
November 17, 2016 

Dear Clients, Partners, and Friends, 

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

Sep 2016 Year-to-date 

-1.6% - 4.6%
1.4% 6.3%

Hong Kong Partners LP *     
Hang Seng Index **
Hang Seng Small Cap Index 1.3% -5.5%

Partners’ NAV $2.8698 after management fee and provisions, but before annual incentive fees of 15% on appreciation. 

The third quarter results of Hong Kong Partners LP was x% vs y% for HSI 
and Z% for hang seng small cap index.  The property sector of the large cap 
hang seng index was the primary driver, up 15% (we own no Hong Kong 
property shares).  We own small/mid-sized companies doing business in 
China that are listed in Hong Kong. 

We invest using our proprietary intrinsic value screening method (Banquet 
System) that provides a maximum price to pay for quality companies listed in 
Hong Kong.  For example, we own a low-cost, leading solar glass 
manufacturer and solar farm owner/operator, Xinyi Solar (code 968hk, market 
cap HK$19.3 billion, US$2.5 billion).  Xinyi Solar is an A-rated company on 
our Banquet System, with a strong track record; cashflow from operations has 
grown every year for the past 5 years, return on equity is high at 30.4% and 
debt levels are quite manageable (net gearing is 51.5%).  For the six months 
ending June, 2016, revenues increased 54.6%, net profit grew 85.7% and 
earnings per share grew 75.3%.  

We visited the company recently and heard a positive outlook through next 
year, for both solar glass and solar farm operations (China, with one quarter 
of installed solar power globally, has been reducing supportive subsidies for 
its solar industry as solar farm construction costs decline).  The shares sell at 
just 10 times this year’s expected earnings, and 7.7 times next year’s 
estimates. 



 
 

Our largest holding, leading smartphone metal casing manufacturer, Tongda 
Holdings Limited (code 698hk, market cap HK$11 billion, US$1.4 billion) 
reported profit attributable to owners of the company for the first six months 
ended June 30, 2016 was HK$380.1 million (US$49 million), or HK$6.13 
cents per diluted share, compared to HK$294.2 million (US$38.0 million), or 
HK$5.28 cents per diluted share, for the same period ended June 30, 2015. 

Revenues increased to HK$3.2 billion (US$418 million) compared to HK$2.9 
billion (US$371 million) for the 6-month period.  The share price has 
performed well this year, increasing 38% during the first nine months.  We 
took partial profits in the rise, selling ~20% of the total holding, with the 
shares now selling at 11.3 times this year’s estimated earnings and 10.0 times 
next year. 

(According to reviews, iPhone 7’s best new feature is it is waterproof (The 
iPhone 7's best new feature is water resistance).  Tongda supplies waterproof 
o-rings/ LSR (liquid silicone rubber) to Apple's iPhone 7 and may potentially 
supply other component parts to Apple's iPhone 7s or iPhone 8).   

China State Construction Int’l Holdings (code 3311hk, market cap HK$46 
billion, US$6 billion), an A-rated company, became attractively priced on our 
screen after a disappointing interim report this summer. 
 
We visited the company to further understand its business and future outlook.   
 
Construction project delays in China were unexpected as China’s anti-
corruption clampdown lengthened the signing times of new PPP (Public, 
Private Partnership) projects.  The company has enjoyed superior returns on 
equity (ROE at 20.3%) and exceptional margins (the company ‘cut-its-teeth’ 
in Hong Kong’s highly competitive construction sector after entering the 
market in the late 70’s).  Today, its ‘parent’ company (State-owned, China 
State Construction Engineering, listed in Shanghai) sources highly profitable 
construction projects on the mainland for its 62%-owned Hong Kong-listed 
subsidiary.   
 
Earnings are expected to continue to grow at 20% annually on China 
construction projects (locally, CSCI has been involved in the construction of, 
to name a few, the Hong Kong/Macau bridge, across the Pearl River, and 
construction of MGM’s Macau new Cotai strip casino).  After reporting net 
income and earnings per share growth of 20% for the interim, we started 
buying the shares at 10 times trailing earnings (versus historic multiples of 
15-20 times). 



 
 

 
In review, during the first two months this year, China skeptics were out in 
force; 

SocGen claims China is only months away from burning through its currency reserves  

Published: Feb 4, 2016 1:47 p.m. ET 

Beijing may be forced to float the yuan within six months! 

China is burning through its foreign-currency reserves at such a blistering 
pace that the country will run down its cushion in a few months, forcing the 
government to wave the white flag and float the yuan, says Société 
Générale global strategist Albert Edwards. 

