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The five steps to unlocking China’s black box 

Many westerners believe China to be a black box. By lifting the lid on something many believe to exist, 

I hope to demonstrate that it doesn’t.

By Sam Lecornu, Co-Founder and CEO 

y head was pounding and the blood running from 

my nose wouldn’t stop. It was 2010 and I was in 

the fitness room of the Grand Hyatt, Beijing. 

The preceding days had been a blur of factory tours in 

Hebei and Shanxi provinces, punctuated by lazy-susan 

dining with government officials and representatives from 

the Ministry of Finance and People’s Bank of China.  

It was heavy going in every sense of the word, and not 

helped by a lengthy return trip. Our vehicle was consumed 

by a thick, black fog belching from nearby coal plants. The 

driver was struggling with visibility.  

“Is that really pollution,” I asked my interpreter. Indeed it 

was. I had been breathing in the equivalent of one packet 

of cigarettes a day and now, working out in the gym, I was 

feeling it. 

M 
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Beijing smog, January 2012 Beijing pollution levels, 2010-2020 

Source: Guardian, Ed Jones/AFP/Getty Images Source: Statista 

https://www.statista.com/statistics/690823/china-annual-pm25-particle-levels-beijing/
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Much progress has been made since. Between 2010 and 

2020, average annual particulate matter pollution (PM2.5) 

in Beijing has fallen by more than 60%1. And yet as I look 

out of my office window in Central across the harbour, 

Kowloon is barely visible. 

To visiting westerners, this confirms one of many pre-

existing biases and misconceptions, some of which - like 

pollution - are grounded in truth. Others are completely 

baseless. Biases and misconceptions about China among 

the finance community may not be as stereotypical but are 

just as misleading. 

There is a commonly held view among the western finance 

community that China is prone to heavy-handed 

intervention, produces unreliable stats, has an 

impenetrable political structure, is just about to implode 

and doesn’t much like capitalism. In other words, 

unknowable and, therefore, uninvestable. 

I disagree. China isn’t the black box many westerners 

believe and, by revealing the five-step process we 

undertake to understand a particular regulatory issue, I 

hope to prove this to you. 

Step #1: Appreciate the history and reconcile it with the 

figures 

In 2010, China overtook Japan as the world’s second-largest 

economy. A decade later, it was almost three times its size. 

China has developed from an isolated backwater to the 

backbone of the global economy. For many, that this was 

achieved by a notionally communist state is all but 

inconceivable. 

In the west, short election cycles and political donations 

undermine the value of official pronouncements and 

economic planning. China’s political system permits a 

longer-term orientation central to its achievements. 

1 Statista 

Inspired by Russia’s approach to industrialisation, since 

1953 the Chinese Communist Party (CCP) has been issuing 

five-year plans. These describe the economic development 

strategy of the country and its regions, establishing growth 

targets and future reforms. Each allows a retrospective 

assessment of its performance. 

The major objective of the Thirteenth Five Year Plan (2016-

2020), for example, was to double GDP and per-capita 

income over 2010 levels by 2020. GDP increased 142% over 

the period and per capita GDP rose 131%. The same plan 

aimed to increase forest coverage to 23.04%, a target also 

reached, and extend the high-speed rail network to 30,000 

km. By 2019, it had surpassed 35,000 km.  

This isn’t unusual. In the Twelfth Five Year Plan (2011-

2015), China set a goal to decrease energy consumption per 

unit of GDP by 16%. It achieved a fall of 18.2%. Of course, 

we might employ some scepticism around official figures 

but new airports and rail networks, even cleaner air, are 

hard to fake. 

When China sets a target, it generally meets it. Once one 

appreciates this fact, the investment implications of 

planning documents carry more weight and value than in 

the west. 

The current Fourteenth Five Year Plan (2021-2025) 

establishes a target of per capita GDP by 2035 of US$30,000 

(three times the current figure), driven by domestic 

consumption. By this time, half of China’s new vehicle fleet 

will be electric or fuel-cell powered and the remainder 

hybrid. Renewable energy will constitute a fifth of total 

energy usage by 2025, up 30% from the end of 2019. 

The pollution I experienced during my trip to Hebei and 

Shanxi provinces is now unusual but air quality will further 

improve. China’s desire to shift to a clean, green economy 

is real. History, meanwhile, demonstrates the country’s 

ability to achieve the goals it sets for itself.  

About Stonehorn Global Partners 

Stonehorn Global Partners believes an alignment of interest with their clients is what builds sustainable partnerships. 

• Founding members have partnered together in Asia for over 14 years.

• Strong track record investing in Asian equities.

• Extensive network and relationships with Asian companies, government bodies and industry contacts.

• A high conviction, long-only, all-caps portfolio of Asian ex-Japan listed companies.
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https://www.statista.com/statistics/690823/china-annual-pm25-particle-levels-beijing/
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Chart 1: China actual GDP growth versus actual 

Source: Central People’s Government of the People’s 

Republic of China, IMF2 via Nextbigfuture.com 

2 As of 3 May 2012. IMF estimated growth rates based on constant 1990 

prices in Chinese yuan.

