July 12, 2022
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:

Jun. 2022
Hong Kong Partners LP*
Hang Seng Index**
Hang Seng Small Cap Index
MSCI HK Small Cap Index
HS Mid Cap Index

1.6%
2.1%
0.8%
-0.5%
2.7%

Year-to-date
-8.9%
-6.6%
-14.8%
-12.4%
-10.8%

Partners’ NAV $2.3541 after management fee and provisions, but before annual incentive fees of 15% on appreciation.
Please refer to footnotes at the end of this commentary for descriptions of the Fundʹs indexes and Fund risk disclosures.

South Ocean Management Ltd. has been investing in small/mid capitalized, Hong Kong‐listed equities in
fundamentally attractive companies with operations in China since our founding 30 years ago.
When we arrived in Hong Kong in 1992, China’s GDP per capita was US$366. In 2020, it was US$10,500‐
a 29‐times growth rate (India over this period has grown from US$316 to only $1,900). The US, for
comparison, has grown from $25,400 GDP/capita to $63,500, or 2.5 times increase.
In 1980, China had no highway system, not one major highway. Today, expressways span 168,000 km
(104,000 mi) and China adds 6,000 km of highway every year. The USA has 48,756 miles of highway
(78,465 km).
In the mid‐90s, a Hong Kong company (Gordon Wu’s Hopewell) built the first toll road, super highway in
China, extending from the Hong Kong border at Shenzhen to Guangzhou (formerly Canton):

Instead of almost a day’s travel time one way, the expressway took just over two hours. Hong Kong
businessmen were astonished they could leave in the morning for a luncheon in Guangzhou and be back
home that evening.
The Chinese are savers. China household savings have grown enormously since our arrival in Hong
Kong:

The USA’s savings rate was enhanced with the Covid‐19 stimulus checks but is measured at a lower rate
than in China:

Chinese savings have increased from US$0.084 trillion to $3.1 trillion. Most of those savings are in bank
accounts (earning very little) with possibly 10% invested in stocks vs 38% in stocks for Americans. China
share prices are below historic valuations and inflation remains low (see further remarks below).
It has been an educational and busy 3 decades. I have witnessed many changes while learning and
observing the immense progress in China. The Middle Kingdom has grown spectacularly, with much
more catching up yet in front of it.
Yours Faithfully,

Brook McConnell
President, South Ocean Management, Ltd. (Est. 1992)
21/F, The Phoenix Building, 23 Luard Road,
Wan Chai, Hong Kong
Tel: +852 2521-0332, Cell +852 9082-7474
Email: brook@south-ocean.com website: www.south‐ocean.com

”Our proprietary investing systems, developed since the early 1990s, capture growth in
China, the fastest growing large economy on earth, by owning intrinsically undervalued
Hong Kong-listed companies.”

South Ocean Management, Ltd. is a fund management company based in Hong Kong. South Ocean has 6 team
members and is registered with the SFC and SEC regulators.

Year to date, Hong Kong’s blue‐chip Hang Seng Index fell 6.1% and the S&P 500 Index had its worst first
half in 52 years, down 19.9%. Hong Kong stocks, as we’ve inscribed in these monthly letters this year,
were already cheap.
In June, our holdings in China‐based material and energy‐related companies (17% of total portfolio
market value) were our portfolio’s most volatile sector. The Hang Seng Materials Index, for instance,
declined 2.5% in June (down 10.2% year‐to‐date):

Collectively, we own upstream mining and material stocks (6 holdings, 8.3% of total value), energy
shares (2 holdings, 4.3%) and Marine, Freight & Logistics Service stocks (4 holdings, 4.4%). These stocks
pulled back sharply in June (along with the rest of the commodity‐related stocks in Hong Kong) as US
interest rate rises moderated on slowing economic growth concerns.

For instance, energy stocks in Hong Kong skidded in June (Hang Seng Energy Index):

We believe commodity‐related shares are relatively cheap. The Refinitiv/CC CRB Excess Return Index
versus the S&P500 is a ratio showing that commodities have continued to fall since 2008 as compared
with stocks.

The relative performance of Refinitiv/CC CRB Excess Return Index vs S&P500. Start date: 1 January 1994. Source: Refinitiv Eikon

We see tight supply for the next several years in the energy/material and commodity‐resource related
industries and remain invested in these cheaply valued sectors.