“The market remains content that massive firepower remains to support 
the renminbi. It does not,” Edwards said with confidence. 
http://www.marketwatch.com/story/socgen-claims-china-is-only-months-away-from-burning-through-its-
currency-reserves-2016-02-04 

 
At the beginning of this year, perma-bears were on the attack regarding the 
eminent demise of China’s currency.  But, the massive collapse of the 
Chinese Yuan hasn’t come to pass.   

Economists, in fact, have been worried about China’s economy for many 
years now.   

 
Three more headlines on China: 
  

China’s Economy Slowed a Bit in the 2nd Quarter: 

… Much of the slowdown has been deliberately engineered by the authorities in 
Beijing, who have over the last year gradually tightened the spigot on the ample 
lending that has fueled growth… it underlined how much more moderate China’s 
expansion has become in recent months. 

And, another:  

A very clear explanation of China’s economic woes 

 “One of the biggest economic stories in the world right now is the sharp slowdown 
in China's economy…” 



 
 

And, last one, with rating agency Fitch quoted in this article: 

China heading for unprecented credit bubble implosion  
  

 China’s shadow banking system is out of control and under mounting stress as borrowers 
struggle to roll over short-term debts, Fitch Ratings has warned. The agency said the scale 
of credit was so extreme that the country would find it very hard to grow its way out of the 
excesses as in past episodes, 

All similar captions concerning China’s ‘awful’ slowing growth, but the first 
article was printed July 12, 2011 (5 years ago), the second was from an article 
written in July 2013, 3 years ago, and the Fitch warning was also written three 
years back! 

 
Recently, there have been a few positive assessments on China: 
 
By John Kehoe 

Sept. 15 (Financial Review) -- China's economy has  
received a vote of confidence from improbable believers:  
American investment institutions who have at times expressed  
pessimism about Beijing's ability to orchestrate a soft  
economic landing.  
Amid recent signs the Chinese economy has stabilised at  
least in the short term, the founder of the world's largest  
hedge fund firm, Bridgewater Associates' Ray Dalio, said the  
"idea that it's going to blow up" from a credit bubble was  
"very exaggerated".  
"If you really get to know the economic leaders and  
understand something of their capabilities . . . you'd have to  
say they're highly capable people," said Mr Dalio, who manages  
$US160 billion ($214 billion) and opened an office in Shanghai  
in May.  
"Their bad growth rate is probably going to be twice our  
[US] good growth rate," he said.  
"It's a positive outlook."  

 
Goldman Sachs went overweight on China, as reported on September 17, 
2016: 
 
    ** Cheap liquidity, underweight positioning among funds 
globally and the potential for a pick-up in fixed investments to 



 
 

kickstart growth sees Goldman upgrade offshore China equities to 
"overweight" in their regional Asia portfolio… 
     
As Merrill Lynch reported earlier this year, in a bullish turnaround on 
Emerging Asia, skepticism has been rampant for too long: 
 

Merrill summarizes:  

 
To summarize, we think for Asia and EMs, attractive valuations versus history and 
relative to the world, the revulsion and exhaustion embedded in investor positioning, 
more competitive currencies, controlled capex and better terms of trade are likely to 
drive positive earnings surprises, and a relative re-rating versus global equities. Any 
peak/stabilization in the USD and the likely expansion of dollar liquidity from a rising US 
current account deficit will be immensely helpful to Asia and EMs, as will the continued 
traction of easier Chinese monetary policy. 
 
The time for elegant scepticism and bearishness is over – we have been there for five 
years now. The time to get out of the bunker and off the fence has arrived. The time for 
overweighting Asia/EMs on a strategic basis has arrived. We are at an inflection point 
that is likely to challenge the winners of the past five years and boost the losers. 
 
Doom and gloom prevails while China gets along with its business.   
 
We began the year with 20% sidelined cash that we had held aside since the 
end of July 2015.  When the extreme volatility erupted in the first two months 
this year, we invested the cash in new holdings of stocks whose share prices 
had declined, resulting in just 5.5% cash holding by the end of February.   



 
 

 
Today, we have cash holdings of ~15% (of total portfolio value), ready to 
employ when any bargains show up through our value screening process. 
 
Bearish headlines, from a contrarian’s point of view, can be a good omen:  
years of selling and neglect are what’s needed before any major bull market 
and future advances can be substantiated.   
 
Thanks for investing alongside our own investment here in Hong Kong. 

Sincerely, 
 
Brook McConnell  
President   
Email: brook@south-ocean.com Website: www.south-ocean.com  
Hong Kong 

 
 



*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.   


