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Hereford Funds

General information

The business year of Hereford Funds (the "Fund") runs from October 1 until September 31 of
the next year.

The Fund publishes an annual report, including audited financial statements, within 4 months
after the end of the business year and an unaudited semi-annual report within 2 months after
the end of the year to which it refers.

The annual report including audited financial statements, includes accounts of the Fund and of
each sub-fund.

The Net Asset Value ("NAV") per Share of each sub-fund as well as the issue and redemption
prices are made public at the registered office of the Fund. The NAV per Share and the issue
and redemption price are also published on the website of the Fund (www.herefordfunds.com)
and may, in addition, be published in any such other media as determined by the Board of
Directors of the Fund. The Fund cannot accept responsibility for any errors or delays in the
publication or non-publication of prices and reserve the right to discontinue or change
publication in any media without notice.

Any amendments to the articles of incorporation ("the Articles") are published in the Recueil
Eléctronique des Sociétés et Associations ("RESA").

The prospectus, the Articles of the Fund, the annual report, including audited financial
statements, and unaudited semi-annual reports, the Key Information Documents ("KIDs") are
available free of charge at the sales agencies and at the registered office of the Fund.
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Distribution abroad

Offer in Switzerland

Offer in Switzerland The Fund has been authorised by the Swiss Financial Market Supervisory Authority FINMA as a
foreign open-ended investment collective fund pursuant to article 119 of the Federal Act on
Collective Investment Schemes of June 23, 2006 on Capital Investment Schemes Ordinance.

Representative in ~ The representative in Switzerland is FundPartner Solutions (Suisse) SA (the "Representative"), 60,
Switzerland route des Acacias, CH-1211 Geneva 73, Switzerland.

authorised by the

FINMA

Paying Agent in The paying agent in Switzerland is Banque Pictet & Cie SA with its registered office in 60, route
Switzerland des Acacias, CH-1211 Geneva 73, Switzerland.

authorised by the

FINMA

Place of distribution The prospectus, the key information documents, the Articles of Incorporation, the annual reports,

of reference including audited financial statements, and unaudited semi-annual reports of the Fund, and a

documents breakdown of the purchases and sales of the Fund can be obtained free of charge from the
registered office of the Representative in Switzerland.




Hereford Funds - DSM US Large Cap Growth Fund

Managers' reports

Review

For the period 1 October 2022 through 30 September 2023, the Hereford Funds DSM US Large
Cap Growth sub-fund increased approximately 18.4% (NAV USD 297.56 to NAV USD 352.42)
while the total returns (including dividends) of the Russell 1000 Growth and the S&P 500
increased 27.7% and 21.6% respectively.

The investment manager, DSM Capital Partners, commented as follows:

Once the Federal Reserve, and shortly thereafter, the European Central Bank began their
respective monetary tightening policies last year, DSM believed inflation would begin to decline.
In fact, as monetary tightening took hold, fears of a significant recession grew more
pronounced. Accordingly, DSM believes that the rate of inflation’s decline remains the critical
factor in determining a "hard" or "soft" landing for the economy. In short, if monetary tightening
is overdone a hard landing may result. For this reason, the faster inflation recedes, the more
quickly the Fed can cease raising rates, and the more likely the economy experiences a softer
landing.

The yield on the ten-year US treasury has moved upward very quickly. Many investors believe
the possibility of inflation staying "higher for longer" has driven bond yields higher. DSM
disagrees as they believe the "normal" yield on a ten-year bond should be approximately 200
basis points above the normalized inflation rate. Therefore, if investors expect that inflation will
normalize in a range of 1-3%, a yield of between 4% and 5% on the ten-year treasury would be
appropriate based on this historic relationship.

Last year the defensive growth stock positions DSM had purchased over the course of 2021
and 2022 defended well, while the higher P/E technology positions (many having been trimmed
or sold during that time) underperformed. In 2023, this situation has exactly reversed itself as
defensive growth stocks have generally underperformed while the higher P/E, larger market cap
technology stocks outperformed.

Portfolio

At 30 September 2023, the sub-fund portfolio was invested in the information technology,
financials, communication services, consumer discretionary, health care, industrials, materials
and consumer staples sectors.

Over the twelve-month period ended 30 September 2023, DSM's selections in the information
technology and financials sectors were primarily responsible for the sub-fund’s
underperformance versus the Russell 1000 Growth Index. DSM's selections in the consumer
discretionary and consumer staples sectors, as well as the portfolio’s underweights of these
sectors versus the Russell 1000 Growth Index, benefitted performance in the period.

