideration

Source: Deloitte Corporate Finance analysis

As set out above, the fair market value of the Consideration is above or within the range of the fair market value
for all classes of units of CHYF. Accordingly, we have concluded that the Proposed Transaction is fair for each
of the unitholder classes of CHYF.
Our assessment of the reasonableness of the Proposed Transaction is discussed below.
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5.4

Reasonableness of the Proposed Scheme

In accordance with RG 111 an offer is reasonable if it is fair. An offer might also be reasonable if, despite being
‘not fair’, the expert believes that there are sufficient reasons for Non-Associated Unitholders to accept the offer
in the absence of any higher offer.
Whilst the Proposed Scheme is fair, we have also considered the reasonableness of the Proposed Scheme by
considering whether the advantages of the Proposed Scheme sufficiently outweigh the disadvantages.
We set out below our consideration of these factors.

5.4.1

Advantages of the Proposed Scheme

The Proposed Scheme removes uncertainty over the quantum and timing of capital and income
retur ns to be received
In October 2008 the Fund was determined to be illiquid and, as a consequence, Unitholders can currently only
access their capital through periodic withdrawal offers made by CMIL. These withdrawal offers have been
limited to 5% per quarter in recent periods. However, due to the composition of the portfolio, current market
conditions, the need to ensure diversification of CHYF’s FUM composition and the extended maturities of
CHYF’s investments, CMIL does not expect that withdrawal opportunities will continue to be available every
quarter. In particular:
x

the capital value of CHYF is backed by its underlying assets, which comprise a significant exposure to
higher yielding fixed income investments and the Fund collectively has a weighted average credit rating of
BB and a weighted average maturity of 7 years according to an analysis prepared by CHYF management.
Unitholders’ ability to access their capital is therefore subject to the Fund’s ability to provide sufficient
liquidity from the existing investments of the Fund in order to support the ongoing quarterly withdrawal
offers

x

since a large proportion of the more liquid instruments (such as cash and equivalents) have been divested
to satisfy recent redemption requests, liquidity is becoming increasingly difficult to generate, and sales of
portfolio assets to meet these liquidity requirements may attract significant discounts.

In contrast, pursuant to the Proposed Scheme, Unitholders would no longer be exposed to the underlying assets
of CHYF, and would exchange that exposure for the Cash Component and the Unit Component. The Unit
Component will be supported by the assets and capital reserves of Challenger Life. Accordingly, Unitholders
would attain improved certainty regarding the timing and quantum of capital returns, as 20% of their capital will
be returned immediately, while the remainder will be invested in units in GIF that will mature after a term of 3
years.
Furthermore, whilst CHYF’s portfolio of investments should allow for higher income yields in the short term
relative to the Maintain scenario given its managed risk exposures, the quantum and timing of these yields is
likely to be variable, particularly given CMIL’s initiatives to maintain CHYF’s investment mandate while
actively creating liquidity within the Fund. The Proposed Scheme however provides certainty over the timing
and quantum of income yields to be received as Unitholders would receive certain fixed interest payments every
quarter and would no longer be exposed to the underlying assets and variable income returns of CHYF.

No super ior alter native has been identified or is cur rently available to Unitholders
As discussed in Section 1, the Board of CMIL has been exploring a range of alternatives and options to return
liquidity to Unitholders, which have involved either maintaining CHYF, or winding it down and liquidating its
assets, with the proceeds being equitably distributed to Unitholders, in particular the Maintain and Terminate
scenarios.
Maintain scenar io
If CMIL was to continue the operation of the Fund on a going concern basis under the Maintain scenario, CMIL
would manage CHYF to its current investment mandate of maintaining a diversified exposure to higher yielding
fixed income investments, while actively trying to create liquidity within the Fund to support the ongoing
quarterly withdrawal offers, through selling assets at values that are believed to represent their fair market value.
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This option provides certain advantages relative to the Proposed Scheme including continued exposure to the
high yield asset class as well as participation in future upside in the portfolio to the extent that further liquidity
returns to the credit markets above that which is currently priced into the existing investments of the Fund. This
option may also be preferable to Unitholders that are less concerned with accessing liquidity and are seeking
longer term exposure to the asset class.
However, this alternative is exposed to a number of risks including:
x

whilst CMIL expects that withdrawal offers of 5% could be maintained in the short-term, current market
conditions, the extended maturity profile of the Fund and the need to ensure adequate portfolio
diversification will all act as impediments to future withdrawal offers. In particular, liquidity is becoming
increasingly difficult to generate without incurring significant discounts upon sales of assets

x

increasing volatility in respect of the timing and quantum of yields and capital returns as discussed above
since Unitholders would remain exposed to an investment portfolio in a sector that is more volatile and
subject to greater material changes in value than they experienced prior to the GFC

x

Unitholders would have limited ability to rebalance their portfolio if they were not comfortable with the
risk profile of the Fund

x

with the significant level of realised and unrealised losses in CHYF, it is likely that the level of
distributions will be significantly reduced going forward.

