
June 22, 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: 

May 2020 Year-to-date 

-5.5% -26.1%
-7.1% -18.5%
-2.3% -8.6%

Hong Kong Partners LP*          
Hang Seng Index** 
Hang Seng Small Cap Index 
MSCI HK Small Cap Index -2.8% -19.7%

Partners’ NAV $1.9131 after management fee and provisions, but before annual incentive fees of 15% on appreciation. 

Hong Kong was under pressure in May as two gorillas (US and China) escalated their 
fight.  First, China instituted an anti-sedition act (Security Law) into Hong Kong and 
second, the month ended with the US declaration of negating Hong Kong’s free trading 
status (which should have little economic impact as most of Hong Kong’s manufacturing 
base shifted to China decades ago).  Those stunning movements/statements, though, 
unnerved investors.  We didn’t escape the downturn last month with our small/mid cap, 
Hong Kong-listed holdings of leading companies geared towards China. 

Analysts have recently made blanket cuts to this year’s pandemic-hit estimated earnings, 
further depressing sentiment. These cuts, though not unexpected, probably were mandated 
across the board by heads of research even though the companies themselves probably 
couldn’t give much guidance for the year’s results either. 

Hong Kong’s Hang Seng Index fell sharply after the surprising Security Law 
announcement on May 22 (more here) to a level of 9.6x next year’s already dampened 
earnings outlook.  Since that announcement, though, the blue-chip index has rallied 1,800 
points (as of today’s writing) and remains very cheap.  Historically, the Hang Seng Index 
has averaged 14x earnings (with a high reading of ~26 times in 2007).  Another way to 
view this relationship is at 14 times next year’s estimates, the Index would advance ~9,000 
points from today’s levels (or 36% higher). 

That much higher valuation is not based on heroic assumptions.  Consider several positive 
factors: 

China’s policy makers have recently strengthened market and State-Owned-Enterprise 
reforms along with direct stimulus to small and medium sized firms (background on 
China's new infrastructure initiative can be viewed here.) 



 
 

China was the first country to head into economic lockdown this winter when the 
pandemic hit, and is the first country witnessing a rebound.  In fact, according to the 
International Monetary Fund ("IMF"), China's economy is expected to post positive 
numbers this year with growth of 1.2% (versus negative 3% for the rest of the world) and a 
surge of >9% growth in 2021. Those expectations would make China the best performer 
among major economies.   

There are very low levels of US and global investor participation in the China/Hong Kong 
markets. 

A recent Bank of America Global Fund Manager Survey found the most crowded trade of 
the 200 managers surveyed was US Treasuries, US tech & growth stocks.  A net 44% of 
investors, though, are beginning to allocate to Emerging Market equities (up from net 18% 
underweight in March).  This is the highest allocation in five years as a record number of 
investors (net 83%) find U.S. stocks to be overvalued (near 17-year highs).   

 

 

One indicator of undervalued/overvalued markets is advocated by Warren Buffett.  He 
likes to compare the total value of stocks to the total Gross National Product of a country.  
Credit Suisse compared the US versus China in the following chart: 

 



 
 

 

China stocks are significantly cheaper, both absolutely and relatively, using this indicator. 

A study revealed that U.S. investors are an immaterial source of financing for Chinese 
companies, accounting for less than 5 percent of the entire market cap of all Chinese 
companies (which is around US$ 11 trillion). That sum includes the market cap of both 
those listed inside and outside of China. 

It is likely both foreign and domestic institutions (especially underweighted US firms) will 
be raising their capital allocations to the region.  The 2021 estimated price-to-earnings ratio 
of 10.3 times for the Hang Seng Index is the lowest among major markets in the world, 
compared to 20 times for S&P 500, and 15.7 times for Europe’s Euro Stoxx 50 index.  

We have remained guarded with our portfolio picks because the range of possible earnings 
outcomes this year are wide and make valuation judgements difficult.  That said, we 
continually screen for opportunities with our proprietary intrinsic value program and found 
one special situation which we began to buy.   

That situation is due to the impending threats to Chinese listings in the US.   

Legislation in the US was introduced to delist Chinese ADRs that don’t conform with U.S. 
accounting regulations (see my Market Message from Montana comments here).  That 
threat may be beneficial to the Hong Kong Stock Exchange (HKEX: code 388hk, HK$ 344 
billion market capitalization, US$ 44 billion) as more China companies seek secondary 
listings nearer home.  HKEX is an A-rated company on our intrinsic value screen, with 
strong fundamentals. Management has reiterated hopes for more China-concept players to 
list in Hong Kong.  Citigroup noted the Hong Kong IPO plans of Chinese concept stocks 
JD.com and NetEase, both being listed in the US.  Should Hong Kong’s stock exchange 
gain more listings, mainland Chinese investors would also have access to investing in their 
country’s best companies through the Shanghai and Shenzhen stock connect programs. 



 
 

We own leading companies with solid balance sheets and earnings outlooks that should 
grow stronger once world economies revive.  Our portfolios are cheap and sell at only 6.2 
times (weighted average) projected 2021 consensus estimates. 

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.   

 

 

 

 

 