The strongest contributors to performance over the reporting period were NVIDIA (graphics
processors), Microsoft (software development), Adobe (application software development),
Alphabet (internet search and advertising) and Visa (electronic payments).

The weakest contributors to performance were EPAM Systems (outsourcing services), PayPal
Holdings (digital payments), Charles Schwab (financial services), Meta Platforms (social
technology) and SolarEdge Technologies (solar power solutions).

Past performance is not an indicator of current or future returns.
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Hereford Funds - DSM US Large Cap Growth Fund

Managers' reports (continued)

Changes in Holdings

In many respects, Al has likely become the most transformative movement in computing since
the launch of the internet in the 1990s. In DSM’s view, the demand for software, networking
equipment, specialized chips, semiconductor production, cloud infrastructure, and IT services
will continue to grow as nearly every company becomes increasingly focused on technology to
improve its services and lower costs within its respective industry. DSM has been active over
the past eighteen months transforming the portfolio into what they believe is an ever-higher
quality, predictable group of strong growth companies, often with leadership positions in critical
Al technologies, which they anticipate holding for many years.

During the reporting period, Global Payments and Meta Platforms were sold primarily because
both businesses were underperforming versus DSM’s expectations. Meta was also sold due to
disproportionate spending by management. Solid relative performance in a down market led
DSM to sell Keurig Dr. Pepper and O’Reilly Automotive. In the case of Keurig Dr Pepper, DSM's
ongoing concerns over the company’s earnings prospects due to cost pressures also
contributed to the sale. Burlington Stores and UnitedHealth Group were sold due to weaker
earnings outlooks then DSM had anticipated. SolarEdge Technologies was trimmed following
weak earnings reports by several competitors, and later sold entirely due to disappointing
earnings.

The proceeds from these sales were used to initiate positions in Arista Networks (networking
solutions for large-scale datacenter and enterprise workspace environments); Chipotle Mexican
Grill  (quick-casual eateries); Fortinet (network security solutions); Paycom Software
(employment software solutions); and Thermo Fisher Scientific (life-science tools)

Outlook

DSM believes that global and US economic growth approximating 2.5% over the next year is
achievable, while in Europe and Japan, GDP will be closer to 1%. Higher interest rates in the
US may be having an impact on the real estate market, and it is possible that consumer
spending will weaken as inflation-driven expenses rise causing many Americans to spend much
of their savings. On the other hand, incomes appear solid, wages are up and employment is
strong. Clearly, with no recession in sight, the US economy has performed better than expected.
At this point, excluding a significant unexpected shock, DSM believes that if the economy were
to weaken, a "soft landing" or shallow recession would be a more likely outcome than a more
normal contraction.

After a better than feared start to 2023, European macro activity and data points since late
spring have slowly deteriorated with even the typically resilient German economy slowing. The
European Service PMI has slipped below 50, indicating contraction, while the European
Manufacturing PMI’s steady decline into the mid-40s indicates moderately depressed demand.
As the European manufacturing and industrial sector is more dependent on China than other
regions, China’s economic woes are having a bigger impact. Bank lending in the Eurozone is
tepid at best as rising rates, lower financing for fixed investment, a weaker housing market, and
lower consumer confidence weigh. Having said that, it does appear inflation is now on a steady
deceleration path, which should allow the ECB and the BoE to possibly pause their interest rate
hikes and be much more data dependent going forward. Given that Europe imports the vast
majority of its energy needs, energy supply and prices will be an economic wildcard over the
next six months.

Past performance is not an indicator of current or future returns.
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Hereford Funds - DSM US Large Cap Growth Fund

Managers' reports (continued)

In DSM’s opinion, global economic growth over the coming year will be determined in large part
by the rate of decline of inflation in the United States and EU, as a result of Federal Reserve
and ECB tightening. The more rapidly inflation falls, the less pressure there will be on the
Federal Reserve and ECB to raise rates further, thereby enhancing the potential for a "soft
landing" or "muddle through" economic outcome. At this point the most recent inflation data in
both the US and EU continue to indicate significantly declining inflation, albeit the results are still
above both central banks’ targets of 2%.

DSM remains optimistic that the market will trend higher, driven by continued news of falling
inflation and the probability that the rate hike cycle from the Federal Reserve and the European
Central Bank are very near the end, and continue to believe the odds are in favor of the buyer.
Encouragingly, the sub-fund portfolio’s revenue and earnings growth over the first and second
quarters were quite strong. Although global economic growth remains sluggish, the companies
DSM invests in are largely generating the revenue and earnings they expected. Over time DSM
believes this growth will be sustained, and possibly enhanced, by their portfolio companies’
strong market positions and ongoing investments in Artificial Intelligence ("Al"). For this reason,
DSM believes today’s portfolio contains remarkably well positioned businesses with very
durable growth potential.