About 31% of the Stonehorn portfolio is currently invested 

in China. We believe in its long-term growth trajectory, the 

energy of its entrepreneurs and their capacity to innovate. 

History also supports the view that, by and large, China has 

competent political leaders with a unified vision of what 

the country will become - a mature economy with the 

world’s largest middle class. 

Whilst understanding the intentions behind every five-year 

plan is instructive, it is not enough. The various levels of 

government have their own agendas and the country’s 

rapid growth and social complexity mean policies are 

subject to continual revision and experimentation. The five-

year plans may lay out the goals but they do not explain 

how the country will achieve them. Enter step two. 
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Sam is known for his very strong track record. 
He attests the performance from the mentoring 

he received early in his career. 

Sam and the team believe in responsible 
investing and have a key focus on 

Environmental, Social, and Governance (ESG) 
aspects. 

Duke was born in Taiwan and received his 
education in Australia and Hong Kong. He has 

lived in Asia most of his life. 

Duke holds an MBA from HK University of 
Science of Technology, a Master of Commerce 
(University of NSW), a Bachelor of Engineering 
(1st Class Honors) and is a Chartered Financial 

Analyst (CFA).  

Duke is a realist. He is widely recognised for his 
ability to cross-check and ‘verify’ information. 

He is an expert in ‘scuttlebutt’ analysis and 
thinking laterally - checking information across 

customers, competitors and suppliers. 

John was born in Hong Kong and received his 
education in Australia and has lived in Asia most of 

his life. 

John holds a Bachelor of Engineering (Honors 1st 
Class), Bachelor of Science and is a Chartered 

Financial Analyst (CFA).  
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research, he tests investment opportunities with 

enormous detail and consideration. 

https://www.nextbigfuture.com/2012/03/china-official-actual-gdp-growth.html
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Step #2: Find the source documents 

Westerners find the Chinese approach to regulation 

understandably abrupt and confusing. This feeds the black 

box narrative. To understand it, one must first locate the 

relevant source document and see where it leads. 

In the transition to a carbon-free economy, the source 

documents are China’s Achievements, New Goals and New 

Measures for Nationally Determined Contributions and 

China’s Mid-Century Long-Term Low Greenhouse Gas 

Emission Development Strategy. 

The first runs to 62 pages, the second to 43. Both are 

unofficial English translations where “in case of any 

divergence, the official text in the Chinese language shall 

prevail”. Without studying these documents, it’s impossible 

to lift the lid on this important subject. 

Over two-thirds of China’s energy is still sourced from coal. 

Since 1940, the country’s CO₂ emissions have risen from 

1.77% of global output to over a third3. The BBC reported in 

May that, based on 2019 data, China’s greenhouse gas 

emissions exceeded all developed nations combined. The 

world needs China to act and a reading of the source 

documents indicates the country’s willingness to do so. 

3 Our World in Data 

Chart 2: Global greenhouse gas emissions (% of world 

total) 

Source: Rhodium Group/BBC 

By 2060, China plans to achieve carbon neutrality by 

investing in related industries each year an amount greater 

than Australia’s annual GDP - an estimated total investment 

of US$76 trillion. 

Phasing out coal will lead to massive investment and 

growth opportunities in solar, wind, hydroelectricity, 

batteries and electric vehicles. Reading these source 

Stonehorn Global Partners looks for compounding opportunities 

Northern Pikes Super Jumbos Top Drawers Charlies and Warrens 

“Introduce a northern pike 
into a pond and sooner or 
later you have a pond of 

only northern pikes.” 

“Companies with a very 
long runway ahead of it.” 

“Put it in your top drawer 
and leave it there for the 

grandchildren.” 

“Berkshire Hathaway styled 
companies in Asia.” 

Disruptors of the market 
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New industries and new 
technologies 

Innovation 
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Blue chip and highest 
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https://www4.unfccc.int/sites/ndcstaging/PublishedDocuments/China%20First/China%E2%80%99s%20Achievements,%20New%20Goals%20and%20New%20Measures%20for%20Nationally%20Determined%20Contributions.pdf
https://www4.unfccc.int/sites/ndcstaging/PublishedDocuments/China%20First/China%E2%80%99s%20Achievements,%20New%20Goals%20and%20New%20Measures%20for%20Nationally%20Determined%20Contributions.pdf
https://unfccc.int/sites/default/files/resource/China%E2%80%99s%20Mid-Century%20Long-Term%20Low%20Greenhouse%20Gas%20Emission%20Development%20Strategy.pdf
https://unfccc.int/sites/default/files/resource/China%E2%80%99s%20Mid-Century%20Long-Term%20Low%20Greenhouse%20Gas%20Emission%20Development%20Strategy.pdf
https://www.bbc.com/news/world-asia-57018837
https://www.bbc.com/news/world-asia-57018837
https://www.bbc.com/news/world-asia-57018837
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documents is the starting point to understanding the extent 

of the opportunity, and how China will use this transition to 

move up the value chain and build a larger, richer middle 

class. 