CHYF management have prepared an analysis of the potential net returns of the fund for the next three to five
years under this scenario assuming the current investments and return and redemption expectations for the
portfolio (assuming no change in credit spreads and/or liquidity of underlying investments). Based on this
analysis, management have estimated a three year and five year net return for the fund of 6.8% and 7.2%
respectively. Whilst this is an indicative return analysis and it is possible that returns will be greater over this
period, at this stage CHYF do not expect any significant recovery in returns or capital distributions due to the
lack of liquidity in significant portions of the portfolio, the likely continued appetite for redemptions and lack of
any additional capital flowing into the Fund.
The current return expectations for the Fund imply a margin of between 175bps and 215 bps to the return
offered over the term of the Unit Component of approximately 5.05%. This reduced return (or spread) could be
considered to represent the effective price paid by Unitholders for obtaining the credit enhancement received
from an instrument which is likely to be equivalent to an A-rated instrument. That is, it could be considered the
yield that must be forgone by Unitholders in exchanging an investment in CHYF, for exposure (via GIF units) to
an annuity issued by a life insurance company which has a credit rating of A. For example:
x

the Fund would be expected to be classified as sub-investment grade (with an approximate weighted
average credit rating of BB with a 7 year maturity profile according to an analysis prepared by CHYF
management)

x

A-rated bonds in the United States are currently trading at a margin of between 217 bps for 3-year term
bonds and 337 bps for 5-year term bonds, while BB-rated bonds are currently trading at a margin of
between 470 bps for 3-year term bonds and 556 bps for 5-year term bonds which implies spreads of
between 219 bps and 253 bps between an A-rated instrument and a US BB-rated instrument. These
margins exclude any liquidity margin which would apply to similar investments in the Australian market
as discussed in Section 5.3.2 which we have estimated to be approximately 100 bps.

The spreads implied under the Proposed Scheme compared to the above benchmark spreads is set out in the
figure below.
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Figure 13: Spreads implied under the Proposed Scheme compared to benchmark spreads
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Based on the above, the observed spread differentials observed in the market would suggest that by accepting
the Proposed Scheme, the additional security obtained by Unitholders from their investment in the Unit
Component is commensurate with the overall reduction in risk.
Ter minate scenario
If CMIL was to wind CHYF down and gradually return capital to Unitholders, the Fund would continue for
several years making periodic capital returns until its assets are completely disposed.
However, since CHYF’s assets are generally highly illiquid, liquidating its assets is likely to attract significant
discounts to NAV, resulting in values received upon the disposition of its assets being well below the value that
would be otherwise achieved if it was to continue as a going concern. Historical evidence in the marketplace
involving accelerated or distressed sales of pools of assets indicate that discounts of between 15% and 25% may
be incurred with respect to the book values of these pools upon their disposition depending on the asset class
and time frame for realisation.
Accordingly, whilst this process would allow for a gradual release of liquidity and equitable treatment amongst
Unitholders, implementing this process would likely detrimentally affect the net proceeds ultimately received by
Unitholders.
Conclusion on alter natives
Whilst it is possible that one of these alternatives may be able to realise a higher value for Unitholders relative
to the Proposed Scheme, we are of the view that, given the certainty as to the quantum and timing of the cash
flows of the Proposed Scheme, coupled with the execution risk and discounts that may be applicable to
alternatives that involve accelerated sales of CHYF’s assets, these alternatives are unlikely to be superior to the
Proposed Scheme.
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5.4.2

Disadvantages of the Proposed Scheme

The Proposed Scheme may not be prefer able for Unitholders with limited short ter m liquidity
requirements
As discussed above, the Maintain scenario may offer a higher cash distribution to Unitholders over the short
term. Part of this higher return is sourced from an illiquidity premium since investors generally require a higher
return to compensate for illiquidity. As such it is extremely unlikely that this higher return can be achieved
without extending the return of capital beyond the terms offered under the Proposal.
Some Unitholders may be comfortable with a more extended period of retaining an interest in the Fund with an
expectation that they may achieve a higher level of capital and/or income return over the intervening period until
31 March 2014. For example, if the Fund continued to make quarterly withdrawal offers of approximately 5%
per quarter (for which there is no guarantee) then investors would be able to access approximately 45% of their
original balance by March 2014 based on 5% withdrawal requests on a declining account balance.
This may be more commensurate with the desired risk return profile of certain Unitholders despite the risks
associated with this scenario as discussed above.

