
January 18, 2017 

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: 

Dec 2016 Year-to-date 

- 4.9% -0.7%
- 3.5% 0.4%
- 4.9% - 8.2%

Hong Kong Partners LP*      
Hang Seng Index **
Hang Seng Small Cap Index 
MSCI HK Small Cap Index - 4.9% -10.7%

Partners’ NAV $2.9852 after management fee and provisions, but before annual incentive fees of 15% on appreciation. 

“Far more money has been lost by investors preparing for corrections, or 
trying to anticipate corrections, than has been lost in corrections 

themselves.” 

-Peter Lynch quote, lifted from Tony Robbins’ Money: Master the Game, 2016 Edition, p. 357

Our portfolios of Hong Kong-listed small/mid cap holdings of companies benefiting from 
operations in China were buffeted in 2016’s volatile stock markets.  Our 4 year results, 
since incorporating our Warren Buffet-like intrinsic value system, were outstanding: 



 
 

Past results are no guarantee of future returns. 
 
Our Hong Kong Partners LP gained 19.0% (net, after fees) versus the broad MSCI Hong 
Kong Small Cap Index return of negative 21.5%. 
 
Before implementing our Banquet System investment process, we held many Hong Kong-
listed micro-cap stocks with absolute low P/Es relative to expected growth.  These Hong 
Kong-based companies began moving their operations in the early 90s to their mother land 
and tended to be smaller enterprises (many with free floats of less than US$50mn).  Their 
business models were difficult to manage in those early years as China was just opening 
up.  Many were OEM/export-oriented companies, constantly battered by rising cost and 
pricing pressures.  As tens of thousands of factories sprung up in China, these companies’ 
stocks often became neglected names not long after listing.   
 
Our new focus is owning more liquid (average market cap of US$1 billion) companies 
with proven historic metrics and reasonable growth prospects.  Because Hong Kong is a 
relatively inefficient market, we have a greater opportunity to outperform using this 
disciplined model.  Factors such as regulator/exchange control deficiencies, liquidity 
constraints, opaque reporting, concentrated/intermittent foreign fund flows, long reporting 
periods, all contribute to mispricing of stocks.  This gives us an edge. 
 
In December, last month, the Hong Kong stock market witnessed sharp profit taking, 
triggered by the selloff in the Chinese Yuan (discussed below).  For instance, 
PC/smartphone casing manufacturer Tongda Holdings (code 698hk, market cap HK$12 
billion, US$1.5 billion), our largest holding, retraced 50% of its 52-week low-to-high gains 
in the first two weeks during December.  That much of a corrective action is normal, and 
the shares have stabilized at higher prices since the sudden sell-off.  
 
Tongda is a quality company, receiving an A rating on our Banquet System screen for its 
stellar fundamentals.  The company continues to see its business expanding rapidly.  It 
reported its third quarter 2016 sales growth rate had accelerated 49.1% to HK$2.15 billion 
(US$277 million).  Improving sales to its higher margin, top-end smartphone clients rose 
157%. 
 
An expected listing of Tongda’s PC casing division this year should unlock the holding 
company discount.  Cellular 5G rollout will bring a plethora of new smartphones to 
market.  With expected eps growth in 2017 of 18%, the shares, which sell at a discount 
valuation to peers, are valued at just 12.5x this year’s expected earnings. 
 
We own cheap holdings of leading renewable/environmental companies, which is a sector 
we find attractive.  Beijing today is choking in air pollution.  President Xi has called war 
on pollution.   
 
China plans massive investment in clean and renewable energy to battle for clearer skies. 
This mammoth investment should amount to CNY 2.5 trillion (US$$360 billion), 
according to the energy development plan for the 13th Five-Year Plan (2016-2020). The 
country has set annual targets of clean and renewable-energy consumption, with installed 
renewable-power capacity covering wind, solar, hydro and nuclear power accounting for 
50% of new-electricity-generation capacity by 2020.  Incredibly, all of that investment is 



 
 

planned to be spent by 2020!  — China is on pace to spend $90 billion yearly on 
renewables, starting this year. 
 
We see continued improvement in this sector on a longer-term outlook:  
 

 
 
As 2016 came to a close, Emerging Market equities fell more than 6.5 per cent after the US 
election, compared with a 6.1 per cent rise in the US S&P 500 index, almost entirely due to 
the strong US$.   
 
The Chinese Yuan weakened against the US Dollar (trending down from under ~6.5 Yuan 
to 6.94 Yuan to the dollar), and was noticeably weak after the November elections… 

 
 
…as the US Dollar Index rose; 



 
 

 
 
And even though the Chinese Yuan actually gained versus the Euro after the Trump 
Presidential win… 

 
 
…it was the weakening against the strong US$ that triggered selling in Hong Kong stocks 
during December.  The RMB declined to ~6.95 per dollar, or 7% lower from 6.5 at the 
start of 2016.  
 
Contrary to public assumptions, China has been trying to strengthen the Yuan in recent 
weeks, not weaken it; 
 



 
 

Over the last three years, while the yuan has fallen 13 per cent against the US 
dollar, the Canadian dollar has fallen 20 per cent, the British pound has dropped 
21 per cent, and the euro has slumped 24 per cent. In other words what we have 
seen is not broad-based yuan weakness, but US dollar strength. In fact, over the 
last six months, the yuan has remained stable against the People’s Bank of China’s 
(PBOC) reference basket of currencies. 

SCMP Jan 8 http://www.scmp.com/week-asia/business/article/2059652/why-you-shouldnt-
believe-horror-stories-about-chinas-economy 
 

 
As Yuan is converted into a foreign currency, it puts pressure on the value of the currency.  
The markets worry that as the USD strengthens and China’s economy slows, more and 



 
 

more Chinese will send their money abroad, further exacerbating that trend.  In fact, 
Chinese individuals are allowed to buy US$50,000 in foreign exchange each year, and 
every January their quota resets. Some worry ordinary Chinese people will be the next 
depressant to the Yuan, cramming banks to convert yuan to dollars in the new year.  
 