Another example: The regulations that caused such a furore 

last year, and which ultimately turned the private after-

school tutorial market into a non-profit sector, first began 

with The Regulations on the Implementation of the Non-

state Education Promotion Law of 2004. 

“China will use this transition to move up 

the value chain and build a larger, richer 

middle class.” 

Whilst the revisions that came into effect in September last 

year were the most consequential, an examination of the 

history reveals their overarching direction. What came as a 

shock to western investors was less so to those following 

along. 

Step #3: Understand nemawashi and follow the 

breadcrumbs 

Westerners might sensibly ask why they should invest their 

weekends reading official documents when a government 

spokesperson could spell it out in a few minutes. They have 

a point. 

In the west, we’re used to getting spoon-fed by politicians 

because they have a vested interest in communicating their 

views. In China, the benefit isn’t so pronounced. The 

Chinese government might not excel at public relations but 

it doesn’t really need to. And the results matter more than 

the messaging. 

More significant is ‘nemawashi’, a concept I first 

encountered whilst studying in Japan. Literally translated as 

‘turning the roots’, nemawashi is the informal process of 

quietly laying the foundation for a proposed change or 

project. Common to many East Asian cultures, it’s a 

consultative process of gaining consensus.  

Official Chinese source documents, developed behind 

closed doors, proceed along these lines. Examining them 

can also reveal big picture themes like common prosperity. 

By highlighting the use of particular phrases and terms 

across multiple documents, the breadcrumbs 

unintentionally left by officials become visible. 

In the west, common prosperity was reported as a near-

abandonment of capitalism through the elimination of 

income disparities. Our analysis may not have read like a 

good-versus-evil Hollywood script but, we’d argue, was 

more useful and accurate. 

President Xi Jinping’s speech last August (Chinese version 

here), for example, stated that the intention was to create 

a society that is prosperous “overall” rather than “uniform 

egalitarianism”. This is a distinction of weight and 

significance. The official preference is to grow the pie 

rather than divide it up more equally.  

I appreciate how such oblique communication might 

frustrate westerners but that’s how it is. If you want to 

understand China, casting off one’s cultural preconceptions 

and accepting a host of new norms is essential. To those 

unwilling to do so, China will always look like a black box.  

Step 4: Check the implications in the real world using 

guanxi  

Whilst the reading of a source document requires patience 

and imagination, it is not enough. Having established what 

we think are the objectives and implications of a proposed 

policy, we check with our network established over many 

years of what the impact might be on the ground.  

Guanxi (关系) is a Chinese term to denote connections and 

relationships. In business, it is used to describe networks 

that can open doors, facilitate deals and deliver 

information. In China, for good and for ill, the wheels of 

business are lubricated with guanxi. 

Our local presence is vital to our guanxi, allowing us to test 

our thesis by talking it through with our network of 

contacts, subjecting it to continual revision. This can take 

months but the result is usually worth it. It was this process 

that delivered the ‘missing context’ to the common 

prosperity framework outlined in last September’s 

quarterly.  

Step 5: Overlay the framework on the valuation process 

This step is self-explanatory and best illustrated through an 

example. On page 10, Duke illuminates the key documents 

regarding the regulatory environment surrounding Alibaba, 

explaining how their interpretation has fed our 

understanding of this outstanding opportunity.  

Having interrogated the source documents, followed the 

breadcrumbs, made our guanxi calls and rechecked our 

thesis, we are confident Alibaba is as cheap as Charlie 

Munger believes. Duke explains our position in finer detail. 

One final point: there is a tendency in finance to reduce 

everything to process. Although it is not my intention, I may 

https://www.chinajusticeobserver.com/law/x/implementing-regulations-on-the-private-education-promotion-law-of-prc20210407
https://en.wikipedia.org/wiki/Nemawashi
https://www.neican.org/to-firmly-drive-common-prosperity/
http://www.qstheory.cn/dukan/qs/2021-10/15/c_1127959365.htm
http://www.stonehornpartners.com/wp-content/uploads/2021/09/Stonehorn%20Asia%20Equity%20Strategy%20-%20Quarterly%20Report%203Q2021.pdf
http://www.stonehornpartners.com/wp-content/uploads/2021/09/Stonehorn%20Asia%20Equity%20Strategy%20-%20Quarterly%20Report%203Q2021.pdf
https://edition.cnn.com/2022/01/04/investing/charlie-munger-alibaba/index.html
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be guilty of that in this instance. In practice, the five-step 

process I have described is more fluid, less regimented and 

subject to continuous revision than it may appear. 

My desk in Hong Kong is stacked with source documents, 

many of which I have read multiple times, each time adding 

to my notes in the margins. Duke’s and John’s desks are 

similarly configured. We run a fine-tooth comb over these 

documents, accompanied by discussions between us and 

our networks as to their implications.  

A complex environment like China’s can bring those making 

quick decisions undone. China demands slow thinking and 

detailed discussion. I hope I have demonstrated this point 

in these five steps, even if the framing is a little simplistic. 

“China demands slow thinking and 

detailed discussion.” 

