FROM THE ANALYSTS

Chinese internet stocks
benefit from COVID-19

Simphiwe Msibi
Analyst

The global lockdowns and restricted mobility imposed in response to COVID-19 proved to be very beneficial for
digitally enabled businesses globally and the Chinese internet giants were no exception. The share price of Tencent
has run hard since its March 2020 lows, reaching valuations that seem rich. Alibaba, China’s largest eCommerce
platform, has been held back by a number of regulatory challenges over the same period. This article discusses the
salient features of both companies, the factors that have contributed to their share price performance and why
Northstar’s analysis suggests that there remains value in both stocks with good prospects for further growth.

Tencent: The world’s largest venture capital fund

Tencent’s sprawling portfolio of internet-enabled businesses include social media, music streaming, e-commerce,
online games, cloud computing, fintech and payment systems. Increased activity in these areas since the start of
COVID-19 saw Tencent’s share price more than double from its trough of HKD 334 in March 2020 to over HKD 700
at the end of February 2021.

Chart 5: Tencent share price (January 2020 - March 2021)
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This strong run has seen the stock reach a 43x multiple to consensus estimates of 2021 earnings, a 34% premium
to its ten-year history. While this certainly seems richly priced, there is more to the story than first meets the eye.
In addition to its core businesses, Tencent also holds investments in 1200 companies, a handful of which are
separately listed. The growth in this portfolio has been the main driver of the stock's recent good fortune,
contributing HKD 160 to the HKD 255 increase in the share price since June 2020.

Chart 6: Tencent investee portfolio driving share price performance
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Tencent is far from a passive investor in these companies, installing directors on their boards, assisting them with
their advanced technological know-how, integrating them into their applications and connecting them to their
massive user base.

Pinduoduo (a social ecommerce company) and Meituan Dianping (a food delivery company), two of the fastest
growing multibillion-dollar tech firms in China, are examples of investee firms that leaned heavily on the network
effects of Tencent’s WeChat to market to a captive audience of 700 million Chinese consumers who spend a
quarter of their day engaging with the platform.

While this portfolio of investee companies has driven the majority of the price performance, it does not contribute
to group earnings. Stripping out the investee portfolio changes the complexion of the valuation, with Tencent’s
core business priced at a 32x multiple on 2021 earnings, right in line with Tencent’s historical average. We believe
that this rating is not unrealistic given the inherent growth potential in the share.

Alibaba: China’s Amazon

Alibaba is perhaps best understood as a Chinese version of Amazon, a dominant ecommerce marketplace retailer
with a market share of around 60% of all Chinese ecommerce transactions. The company’s web portals provide
consumer-to-consumer (C2C), business-to-consumer (B2C), and business-to-business (B2B) sales services, as well
as electronic payment services, shopping search engines and cloud computing services.
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Chart 7: Alibaba share price (January 2020 - March 2021)
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The share price was something of a laggard in 2020, finishing the year up only 36% from its March trough. However,
this relatively subdued performance was due to a material change in the Chinese regulatory environment, which is
tightening up to improve competition, following years of a largely laissez-faire approach to their burgeoning tech
sector.

Regulatory woes are not new in China, with the country’s regulators having previously intervened in the release of
video games in 2018/19 which limited the Chinese gaming industry’s growth rate to 6% from 33% the year before.
The new set of regulations aims to break up existing monopolies and discourage anti-competitive behaviour on
platforms. These follow the financial market regulator pulling the plug on the USS$34 billion IPO of Ant Financial,
Alibaba’s 33% held investee, that was planned for November 2020.

Regulatory pressure is bound to be a persistent feature for Chinese technology firms going forward, but in
assessing the company’s future, one needs to consider the earnings power of a dominant firm like Alibaba and the
degree to which any regulation will harm that earnings power.

Alibaba’s current valuation affords zero value to their stake in Ant Financial, owners of China's largest digital
payment platform with more than one billion users and 80 million merchants. The regulatory issues will affect
the earning potential of Ant Financial’s lending business but are highly unlikely to render the entire business
worthless. There is also potential for an IPO to materialise within the calendar year following Ant’s compliance
with the regulators’ requirements.

The valuation also implies a degradation in the rest of the business, despite the fact that this business produced
USS25 billion in free cash last year and is set to increase that number by USS5 billion this year according to
management and consensus estimates.