The Ear nings Rate and level of distr ibutions under the Proposed Scheme are likely to be lower
than under the Maintain scenar io
The level of distributions from CHYF is generally equal to the level of taxable income for the distribution
period. While CHYF distribution levels have varied substantially over time depending on prevailing market
conditions and interest rates, historically they have been at levels higher than those offered under the Proposed
Scheme.

Unitholders will not receive all capital until 2014
If the Proposed Scheme is approved, Unitholders entitled to the Unit Component will have 80% of their capital
locked in the GIF and will not be able to access it before maturity at 31 March 2014 (subject to early
withdrawals). Conversely, to the extent that CHYF experiences significant enhancements in liquidity,
Unitholders may be able to redeem capital under the Maintain scenario faster than compared to the Proposed
Scheme.
Based on current market conditions, the need to ensure diversification of CHYF’s FUM composition and the
extended maturities of CHYF’s investments, CMIL does not expect that withdrawal opportunities would be
available every quarter, as liquidity is becoming increasingly difficult to generate, and sales of portfolio assets to
meet these liquidity requirements may begin to attract significant discounts. However, if the Fund continued to
make quarterly withdrawal offers of approximately 5% per quarter then investors would be able to access
approximately 45% of their original balance by March 2014 as discussed above.

A withdr awal discount will apply on ear ly withdr awals under the Proposed Scheme
Under the Proposed Scheme, there will be limited options for Unitholders to seek early redemptions prior to
maturity. Moreover, early withdrawals will be subject to withdrawal discounts and caps on early withdrawals.

Unitholders will not benefit from any upside in the Fund
Future upside for CHYF may result in the event that losses within the portfolio are recovered and loss estimates
reflected in our current valuation of the units in the Fund prove to be overly conservative. If this occurs,
Unitholders under the Proposed Scheme will not benefit from this upside potential as they will exchange their
investment in CHYF for a fixed-yield investment in the GIF.
Nevertheless, if Unitholders elect to retain their investment in CHYF they will remain exposed to further losses
and defaults within the portfolio, which would deteriorate their returns and limit their ability to access their
capital further.

Tax implications
The Proposed Scheme may result in tax leakage for Unitholders depending on the consideration received and
the tax position for each unitholder. Unitholders should obtain their own professional advice regarding the tax
consequences of the Proposed Scheme and unitholders’ individual circumstances may vary.
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5.4.3

Conclusion on Reasonableness

From our analysis above we consider that the advantages of the Proposed Scheme outweigh the disadvantages
and therefore, we conclude that the Proposed Scheme is reasonable for Unitholders.

5.5 Conclusion
In our opinion the Proposed Scheme is fair and reasonable and in the best interests of Unitholders. In forming
our opinion we have had regard to the following:
x

we have concluded that the fair market value of the Consideration is in line with the fair market value of
CHYF

x

the Proposed Scheme is reasonable since, on balance, the advantages outweigh the disadvantages of the
Proposed Scheme. In particular:
o the Proposed Scheme offers Unitholders credit enhancement through providing certainty over the
timing and quantum of income yields to be received, as Unitholders would receive certain fixed interest
payments every quarter and would no longer be exposed to CHYF’s underlying assets and variable
income returns
o whilst it is possible that either maintaining the Fund or a managed liquidation of the Fund’s assets may
be able to realise a higher value for Unitholders relative to the Proposed Scheme, we are of the view
that, having regard to the other alternatives available to CHYF, given the certainty as to the quantum
and timing of the cash flows of the Proposed Scheme, coupled with the execution risk and discounts
that may be applicable to some of these alternatives, these alternatives are unlikely to be superior to the
Proposed Scheme.
o Unitholders that have their units mandatorily redeemed will receive the full capital value for their units
and have the flexibility to reinvest the net proceeds in other investments which may likely provide a
more favourable risk adjusted return.