China’s political environment is often perplexing to western 

eyes. It makes for a volatile investing climate but also one 

replete with opportunity. Hong Kong’s Hang Seng index 

now trades at around book value. In my 14 years of 

investing in the region, it has never been lower. 

Having done the work, we are confident of the opportunity. 

At the end of November, the portfolio held 5.74% in cash. 

At market close on the last day of December, it was 0.54%. 

Chart 3: Hang Seng Index: price-to-book ratio: 1993-2021 

Source: Bloomberg 

China is no black box. Instead, there are threads, each of 

which needs inspection before being pulled into a coherent 

bind. That takes time, knowledge and experience. 

If you want to truly understand China and profit from its 

considerable opportunities, you need to either invest many 

years of effort in doing so or pay someone that already has. 

That’s the Stonehorn pitch. Black box not included. 
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China: Taking the long view 

Forget regulatory interventions and the economic slowdown. If China is to meet its long term goals, it 

needs big tech. 

By John Lam, Co-Founder and Senior Analyst 

or most of us, 2021 was a better year than the one

that preceded it although, unless you’re a family

member or acquaintance of one of Covid’s five 

million victims, this was a low bar to clear. 

We got used to Covid tests and check-ins, mask-wearing, 

tracking and travel rules, all signs of a slow acceptance that 

the virus is probably here to stay. Portfolio managers, like 

everyone, continue to deal with the pandemic’s 

consequences. Due to port congestion, a blocked Egyptian 

canal, quarantine rules and driver shortages, shipping and 

trucking costs have risen sharply. 

Shortages are now commonplace, with varying 

explanations: a coup in Guinea has pushed up the price of 

aluminium; demand for lithium is exploding; and emission 

control in China has hit coal supply. Ongoing chip shortages 

are affecting sectors well beyond the automotive industry 

and are likely to persist for a while. 

Strained supply chain 

The global supply chain is now strained to the point where 

events like a typhoon in the Philippines could cause 

temporary food shortages for local residents. This resilience 

problem also applies to energy. Underinvestment in 

hydrocarbons continues with new oil and gas discoveries on 

track to hit a 75-year low. At some point, we will have to 

question if the current, almost ideological, approach to 

sustainability is, in fact, sustainable. 

Each Asian country is subject to its own narrative. The war 

on Taiwan rhetoric continued through last year but is now 

waning as China signals she will focus on domestic issues in 

the year ahead. 

Taiwan export orders, meanwhile, have risen for 21 straight 

months, driven by strong demand for technology products. 

This is reflected in two of our Taiwanese technology 

holdings, which are on track to double earnings this year. 

At 9%, India had the highest GDP growth rate in the region, 

largely explained by the rebound from the Covid wave that 

hit the country hard in 2020. Indonesia benefited from the 

commodity boom, Thailand suffered from the continued 

downturn in tourism and the Philippines began opening up 

from previous lockdowns, at least until Omicron surfaced. 

In North Asia, South Korea was the first major Asian 

country to raise rates in an attempt to cool asset price rises. 

The country has been drawn closer to China as supply 

chains reshuffle, with neighbour Japan siding with Taiwan.  

TSMC has confirmed it will build a new semiconductor 

fabrication facility in Japan to revive its local supply chain 

while South Korea’s Samsung has committed to memory 

capacity expansion in Xi’an in central China. Going the 

same way, SK Hynix has taken over Intel’s US$9 billion
fabrication plant in Dalian. In economic development, the 

importance of geography is understated. 

“Generally, excessive valuations in a loose 

monetary environment will eventually 

return to earth under their own weight.” 

The enthusiasm for China’s stockmarket peaked in 

February. As the first country to be hit by the pandemic in 

2020, the low-base comparison effect helped, as did the 

return of several dual-listed ADRs from the US to Hong 

Kong. The subsequent mid-year regulatory tightening 

brought them down to earth and, as Sam notes, in some 

cases below it.  

Headwinds 

The headwinds facing China’s economy, including the zero-

covid policy stance, common prosperity drives, regulatory 

reforms among big tech stocks and, most importantly, 

property sector tightening are now well known and 

reported. This is something we prepared for.  

Generally, excessive valuations in a loose monetary 

environment will eventually return to earth under their 

own weight. The path may not be known in advance and 

the process may take longer than short-sellers can remain 

solvent, but it happens nonetheless. 

F 
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Some of the excessive valuations of early last year fell 

rapidly, a result that may be seen as largely self-imposed. 

Whether it was regulatory reforms, social equality drives or 

the so-called three red lines in property tightening, these 

excesses were quickly excised. 

The Stonehorn portfolio features a large exposure to big 

technology companies. While the valuation of big tech in 

China came down substantially towards the end of 2021, 

the economic effects of internet regulations are not 

entirely negative. 

The breaking of the information silos of Tencent and 

Alibaba, for example, expands Baidu’s search audiences 

into more SKU and social media spaces. Privacy rules also 

make online advertising harder to target. We expect the 

cost of advertising to rise over time, conferring even more 

advantages to the bigger players. 

Unlike in the west, Chinese companies have the domestic 

market largely to themselves. In search, for example, the 

pool of potential winners is easy to identify. The ultimate 

victor will almost certainly be local. The same is likely true 

of autonomous driving software. These are two examples 

where regulatory change will have long term benefits. 

