
January 16, 2019 

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 2018 Year-to-date 

-4.2 % -24.4%
-2.5% -13.6%
-4.7% -17.3%
-5.6% -29.8 %

Hong Kong Partners LP *     
Hang Seng Index **
Hang Seng Small Cap Index 
MSCI HK Small Cap Index 
HS Mid Cap Index -4.8% -24.0%

Partners’ NAV $2.442 after management fee and provisions, but before annual incentive fees of 15% on appreciation. 

In the fourth quarter of 2018, we added a few new holdings to our portfolios of small/mid 
cap, Hong Kong-listed stocks of companies with operations in China.  There are some 
compelling values appearing after the recent global stock market declines.  Notably, Hong 
Kong stocks didn’t decline as much as US markets in last quarter’s extreme sell-off: 

4Q 2018 
S&P 500 -14.0%
Hang Seng -7.0%
Midcap -9.7%
HK Partners -8.0%

This resilience perhaps indicates a bottoming for share prices in Hong Kong.  Certainly, 
Hong Kong-listed stocks are not expensive, especially when compared to US valuations. 

More thoughts on Hong Kong and our portfolios below. 

Sincerely, 

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



 
 

There has been a massive dichotomy of the investing world as is depicted in the following 
chart.  Emerging Markets have retreated as the S&P 500 ascended, which is abnormal:   
 
 
 
 

 
 
This analogy has coexisted in the low inflation, low interest rate environment that has 
persisted since the 2008 credit crisis.  Investors have sought high growth, US dollar-based 
assets almost to the exclusion of all other asset classes (for instance, value-oriented and 
overseas diversification investing strategies have both not performed).   
 
The out-performance of US equity markets has been all the more extraordinary because it 
has been the ‘most hated’ bull market ever.  Stocks have climbed despite repeated 
doomsday prognostications:   



 
 

 
 
 
The chart above, taken from an article by Tony Robbins (yes, the self-help guru) relates to 
11 calls for a market crash in the US since 2012, and what happened thereafter.   
 
 ‘Meltdown’ headlines in Hong Kong are similar today, especially after last quarter’s brutal 
correction, such as this recent one (SCMP, Jan 3):  
 
US, China on path to ‘disaster' - plus other trade war insights. 
 
These prognosticators seem to also get repeat print/media space as well, even after their 
calls are found incorrect (perhaps apocalyptic headlines just sell better).   As Warren 
Buffett once quipped: “Forecasts may tell you a great deal about the forecaster; they tell 
you nothing about the future.”   
 
For certain, Hong Kong’s shares have been under pressure ever since the tariff/trade war 
talk between the US and China began.  The tit-for-tat between the two countries has been 
worrisome for investors and businesses because it’s also complex. 
 
For instance, China is the world's biggest auto market but most U.S.-branded vehicles sold 
on the mainland are manufactured in Chinese factories.  BMW, who ships more vehicles to 
China from the US than its US rivals, shipped nearly 107,000 SUVs made last year in its 
South Carolina factory. 
 
Its sometimes strange and confusing how all these tariff talks work!   
 



 
 

China has drafted new foreign investment laws, which includes a ban on compulsory 
technology transfers from foreign companies and on Chinese government intervention in 
foreign companies’ normal business operations.  If enacted, the Beijing-initiated proposals 
should alleviate some US trade concerns and attract more foreign investment into China. 
https://www.scmp.com/comment/insight-opinion/world/article/2180171/chinas-thriving-bonds-plus-hopes-investment-reform 

 
The other concern for Hong Kong investors is the slowdown in China’s economy.  US 
bank Goldman Sachs has noted, “Chinese policymakers are making efforts to boost credit 
growth and fiscal activity,” such as tax cuts and easing lending requirements.  China could 
accelerate its reform activities, a move many small and medium sized private PRC 
companies are, ironically, cheering the Trump administration for pushing Beijing faster.  
The State Council recently announced a RMB600bn (US$89 billion) tax cut for small 
enterprises over the next 3 years. 
 
Though the slowdown in China is of concern, there are reasons to believe and have 
confidence that the challenges are manageable. 
 
The markets have likely priced in much of the concerns.  This year’s estimates for the 
Hong Kong small cap and mid cap indexes are categorized in the two following charts: 

 
 



 
 

 
 
The mid cap index sells at 9.6 times and the small cap at 10.4 times.  Not expensive. 
 
