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Dear Clients, Partners, and Friends, 

The results for South Ocean Management’s Delaware LP, Kong Partners’ L.P., before 
incentive fees, were as follows: 

Oct 2012 Year-to-Date 

 3.7 %  2.0% 
 3.8 %  17.4 % 

Hong Kong Partners LP* 
Hang Seng Index **
MSCI HK Small Cap Index  1.7 %  12.0% 

Partners’ NAV for Oct $2.4013 after management fee, but before annual incentive fees of 15% on appreciation. 

In October, we made little change to our portfolios of Hong Kong-listed, China-
geared holdings, companies with strong balance sheets, selling at low price to 
growth prospects (PEG).   

Hong Kong’s Hang Seng Index has increased 2,500 points since the end of 
August, when US Federal Reserve Chairman Bernanke first hinted at a third 
quantitative easing program.  Volume averaged HK$52 billion for September and 
October (up 20% from August).   Average volume for all of 2011 was HK$69 billion.  

What appears evident today is the market was a tad too negative on China’s 
economy (the “hard landing” skeptics) earlier this year. The spike-up in China-
related shares since the beginning of September coincides with the speculative 
fund inflows into the market.  As an illustration, the HKMA in Hong Kong has had 
to intervene a half dozen times in the currency market over the past fortnight to 
contain the appreciating HK$ from these fund flows.   

We have resisted buying into the QE3 fueled rally.   As stock prices have been 
advancing since early June, any potential profit taking over the near term will give 
us an opportunity to redeploy some of our sidelined cash holdings (26%).   

I spent the last week of October in Yunnan Province, near Tibet, in the 2,000 year-
old capital city of Kunming, at an investor conference.   



 
 

Building cranes, electric scooters (similar looking to the Italian Vespa scooter) and 
citizens dancing to blaring music were everywhere.  

 
 
The newly built airport, 4th largest in China, is in anticipation of becoming the 
eventual aviation/transport hub for Burma, Vietnam, Laos and southern China.   

During the conference, we heard speakers conjecture about the incoming new 
leadership in China and what reforms were considered key to China’s future.  High 
on the list was how to contain the government's meddling in the economy and clip 
the wings of more than 100,000 state-owned enterprises (SOEs) which enjoy 
enormous privileges, including preferential access to bank lending and 
government contracts.* 

The day before the conference, a group of us visited a new steel plant, completed 
last July, on the outskirts of the capital;   
 



 
 

At the head of the facility were great piles of iron ore.  Large cranes move the raw 
material on long conveyors to the blast furnaces. 

 



 
 

 



 
 

 
 
China's steel industry is experiencing shrinking demand and heavy losses (45% of 
China's steel companies suffered losses in the first 9 months of 2012).  The entire 
steel sector is now operating at a loss and struggling with problems of over-supply 
and a broader economic slowdown (80 major steel firms reported a combined loss 
of CNY 5.53 billion in the first 9 months of 2012). 

 
Yet, China's crude-steel output was up 1.7% year-over-year during this period, to 
542.34 million tonnes.   What gives?  More supply in the face of a shrinking market 



 
 

(China produced 683 million tonnes of steel last year versus the second largest 
producer, Japan, at only 108 mn tons)? 
 
Local governments, in provinces across China, look to the steel companies they 
control (state-owned enterprises or SOEs) to drive growth, not just in gross 
domestic product and employment, but also in revenues. 
 
According to the South China Morning Post, because of a historical quirk, local 
governments tax steel companies on their output rather than profits. Consequently, 
local officials have had every incentive to encourage investment in new capacity.   
And, before we were through, the plant managers announced to us they were 
seeking additional financing, to begin a second phase, new steel plant, just 
adjacent to the one we were visiting.   
 
Chinese steel companies should aim to promote advanced technologies to 
improve quality, instead of only expanding capacity. 
 
Kunming, which is located due west of Hong Kong and a two hour plane ride, is 
ideal for growing flowers. The cooler climate, at 1900 meters above sea level, was 
a welcome relief to Hong Kong’s stifling air. 
 
We visited a flower farm under 15 hectares of green houses, growing carnations 
for export.  This greenhouse was growing the mother plants used to produce 
seedlings.

 
 



 
 

Flowers are cut, packaged and held in cold storage before being boxed. 

 



 
 

 
16 million stems a year are produced, harvested by the local peasant farmers, at 
this British-owned, Indian-managed production center 60 kilometers outside of 
Kunming, exporting (within 3 days of harvest) to Holland, Korea and Japan.   
 
The world is getting flatter. 
 
Brook McConnell 
Hong Kong 
* 
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China cabinet seeks ambitious economic 
reform agenda 

BEIJING: China's top leaders have asked policy think-tanks to draw up their most 
ambitious economic reform proposals in decades that could curb the power of state firms 
and give more freedom to the setting of interest rates and the yuan currency. 