China needs big tech 

At the beginning of last year, investors were 

overwhelmingly focused on the positives. In the second 

half, the direction changed. It will swing again and that 

does not worry us. To reinforce Sam’s argument, China 

needs big tech as much as big tech needs China. 

This fact is often overlooked by investors, who have been 

drawn to the possible futures being created through 

buzzword technologies like NFT and the metaverse, both of 

which are now prominent narratives. We would argue that 

the possibilities enabled by these technologies are not the 

cause of optimism. Rather, optimism is a function of the 

availability of liquidity. 

As the liquidity environment normalises, the market 

capitalisation of such businesses in relation to the country’s 

GDP should trend closer to historical levels. In other words, 

this time is probably not different. 

In the meantime, the optimism in the US market and the 

pessimism with China has led to an exaggerated divergence 

in valuations. In the case of the US, the market appraisal of 

its earnings potential outpaces its growth in earnings 

power. The reverse appears to be true in China. 

Chart 1: Top 10 IT/Internet Companies by Aggregate 

Market Cap 

Source: Bloomberg 

These are short-term issues that have little bearing on 

portfolio allocation. Information technology, consumer 

discretionary and communication services now account for 

over 60% of our portfolio. Throughout each market cycle, 

we have maintained our bias towards these sectors. This 

bias will likely be maintained in the future. 

In fact, our overall allocation to these sectors has increased 

despite the narrative of imminent rate rises and technology 

being late-cycle sectors. On the other hand, our exposure 

to raw materials has been exactly zero from the start. 

Investors would be correct to assume we have no plans to 

purchase a holding in a container shipping company 

because current rates are at decade highs. 

Compelling reference 

The history of the US stockmarket offers a compelling 

reference point. As shown overleaf, the overall 

capitalisation of a stockmarket tends to reflect the stage of 

its economic development. 

In 1917, the US was a resource-heavy market. By 1967, its 

largest component was a diversified mix of manufacturing 

companies. Now, it is dominated by big tech stocks.We 

expect China to follow a similar path, hence our bias to the 

sectors noted. Moreover, despite occasional headwinds, 

they tend to exhibit better economics over time. Such are 

the ebbs and flows of the economy of a developing market. 

Shoaib Khan
Stamp
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Chart 2: US industry structure over a century 

Source: howmuch.net, forbes.com 

Whilst the availability of natural resources determines the 

size of a resources sector and labour is the constraint in a 

manufacturing-based economy, human talent fuels the 

growth of technology companies.  

In this sector, US and Chinese companies tend to dominate. 

The European underrepresentation is not a coincidence - 

concentration of young talent and market size are 

important determinants. 

In the past, Singapore has recruited a practising 

neurosurgeon to become a government minister – a 

substantial loss to the medical profession. China faces no 

such constraints. 

Talent a valuable resource 

In an interconnected 21st century, where scale often 

overwhelms other competitive factors, talent will become a 

more valuable resource than steel or rubber a century ago.  

China is well-equipped in this regard, a point not lost on 

Elon Musk in this interview with the Financial Times in 

December: 

“I think people are somewhat oblivious to just how much 

progress China is making. It’s incredible.” He compares it to 

“the wave of Japanese imports that happened in the 1980s 

and 90s. I think we will see something similar with the 

Chinese car companies.” “The work ethic, just the sheer 

number of hard-working, smart people in China is a wonder 

to behold — both amazing, and slightly scary. And they’re 

going to get things done.” 

This should be the focus of investors rather than rare earth 

metals, the metaverse or the latest announcement from a 

government department. The advantages investors saw in 

China a decade ago – a production powerhouse and an 

enormous market with the potential to rise up the value 

chain, as Japan has done - have not gone away. In fact, they 

have strengthened. 

Nor have the challenges of dealing with a transitioning 

developing country of such vast size and scale suddenly 

appeared from nowhere. What has changed is a sequence 

of adverse events in the recent past that encourages 

markets to emphasise one over the other. Only bad news 

gets reported and lately, we have had plenty of it. 

“In many respects, China is only just 

hitting its stride.” 

China’s progress over the past decade has been obvious to 

those prepared to look. Entrepreneurial and engineering 

talent, combined with highly skilled management, has 

steadily increased, giving rise to the big tech companies of 

the present. Current market valuations indicate a lack of 

faith that this trajectory will continue. We think it will. In 

many respects, China is only just hitting its stride. 

The fact that there will be greed, fear and folly is 

predictable, the sequence is not. We look forward to an 

interesting 2022. 

https://www.ft.com/content/a7f75d25-d710-4aaa-9f57-49e24d67744d
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Stock Focus: Alibaba 

There is no guarantee our position in Alibaba will play out as well as Kakao or Converge ICT but we 

are confident of that possibility.  

By Duke Lo, Co-Founder and Portfolio Manager

company’s VIE structure and approach to disclosure. Six 

and half years later, the share price of Alibaba had 
increased by 337.7%.