We don’t own real estate/property development stocks (the fate of many heavily leveraged property
development companies in China is still in the balance) nor do we own any crypto stocks (Bitcoin, for
instance, is down 71% since its Nov 9, 2021 high). Property/finance companies have large weightings in
all of the Hang Seng Indexes (see our April client letter here). We are more interested in owning
companies growing their businesses (and earnings) rather than owning asset plays that are affected by
fluctuations in interest rate or local policy changes.
We are not trying to ‘hug’ any index as our investment strategy is to analyze out of favor, fundamentally
strong enterprises growing in China with good risk to reward ratios. Large cap stocks in Hong Kong are
generally priced to ‘perfection’, are heavily covered by the large bank/brokerage research houses and
seldom offer compelling risk reward valuations, hence our focus on the non‐index, smaller/middle
capitalized sectors trading on the Hong Kong stock exchange. It is here we can screen and find many
inefficiently priced, less liquid stocks that offer compelling risk‐to‐reward opportunities.
We have recently bought 7 holdings totaling 10.3% of total portfolio value in beaten down
Online/Internet/entertainment‐related stocks. We have small positions in this sector, including e‐
commerce leader, Alibaba, search engine for China platform JD.com, and gaming/messaging giant,
Tencent. These purchases were made after substantial declines in the share prices late last year on
investor concerns that Beijing wanted to destroy these mega Internet companies. We believe, in
contrast, China actually wants to showcase these home‐grown companies to the world as the best of
the best. Prime Minister Li Keqiang has even emphasized the importance of these companies in recent
speeches and the strong government support for both the online platform companies and the digital
economy enterprises.
Our 20.1% holding of mainly small cap tech‐related stocks in our Hong Kong Partners LP account
compares to a >30% weighting of technology shares in the large cap Hang Seng Index. This sector
continued to rally in June, as restrictive state regulations on tech giants were eased by Beijing (the Hang
Seng Tech Index rose strongly):

As a comparison, the US Tech ETF continued down over this time period:

Beijing’s reassurance alleviated major concerns of investors, which seems to have ended the extreme
selling pressures on tech‐related stocks. A little good news propelled a number of these washed‐out
names to double digit gains in the second quarter. First half earnings will soon be reported in August.
Our largest (7% position) holding in specialty retailer Giordano received a take‐over offer from its
biggest shareholder. The shares gained 19.4% on the offer news.

To further explain how we position our portfolios to purchase a stock, our reasoning for owning this
deep value security is summarized below.
After the company’s earnings in the first year of Covid lockdowns declined perceptibly, the share price
bottomed in 2020. Of course, it wasn’t known if there was further downside in the shares at the time as
the emergence of the pandemic was still in evidence and repercussions to retail businesses was quite
unsure. In early 2021, the company issued an earnings alert, saying the last year (2020) would report a
loss of between HK$110‐130million.
But this was against an interim loss reported in August 2020 (including impairment) of $175mn. It
appeared that the second half was profitable. From 2014 through 2018, the company was earning 25‐
30 cents eps every year until the social unrest riots hit Hong Kong in 2019 (and then, Covid). Therefore,
on a normalized basis the company’s results could reasonably reach such levels again when the world
returned to ‘normal’.
Importantly, its business generates very high, positive cashflow. Every year, Giordano paid out all its
profit as a dividend, i.e. a dividend of 25‐30 cents in those years.
At a US$2.0 billion market cap and a share price of $1.25 (when we first began analyzing in early 2021),
we conjectured if the earnings returned to 2019 levels, the shares were trading at a discounted 7.4x
price‐to‐earnings multiple (P/E) along with a 12.5% dividend yield.

We further assumed that net cash of HK $1.1billion on the balance sheet was equal to ~$0.69/share
(earning zero return). Subtracting the rest of the shares (or $.60), the ex‐cash stock could be earning
$.20/share somewhere in the next 2‐3 years when the business normalized, or selling at just a 3x ex‐
cash P/E. The shares also sold below tangible book of $1.67/share (which was largely cash).
In the prior 5 years, the shares averaged an annual P/E ratio of 14.0x. The lowest annual P/E ratio over
that period was 12.2x. The green line in this chart is the earnings per share plotted using the lowest P/E
(or, 12.2 times reported earnings per share). The red line represents the share price, which was trading
below the green earnings line, which represents a favorable risk/reward ratio:

Giordano was cheap when we started buying. It is an example of what our analysis, process and
methods encompass at South Ocean. With the takeover offer, though, it is disappointing that there is
only half the return of what we had initially hoped for when we began buying (the $1.88/share offer is
far below the $8 high the shares reached in 2013).
Overall, we have increased exposure to other high‐quality companies that have been beaten down,
which we believe will be resilient in either a high or low inflationary environment that the markets
contend with during the second half of 2022.
A friend shared with us an insightful interview with a retired diplomat, veteran China‐watcher, Chas
Freeman. Freeman made numerous observations about US/China relations and covered subjects
ranging from Ukraine, Taiwan, semiconductors to China’s President Xi and as well as China’s previous
leaders (see link below for the full transcript).
One question he answered concerned the Trump/Biden tariffs implemented against China:

Do you think that the Trump tariff policy worked against China or has it
been ineffective?

