
January 15, 2020 

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. 2019 Year-to-date 

     8.5%     1.2% 
     7.0%     0.9% 
   5.8% -5.5%
  3.4% -7.5%

Hong Kong Partners LP*          
Hang Seng Index **
Hang Seng Small Cap Index 
MSCI HK Small Cap Index 
HS Mid Cap Index      7.3% 3.9%

Partners’ NAV $2.5883 after management fee and provisions, but before annual incentive fees of 15% on appreciation. 

“You lose more waiting around for all the worries to be alleviated than 
investing in cheap, undervalued equities and markets.” 

Peter Lynch, Magellan Fund 

Hong Kong stocks gained in December after the Phase-1 Trade agreement 
between China and the US was announced.  The deal is to be signed soon.  
Our portfolios of small/mid cap stocks with earnings geared towards China 
rose sharply after the announced Trade War truce.   

We were too conservative and raised cash levels with our portfolios in late 
January last year, a bit early, as Hong Kong and world stock markets kept 
moving higher throughout the first quarter. We missed some of the February 
through April market gains but regained full investment exposure after the 
sudden correction in May. The decline was fortuitous as our concentrated 
portfolios in the second half of 2019, six months from June, gained 6.0% vs 
negative 1.2% for the Hang Seng Index. 

The headwinds dampening returns in Hong Kong’s stock market in 2019 have 
lessened recently.  There are reasons to be optimistic about the coming year.  
The Trade War fears have receded, the US Federal Reserve is on hold with 
interest rate increases, growth is stabilizing now in China and negative 



 
 

investor sentiment, which was at rock bottom, is diminishing.  China is 
reducing interest rates and targeting tax cuts to stimulate its economy.   

We’ve attempted to outline these and other positives in the following section.   

Sincerely, 

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

As a restatement, we own listed company shares in Hong Kong yet our 
holdings are largely not impacted by the continued and unfortunate protests 
that have hugely affected the city-state. 

Our focus is on the continual and exceptional growth of China. 

As noted last month, China’s manufacturing and service sectors started 
expanding in November.  As further reported in the SCMP on Jan 1: 

China’s economic performance shows signs of picking up. Data 
released on Friday by China’s National Bureau of Statistics revealed a 
significant improvement in profitability at industrial enterprises in 
November, with combined profits increasing 5.4 per cent, year on year. 

That was quite a turnaround from the annualised fall of 9.9 per cent in 
October; more remarkably, the November improvement predated the 
December news of the phase one trade deal with the United States. 

https://www.scmp.com/comment/opinion/article/3043967/phase-one-trade-deal-chinas-economic-fortunes-look-more-rosy-
2020 

With the pending trade war agreement to rollback tariffs, the expectant 
negative impact on China’s economy should alleviate.  China’s factory 
owners and their international clients might feel much relief and improved 
optimism going forward. 

The PRC is also making efforts to fire up things with the PBOC announcing 
further cuts in the reserve ratio.  The cut is projected to release another $114.9 
billion in funds into the banking system.  As described in the SCMP: 

That's a major move. But this is just one tool that China is using to 
boost the economy... 



 
 

China also announced $289 billion worth of personal and business tax 
cuts in 2019. Again, that's a lot of cash that can help fuel growth... 
China is also switching its benchmark lending rate – what it calls the 
"loan prime rate." 

This is similar to the benchmark federal funds rate in the U.S. But 
China hasn't moved its benchmark lending rate in a while. The old rate 
has been 4.35% since 2015. The new benchmark rate is currently 
4.15%. And analysts expect this rate could fall further in 2020.   

https://www.cnbc.com/2019/12/27/reuters-america-update-2-china-to-switch-benchmark-for-floating-rate-loans-to-lower-funding-
costs.html 

Not only interest cost reductions, but additional policy measures to ramp up 
investment. 

At the national level, a slower trajectory for overall growth in China in 
recent years has been one of the consequences of Beijing’s desire to 
deleverage the economy and achieve a more sustainable rate of 
economic expansion. That desire remains a key driver of policy but 
there are signs that Beijing is going to ramp up material investment in 
infrastructure in 2020. 

Minister of Transport Li Xiaopeng said last week that China would 
spend almost 2.7 trillion yuan (US$386 billion) on transport 
infrastructure projects in 2020, with 1.8 trillion yuan earmarked for 
roads and waterways, 800 billion yuan for the rail system and 90 
billion yuan for civil aviation. That should fuel a wider boost in the 
Chinese economy. 

https://www.scmp.com/comment/opinion/article/3043967/phase-one-trade-deal-chinas-economic-fortunes-look-more-
rosy-2020 

Consequently, the potential trade turnaround, the recovering economic stats, 
additional reductions in taxes and interest rates along with structural spending 
programs, all point to substantial improvements in the coming months. 

This is all arriving to a stock market that is not expensive.   

A few charts to illustrate the attractiveness of Hong Kong stocks today. 

Since late August, the Chinese Yuan has been strengthening:   



 
 

 

Analysts have been predicting a weakening of the US dollar for the past two 
years or more.  The chart above is the Chinese versus US dollar trading rate 
last year.  A stronger Yuan is beneficial for companies that have expenses 
denominated in the Chinese currency.   

Hong Kong is a cheap market: 

 



 
 

A longer-term view shows the Hang Seng Index Price-to-Earnings ratio is 
below its historic trend: 

 

The PE ratio is near the bottom of its historic range of trading since 1980.  
There’s little optimism in Hong Kong today.  There has been less retail 
investor speculative interest in the share market in recent years which will 
likely change with an advancing market.   

China shares traded in Hong Kong looked to have bottomed as depicted in the 
China H-share Index: 

 



 
 

For a perspective, the advance of the China H share Index has twice been 
arrested, once by the speculative, heavily margined 2015 market collapse and 
then with the trade wars since the election of President Trump: 

 

The China H-share Index has the potential for a tremendous move upwards 
and today is clearly cheap by numerous valuation measures: 

 

China shares look especially cheap relative to US equity valuations: 



 
 

 

Data taken from Refinitiv and Datastream 

Profits are forecast to grow faster and Hong Kong/China shares are 50% 
cheaper.   

Our Hong Kong-listed small/mid cap holdings are all fundamentally strong 
businesses with earnings benefiting from operations in China.  We own 
quality companies that are participating in 5G cellular, cloud development, 
mobile gaming, health care and environmental services... all high growth 
areas in China. 

South Ocean Management’s weighted average portfolio PE on this year’s 
expected earnings is 8.7 times, 1.6 times book value and a 4.1% weighted 
average dividend yield.   

Peter Lynch’s words resonate decisively. 

 
 



*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.   