Having had a long appreciation of the company, 

investigated the recent source documents, checked our 

thesis with our guanxi and watched the share price halve 

over the past year, we’re taking a second bite at record 

low valuations. 

In the case for Alibaba, the key source document is the 

State Administration for Market Regulation’s Guidelines 

for Anti-monopoly in the Platform Economy (draft), 

released in November 2020, which triggered a flurry of 

activity and no shortage of panic. 

In April 2021, the company was fined US$2.8 billion for

breaching regulations. By July, Alibaba and Tencent faced 

the possibility of opening up their services. Tencent was 

also asked to retract its exclusive music rights. Concerned 

these giants were using their market dominance to stifle 

competition, in August new draft rules were released. 

“Between 1 April 2021 and 31 December, 

Alibaba stock fell 47.3%.” 

On 3 November 2020, the IPO of Alibaba-owned Ant

Group was suspended and the decline in Alibaba’s share 

price accelerated, assisted by concerns over the ADR and 

VIE structures and a slowing Chinese economy. (For the 

record, we believe Ant will return in some form to the 

public market.) 

With Alibaba missing its earnings targets, brokers slashed 

their forecasts. Between 1 April 2021 and 31 December, 

Alibaba stock fell 47.3%. 

Chart 1: Alibaba share price chart (5 Jan 2018 - 7 Jan 2022)

Source: Bloomberg 

In our view, the reasons cited for this decline are 

overstated. Based on our reading of the source documents, 

further anti-monopoly regulatory changes, especially in the 

near term, are unlikely. 

China likes to fix the roof when the sun is shining. Right 

now, rain is falling. Although we expect monetary and fiscal 

easing in the coming months, the macro environment is 

challenging. This makes further action even less likely. 

Regulators backing off 

Regulators are also signalling they’re moving on. The 

deputy head of SAMR recently said the practice of small 

merchants having to pick either Tencent or Alibaba as their 

online store has “basically disappeared”. 

Tencent and Alibaba are also making moves to divest parts 

of their empires to satisfy regulators' concerns. The 

resources released should accelerate domestic innovation 

and allow more investment in overseas businesses, which 

are already growing rapidly. Such decisions are likely to be 

viewed favourably by regulators. With the Securities 

Regulatory Commission saying it ‘respects’ where Chinese 

companies seek to list, delisting fears are also overstated.  

Beyond these concerns looms a bigger issue. If China is to 

achieve the goals of common prosperity outlined in the 
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Incep&on of Stonehorn
Asia Equity Strategy`

Sold some Alibaba
Bought Alibaba

but it took a further six months of hard work and 

slow thinking to become comfortable with the 

A 
libaba listed on the NYSE in September 2014. We 
began researching the company in July of that year

https://www.samr.gov.cn/hd/zjdc/202011/t20201109_323234.html
https://www.samr.gov.cn/hd/zjdc/202011/t20201109_323234.html
https://www.scmp.com/tech/big-tech/article/3160450/chinas-antitrust-chief-declares-early-victory-taming-one-two-practice
https://www.scmp.com/business/article/3158552/chinas-regulator-soothes-nervous-markets-over-chinese-stocks-delisting
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speech by Xi Jinping last August (To Firmly Drive Common 

Prosperity, another source document), Alibaba is more of a 

partner than a target. 

Events in Xian, currently in lockdown, point in this 

direction. To assist in controlling prices and getting food to 

people, the regulator has asked ecommerce and delivery 

platforms to help support the city, thus proving their might. 

The objectives of common prosperity imply a collaboration 

between the state and big tech rather than an adversarial 

one. If China’s long term growth trajectory is to continue 

through the development of a larger, consumption-based 

economy and an expanding middle class, Alibaba is less of 

an obstacle than a key player. 

As evidence, consider the company’s pre-eminence in 

ecommerce. Through Tmall and Taobao, Alibaba is 

responsible for almost half of China’s ecommerce activity. 

With 939 million4 users and 1.24 billion5 annual active

customers generating US$1.2 trillion in gross merchandise 

value, the company has an expanding range of alluring 

mousetraps. 

To meet the GDP and income growth objectives that Sam 

notes, these numbers are more likely to expand than 

shrink. Innovative ideas like Taobao Deals and group buying 

are engines for disposable income growth. Deals allow 

customers to receive goods directly from factories in just 

24 hours. Order value has increased 150% quarter on 

quarter and annual active customers have reached 240 

million. 

Rural expansion 

Community group buying is also taking off in rural areas. 

With a population of 400-500 million, many of whom are 

underserviced, rural expansion offers much growth 

potential for Alibaba. 

Rural Taobao is another example. Since 2014, it has 

successfully expanded access to rural areas. Research from 

the World Bank and Alibaba says that “e-commerce is 

associated with increased growth, income, and 

employment in rural communities”. The government 

presumably wants to see programs like this expand to meet 

its common prosperity goals. 

One must also consider the extent of the company’s 

ecommerce ecosystem. From payments, logistics, local 

services, food delivery, on-demand delivery, core 
4 As of 2nd quarter FY2022 

5 As of 2nd quarter FY2022. China 953m, 285m international. 

ecommerce, healthcare and finance, Alibaba is everywhere 

in the value chain. The stickiness of this network - Alibaba’s 

retention rates are extraordinarily high - is under-

appreciated and, at current prices, is undervalued. 