October 26, 2023

Established by DSM Capital Partners LLC

Past performance is not an indicator of current or future returns.
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Hereford Funds - Bin Yuan Greater China Fund

Managers' reports

Hereford Funds - Bin Yuan Greater China Fund
Performance Review and Market Comment

For the period of October 1, 2022 through September 30, 2023, the Hereford Funds - Bin Yuan
Greater China Fund (Share Class L2) depreciated by 15.76%. This compares to the total return
(including dividends) of the benchmark, the MSCI All China which dropped 0.87%.

The investment manager, Bin Yuan Capital, commented as follows:
The China market experienced a rollercoaster type movement over the past year.

As COVID restrictions were finally removed in late 2022, the Chinese market saw a recovery
from the fourth quarter 2022. The economic recovery was first seen in the travelling and dining
area, then gradually broadened to a much wider range of economic activities.

However, during the first half of 2023, the weaker than expected post-Covid recovery and
ongoing geopolitical tensions concerned investors. Covid impacted job stability and hit incomes
for many workers, and it will take time for Chinese households to regain confidence. While the
travel, healthcare, and entertainment related categories have recovered well, the weak property
related consumption negatively impacted the overall retail and investment datapoints. Investors’
confidence faded away in response. Active fund outflows were seen. Foreign fund inflows year
to date were largely passive, pushing large cap stocks to outperform. Local investors focused
on "concept-related" themes such as "SOEs" (State Owned Enterprises) and speculative
ChatGPT stocks. Our relative performance was impacted by our underweight in large cap
names, SOEs and ChatGPT-concept stocks, and by our overweight in healthcare, high-end
technology and new energy stocks.

We believe that the Chinese economy is in the middle of a painful transition from a property and
export driven economy to one focused on higher value-added industries. The stock market has
been driven by momentum trading, as investors chase the latest themes and not many market
participants currently pay attention to fundamentals. Our portfolio has about 60% exposure to
the beneficiaries of import substitution and is concentrated in the high tech, med tech, and
green tech areas, which should be the structural opportunities of China in the next decade.
Most, if not all, of the negative news and sentiment over the last 18 months is now reflected in
stock prices. The positive aspects in certain sectors have been overlooked or ignored.

There are catalysts under way that will shift the market's focus back to fundamentals, and some
are already having an effect. Economic activity is now on a path to stabilization. Remarkable
strides in technology, exemplified by Huawei's groundbreaking high-end processor, the Kirin
9000, are reshaping industry dynamics. The market should undergo normalization. Potential
policy intervention, particularly with quant trading restrictions, should help to reduce short term
momentum chasing activities. The active encouragement of long-term capital inflows, facilitated
by government support for insurance and the national security fund equity investments, should
add stability to the market. Short term negative news is gradually fading away, such as the
short-term side effects of the healthcare anti-corruption measures. As the market returns to
focusing on fundamentals, the Bin Yuan portfolio should recover and outperform the market.
With close to a trough valuation of 17x 2024 PE and 22% visible growth for the next three years,
the patience of our investors should be rewarded.

Past performance is not an indicator of current or future returns.
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Hereford Funds - Bin Yuan Greater China Fund

Managers' reports (continued)

Portfolio Review

Our portfolio is focused on the high-end technology sectors and under penetrated consumer
sectors that are well positioned to benefit from long term economic trends. We regularly visit all
our companies and review our holdings. We expect them to become future winners that have
the potential to dominate their respective market segments. We have a great portfolio which has
demonstrated robust earnings growth. They are trading at a discount relative to their growth,
historical valuations and global peers. Over 60% of our portfolio companies are actively
engaged in stock buybacks or increased holdings by key stakeholders, reflecting a high level of
insider confidence in these companies.

The majority of the sub-fund’s portfolio is invested in the Consumer, Health Care, Information
Technology and Industrials sectors, with zero weights in the Energy, Utilities and Real Estate
sectors.

The strongest contributors to performance over the reporting period were Beijing Kingsoft Office
(an office software provider), China Resources Land (a Top SOE developer), and FRIENDESS
(a laser control system provider).

Beijing Kingsoft Office outperformed in the past year on expectations of potential Al
applications in office software. Kingsoft Office has more than 30 years of experience and
technology accumulation in the office software field and is the leading domestic company in
China. Kingsoft Office is building a digital office platform, including content creation and
management, collaborative office, operation digitization, to provide one-stop office solutions for
companies. Due to the "LLM" (large language model) development, office software will be the
first batch to adapt "AIGC" (Al generated content) to increase its user penetration ratio and
spending per user. Kingsoft Office should benefit from the trend of digitization and Al over the
medium term.