After considering the factors discussed above, we are of the opinion that the Proposed Scheme is fair and
reasonable and in the best interests of Unitholders. An individual Unitholder’s decision in relation to the
Proposed Scheme may be influenced by his or her particular circumstances. If in doubt the Unitholder should
consult an independent adviser.
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Appendix 1: Glossary
Table 13: Glossary

Reference

Definition

$A

Australian dollars

ADI

Authorised deposit-taking institution

AFSL

Australian Financial Services Licence

Announcement Date, the

21 January 2011

APRA

Australian Prudential Regulation Authority

ASIC

Australian Securities and Investments Commission

bps

CGIF

Basis points
The immediate capital return component of consideration payable to non-offshore
unitholders for the Proposed Scheme
Challenger Guaranteed Income Fund

Challenger

Challenger Limited

Challenger Life

Challenger Life Company Limited
Chapter 2E of the Corporations Act, as modified by Part 5C.7 of the Corporations
Act
Challenger High Yield Fund

Cash Component, the

Chapter 2E
CHYF
CLC

Challenger Life Company Limited

CMIL

Challenger Managed Investments Limited

Consideration, the

Cash Component and the Unit Component

Consideration Record Date, the

31 December 2010

Corporations Act

Corporations Act 2001 (Cth)

DCF

Discounted cash flows

Deloitte Australia
Deloitte or Deloitte Corporate
Finance
Directors

Deloitte member firm in Australia
Deloitte Corporate Finance Pty Limited
The Directors of CMIL as the responsible entity for the Funds

Earnings Rate, the

3-year swap rate minus 50 basis points

Earnings Rate Date, the

24 February 2011

EBITDA

Earnings before interest, tax, depreciation and amortisation
Explanatory memorandum containing the notice of meeting for CHYF and the
detailed terms of the Proposed Scheme prepared by CMIL
Financial Services Guide

Explanatory Memorandum, the
FSG
FUM

Funds under management

Fund, the

Challenger High Yield Fund

FY10

Year ended 30 June 2010

GFC

Global financial crisis

GIP

Guaranteed Income Plan

GIF

Challenger Guaranteed Income Fund (CHYF)

ID

Interactive Data

Premier Class

Premier class units in the Challenger High Yield Fund

Professional Class

Professional class units in the Challenger High Yield Fund
Proposed scheme under which Challenger Life Company Limited will acquire all
the issued units in the Fund together with all other features described in the
Explanatory Memorandum and in the SID

Proposed Scheme, the

49
De lo itte : Challenger High Yield Fund – Independent expert’s report

122 Challenger High Yield Fund Notice of Meeting and Explanatory Memorandum

Attachment C

Reference

Definition

Responsible Entity, the

Challenger Managed Investments Limited

Retail Class

Retail class units in the Challenger High Yield Fund

RG 76

ASIC Regulatory Guide 76

RG 111

ASIC Regulatory Guide 111

RMBS

Residential mortgage-backed securities

S&P

Standard and Poor’s

SID

Scheme Implementation Deed

Unit Component, the

The units in the GIF payable to non-offshore unitholders as consideration for the
Proposed Scheme

Unitholders

Unitholders of the Retail Class, Wholesale Class, Professional Class and Premier
Class of the Challenger High Yield Fund

Wholesale Class

Wholesale class units in the Challenger High Yield Fund
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Appendix 2: Sources of information
In preparing this report we have had access to the following principal sources of information:
x

the explanatory memorandum

x

statutory and management financial statements for the Fund and Challenger Life

x

Board reports for the Fund

x

projected cash flow model for the Fund prepared by CMIL

x

portfolio information provided for each asset class held by the Fund, including information from third
parties for the non-performing securities such as correspondence from liquidators and valuations prepared
by independent consultants

x

information from the website of the Fund and Challenger Life

x

other information provided by CMIL for the Fund such as group structure, relevant correspondence etc.

x

other publicly available information including information published by Reuters, Schroder, Lonsec,
Colonial, Reserve Bank of Australia and S&P.