Even if this part of Alibaba grows at just 10% a year over 

the long term at lower EBITDA margins, it is worth a 

minimum of over US$200 billion a decade hence.

The company has also successfully exported its knowledge 

to overseas markets. Alibaba-owned Lazada operates the 

second-biggest ecommerce market in Southeast Asia. 

CEO Mr Chun Li recently announced the goal of becoming 

number one, aiming to service over 300 million customers 

generating a GMV of US$100 billion. The company is also

expanding in Europe and the AliExpress mobile app is 

already the most popular in Russia. 

“Lazada operates the second-biggest 

ecommerce market in Southeast Asia.” 

As Facebook and Google have proved, it is natural for 

software companies to expand from one jurisdiction to the 

next. China’s regulators want its big tech companies to 

become dominant overseas. 

Then there is Alibaba Cloud. Already the biggest service in 

China, it is spreading across Asia, growing revenue at about 

50%6 a year. With the development of its own server CPUs 

and domestic and international expansion, it is 

conservatively worth around US$40 billion, and potentially 

far more. 

As for Ant Financial, it facilitates about a fifth of China’s 

unsecured consumer debt. Although this will be difficult to 

expand given the new capital requirements, the availability 

of credit is central to the kind of consumer-based society 

China wants to build. Still, Ant has been damaged by 

regulatory action. The attempted listing was believed to be 

at a valuation of over US$300 billion. Whilst our bear case

scenario is about half that figure, the company’s growth 

path is unlikely to be shut off. 

The major parts of Alibaba’s business, and our assessment 

of their worth under three scenarios, is listed in the table. 

Please note, these figures are estimates only and subject to 

change over time. 

6 According to company data, 4Q FY2021 

https://www.neican.org/to-firmly-drive-common-prosperity/
https://www.neican.org/to-firmly-drive-common-prosperity/
https://www.scmp.com/news/china/science/article/3162714/chinas-zero-covid-policy-xian-takes-stock-3rd-lockdown-week
https://www.igd.unsw.edu.au/sites/default/files/documents/The%20Emergence%20of%20Self-Organising%20E-Commerce%20Ecosystems%20in%20Remote%20Villages%20of%20China%20A%20Tale%20of%20Digital%20Empowerment%20for%20Rural%20Development.pdf
https://www.worldbank.org/en/results/2019/11/22/stimulating-jobs-growth-entrepreneurship-income-in-rural-china-through-e-commerce
https://www.igd.unsw.edu.au/sites/default/files/documents/The%20Emergence%20of%20Self-Organising%20E-Commerce%20Ecosystems%20in%20Remote%20Villages%20of%20China%20A%20Tale%20of%20Digital%20Empowerment%20for%20Rural%20Development.pdf
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The tendency for investors to concentrate on short-term 

perceived threats at the expense of a longer-term 

perspective explains the US$85 billion gap between our 

assessment of Alibaba’s intrinsic value in the bear case and 

its current market capitalisation. 

We are not buying with the short-term in mind. China’s 

GDP growth will recover and when it does, Alibaba will 

have expanded its services and market presence to the 

region’s growing middle classes. 

7 As of 12 January 2022 

With the company calling 2022 an investment year, we do 

not expect much growth. Indeed, the upcoming earnings 

will likely disappoint. But we expect the investments the 

company is making to pay off, especially now that the 

regulatory impacts are ameliorating. The risks of further 

action, and indeed a deteriorating Chinese economy, are 

already in the share price. 

It is rare for a company this innovative and of this size, with 

such an excellent track record, to trade on a forward 

earnings multiple of just 14.8. Our recent call with the 

company in early January gave us even more confidence. 

Alibaba offers exceptional value, which is why at 9.9%7 of 

the Stonehorn portfolio, it’s currently our largest holding. 

Table 1: Alibaba sum-of-the-parts 

Division 
Bear Case 
(US$bn) 

Base Case 
(US$bn) 

Bull Case 
(US$bn) 

Comment 

Cloud 40 60 90 
Largest cloud provider in China and growing rapidly 
overseas. Developing own CPUs to boost margins. 

China ecommerce 120 180 250 
Accounts for almost half of all Chinese ecommerce. Still 
expanding into new niches. 

Logistics 18 25 35 
One of the largest logistics providers in China. Will 
continue to compound with ecommerce growth. 

Ant Financial 45 60 80 
One of China’s largest fintechs. Owns Alipay, China’s 
largest payment provider, with over 900 million users.

Eleme 50 75 100 
China’s second-largest food delivery and on-demand 
services company after Meituan. 

New Initiatives 20 25 30 
Community group buy with 230 million users already. 
Still loss-making. 

Net cash 50 50 50 
Cash and equivalents, escrowed cash receivables, short-
term investments. 

Lazada, Overseas and 
Alihealth 

15 15 15 
International business focused on South-East Asian 
expansion. Lazada has 159 million users.