China Resources Land, one of the top property developers in China, made positive
contributions to the portfolio. Positions were initiated in the fourth quarter of 2022 as a
contrarian bargain when the stock was oversold on pessimistic sentiment of the overall property
sector. The share price was deeply undervalued as the benefit of industry consolidation as a top
SOE developer, and the value of its well managed commercial property (shopping malls) were
totally overlooked by the market. Share price then rebounded from the bottom, on policy
stimulus and improving sentiment in China.

Friendess outperformed on strong earnings growth in 2023 and positive expectations over the
medium term. The laser cutting control system provided by the company has become globally
competitive. The company has been expanding into laser cutting heads and other laser-related
products as future growth drivers. lts new products combine many new technologies such as
motion control systems, 3D vision systems, CAD graphical programming, offline programming,
and automated welding controls. These can greatly shorten the programming and debugging
time of existing robots and elevate the flexibility of the robot welding system to a new level of
automation. This will greatly improve customer production efficiency and save labor costs. As a
leader of laser control systems in China which is expanding its presence on the global market,
Friendess will continue to be a beneficiary.

The weakest contributors to performance were iRay Technology (a medical equipment
manufacturer), Bilibili (a video platform), Autowell (automation equipment platform).

Past performance is not an indicator of current or future returns.
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Hereford Funds - Bin Yuan Greater China Fund

Managers' reports (continued)

iRay Technology underperformed in the past year. The share price saw pressure on thin
trading and lack of catalysts, and weak sentiment in the healthcare sector due to the anti-
corruption campaign. The company posted good H1 earnings numbers. Post-pandemic
recovery of their medical businesses, upgraded products and a more comprehensive product
offering are expected to bolster growth in the medium term. iRay is an X-ray detector provider
that is strengthening its global competitiveness and increasing its global market share. The
company posts outstanding R&D and manufacturing capabilities. Our confidence relies on not
only the good sales of iRay’s products in the medical field this year but also on its expansion
capability in the industrial field and other high-precision products. The trend of import
substitution in the domestic market with product expansion in dental, industrial and non-detector
products, and breakthroughs in overseas markets should continue to act as long term growth
drivers.

Bilibili a video platform with a large number of Generation Z users ("youngsters") with strong
stickiness, underperformed in the past year, with no significant catalyst amid high market
volatility. While performance of mobile game business was sluggish due to a lack of new game
launches, other businesses, such as advertising (+22% year-over-year) and livestream (monthly
paying users +15% year-over-year and revenue more than 20%) have improved. Daily active
users up 18% year on year to 93.7 million to represent 30% of its monthly active users,
indicating constantly strong user stickiness. With new games to launch in the next few quarters,
the mobile game business is expected to gradually recover, as content censorship sees a
loosening trend with faster registration and an improved license granting process. The company
will continue to control expenses to narrow losses and improve cash flow. We expect to see
higher revenue growth and an improving net profit margin over the coming years.

Autowell underperformed in the past year, first on profit taking pressure after a strong upward
move in 2022, and then due to weakening demand for solar equipment from Europe after the
easing of the energy crisis. Over the longer term, solar energy remains an indispensable way to
achieve net zero carbon emission objectives and should maintain global growth momentum.
Autowell, the leading global manufacturer of photovoltaic ("PV") cell stringers with a market
share of 70% in 2022 should fully benefit from energy transformation initiatives. They are also
moving to become an equipment platform that should benefit from import substitution of related
semiconductor equipment.

Changes in Holdings
During the reporting period, the following new names were added to the portfolio:

We initiated positions on Haichang Ocean Park, a company that specializes in the operation of
marine theme parks. The company's marine theme parks provide an exceptional entertainment
experience that caters to families, young adults, and tourists alike, all while providing a fun and
educational experience centered around marine life. It is transforming from a traditional park
owner to an asset light park operator, which should improve their balance sheet. Merchandise
sales related to Ocean Park’s intellectual property of ocean animals and Japanese cartoon
characters are driving up in-park spending. A new theme park opened in Zhengzhou in Henan
province recently and a new park being planned in Beijing should act as growth drivers in the
longer run. As the largest ocean theme park operator in China, Haichang caters to the emerging
middle class in the country and is expected to benefit from the growth in domestic tourism.