But after almost 10 years of delay to painful structural reforms by the outgoing leadership, 
some of the authors of the proposals told Reuters they fear a nascent rebound in economic 
growth could derail the recommended agenda. 

http://biz.thestar.com.my/


 
 

"China is approaching a stage when the government must embrace more fundamental 
reforms," said Shi Xiaomin, vice president of the China Society of Economic Reform, a 
think-tank under the National Development and Reform Commission, the top economic 
planning body. 

China's once-in-a-decade leadership change will be finalised next month at the ruling 
Communist Party's 18th congress. Vice President Xi Jinping is set to take over from Hu 
Jintao as president and Li Keqiang will replace Wen Jiabao as premier at the meeting, 
which opens on November 8. 

The congress convenes as the economy heads for its weakest annual growth rate in at least 
13 years after three decades of near 10 percent annual expansion in the wake of sweeping 
reforms launched by former leader Deng Xiaoping. 

Reuters interviewed five policy advisers involved in drawing up the reform proposals. 
They said the order for the agenda came from members of the State Council, or cabinet, 
although they declined to give specifics for fear of repercussions. 

Significantly, planning sources said cabinet members had signalled an interest in seeing 
proposals from policy advisers outside Beijing, in the provincial hinterland, implying that a 
nationwide consensus is being sought on the content and timetable for painful structural 
reform. 

High on the list drawn up by the advisers is how to contain the government's meddling in 
the economy and clip the wings of more than 100,000 state-owned enterprises (SOEs) 
which enjoy enormous privileges, including preferential access to bank lending and 
government contracts. 

Other reforms include allowing the market to set the cost of bank credit, land and various 
natural resources. 

Credit is currently basically allocated by the central government. It tells state-backed banks 
how much to lend and when - mainly to other big state-controlled businesses and projects. 
Meanwhile all land and basic resources are owned by the state, with private ownership 
limited to temporary leased rights to usage. 

Analysts say reform of these two areas would bring fundamental change to China's 
economic structure, even more so than making the yuan currency more convertible - also 
on the table as part of a package of proposals to liberalise capital markets and boost the 
yuan's use in global trade settlement. 

Reform to China's complex tax structures, under which the central government commands 
the lion's share of receipts while local governments do most of the spending, is needed if 
serious progress is to be made cleaning up local government debt that stood at 10.7 trillion 
yuan at the end of 2010. 

"I think a consensus on reforms has been formed at the central level, even though people 
may have different considerations on when and how to implement reforms," said Wang 

http://archives.thestar.com.my/search/?q=Shi%20Xiaomin
http://archives.thestar.com.my/search/?q=Xi%20Jinping


 
 

Jun, senior economist at the China Centre for International Economic Exchanges, a top 
government think-tank in Beijing. 

UNFINISHED BUSINESS 

Experts say Chinese leaders must unlock fresh growth potential and put the economy on a 
more sustainable path to avoid the "middle-income trap", where wealth creation stagnates 
as market share is lost to lower cost competitors and the attainment of high-income country 
status stays out of reach. 

The World Bank says China's GDP per capita was $5,500 last year, versus $22,400 in 
South Korea, $34,500 in Hong Kong and $46,200 in Singapore, which all avoided the 
middle-income trap. 

There has been soul searching among Chinese academics about the 4 trillion yuan stimulus 
package unveiled in late 2008, which led to excessive investment in white elephant 
projects, created mountains of local government debt and sent house prices rocketing in 
big cities. 

The stimulus helped state-owned firms stage a comeback at the cost of private businesses. 

SOEs have repeatedly fought off Beijing's plans to get them to pay higher dividends to 
state coffers and have sought to delay reforms on income distribution systems, which could 
imply capping hefty wages in monopoly sectors, government sources say. 

The reforms aim to require SOEs to pay more dividends to the government to meet a 
funding shortfall in social welfare. 

"We could see serious problems if we don't reform," said Zuo Xuejin, head of the Institute 
of Economics at the Shanghai Academy of Social Sciences, which advises the local 
government in China's financial hub. 

Still, some government advisers fear signs of a recovery in the economy could ease the 
pressure to act. 

China's annual economic growth slowed to 7.4 percent in the third quarter from 7.6 percent 
in the second - the seventh consecutive quarter of slower expansion, but government 
officials have flagged signs of a modest rebound in September. 

Industrial production, retail sales and investment data were all slightly ahead of forecasts in 
September and quarter-on-quarter GDP growth was strong, suggesting the worst may be 
over and the world's No.2 economy will pick up in the final quarter. 

"They may have to change if there is an economic crisis, but they may choose to muddle 
through if the economy recovers," said an economist with a top government think-tank in 
Beijing, who requested anonymity due to the sensitivity of the issue. 

TRAJECTORY OF CHANGE 

http://archives.thestar.com.my/search/?q=World%20Bank
http://archives.thestar.com.my/search/?q=Zuo%20Xuejin


 
 

Past changes tend to support the anonymous economist's view. 

Deng Xiaoping launched economic reforms in the late 1970s to rescue an economy on the 
verge of collapse after Mao Zedong's disastrous Cultural Revolution. 

