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Article Thesis

Alibaba (NYSE:BABA) has widely underperformed the broad market and most

of its tech peers over the last six months, mainly due to worries about

regulatory pressures, anti-trust legalization, etc. Most of those issues have

been resolved now, and it looks like Alibaba's value wasn't really damaged to a

large degree. Alibaba remains a leading tech & consumer play in high-growth

China that continues to trade at a clear discount compared to most US-based

tech peers. There are risks, but Alibaba seems attractive at current prices.

Hundreds Of Billions Destroyed

Looking at Alibaba's market capitalization over the last year, there is a very

clear decline in how the market values the company over time:
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From a peak in fall 2020, Alibaba's market cap has declined by 25% or a little

more than $200 billion to date. The reasoning for that is not based on any type

of fundamental slow-down, revenue decline, or similar, showcased by

Alibaba's excellent results during the most recent quarters:

Source: Investor presentation

Not only has Alibaba continued to deliver revenue growth of well above 30%

since then, but the company also continued to make progress in attractive

high-growth spaces such as cloud computing. Alibaba's cloud unit broke even

for the first time since inception as its scale is increasing, which bodes well for

the future bottom-line contribution of this unit. Last but not least, Alibaba's

free cash flow generation remained strong, and its margins remained

attractive.

Thus the big drop in the value the market ascribes to Alibaba's shares must

have been caused by something else, which is market sentiment and

psychology. Some negative news around Ant Financial's postponed IPO made

the market fear looming regulatory pressures on Alibaba. This was

exacerbated by anti-trust and anti-monopoly investigations. These were, of

course, negatives, but not to the extent that the market priced them in.

Looking at Alibaba's market capitalization, which declined by more than $200

billion over the last six months, one could assume that regulators would look

to impose a fine of dozens or even hundreds of billions of dollars on Alibaba.

That was, however, not the outcome of the investigations.

Things Are Clearing Up For Alibaba

Instead, Chinese regulators gave a slap on the wrist, seeking a $2.75 billion

fine from Alibaba. That sounds like a lot, but it really isn't all that much when

we consider Alibaba's immense size:

Source: Alibaba filing

Alibaba generated cash of $15.8 billion through its operations during the most

recent quarter, or a little over $5 billion a month. The fine that was imposed on

the company thus is equal to about two weeks' worth of cash flows. Is that a

positive? No, it's a negative. Is it a large negative? In fact, it seems barely

noticeable compared to Alibaba's size. We can also look at how this fine

compares to Alibaba's cash holding of more than $50 billion, and, once again,

we are talking about a very minor fine relative to how the company is doing.

What could be a company-breaking fine for any mid-sized business will barely

leave a dent in Alibaba's cash holding, and with this issue being resolved now,

it is no wonder that shares have jumped following the ruling.

The other theme that had pressured Alibaba's shares, Ant Financial's

regulatory issues, has more or less been resolved as well. Ant Financial will be

turned into a financial holding company, there will be some additional

oversight, and there were some forced divestments. But this didn't break Ant

Financial at all, and it seems questionable whether the hit to Alibaba's value

was really all that material, as Alibaba is only a minority holder in Ant Financial

anyways.

Again, these developments that occurred over the last six months aren't

positives, but they are not extremely large negatives. A $200+ billion drop in

Alibaba's market capitalization seemed way overblown. The good thing about

market overreactions, however, is that one can use them to get attractive entry

prices (in case markets are overreacting to the downside) or attractive exit

prices (in cases where markets are too exuberant).

In Alibaba's case, the best time to load up on shares was when they traded for

around $220 several times over the last six months. They have risen to a

somewhat higher level since then, partially due to the market's realization that

the $2.75 billion fine wasn't all that material, but Alibaba's shares are still

looking quite inexpensive even now.