For the Blue-Chip Hang Seng Index, we use the price-to-book ratio as a more indicative 
measurement of value because a majority of the constituents in the index are asset-plays 
(real estate and financials).  The price-to-book ratio, which has averaged 1.72 times over 
past 15 years, is at a 27% discount today, selling at 1.26x: 
 

 
 
The ratio today for the main index is as low as during the lows in the 2008 Financial Crisis.  
Hong Kong is a long way from its normal valuation. 
 
Our work is focused on evaluating un-discovered, overlooked and/or under-researched 
values in the small and mid-cap sectors of Hong Kong’s bourse. We have developed 
fundamental, intrinsic value screens to analyze out of favor stocks to own where we 
believe the risk/gain features are favorable.    
 



 
 

One position we started buying last quarter was software design firm Kingsoft (code 
3888hk, market cap HK$18.1 billion, US$2.3 billion).  Kingsoft is the leading PC/mobile 
games creator, the largest cloud service provider and a top office software designer (WPS 
is a leading office software productivity suite for PCs).  Because of a China policy 
implemented in the first half of 2018 delaying release of new video games, the earnings of 
Kingsoft have suffered, as well as its stock price.  The shares traded one year ago at 
$30/share and have since plunged to a multi-year low of $13.  
 
Our Peter Lynch valuation system uses the lowest 5-year annual price-earnings multiple 
(of 19.5) times annual earnings (green line) as compared to the stock price (red line): 
 
 

 
 
Kingsoft’s share price is selling below, or at a discount from its fair value (on earnings) 
and is attractive on our screens.  Kingsoft’s cloud services and WPS businesses are 
growing strongly.  China blames the country's widespread myopia among children on 
playing video games, yet should China begin allowing new game releases to gamer-hungry 
China fans (Kingsoft has 3.5 million active monthly gamers in the PRC, a country with 
close to 600 million gamers in total), earnings should recover swiftly. 
 
We began buying leading environmental development firm, China Everbright International 
(code 257hk, market cap HK$47.5 billion, US$ 6.1 billion) after a rights issue raised 
HK$9.5 billion/US$1.2 billion in September 2018. The company constructs waste-to-
energy power plants, methane-to-energy power plants and sludge treatment projects.  Its 
Environmental Water Projects division is involved in waste water treatment plants and its 
Greentech Projects segment includes industrial solid waste treatment and wind power 
projects.   
 



 
 

 
The company has ~HK$19 billion in cash after the equity financing and HK$14.3bn of un-
utilized banking facilities (or ~$5.5/share), a sizeable war chest for future environmental 
projects.  After the rights issue and share price decline, China Everbright International now 
sells at 8.8 times 2019 expected earnings, down from its historic price to earnings ratio 
average of 22.4 times.   
 
Our long time, core holding in leading water recycling firm Beijing Enterprise Water (code 
371hk, market cap HK$39.2 billion, US$5.1 billion) looks cheap on our Peter Lynch 
analysis.  The green earnings per share line uses BEWG’s lowest average annual price-
earnings multiple over the last five years of 14.2 times:  

 
Net income has compounded 29% annually over the last 5 years.  Management has stated 
it sees 20+% continued growth this year.  The shares sell at 7.4 times estimated 2019 
earnings.   
 
Buying growth stocks when the red share price line (as seen in the charts above) falls 
below the green earnings line typically rewards patient investors handsomely. 



 
 

A last note regarding the 4th quarter 2018 US stock market collapse.   
 
An article By Ben Carlson Dec 26, 2018 in MarketWatch, was entitled: Here’s how the 
stock market has fared after similarly brutal losses in a quarter.  Carlson proclaimed;  
 
History’s encouraging lesson: take the long view. 
 

…the history of stock market performance shows that the longer you extend your 
time horizon, the higher the probability you have of seeing gains. This relationship 
seems to hold following a big down quarter in stocks… 
 
Just for the fun of it, let’s take a look at this data ex-1930s, under the assumption 
we don’t go into another depression: 

 
In other words, it’s probably not wise to become too pessimistic and panic (though it’s 
especially hard to do when there is a precipitous fall in prices and the blaring news reports 
are earsplitting).   
 
With all the market crash calls and nail biting, we are finding some compelling values 
today in Hong Kong.  Our weighted average portfolio price earnings ratio stands at 6.1 
times estimated 2018 earnings (to be reported in March) and 5.5 times 2019 estimates. 
 
We are optimistic about the outlook for the year ahead. 
 
Brook McConnell   
President 
South Ocean Management, Ltd.  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.   