Past performance is not an indicator of current or future returns.
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Hereford Funds - Bin Yuan Greater China Fund

Managers' reports (continued)

We re-initiated position on Ping An in late 2022, as its share price fell to its lowest point since
May 2017, and its P/E ratio reached to a historically attractive level. The underperformance was
due to concerns over its growth and investment return amid downward interest rates, and the
Covid-19 period also prevented insurance agents from meeting customers face to face. The
company is one of the biggest financial conglomerates in China. Leveraging its brand and
financial group company, Ping An will keep delivering better performance than their peer group.
From a long-term perspective, China insurance is still under penetrated. Global experience
suggests that when the per capita GDP reaches USD 10,000, the demand for life insurance will
increase dramatically.

We bought Baidu, a prominent Al company with a robust Internet foundation. Leveraging its
expertise in search engines, Baidu has advanced artificial intelligence technologies including
speech recognition, image processing, knowledge mapping, and natural language processing.
Recently, OpenAl has illuminated the immense potential of artificial intelligence, providing new
insights and perspectives on its capabilities. As a pioneering Al leader in China, Baidu is
actively developing its own version of a LLM, showcasing its commitment to innovation in the
field of artificial intelligence. Furthermore, Baidu's core business segment, search advertising, is
also experiencing a recovery in line with the rebound of the Chinese economy and accelerated
pace of new branded product launches.

We also started a position in H World Group, one of China’s top 3 chain hotels, ranking No. 1
in terms of room nights sold each year. The company has a strong management team that stays
on top of consumers’ needs and is the fastest in the industry to identify and solve customer
issues. It has accumulated the largest hotel loyalty program of 190 million members, showing
significantly higher user stickiness than competitors. With a large base of loyal members,
favorable rate of consumables using the company’s centralized supply chain, and most
advanced management system, franchisers can enjoy economies of scale to offer best price
performance service and in turn gain new customers for the H World Group brands. The
company has grown from 4.4% market share (in terms of room nights) in 2019 to 6.4% in 2022,
and the consolidation trend is expected to continue because H World franchisers earn more
money from each room sold, and this will lead to more franchisers joining the company. As
China released its reopening policy, we expect the travel market will gradually recover.

We added positions on China Merchants Bank ("CMB") as the stock corrected to a relatively
low level of PE valuation. Sentiment in the banking sector saw an improvement as total social
financing data of 2023 beat consensus and the central bank cut the reserve requirement ratio
further to support liquidity. CMB is the No.1 retail bank in China with established sophisticated
governance policies and systems. With the positive expectation of a recovering housing market,
CMB as best managed bank in China will be a long term beneficiary of this trend.

The following stocks’ weight decreased the most:

We've been consolidating our portfolio in recent months by cutting positions to less attractive
names and allocating positions to those where we have higher convictions over the medium
term. After months’ of ups and downs, some companies with solid fundamentals and positive
outlook have become more attractive in valuation than others that were added for portfolio
diversification during previous volatile periods.

We trimmed Baili Technology on its rebounding share price to rebalance into relatively more
attractive names. The company is a comprehensive provider of lithium battery material
equipment, including Engineering Procurement Construction ("EPC"), and possesses advanced
equipment technology expertise. After years of technological accumulation, it has developed
high quality service capabilities with excellent efficiency.

Past performance is not an indicator of current or future returns.
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Hereford Funds - Bin Yuan Greater China Fund

Managers' reports (continued)

Haier Smart Home outperformed peers in terms of operational and financial metrics in 2022 but
its fundamental momentum weakened on worries over demand and profitability amid high
inflation overseas this year, so we sold the stock. The company generates over half of its
revenue from overseas markets. High inflation, material costs, and interest rates will drive up
costs and negatively affect demand for its products. The demand recovery in the domestic
market is closely related to the real estate market which also faces strong pressure.

We sold Cnano, a leader in conductive material that help to improve battery conductivity. We
had expected that the demand for their high-end product the company was developing would be
very strong. However, when EV competition became fiercer, the downstream battery
manufacturers were not willing to upgrade conductive material to save cost, which made it
difficult for them to generate profits on their investment. We believed that the industry has
changed, and the situation would not be reversed in the foreseeable future, so we sold the
position.

INVESTMENT OUTLOOK

"No man ever steps in the same river twice, for it's not the same river and he's not the same
man."

Heraclitus (circa 6th century BCE)
Can China avoid a demographic trap?

Throughout the years, economists and demographers have talked about the demographic
issues facing China as its population ages. We decided to take a first look at some of these
issues and contemplate how China may be able to manage these issues.

In the past 40 years, China has climbed from the 16" to the 2" largest economy in the world.
From 2010 to 2020, China and the United States contributed USD 14.8 trillion, or 80%, of the
incremental global GDP value creation. China supplied 62.5% of that. This indicates that GDP
growth for the rest of the world stagnated at only 0.82%. From a small economy evolving into a
world leading economy, China is in the spotlight as to whether or not its economy can continue
on the same growth path.