In addition, we have had discussions with various members of the management team of CMIL in relation to the
above information and the current operations of the Fund.
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Appendix 3: Qualifications, declarations and
consents
The report has been prepared at the request of the Board of Directors of CMIL as responsible entity
for CHYF and is to be included in the Explanatory Memorandum to be given to Unitholders for
approval of the Proposed Scheme. Accordingly, it has been prepared only for the benefit of the
Directors and those persons entitled to receive the Explanatory Memorandum in their assessment of
the Proposed Scheme outlined in the report and should not be used for any other purpose. We are not
responsible to you, or anyone else, whether for our negligence or otherwise, if the report is used by
any other person for any other purpose. Further, recipients of this report should be aware that it has
been prepared without taking account of their individual objectives, financial situation or needs.
Accordingly, each recipient should consider these factors before acting on the Proposed Scheme. This
engagement has been conducted in accordance with professional standard APES 225 Valuation
Services issued by the APESB.
The report represents solely the expression by Deloitte of its opinion as to whether the Proposed
Scheme is fair and reasonable. Deloitte consents to this report, and the summary of this report, being
included in the Explanatory Memorandum.
Statements and opinions contained in this report are given in good faith but, in the preparation of this
report, Deloitte has relied upon the completeness of the information provided by Challenger Managed
Investments Limited and its officers, employees, agents or advisors which Deloitte believes, on
reasonable grounds, to be reliable, complete and not misleading. Deloitte does not imply, nor should
it be construed, that it has carried out any form of audit or verification on the information and records
supplied to us. Drafts of our report were issued to Challenger Managed Investments Limited
management for confirmation of factual accuracy.
In recognition that Deloitte may rely on information provided by Challenger Managed Investments
Limited and its officers, employees, agents or advisors, Challenger Managed Investments Limited has
agreed that it will not make any claim against Deloitte to recover any loss or damage which
Challenger Managed Investments Limited may suffer as a result of that reliance and that it will
indemnify Deloitte against any liability that arises out of either Deloitte’s reliance on the information
provided by Challenger Managed Investments Limited and its officers, employees, agents or advisors
or the failure by Challenger Managed Investments Limited and its officers, employees, agents or
advisors to provide Deloitte with any material information relating to the Proposed Scheme.
To the extent that this report refers to prospective financial information we have considered the
prospective financial information and the basis of the underlying assumptions. The procedures
involved in Deloitte’s consideration of this information consisted of enquiries of Challenger Managed
Investments Limited personnel and analytical procedures applied to the financial data. These
procedures and enquiries did not include verification work nor constitute an audit or a review
engagement in accordance with standards issued by the AUASB or equivalent body and therefore the
information used in undertaking our work may not be entirely reliable.
Based on these procedures and enquiries, Deloitte considers that there are reasonable grounds to
believe that the prospective financial information for Challenger Managed Investments Limited
included in this report has been prepared on a reasonable basis. In relation to the prospective
financial information, actual results may be different from the prospective financial information of
Challenger Managed Investments Limited referred to in this report since anticipated events frequently
do not occur as expected and the variation may be material. The achievement of the prospective
financial information is dependent on the outcome of the assumptions. Accordingly, we express no
opinion as to whether the prospective financial information will be achieved.
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Deloitte holds the appropriate Australian Financial Services licence to issue this report and is owned
by the Australian Partnership Deloitte Touche Tohmatsu. The employees of Deloitte principally
involved in the preparation of this report were Mark Pittorino, BComm, CA, MAppFin, Tapan
Parekh, BBus, MCom, CA, Dave Pearson, BComm., CA, CBV, CFA and Omar Safadi, BEc, CFA,
CMA/CFM. Mark Pittorino and Tapan Parekh are Directors, Dave Pearson is an Associate Director
and Omar Safadi is a Manager of Deloitte Corporate Finance. Each have many years experience in
the provision of corporate financial advice, including specific advice on valuations, mergers and
acquisitions, as well as the preparation of expert reports.
The only services we have provided to Challenger Limited and related entities in the previous two
years were as follows:
x

in 2009 we prepared an IER for Challenger Listed Investments Limited in relation to the
acquisition of Challenger Kenedix Japan Trust

x

in 2010 we prepared a draft IER for CMIL in relation to a confidential transaction contemplated
one of its managed funds however this IER was never issued as the structure of the transaction
changed and an IER was no longer required

x

Deloitte Touche Tohmatsu has also prepared other limited regulatory advice to Challenger
Limited and its related entities in the last two years.

Neither Deloitte, Deloitte Touche Tohmatsu, nor any partner or executive or employee thereof has
any financial interest in the outcome of the proposed transaction which could be considered to affect
our ability to render an unbiased opinion in this report. Deloitte will receive a fee of $155,000
exclusive of GST in relation to the preparation of this report. This fee is based upon time spent at our
normal hourly rates and is not contingent upon the success or otherwise of the Proposed Scheme.