There were several vague, incoherent justifications. One was that this would
produce reshoring of industry. That has not happened. The tariffs have been very
good for Vietnam, Mexico and other countries but they have not been good for
the United States. They raised producer and retail prices, contributing to inflation.
They disrupted supply chains in ways that have inconvenienced companies and
forced them to make new investments in places they would never have
considered investing.
So, have they retarded China’s effort to become self-reliant? No, they have not.
They have in fact stimulated and redoubled that effort. So, no. They were a
terrible disaster, misconceived. The people who thought those up were neomercantilists in mentality. Mercantilism and neo-mercantilism are inherently
inefficient. Protectionism may have its uses in some fields, but it is not a path to
competitiveness but a path to inefficiency. And that’s what the result of this has
been.
https://www.weekinchina.com/2022/06/interpretinghistory/?dm&utm_medium=email&utm_campaign=WiC589%2017%20June%202022%20Clients&utm_content=
WiC589%2017%20June%202022%20Clients+CID_b349364651eb00c1e2fbb9549694f1c4&utm_source=weeklye
mail&utm_term=Interpreting%20history

Sadly, many commentators today overlook these conflicting, penalizing measures and miss the
negative economic consequences of taxes and duty controls that US consumers have to endure.

As mentioned above, Hong Kong’s stock market is still cheap on many valuation measures:

As Hong Kong has out‐performed global markets this year, this positive excerpt from Hong Kong’s SCMP
June 29, 2022 was explanatory:
Forward earnings multiples of the MSCI China index collapsed from over 19 times in early 2021
to less than 9 times in March, but have risen gently, to 12.4 times now – still below its long‐term
average. This suggests that a lot of bad news has already been priced in.
While growth headwinds remain, Beijing is set to intensify its efforts to stabilise the economy in
a politically sensitive year. This bodes well for a corporate earnings recovery, which is needed to
sustain the market rally.
So what is behind China’s trend-bucking move? For a start, market valuations are
attractive. Forward earnings multiples of the MSCI China index collapsed from over 19
times in early 2021 to less than 9 times in March, but have risen gently, to 12.4 times
now – still below its long-term average. This suggests that a lot of bad news has already
been priced in.
On the macro front, while the current economic backdrop is challenging, policies have
clearly turned a corner. Both monetary and fiscal easing have started to gain traction in
an economy where some Covid-19 restrictions have been removed to allow activities to
resume.

While growth headwinds remain, Beijing is set to intensify its efforts to stabilise the
economy in a politically sensitive year. This bodes well for a corporate earnings
recovery, which is needed to sustain the market rally.
Furthermore, the worst of the regulatory tightening appears to be over. Recent reports of
authorities concluding data probe into big tech firms and restarting gaming approvals
serve as the clearest signs to date that the crackdowns are easing.
This followed reassuring words from senior policymakers to address market concerns,
including working with the US Securities and Exchange Commission to ensure the
continued listing of American Depositary Receipts (ADRs) of Chinese companies, and
pledging that local regulations would be implemented in a transparent, predictable and
market-friendly fashion.
Scepticism abounds, but incremental developments do seem to suggest Beijing is
serious about repairing investors’ confidence and restoring a critical funding channel of
the economy.
Fears that China has become ‘uninvestible’ are overblown – it is not Russia...
Finally, liquidity is abundant to support a continued equity market rally. Contrary to the
Fed and ECB, which are struggling to contain inflation, the People’s Bank of China is
free of any inflation concerns and is firmly on an easing cycle to keep the economy welloiled.
Traditionally, the real estate market had been the biggest beneficiary of monetary
easing. But this time appears to be different, given Beijing’s desire not to use property as
a tool to stimulate the economy. That makes the equity market a strong contender for
the liquidity windfall, which could help cement the bull run.
For global investors, who have either neglected China or significantly cut back their
exposure in recent years, now may be the time to rebuild their underweight positions.
China’s economic and policy cycles, which differ from developed markets, offer investors
a useful tactical hedge against inflation, recession and monetary policy tightening.
There are obvious risks in Chinese equities too, but investors seem to be getting a
decent deal as valuations have fallen a long way over the past year. With sentiment
improving and attention shifting to improved fundamentals, 2022 could be a year of
redemption for China’s equity markets after the disastrous performance of 2021.
‐

By Aidan Yao is senior emerging Asia economist at AXA Investment Managers

Brook McConnell
July 2022
*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.
The S&P 500 Index is a market capitalization- weighted index of 500 widely held stocks often used as a proxy for the stock market.
It measures the movement of the largest issues. Standard and Poor’s chooses the member companies for the 500 based on market
size, liquidity, and industry group representation. Included are the stocks of industrial, financial, utility, and transportation companies.
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.