Alibaba Is An Outstanding Value Among Tech Mega-
Caps

Looking at the largest companies in the world, by market capitalization, we see

that most of them are tech companies, or at least tech-leaning, such as Tesla

(TSLA). Alibaba stands out among those due to a quite low valuation:
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While others trade at 30-40 times net earnings mostly, with Amazon (AMZN)

and especially Tesla trading at even higher valuations, Alibaba is valued at a

very inexpensive 21 times forward earnings. This also represents a discount

compared to broad US equity markets, which are trading for around 25 times

forward earnings right now - at least partially due to the heavy weight of

companies such as Apple (AAPL), Amazon, and Tesla.

One may be inclined to conclude that Alibaba is trading at the lowest

valuation among those companies due to a below-average growth outlook or

below-average fundamentals, but that isn't true.
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While the other mega-caps have grown by 5%-40% in 2020, with an average

of around 20%, Alibaba has delivered revenue growth of 35%-50% in each

quarter of the current fiscal year. Clearly, Alibaba is growing faster than the

average mega-cap, and most analysts expect that this will not change any

time soon.

Thanks to exposure to the high-growth, online-focused consumer market in

its home country China, combined with excellent growth in additional

franchises such as its cloud computing unit, Alibaba should be able to deliver

compelling growth for the foreseeable future. Alibaba is an excellent play for

the ongoing expansion of the Chinese economy, which just delivered record

growth on a year-over-year basis.

With a clean balance sheet thanks to a $50+ billion cash position, strong free

cash flows, and attractive margins, Alibaba also seems like a very appropriate

choice from a quality perspective. To me, the company doesn't look inferior to

the major US tech companies on that basis.

Risks To Consider

There are, of course, still risks that one should consider before investing. It is

possible that regulators demand more change from Alibaba, or impose

additional fines, although that seems relatively unlikely for now as the current

anti-monopoly investigation has just been concluded. Nevertheless, Alibaba is

of course dependent to some degree on the goodwill of Chinese regulators

and politicians.

On top of that, due to a consumer-focused business model, Alibaba would

seem quite vulnerable to any external shock that hits Chinese consumers

hard. Since the country has weathered the current pandemic quite well and

continues to deliver above-average economic growth rates, I don't think this is

a likely scenario in the foreseeable future, though.

I don't see Alibaba as an especially risky investment at all, but these factors

should still be considered before making an investment, as should other

potential risks that could affect the company. One should mention, however,

that the top US companies are also, at least to some extent, dependent on

regulatory goodwill and could see an impact from an economic downturn, thus

Alibaba is not necessarily a much riskier choice than Facebook, for example.

Takeaway

Alibaba is a high-growth player with a strong market position in a country that

continues to deliver above-average economic growth. Alibaba has strong

fundamentals, and yet it trades at a quite inexpensive valuation, both on an

absolute basis as well as compared to how other mega-caps are valued.

Alibaba isn't a risk-less stock, but the risks seem quite bearable to me. At just

17 times 2022's net earnings, Alibaba looks attractive to me. Since the Ant

Financial and anti-monopoly issues have cleared up, I believe that Alibaba's

shares could rise considerably from the current level, as sentiment hopefully

improves. It would be great to see management encourage such an upward

move by being more aggressive with share repurchases, but there is no

guarantee for that.
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Glad you liked it! I don’t see this as very likely tbh
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The real star in China is Pony Ma-------not Jack Ma-------flying under the radar is always a good
thing------especially when you portray yourself as a good guy------BUT the reality is you are just
another greedy dude------which the Chinese leadership picked up on and slapped Mr Ma back to
reality. And yes still bullish on BABA!!!!
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Thanks for sharing with us
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It's has long been buried.

Forget Chinese stocks.. it's a losing bet.
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Why do you think so?
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@Jonathan Weber geopolitics and transparency issues with chinese companies..

It'll be the first to let go, especially with uncertainty in the market..

It's cheap for reason..

Opportunity to buy baba at $175
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@Daytrader77 not sure this applies to baba. There are a lot of other smaller Chinese
names that may not adhere to accounting standards.
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I just keep buying more baba... I cannot help myself
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Haha, thanks for sharing!
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Disagree with this article? Submit your own. To report a factual error in this article, . Your
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