Concerns are focused on 3 areas:

The United States has classified China as a strategic business competitor and continues to put
in place measures to slow China’s economic development.

The second is that China, similar to many emerging countries in the past, cannot escape the
"middle-income trap", and will fail to reach the level of high income countries.

Third, China may follow the path of Japan post-1990 and enter a "lost decade" of stagnant
growth with severe issues such as unfavorable demographics (the Japan Trap).

Past performance is not an indicator of current or future returns.
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Hereford Funds - Bin Yuan Greater China Fund

Managers' reports (continued)

There are many discussions surrounding these concerns, the unfavorable demographics in
particular, and most of them conclude that China is at a tipping point. After careful analysis of
these concerns, we conclude that while the logic behind these arguments is mostly reasonable,
we believe that these analyses have applied methodology from past industrial-era experience
and have not given enough consideration to how an economy may evolve in the information and
digitalization age.

Just as industrialization introduced multiple growth factors in productivity and wealth creation
compared to the agrarian economy, we believe information and digitalization will have the same
revolutionary impact on the Chinese economy. Currently, there is enough evidence that
information and digitalization technology has been reviving languishing global growth. China
has established an advanced industrial manufacturing value chain and is in the early stages of
benefiting from information and digitalization technology innovation. If China continues on its
current path, we believe most of the current analysis will be less relevant.

In this paper, we provide our analysis and illustrate the opportunities in China that may surprise
the consensus view. We also lay out the investment opportunities which we believe will add
value to our clients’ capital.

The evolution of China’s social structure may extend the "Lewis Turning Point"

The Lewis Turning Point is the point at which surplus rural labor is fully absorbed into the
manufacturing sector. Most empirical studies worry that China, following the Japan experience
of over the past 40 years, is at the turning point where surplus labor from the countryside
evaporates, resulting in higher wages and inflation. This analysis applies to China as a whole
but does not look at China’s society and economy as comprising significantly different
segments. China is forecasted to have negative population growth beginning in 2026 and
become a severely aged society by 2031.

We believe that China’s political, economic and population structures are very different from
Japan and other countries.

The Lewis Turning Point assumes that a nation’s population can migrate freely. The Hukou
system! and homestead systems? have organized China into a segmented nation in terms of
the structure of the population, the stages of industrialization, diversification of wealth,
education, etc. Agriculture was dominant in China until the 1980s when the successful
economic reforms and industrialization began. Since then, the country has been successfully
urbanized and industrialized. The urban population has grown to 65% from 10% and industrial
output has risen to 33% of GDP from 15% in 1949. China today is not balanced economically
with clear urban and countryside differences. Our view is that the country can be divided into
three categories: developed, developing, and under-developed (the tier 1 and 2 cities compose
the developed category. The rest of the cities are in the developing category. Agriculture in
China has a lower living standard, with lower income and classified as underdeveloped
category). Table 1 contrasts the key characteristics of the three categories. The population in
the developed category is 3 times more productive on a per capita basis and 4 times richer than
those in the underdeveloped category. Households in the developed category enjoy per capita
income of USD 27,000, which is close to Korea in 2006. On the other hand, China still has
about 350 million people living below The World Bank’s standard poverty line.

1 Background of China’s "hukou" system: China’s hukou is an individual and household registration administrative system that has its origins in ancient
China. The hukou keeps track of every household member, their parents, spouses, children and assigns every person to a geographical location. Since
1949, China has administered the country via the hukou by allocating governmental resources, from food and education to healthcare and pensions,
according to where a person’s hukou is registered. The government has used the hukou to limit a person’s mobility within the country, for example, by
prohibiting people registered in rural areas from receiving governmental resources in urban areas. Nonetheless, since the 1990s, as the pace of China’s
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Table 1: Key factors of the three categories

2021 Developed areas Developing areas Under-developed areas China in total
GDP (billion USD) 5,580 7,870 3,369 16,819
Total Population (million) 279 640 494 1,412
GDP per capita (USD) 20,014 12,305 6,821 11,909
Disposable income (USD) 9,923 5,413 2,204 5,056

Source: National Bureau of Statistics, Bin Yuan Capital

With the above data in mind, we found that China will continue to have an abundant labor
supply over the next 30 years. This unique social structure has the following advantages to
carry China’s future development beyond the currently forecasted Lewis Turning Point:

1. China is in effect an economic union of three areas but with one political organization, one
central bank, one treasury and one legal and regulatory system. This makes long-term strategic
planning and execution, the allocation of capital and other resources, and the redistribution of
wealth much more effective and efficient compared to, for example, the EU.

