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Investing in China’s equity markets requires more than careful research and an assessment
of the potential risks and rewards. A close familiarity with the contents of a tin of Alphabetti
spaghetti could be considered an advantage too. Between A shares and B shares, H shares,
N shares and L shares, investors new to these markets could be forgiven for being more than
a little confused, but the basics are not as complex as they might seem at first glance.

Both A shares and B shares are issued by companies listed on the exchanges in mainland
China; A shares can be bought by Chinese individuals and B shares by overseas investors.
H shares are shares in companies listed on the Hong Kong stock exchange, while N and L
shares are for Chinese companies listed on New York and London respectively.

So far, so good, but there’s a twist. All men might be created equal, but Chinese share
classifications aren’t – and neither are all China closed-end funds. There’s been a sharp
divergence in performance between different share classes in recent months, with
remarkable inflows from domestic investors driving A shares to a substantial premium over H
shares.

This recent volatility in A shares, and the perception that this area of the market may be
becoming fully valued has led to deep discounts across most of the China closedend funds
on the market, but the strategy being pursued by these funds hasn’t been identical, and we
believe this presents investors in the Greater China Fund with an opportunity.

The perception that all China closed-end funds are equally exposed to the same market risk
and volatility simply isn’t true. Individual closed-end funds can experience varying levels of
market risk and volatility depending on their allocation to different types of share. Unlike a
number of competitor funds, our preference has been for Hong Kong listed H shares over
mainland China-listed A shares, with just 6.4% of the fund invested in the China A share
market as at the 17th July this year. This has helped to mitigate the risk and volatility we
experienced to our NAV during the recent correction in the A share market.

We believe the different risk profile of the Greater China Fund, but continued strong portfolio
performance, means that the current discount to Net Asset Value is not justified, and that this,
in turn, presents investors with an attractive investment opportunity. As this comes to be
recognised more widely, as we believe it should, we expect the discount to net asset value to
contract, to the benefit of investors.

We also have strong fundamental reasons for believing that H shares right now offer a much
more attractive and more fairly valued way for investors to gain exposure to China’s growth
story than the volatility and highly valued A share market. One again the reasons for this
come down to the alphabet soup of China’s share classifications, and the fact that all are not
created equal.

First, imagine this if you will. Two shares for the same company, trading on different
exchanges but otherwise identical. Yet, one share is trading at an 870% premium to the
other. It doesn’t take a hedge fund mathematical genius to spot that something seems to be
wrong, but that is exactly what happened to the shares of Chinese company Luoyang Glass
at the end of April this year. At a time when the share price on the Hong Kong Exchange was
HK$0.87, the price on the mainland Chinese Shanghai Exchange was a robust RMB 8.32,
the equivalent of HK$8.45.

Admittedly that’s an extreme example – and right now the shares in that company are
suspended from trading – but by no means is it an isolated one. At that date more than
eighteen companies listed on both exchanges were trading at a premium of more than 100%
in mainland China, with many more still not far short of that. Why, then, have not the hedge
fund investors come in to arbitrage out this anomaly and generate returns for their investors?
After all, the proudest claim of many in this industry is that they act to improve the efficiency
of markets. By ironing out these glitches, hedge funds act as Adam Smith’s invisible hand.

Unfortunately, there is a problem, and it’s a big one. China’s renminbi-denominated A share
market is not an open one. With a few exceptions, overseas investors cannot participate.
Foreign investors are invited to participate in the hard currency B share market in China
instead, but as demand for these is much more limited, they have never risen to the same
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premium as China’s A share market, nor have the H shares listed on the Hong Kong
exchange. With artificial constraints on who can invest in each market, the laws of economics
cannot apply and the arbitrageurs have not been able to iron out these wrinkles.

Not only have foreign investors not been able to participate in the A share market, but the
flipside of that has been that investors in mainland China have not been able to invest
outside their domestic market. In fact, this has been one of the driving forces for the
remarkable price appreciation seen in China’s A share market in recent years. In 2006 alone,
the Shanghai A Share Index returned 130%, and so far this year it’s up by a remarkable
42.4% already, to the 17th July 2007.