About Deloitte
In Australia, Deloitte has 12 offices and over 4,500 people and provides Audit, tax, consulting, and financial advisory services to
public and private clients across the country. Known as an employer of choice for innovative human resources programs, we are
committed to helping our clients and our people excel. Deloitte's professionals are dedicated to strengthening corporate
responsibility, building public Funds, and making a positive impact in their communities.
For more information, please visit Deloitte’s web site at www.deloitte.com.au
Deloitte refers to one or more of Deloitte Touche Tohmatsu, a Swiss Verein, and its network of member firms, each of which is a
legally separate and independent entity. Please see www.deloitte.com/au/about for a detailed description of the legal structure of
Deloitte Touche Tohmatsu and its member firms.
© Deloitte Touche Tohmatsu. January, 2011. All rights reserved.
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IMPORTANT NOTICES

Purpose of this Explanatory Memorandum: This Explanatory Memorandum, dated 21 January 2011, provides Unitholders with information about

the Proposal that if approved will result in Unitholders receiving cash and Challenger Guaranteed Income Fund (CHYF) (Guaranteed Income Fund) units
(Guaranteed Income Fund Units) in place of their Challenger High Yield Fund (High Yield Fund) units (Units). Foreign Resident Unitholders will only
receive cash. This document is the Notice of Meeting and Explanatory Memorandum in relation to the Proposal. It is also a product disclosure statement issued
by Challenger as responsible entity for the Guaranteed Income Fund for the issue of Guaranteed Income Fund Units under the Proposal. This Explanatory
Memorandum is not an offer of Guaranteed Income Fund Units outside Australia and does not otherwise constitute an offer or recommendation of securities
in any jurisdiction, or to any person to whom it would be unlawful to make such an offer.
This Explanatory Memorandum has been prepared without reference to your investment objectives, financial situation, tax position or particular needs. You
should consider the appropriateness of this Explanatory Memorandum to you having regard to your own objectives, financial situation or needs. You should
consider the contents of this document carefully. Before deciding how to vote on the Resolutions, you may also wish to obtain independent advice, particularly
about such individual matters as taxation, retirement planning and investment risk tolerance. Unitholders should read this Explanatory Memorandum in its
entirety before making a decision as to how to vote on the Resolutions to be considered at the Meeting. If you have any questions, please contact Challenger on
13 35 66 (+61 2 9994 7000 for overseas Unitholders), or visit www.challenger.com.au/invest/UHM which contains information on the Proposal. The Proposal
is subject to a number of conditions, including approval of the Resolutions (refer to pages 28 and 29). If the Proposal is approved, it will be binding on every
Unitholder (whether or not a Unitholder voted, and whether or not a Unitholder voted in favour of or against the Proposal).
All fees and costs quoted in this Explanatory Memorandum, unless otherwise stated, are quoted inclusive of any GST and reduced input tax credits (RITCs) of
75% of GST paid, which effectively reduces the GST payable from 10% to 2.5%.
Responsibility for this Explanatory Memorandum: Except as outlined below, Challenger, in its capacity as responsible entity for the High Yield Fund,
has provided its consent, and is responsible for, the information in this Explanatory Memorandum. Neither Challenger, in its capacity as responsible entity for the
Guaranteed Income Fund, nor Challenger Life Company Limited (ABN 44 072 486 938) (AFSL 234670) (Challenger Life) nor any of their respective directors,
officers and advisors assume any responsibility for the accuracy or completeness of any such information. No party consenting has withdrawn their consent
before the date of this Explanatory Memorandum.
Challenger, in its capacity as responsible entity for the Guaranteed Income Fund, has provided its consent, and is responsible for, the information relating to
the Guaranteed Income Fund and Challenger as responsible entity of the Guaranteed Income Fund in this Explanatory Memorandum, and is the issuer of the
Explanatory Memorandum to the extent that it constitutes a product disclosure statement for the issue of units in the Guaranteed Income Fund. Challenger, in
its capacity as responsible entity for the High Yield Fund and Challenger Life and their respective directors, officers and advisors do not assume any responsibility
for the accuracy or completeness of the information relating to the Guaranteed Income Fund.
Challenger Life has provided its consent, and is responsible for, the inclusion of the Challenger Life Information in this Explanatory Memorandum in the form
and context in which it appears. Challenger, in its capacity as responsible entity for the High Yield Fund, and Challenger, in its capacity as responsible entity
for the Guaranteed Income Fund and their respective directors, officers and advisors do not assume any responsibility for the accuracy or completeness of the
Challenger Life Information.
Deloitte Corporate Finance Pty Limited has prepared the Independent Expert’s Report in relation to the Proposal contained in this Explanatory Memorandum and
has provided its consent to the inclusion of the Independent Expert’s Report, in the form and context in which it appears, and the summary of the Independent
Expert’s Report, in the form and context in which it appears, on pages 73 to 124 in this Explanatory Memorandum and takes responsibility for the Independent
Expert’s Report and the summary. Neither Challenger, in its capacity as responsible entity for the High Yield Fund, Challenger, in its capacity as responsible
entity for the Guaranteed Income Fund, nor Challenger Life, nor any of their respective directors, officers and advisors, assumes any responsibility for the
accuracy or completeness of the Independent Expert’s Report and the summary. The Independent Expert does not assume any responsibility for the accuracy or
completeness of the information contained in this Explanatory Memorandum other than that contained in the Independent Expert’s Report and the summary.
Minter Ellison has prepared the report on the taxation implications of the Proposal in this Explanatory Memorandum and has provided its consent to inclusion
of that report in the form and context in which it appears in this Explanatory Memorandum and takes responsibility for that report. Neither Challenger, in its
capacity as responsible entity for the High Yield Fund, Challenger, in its capacity as responsible entity for the Guaranteed Income Fund, nor Challenger Life, nor
any of their respective directors, officers and advisors, assumes any responsibility for the accuracy or completeness of the information contained in Attachment
D. Minter Ellison does not assume any responsibility for the accuracy or completeness of the information contained in this Explanatory Memorandum other than
that contained in Attachment D.