2. With the current common prosperity program (part of wealth redistribution), China will continue
to transfer its financial resources to less developed areas to improve infrastructure and lift living
standards and educational levels.

3. The 1,134 million people living in the developing and under-developed categories are still
motivated to work hard for a better life. China enjoys a virtuous cycle with this unique social
structure in that some of the population can move from under-developed areas into the
developing and developed areas and those in the developing areas can move into the
developed areas supplying both abundant entrepreneurs and keeping labor costs low. This
cycle should help China sustain the investment, consumption and growth that over-developed
Japan lacked since the 1990’s.

4. Unlike in developed countries that need foreign immigrants to provide labor, domestic
"immigrants” in China have the same identity and cultural affiliation, without incurring any
significant social conflict.

5. The well-developed manufacturing technology and research from developed areas should help
the agricultural areas become more productive and release labor from cultivating the land.

6. As one nation, these three categories are not independent of each other; they are interrelated
with feedback loops that provide different levels of job opportunities, exchanges of lifestyle and
culture that make the transition routine and uneventful (see "Feedback Loop" as below).

7. The gradual transition to an urban society is deflationary: the low-cost countryside provides
inexpensive food and advanced technology and the developed areas produces efficient,
inexpensive machine and tools.

8. The still large underdeveloped areas provide prolonged infrastructure investment opportunities.
For example, 400 million primary residences have no toilets and/or contemporary sanitation
systems. The existing industrial sector can utilize current capacity to modernize these less
developed areas.

industrialization accelerated, laborers from rural areas have migrated to urban areas seeking employment, swelling the size of the urban population and
creating 3™ and 4" tier cities. These new cities are classified in the "developing category" in this paper.

2 After 1949, the new government offered residential land to all peasants for free. A family can pass on the residential rights to their next generation as long
as they continue to live on the land. This made peasants happy to work in agriculture but limited their mobility, and this program makes China one of the
few countries in the world without homeless people.
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Peasants who leave the countryside to migrate to urban areas will increase the land supply. The
reduced homestead land and the merger of villages in this urbanization process should increase
the supply of agriculture land by 9%. A larger supply of land and technological development
should make farming more productive and release labor to more developed urban areas.

The continual upgrade of lifestyles by each category in relation to their previous situation should
promote sustained consumption.

We therefore expect the evolutionary process toward urbanization and industrialization (or
"digitalization") will continue over the next 30 years. Farming yields should be much higher, and
the labor dedicated to farming should be significantly reduced. In 2050, the 3 categories will
look very different.

Chart 1 shows that 2.3 million Americans work in the agricultural sector, cultivating 170 acres
per worker while in China farmers cultivate only 2 acres per worker today. According to our
sensitivity analysis, in Chart 2, if we assume that Chinese agricultural productivity reaches just
10% of the American productivity by 2050, China would need only 19 million farming workers,
releasing 163 million farmers to urban areas (Chart 3). If China reaches only 5% of the
American agricultural efficiency, 145 million farmers would be freed to work in urban areas.

Chart 1: Farming Efficiency China vs the US

Source: Wind, National Bureau of Statistics, Bin Yuan Capital
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Chart 2: Sensitivity of Labor Release on Farming Efficiency
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Chart 3: Farming Efficiency Improvement Trend
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Source: Wind, National Bureau of Statistics, Bin Yuan Capital

Although the working age population has declined since 2013-2014, labor released in rural
areas could continue to supply a cheap labor force to urban employers. According to our
estimates, the urban labor force will not peak until 2027-2028, almost 15 years later than
previously estimated (Chart 4).
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Chart 4: Working Age Population vs. Urban Working Age Population
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2. Chart 5 looks at population change from the urbanization angle. If 80% of China’s population is
urbanized at the current urbanization rate, by 2050 China will have added 148 million people to
its cities. If urbanization reaches 85%, China will have added 215 million people to the cities.
(The reason the number is larger than the agricultural labor data is that some of the workers in
the city would live there without their hukou benefits).

Chart 5: Population to be Urbanized
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This level of urbanization will impact consumption patterns. Rural workers who migrate to urban
areas will enjoy higher wages and upgrade their spending and support a consumption-driven
economy.

The purchasing power and consumer needs of China are different from Japan back in the
1990’s (Chart 6).

In 1990, Japan was a rich and mature country with a high rate of urbanization, close to 80%.
Japan’s consumption per capita was high at USD 16,863, accounting for 53% of per capita
GDP. Japanese consumer spending matured as the economy languished.