This isn’t to argue that we are negative on China. The re-industrialisation of China over the
last few years has been one of the most remarkable transformations of any economy in
recent years, and the way companies have successfully started to move up the value chain
from low valued added assembly work to skilled precision engineering and construction has
been nothing short of remarkable. We expect China to continue to deliver growth in the
region of 10% each year, not just in the run up to the Beijing Olympics but beyond, well into
the medium to long term.

Even so, there has been a slight question market over the medium to longer term outlook for
China’s A share market. This is one of the main reasons why we have long been wary of
investing too heavily in China’s domestic market, favouring the less highly valued Hong
Kong-listed H shares instead.

The second of our reasons for continuing to favour Hong Kong-listed H shares over their
mainland equivalents is the impact of a recent change in Chinese legislation relaxing the
restriction on Chinese citizens investing overseas.

The qualified domestic institutional investor programme, or QDII, was established in June last
year, and nineteen financial institutions have been qualified under the scheme, eighteen of
them commercial banks. Until now, little of the US$14.5 billion raised by these banks to date
has been invested overseas, as they were required to invest in foreign money markets and
fixed income products which generated little interest from their retail clients.

Now though, changes introduced just last month permit QDIIs to invest up to half of their
investment quota in overseas stocks. In the near term, we expect Hong Kong listed
companies to be the primary beneficiaries of this wave of liquidity, with China related markets
across Asia likely to benefit later.

With the help of this additional investment from mainland Chinese investors, it is our
contention that the valuation of Hong Kong listed H shares will gradually converge with China
A shares, with those at the most significant discounts to mainland valuations likely to benefit
the most. The positioning of the Greater China Fund reflects this thinking, with a strong
preference for Hong Kong listed H shares over China A shares in the current environment
overlaying the investments we have chosen for the fund on the basis of earnings surprise
and likely outperformance of the broader market.

The valuation premium attached to many of the companies listed on the domestic China A
share market is an anomaly, and we have positioned the fund as hopefully one of the
beneficiaries of the inexorable laws of economics as China continues to open up to the world.
Medium to longer term though, we remain confident that the broader China story is a
multi-year one, set to run through next year’s Beijing Olympics and well beyond.

Henry Chan and Franki Chung,
Investment Advisers, Greater China Fund
Baring Asset Management, Hong Kong

Important Information

This document is provided as a service to professional investors/advisers. It is issued in the United
Kingdom by Baring Asset Management Limited and/or by its investment adviser affiliates in other
jurisdictions. The affiliate serving as the Greater China Fund’s investment adviser is Baring Asset
Management (Asia) Limited. In the United Kingdom this document is issued only to persons falling within a
permitted category under (i) the FSA’s rules made under section 238(5) of the Financial Services and
Markets Act 2000 and (ii) the Financial Services and Markets Act 2000 (Promotion of Collective Investment
Schemes) (Exemptions) Order 2001.

This is not an offer nor a solicitation to buy or sell any investment referred to in this document. Baring Asset
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Management group companies, their affiliates and/or their directors, officers and employees may own or
have positions in any investment mentioned herein or any investment related thereto and from time to time
add to or dispose of any such investment. The contents of this document are based upon sources of
information believed to be reliable but no guarantee, warranty or representation, express or implied, is given
as to their accuracy or completeness. This document may include forward-looking statements, which are
based upon our current opinions, expectations and projections as of the date on the cover hereof. We
undertake no obligation to update or revise any forward-looking statements. Actual results could differ
materially from those anticipated in the forward-looking statements. The value of any investments and any
income generated may go down as well as up and is not guaranteed. Past performance will not necessarily
be repeated. Changes in rates of exchange may have an adverse effect on the value, price or income of an
investment. There are additional risks associated with investments (made directly or through investment
vehicles which invest) in emerging or developing markets. Compensation arrangements under the Financial
Services and Markets Act 2000 of the United Kingdom will not be available.

Private investors in the Company referred to herein should obtain their own independent financial advice
before making investments. This document must not be relied on for purposes of any investment decisions.
Before investing in the Company, we recommend that all relevant documents, such as reports and accounts
and prospectus should be read, which specify the particular risks associated with investment in the
Company, together with any specific restrictions applying and the basis of dealing.

The Company may not be available for investment in all jurisdictions. There may also be prohibitions or
restrictions on distribution of this document and other material relating to the Company and accordingly
recipients of any such documents are advised to inform themselves about and to observe any such
restrictions.

/END
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