Forward looking statements: Certain statements in this Explanatory Memorandum relate to the future. The forward looking statements in this Explanatory
Memorandum are not based on historical facts, but rather reflect the current expectations of Challenger and Challenger Life concerning future results and
events. These statements generally may be identified by the use of forward-looking words or phrases such as ‘believe’, ‘aim’, ‘expect’, ‘anticipated’, ‘intending’,
‘foreseeing’, ‘likely’, ‘should’, ‘planned’, ‘may’, ‘estimate’, ‘potential’, or other similar words and phrases. Similarly, statements that describe Challenger and
Challenger Life’s objectives, plans, goals or expectations are or may be forward-looking statements.
These forward looking statements involve known and unknown risks, uncertainties, assumptions and other important factors that could cause the actual
results, performance or achievements of the High Yield Fund, the Guaranteed Income Fund and Challenger Life to be materially different from future results,
performance or achievements expressed or implied by such statements. Such forward looking statements are based on numerous assumptions regarding present
and future operating strategies and the environment in which the High Yield Fund, the Guaranteed Income Fund and Challenger Life will operate in the future.
The risks described in the Explanatory Memorandum could affect future results of the Guaranteed Income Fund, causing these results to differ materially from
those expressed, implied or projected in any forward looking statements. These factors are by no means all of the important factors that could cause actual
results to differ materially from those expressed in any forward looking statement. Other unknown factors could also have a material adverse effect on future
results of the Guaranteed Income Fund. Forward looking statements should, therefore, be construed in light of such risks and undue reliance should not be
placed on forward looking statements. The High Yield Fund’s Unitholders should note that the historical financial performance of the High Yield Fund is no
assurance or indicator of future financial performance of the High Yield Fund or the Guaranteed Income Fund (whether or not the Proposal proceeds). Neither
Challenger nor Challenger Life guarantee any particular rate of return or the performance of nor do they guarantee the repayment of capital or any particular
tax treatment in respect of any investment in the Guaranteed Income Fund, provided that Challenger Life guarantees (in the sense it undertakes to make) certain
annuity payments from the available assets of the Statutory Fund No.2. Please refer to ‘Risks in relation to an investment in the Guaranteed Income Fund’ on
pages 41 to 43 for information relating to the guarantee.
All subsequent written and oral forward looking statements attributable to Challenger or any person acting on their behalf are qualified by this cautionary
statement. Other than as required by law, neither Challenger or Challenger Life nor any of their directors nor any other person gives any representation,
assurance, warranty (whether express or implied) or guarantee that the accuracy, likelihood or occurrence of the events or results expressed or implied in any
forward looking statements in this Explanatory Memorandum will actually occur, except that Challenger as responsible entity of the Guaranteed Income Fund
will (if the Resolutions in relation to the Proposal are approved by unitholders of the High Yield Fund) enter into the annuity contract with Challenger Life, and
under that annuity contract Challenger Life will be contractually obliged to provide to Challenger as responsible entity of the Guaranteed Income Fund payments
designed to match the Distributions and the capital payments due to be paid in respect of Guaranteed Income Fund Units.
The forward looking statements in this Explanatory Memorandum reflect views held only at the date of this Explanatory Memorandum. Subject to any
continuing obligations under the Corporations Act, Challenger and its respective directors disclaim any obligation or undertaking to distribute after the date
of this Explanatory Memorandum any updates or revisions to any forward looking statements to reflect any change in expectations in relation thereto or any
change in events, conditions or circumstances on which any such statement is based.
Privacy and personal information: Challenger and its respective registries may collect personal information in the process of implementing the Proposal.
The personal information may include the names, addresses, other contact details, bank account details and details of the holdings of the Unitholders, and the
names of individuals appointed by the Unitholders as proxies, corporate representatives or attorneys at the Meeting.
The High Yield Fund’s Unitholders who are individuals and the other individuals in respect of whom personal information is collected as outlined above have
certain rights to access the personal information collected in relation to them. Such individuals should contact Challenger on 13 35 66 (+61 2 9994 7000 for
overseas Unitholders) in the first instance if they wish to request access to that personal information.
The personal information is collected for the primary purpose of assisting Challenger to implement the Proposal and conduct the Meeting. The personal
information may be disclosed to related bodies corporate of Challenger, third party service providers, including print and mail service providers and parties
otherwise involved in the conduct of the Meeting, professional advisers and to regulatory authorities, and also where disclosure is otherwise required or allowed
by law. Personal information of the High Yield Fund’s Unitholders may also be used to call them in relation to their High Yield Fund Units, their new Guaranteed
Income Fund Units (if applicable) or the Proposal. The High Yield Fund’s Unitholders who appoint an individual as their proxy, corporate representative or
attorney to vote at the Meeting should ensure that they inform such an individual of the matters outlined above.
Defined terms: Capitalised terms used in this Notice of Meeting and Explanatory Memorandum are defined in the Glossary on pages 62 to 64 of this
Explanatory Memorandum.
Time: Unless stated otherwise, all references to time in this Explanatory Memorandum are to Australian Eastern Time, being the time in Sydney, Australia.
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Challenger High Yield Fund
Notice of Meeting and Explanatory Memorandum
In relation to a proposal which, if approved and implemented, will result in existing Challenger High Yield
Fund Unitholders receiving cash and new units in the Challenger Guaranteed Income Fund (CHYF) and
Challenger Life Company Limited owning all the units in the Challenger High Yield Fund.
This is an important document that requires your immediate attention. You should read this document in its
entirety before deciding how to vote. If you are in any doubt about what to do, you should consult your legal,
investment, taxation or other professional adviser without delay.
Level 2
168 St Georges Terrace
Perth WA 6000
telephone 08 9261 7412
facsimile 08 9241 0571