Chart 6: Comparison of Consumption - China 2021 vs. Japan 1990
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Source: Wind, Bin Yuan Capital

By contrast, China's current consumption structure is at a relatively early stage, barely meeting
the basic needs of a large part of the population. China’s urbanization ratio is only 65% and
China’s spending power is still low, 22% of Japan’s level in 1990, implying large upside for
Chinese households to upgrade their consumption.
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The Summary of Feedback Loop

Urbanization rate = 65%

2021 Developed areas | Developing areas | Under-developed areas| China in total
GDP (billion USD) 5,580 7,870 3,369 16,819
Total Population (million) 279 640 494 1,412
GDP per capita (USD) 20,014 12,305 5,821 11,909
Disposable income (USD) 9,293 5,413 2,204 5,056
Talents Structure ~20% Senior high ~65% junior high school
school and below
~35% bachelor Almost no bachelor
degree and above degree and above
Talent
Technology (Education)
Capital
Upgraded Goods &
Services

Lifestvle and culture

The Feedback Loop

Cheap Labor Force
{deflationary)
Land (Agriculture)
Basic Goods & Services

Urbanization rate = 80%

2050E Developed areas | Developing areas Rural areas Chinain total
GDP (billion USD) 16,934 35,567 9,961 62,462
Total Population (million) 299 782 270 1,351
GDP per capita (USD) 56,640 45,498 36,893 46,244
Disposable income (USD) 26,361 25,493 15,679 23,723
2021-2050 CAGR Developed areas | Developing areas Rural areas China in total
GDP 3.9% 5.3% 3.8% 4.6%
Total Population 0.2% 0.7% -2.1% -0.2%
GDP per capita 3.7% 4.6% 6.0% 4.8%
Disposable income 3.7% 5.5% 7.0% 5.5%

Source: National Bureau of Statistics, Bin Yuan Capital

In this feedback loop, the developed areas can offer talent, high-end technology, education, and
capital to train cheap labor forces in exchange for land, basic products, food and services from
the developing and under-developed areas. This dynamic feedback loop will lift productivity for
each of the three categories and is deflationary. We expect the structure of the population 30
years from now to look very different. The population in the underdeveloped areas should
decline to 270 million (in rural areas), while their disposable income should increase to USD
15,679 from USD 2,204 today. Those living under the poverty line in China should be
dramatically reduced. With this on-going modernization process, the lifestyle of the households
in each of the three categories should be upgraded and promote sustained growth in
consumption.

This significant migration trend is an ongoing modernization path that requires investment and
technology and creates enormous investment opportunities in various sectors. We at Bin Yuan
continue to search for these investment opportunities.
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The evolution of information and digitalization technologies may help China avoid the

‘Japan Trap"

To ensure success, China must continue to make gains in productivity. Productivity gains
require innovation, research, talent, capital, and infrastructure supported by a well-developed
manufacturing value chain. The developed category is well positioned to accomplish this task.
The technology that promotes digitalization will massively reduce the labor needed for the
production of food and goods and, consequently, make the low-skilled and less well-educated
labor force redundant.

China is well prepared for continuous innovation in information and digitalization technology due
to the following four factors:

Strong operating leverage gained from massive sunk cost of infrastructure

China has invested RMB 667 ftrillion (around USD 100 trillion) over the past 20 years and has
almost completed the backbone infrastructure investment in expressways, warehouses,
railways, telecom networks, etc. This advanced infrastructure is the foundation for the most
efficient supply chains and online services (the underappreciated, invisible value created by a
well-built infrastructure network was presented in our 2020 year-end newsletter, in which we
applied "Metcalfe’s Law" to explain economies of scale in China). The non-cash, high
depreciation and amortization costs of those past investments have passed their peak. The
return on government assets is increasing while the declining costs provide favorable operating
leverage for the economy and should ease the burden on state budgets.

China has a healthier balance sheet and more ambitious capital to invest in R&D

Compared to Japan, whose productivity growth has stalled since 1990, China has much
stronger capabilities and a willingness to invest in R&D, which is critical for continuous
improvement in productivity.

The current debt ratio of Japan with high government leverage is much higher than in China.
China has a better balance sheet and high savings ratio of 46% vs. 20% in Japan. State capital
still plays an important role in the economy, which is more stable and with a much longer
duration than private capital. Chinese people have a much stronger culture of individualism and
entrepreneurship, and with many Chinese wanting to be their own boss and get rich, they are
more willing to invest for the future.

China’s R&D spending surpassed Japan in 2009 and has grown rapidly since then - growing
threefold from 2010 to 2021. China’s current R&D level equals more than 5 times that of
J