These worry worts over-react; Mr. and Mrs. Zhou are still happy with their Yuan in the 
bank (household bank deposits amount to ~US$8.6 trillion in China today and are 
growing).  Most Yuan conversion is by State-Owned Enterprises’ in their merger and 
acquisition activities oversees. 
 
Starting on January 1, the Chinese State Administration of Foreign Exchange has again 
changed to a new, broader basket of global currencies to benchmark the yuan's value. The 
change will have the effect of reducing the impact of the U.S. dollar on the official 
valuation.   
 
The Yuan rebounded sharply after the news. 
 
For all of last year, the Shanghai stock market ended down 12%.  We don’t own any 
mainland-traded A-shares, but China’s ‘health’ is important to Hong Kong.  The mainland 
markets declined even as economic indicators were strengthening, as we’ve pointed out 
several times last year.   
 
Recently, the Caixin Purchasing Managers Index figures were strong (PMI Services @ 
53.4, strongest in 17mths & PMI Composite @ 53.5, strongest in 17mths).  The producer 
price index (PPI), closely correlated with corporate profits, recovered to 0.1% in 
September 2016, ending a record of continual declines that lasted 54 months.  This 
indicates a new underpinning to China’s reform policies. 
 
Furthermore, supply-side reform and SOE reform are both having an effect on the 
profitability of traditional Mainland industries.  Rising sales and rising margins will lead to 
rising profits for Mainland companies, in a market where valuations are inexpensive.   
 
Two charts from DB show this improvement: 

 
 
We could be at the early stages of a turn-around for China-oriented stocks. 



 
 

 
Many analysts have criticized China for its heavy, ‘over-investment’ program in 
infrastructure and blame the money spent as a ‘weakness’ to grow its economy.  Yet, 
investment has had to be large given that the economy has had to do a great deal of 
“catching up” compared to the more mature economies of the West.   
 

 
 
As former Premier Zhou Rongji once remarked, “I don’t mind spending a dollar today 
(towards infrastructure) to get three dollars return in the future”.  Chinese investment in 
modernization, technology and new infrastructure is the groundwork for productivity 
growth and dividends down the road.  
33 giant Chinese infrastructure projects that are reshaping the world 
 
Transportation infrastructure investment has been a driving force in China.  The Chinese 
government plans to expand the high-speed, rail network to 30,000 kilometers (18,600 
miles) by 2020.  It would connect more than 80 percent of China's major cities, cutting 
some travel times to 11 hours from 35 hours.   
 
That’s a huge improvement! 
 
Modern transportation facilities are being built throughout the country.  Author Thomas 
Friedman once quipped that leaving JFK airport for Shanghai was like departing from the 
Flintstones and arriving at the Jetsons.  As an aside, after you land in Shanghai, you can 
board a high-speed Maglev train that whips you half way to the city.   
 
The speedometer in the cabin reads 431km/hour…  



 
 

 
… the fastest I’ve traveled on earth. 
 
This is not to play down numerous cyclical headwinds facing China today, such as recent 
policy tightening to cool the property market.  However, the bullish longer term outlook 
remains intact.  China’s transition to a consumer, service-oriented economy is developing 
fast today.   
 
An often understated, yet important trend, is the Middle Kingdom’s growing middle class;   

In 2012, the 18th National Congress of the Communist Party of China (CPC) 
declared that it would target a full doubling of GDP and per capita income from 
2010 to 2020 to build a prosperous middle-income society. To achieve this goal, 
China needs to continuously expand its middle-income class to achieve its target of 
more than 40% of the total population (approximately 600mn people) by 2020, up 
from approximately 23% (300mn people) today.  

Rising disposable income spurs ongoing development of consumer service industries 
which, in turn, contributes substantially to overall growth of GDP. 
 
2016 was a tumultous year in which our portfolios started with a 15% decline in the first 
two months (due to a Fed rate hike, collapsing oil prices and Yuan weakness).  We 
fortunately invested sidelined cash into the sell-off and, by November, we attained positive 
single digit gains, outperforming our small cap benchmarks.  December’s trading pulled 
our year-end performance back to flat for the year (as explained above).   
 
From another perspective on Hong Kong’s market action, its intriquing to look back at 
similar periods that ‘ryhme’ in some ways with today.   
 
For instance, the following chart depicts what happened when the Dow Jones Average hit a 
major bottom in 1982, after trading flat for years… 



 
 

 
The Dow exploded and never looked back when that bottom was reached.   
 
It was a time that nobody loved stocks.  A BusinessWeek cover article exemplified the 
antipathy and was entitled, “The Death of Equities.” 
 
Expectations today for Hong Kong stocks are also extremely low, as was the case in the 
US in 1982.  There are daily articles in the financial media about the imminent demise of 
China, which has driven Institutional fund managers to be 55% underweight the region, 
and retail investors almost totally absent. 
 
These similar conditions are conducive for a similar explosive re-rating, which might 
produce something like the following chart for the Hang Seng Index…  



 
 

 
 
That 5-year target return would render the Hang Seng Index at 65,000 versus 22,000 today. 
 
The explosive ‘82 Dow Jones rally came when no one expected it.  Similarly, no one 
expects much from Hong Kong stocks today as the Blue-Chip Index sells at 12 times 
trailing earnings and 9.9 times 2017 estimates, at the bottom end of its 30 year average PE 
range. 
 
As Peter Lynch, rightly notes, you lose more waiting around for all the worries to be 
alleviated than investing in cheap, undervalued equities and markets.  

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.   