Level 33
101 Collins Street
Melbourne VIC 3000
telephone 02 9994 7000
facsimile 02 9994 7777

Level 3
97 Pirie Street
Adelaide SA 5000
telephone 08 7129 4402
facsimile 08 8232 4446

Level 7
320 Adelaide Street
Brisbane QLD 4000
telephone 07 3136 5400
facsimile 07 3136 5407

Challenger Unitholder
Information Line
13 35 66
www.challenger.com.au

The Board believes the Proposal is fair and reasonable and in the
best interests of Unitholders of the Challenger High Yield Fund
and recommends you vote in favour of the Proposal.
This Explanatory Memorandum also comprises a product disclosure statement issued by Challenger Managed Investments
Limited as responsible entity of the Challenger Guaranteed Income Fund (CHYF) (ARSN 147 935 411).

Challenger High Yield Fund
(ARSN 099 212 647)

11366/0111

Level 15
255 Pitt Street
Sydney NSW 2000
telephone 02 9994 7000
facsimile 02 9994 7777

Responsible Entity
Challenger Managed Investments Limited
(ABN 94 002 835 592)
(AFSL 234668)
The guarantee in the proposed annuity to be issued to Challenger Guaranteed Income Fund (CHYF) is provided by Challenger
Life Company Limited and is referable to its Statutory Fund No. 2 and is explained in further detail in this document.