Strong growth likely despite the current headwinds

We remain confident in the growth prospects of both Tencent and Alibaba. While there may be headwinds in the
immediate future, these do not detract from the evident scale, dominance and cash generative nature of these
businesses.
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CIS DISCLOSURES

Sanlam Collective Investments (RF) (Pty) Ltd is an approved Manager in terms of the
Collective Investment Schemes Control Act, 2002. Collective investment schemes in
securities are generally medium- to long-term investments. The value of participatory
interests or the investment may go down as well as up. Past performance is not
necessarily a guide to future performance. Sanlam Collective Investments (RF) (Pty)
Ltd (the manager) does not provide any guarantee, either with respect to the capital
or the return of a portfolio. The manager has the right to close certain portfolios
to new investors, in order to manage it more efficiently, in accordance with its
mandate. Collective investment schemes are traded at ruling prices and can engage
in borrowing and scrip lending. The collective investment scheme may borrow up to
10% of the market value of the portfolio to bridge insufficient liquidity. Annualised
returns are period returns re-scaled to a period of one year. This allows investors to
compare returns of different assets that they have owned for different lengths of time.
Actual annual figures are available to the investor on request. Performance is based
on NAV to NAV calculations with income reinvestments done on the ex-div date.
Performance is calculated for the portfolio and the individual investor performance
may differ as a result of initial fees, actual investment date, date of reinvestment
and dividend withholding tax. Investment performance calculations are available for
verification upon request by any person. Different classes of participatory interests
apply to these portfolios and are subject to different fees and charges. Forward
pricing is used. The portfolio valuation time is 08h00 for fund of funds and 15h00 for
all other portfolios and the transaction cut-off time is 14h00. The transaction cut-off
time should be 14h00, for portfolios except fund of funds, but execution is not always
guaranteed. If execution could not take place on the same day, it will take place the
next business day, or at the earliest possible opportunity. For fund of funds, the cut-
off time for the execution of trades is 14h00 on the day preceding the pricing date.
Foreign securities within portfolios may have additional material risks, depending on
the specific risks affecting that country, such as: potential constraints on liquidity
and the repatriation of funds; macroeconomic risks; political risks; foreign exchange
risks; tax risks; settlement risks; and potential limitations on the availability of market
information. Fluctuations or movements in exchange rates may cause the value of
underlying international investments to go up or down. Investors are reminded that
an investment in a currency other than their own may expose them to a foreign
exchange risk. The terms and conditions, a schedule of fees, charges and maximum
commissions, performance fee frequently asked questions as well as the minimum
disclosure document (MDD) and quarterly investor report (QIR) for each portfolio
are available on Sanlam Collective Investments’ website at www.sanlaminvestments.
com. Associates of the manager may be invested within certain portfolios and the

details thereof are available from the manager.

THE FINANCIAL ADVISORY AND INTERMEDIARY SERVICES ACT, 2002

Northstar Asset Management Proprietary Limited is an authorised financial services
provider in terms of the Financial Advisory and Intermediary Services Act 2002. All
information contained in this document should not be construed, or relied upon, as
advice. If you require financial and/or investment advice, please engage the services

of an independent financial adviser.

INFORMATION AND CONTENT

The information and content (collectively 'information') accessible in this document
are provided by Northstar as general information about the company and its
products and services. Northstar does not guarantee the suitability or potential value
of any information or particular investment source. Any information in this document
is not intended nor does it constitute financial, tax, legal, investment, or other advice.
Nothing contained in any service or any other content in this document constitutes a
solicitation, recommendation, endorsement or offer by Northstar. Nothing contained
in any service or any other content in this document constitutes a solicitation,
recommendation, endorsement or offer by Northstar. Illustrations, forecasts or
hypothetical data are not guaranteed and are provided for illustrative purposes
only; returns or benefits are dependent on the performance of underlying assets or
other variable market factors; there are risks involved in buying or selling a financial
product; past performances are not necessarily indicative of future performances;

and no guarantees are provided.

NORTHSTAR ASSET MANAGEMENT

Northstar Asset Management (Pty) Ltd

Registration No. 1996/001423/07 | FSP number 601

Suite 1A, Madison Place, Alphen Office Park, Constantia Road,
Constantia PostNet Suite #784, Private Bag X16, Constantia 7848
Tel +27 (0)21 810 8400 | Fax +27 (0)21 794 2885

info@northstar.co.za | www.northstar.co.za

SANLAM COLLECTIVE INVESTMENTS

Sanlam Collective Investments (RF) (Pty) Ltd

Registration No. 1967/002865/07

2 Strand Street Bellville, 7530 PO Box 30, Sanlamhof, Bellville, 7532
Tel +27 (0)21 916 1800 Fax +27 (0)21 947 8224
service@sci.sanlam.com, www.sanlaminvestments.com

Please refer to our website for directors & company secretary details

DISCLAIMER

The Management of portfolios is outsourced to Northstar Asset Management
(Pty) Ltd, (FSP) Licence No. 601, an Authorised Financial Services Provider under
the Financial Advisory and Intermediary Services Act, 2002. This information is not
advice, as defined in the Financial Advisory and Intermediary Services Act (No. 37 of
2002). Please be advised that there may be representatives acting under supervision.
The manager retains full legal responsibility for the co-named portfolios. Legal

Information http://northstar.co.za/page/legal-information/



