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China’s government hopes to strike fine balance between
growth and liquidity

In this update Caroline Maurer, co-manager of the H enderson
Horizon China Fund, examines the potential impact o f recent
measures in China to remove excess liquidity from t he market, and
longer term prospects for the Chinese economy.

China’s economic recovery shows no signs yet of abating, according to the most recently released
economic data. Industrial production (IP) has accelerated sharply since November on a year-on-year basis
and the most recent Purchasing Managers’ Index (PMI) survey data indicated that both internal and
external demand is on the rise. More significantly, the export sector, the segment which has lagged in the
recovery due to the weak external environment, appears to be following domestic China back to health with
exports rising sharply in December for the first time in 14 months (see chart below). Though it will take
another couple of quarters to decide whether the rise is driven by inventory rebuild or end consumer
demand, attention is turning to how quickly the Chinese government looks to withdraw its loose monetary

policy.

In early January, China’s central bank, the People’s Bank of China (PBOC) took its first steps to remove
excessive liquidity in the system, both through open market operations — including raising the yield on the
three-month bill and one-year bill — and by raising the reserve requirement ratio (RRR) for commercial
banks by some 50 basis points. Given that the big four Chinese commercial banks (Industrial and
Commercial Bank of China, China Construction Bank, Bank of China and Agriculture Bank of China) are
state-owned enterprises, the Chinese government certainly has better control over the supply of credit than
most other countries in the world.
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We view this move by the PBOC as the beginning of the ‘normalisation’ process, rather than a more
meaningful tightening of monetary policy. Part of the reason behind raising the RRR is to ensure that the
continued supply of bank credit does not drive asset prices to unsustainable ‘bubble’ type levels.
Consensus estimates for 2010 put the new bank lending at RMB 7-8 trillion, still a significant amount,
though at a more constrained level compared to around RMB 10 trillion in 2009. Therefore we expect
the PBOC will continue to hike RRR over the course of the year, using it as a safety valve whenever
excessive liquidity becomes a concern. Raising the interest rate now will induce capital inflows as the US
interest rate remains at a low level. Therefore PBOC is likely to face the challenge of striking a balance
between sustaining economic growth and managing liquidity later in the year.

The long-term prospects for the Chinese economy have long been predicated on the government striking a
balance between the country’s dependence on capital investment for growth and the need to stimulate
domestic consumption. The latest financial crisis has rightly pushed policymakers into taking a more
proactive approach to achieve their aims. We expect the market to continue to be driven by strong earnings
growth and a deepening of the economic recovery. Companies should also benefit from the initial stages of
inflation. Nevertheless, volatility is likely to remain a common feature given the uncertainty surrounding the
pace of recovery, the extent of domestic inflation and the consequent government policy responses. There
is never a lack of scepticism towards China'’s future economic development. However, based on the
government’s track record over the last three decades, when it comes to effective policymaking, perhaps it
deserves to be given the benefit of the doubt in this instance.

Caroline Maurer
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The Henderson Horizon Fund (the “Fund”) is a Luxembourg SICAV incorporated on 30 May 1985. This document is intended solely for the use of professionals and
is not for general public distribution. Any investment application will be made solely on the basis of the information contained in the Fund'’s full prospectus (including
all relevant covering documents), which will contain investment restrictions. This document is intended as a summary only and potential investors must read the
Fund’s full prospectus before investing. A copy of the Fund'’s full and simplified prospectuses can be obtained from Henderson Global Investors Limited in its
capacity as Investment Manager and Distributor.

Issued in the UK by Henderson Global Investors. Henderson Global Investors is the name under which Henderson Global Investors Limited (reg. no. 906355)
(incorporated and registered in England and Wales with registered office at 201 Bishopsgate, London EC2M 3AE and authorised and regulated by the Financial
Services Authority) provide investment products and services. Telephone calls may be recorded and monitored.

Nothing in this document is intended to or should be construed as advice. This document is not a recommendation to sell or purchase any investment. It does not
form part of any contract for the sale or purchase of any investment.

Past performance is not a guide to future performance. The performance data does not take into account the commissions and costs incurred on the issue and
redemption of units. The value of an investment and the income from it can fall as well as rise and you may not get back the amount originally invested. Tax
assumptions and reliefs depend upon an investor’s particular circumstances and may change if those circumstances or the law change.

The Fund is a recognised collective investment scheme for the purpose of promotion into the United Kingdom. Potential investors in the United Kingdom are advised
that all, or most, of the protections afforded by the United Kingdom regulatory system will not apply to an investment in the Fund and that compensation will not be
available under the United Kingdom Financial Services Compensation Scheme.

A copy of the Fund's full and simplified prospectuses, articles of incorporation, annual and semi-annual reports can be obtained free of cost from the Fund’s: Austrian
Paying Agent Raiffeisen Zentralbank Osterreich AG, Am Stadtpark 9, A-1030 Vienna; French Paying Agent BNP Paribas Securities Services, 3, rue d’Antin, F-
75002 Paris; German Information Agent Marcard, Stein & Co, Ballindamm 36, 20095 Hamburg; Belgian Financial Service Provider Dresdner Van Moer Courtens
S.A/N.V. Société de bourse, Dréve du Prieuré 19, 1160 Bruxelles; Liechtenstein Paying Agent and Representative VP Bank AG, Aeulestrasse 6, LI-9490 Vaduz;
Spanish Representative Allfunds Bank S.A. Estafeta, 6 Complejo Plaza de la Fuente, La Moraleja, Alcobendas 28109 Madrid; or Swiss Representative Fortis
Foreign Fund Services AG, Rennweg 57, 8021 Zurich. Fortis Banque (Suisse) S.A., Rennweg 57, 8021 Zurich is the Paying Agent in Switzerland.
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