He made his famous tour of southern China in 1992 to jumpstart the second stage of 
reforms when the economy nosedived in the aftermath of the 1989 Tiananmen Square 
crackdown. And sweeping market measures spearheaded by former Premier Zhu Rongji 
were introduced after the Asian financial crisis in the late 1990s. 

Chinese leaders have acknowledged that three decades of 10 percent average annual GDP 
expansion are over and that the economy needs fresh drivers, analysts say. 

In February, the World Bank said in a report with the cabinet think-tank, endorsed by 
presumptive-premier Li, that Beijing must implement deep reforms to avert a crisis. 

The World Bank said China's annual economic growth may slow to 5 percent a year by 
2026-2030, from 8.5 percent in 2011-2015. 

The mainstream view in Beijing is to blame the global financial crisis for China's 
slowdown, which also reflects diminishing gains from past reforms and market opening 
spurred by China's entry into the World Trade Organisation a decade ago. 

Even fresh reforms may not deliver a swift turnaround. 

"The easiest part of the reforms were carried out in the past 30 years, so we don't have 
many areas where reforms can deliver quick results," said Zuo at the Shanghai think-tank. - 
Reuters 
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*Hong Kong Partners LP risk disclaimer:

 Hong Kong Partners LP (The “Fund”) primarily invests in the Hong Kong equity market with a Greater China focus. 

 The Fund invests in China-related companies which involve certain risks not typically associated with investment in more developed markets, such as greater political, tax, economic, foreign exchange, liquidity 

and regulatory risks. 

 The Fund is also subject to concentration risk due to its concentration in Hong Kong, particularly China-related companies. The value of the Fund can be extremely volatile and could go down substantially within a 

short period of time. It is possible that a substantial value of your investment could be lost. 

 You should not make investment decision on the basis of this material alone. Please read the explanatory private placement memorandum for details and risk factors. 

**Index Descriptions: The Hang Seng Indexes are a widely recognized capitalization-weighted indexes that measures the 
performance of the three largest-capitalization sectors of the Hong Kong stock market in descending order.  The Hang Seng Index 
measures the largest 52 market capitalized listed companies in Hong Kong’s stock market.  The Hang Seng Mid Cap Index 
represents the next 193 largest capitalized listed companies, the Hang Seng Small Cap Index represents the next 187 largest 
capitalized listed companies in Hong Kong. 
The MSCI HK Small Cap Index is a free float-adjusted market cap weighted index designed to measure the performance of small 
cap equity securities in the bottom 15% of equity market capitalization in Hong Kong. With 69 constituents, the index represents 
approximately 14% of the free float-adjusted market capitalization of the Hong Kong equity universe. 
The Hong Kong Partners LP (HKP) is benchmark agnostic and its corresponding portfolio may have significant noncorrelation to any 
index.  The portfolios may invest in all sectors (within and/or on other stock markets) and the composition of securities in the 
portfolio may change periodically depending on market conditions at the time.  Securities in the portfolio will not match those in any 
index.  
Index returns are generally provided as an overall market indicator. You cannot invest directly in an index. Although reinvestment of 
dividend and interest payments is assumed, no expenses are netted against an index’s returns. Index performance information was 
furnished by sources deemed reliable and is believed to be accurate, however, no warranty or representation is made as to the 
accuracy thereof and the information is subject to correction. 
Before investing you should carefully consider the Partnership’s investment objectives, risks, charges and expenses. This and other 
information are in the prospectus, a copy for Accredited Investors may be obtained by inquiring to info@south-ocean.com.  Please 
read the prospectus carefully before you invest. 
The principal risks of investing in HKP: Equity Securities Risk. The value of the equity securities the Fund holds may fall due to 
general market and economic conditions.  Foreign Securities Risk. Investments in the securities of foreign issuers involve risks 
beyond those associated with investments in U.S. securities. Industrials Sector Risk. Companies in the industrials sector may be 
adversely affected by changes in government regulation, world events, economic conditions, environmental damages, product 
liability claims and exchange rates.  Consumer Discretionary Risk. Companies in this sector may be adversely impacted by changes 
in domestic/international economies, exchange/interest rates, social trends and consumer preferences. Information Technology 
Sector Risk. Information technology companies face intense competition, both domestically and internationally, which may have an 
adverse effect on profit margins. Detailed information regarding the specific risks of Hong Kong Partners LP can be found in the 
prospectus. Additional risks of investing in HKP include equity, market, management and non-diversification risks, as well as 
fluctuations in market value and NAV. An investment in a private limited partnership is subject to risks and you can lose money on 
your investment in the limited partnership.  
There can be no assurance that HKP will achieve its investment objective. The LP’s portfolio is more volatile than broad market 
averages. Shares of HKP cannot be bought or sold publicly, there is no active market in the Units and there are restrictions imposed 
on Limited Partnership unit transfers.  Partnership redemptions are handled by Authorized Administrators of the Partnership.   