Others 40 40 40 Excluding equity method investments. 

Total 400 530 690 

Last purchase price at HK$ 113.1 (9988 HK); US$ 315bn Market Cap @ 6 December 2021
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Portfolio Commentary

As China resets, we remain focused on the long term, and almost fully invested. 

By Duke Lo, co-founder and portfolio manager

n the December quarter, the benchmark fell 1.23% 

while the Stonehorn Asia Equity Strategy was down 

0.64%, an outperformance of 0.59%. Annual return 

figures and beyond - we are very much focussed on the 

long term - are presented in the table below. 

Dragged down by a weakening economy, intensified 

regulatory tightening, resurging COVID cases and supply 

constraints, China endured a difficult period to cap a 

challenging year. 

Time Period 
Stonehorn Asia 
Equity Strategy8 

Benchmark9 

December Qtr, 2021 -0.6% -1.2%

1 year -5.4% -4.7%

Since Inception10 40.4% 31.0% 

In hindsight, it was a good decision to reduce our China 

exposure in the September quarter. In the most recent 

December quarter, because of our underweight position, 

our portfolio stocks fell less than the China market overall. 

Half of our outperformance in China was due to 

September’s positioning, the remainder explained by share 

price rises in key portfolio holdings. 

As expected, CICC, a leading investment bank, is profiting 

from the delisting of Chinese stocks in the US and their 

relisting in Hong Kong and Shanghai. The company is likely 

to be engaged to advise on more such transactions. 

The biggest detractor for the fourth quarter was Alibaba, 

one of the Strategy’s largest positions. It fell 16% during the 

period, offering an opportunity to add to the Strategy’s 

holding at prices that hit five-year lows. The sum-of-the-

parts valuation on page 12 explains our thinking. 

John’s chart on page 8 makes a useful point about the 

disparity between the share price performance of China’s 

8 Strategy (I) USD net performance 

big tech sector compared to its US brethren, but such 

discrepancies are also more broadly true.  

In 2021, the Dow rose 21.1% while the NASDAQ was up 

24.7%. In China, the CSI 300 fell 6.8% and the Hang Seng 

Index 15.2%. China/Hong Kong was the poorest performing 

country in the benchmark over the period and the Strategy 

ends the year still slightly underweight both. For the 

quarter and the year, China and Hong Kong’s markets 

underperformed global indices.  

In response to China’s difficult conditions, we expect fiscal 

expenditure will be brought forward, including increasing 

infrastructure investment. Monetary policy is also likely to 

become more accommodative. 

To meet its long-term development goals like common 

prosperity and carbon neutrality, Beijing will likely cut fees 

and taxes on low income people, promote rural reform and 

ensure stability in the property market. It will be a front-

end weighted, pro-growth approach. 

The information technology sector remains a key focus for 

the Strategy. Exposure to the semiconductor industry 

through Taiwan’s TSMC and MediaTek and Korea’s SK 

Hynix also contributed to the Strategy’s outperformance in 

the quarter.  

The DRAM makers (dynamic random-access memory) have 

followed the path of rising US tech stocks recently. 

Structural changes in the sector should see higher demand 

over the coming years while the current cycle is likely to be 

shorter than the historical trend. 

Taiwan was the best-performing country in the 

benchmark, assisted by the aforementioned businesses, 

while Korea remains our largest country overweight. 

One of the Strategy’s positions in the Korean healthcare 

sector was affected by regulatory concerns. This is likely to 

be a short term issue that could be resolved in coming 

months. 

I 

9 MSCI AC Daily Total Return Net Asia Ex Japan USD Index 

10 Inception date: 11 June 2019 
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Also in Korea, a consumer staples stock that makes 

cosmetics for leading global brands delivered an 

unexpectedly disappointing result. Sometimes, decisions 

are best made quickly. We have since exited the position. 

India, where stock prices continue to rise, remains our 

largest country underweight. We simply cannot find 

anything of genuine value in this market. 

The same cannot be said for Indonesia, where we have 

acquired two stocks new to the portfolio, one a consumer 

discretionary business, the other a bank. 

China hit hard 

The country was hit hard by Covid and we believed it was 

on the path to recovery. Omicron has put paid to that. The 

overweight position in Indonesia contributed negatively to 

portfolio performance for the quarter but hasn’t changed 

our view on these stocks.  

As ever, we have zero exposure to Chinese property 

developers and the materials and energy sectors. Our cash 

weighting has fallen to 0.54%, a reflection of the value we 

are finding as China struggles. 

As Sam notes, this is contrary to popular perception. 

Financial markets value transparency and predictability and 

are correspondingly averse to uncertainty. Right now, China 

seems too uncertain for many investors. 

In contrast - and assuming a long-term perspective - we are 

as optimistic as our cash allocation suggests. John has 

explained how the introduction of new policies may lead to 

short-term market volatility but also how they will create 

opportunities. 

“It is critical to understand that the 

Chinese Government is not trying to 

destroy big tech companies.” 

Regulators are already releasing some of the pressure 

applied to businesses as they respond to new operating 

frameworks. 

It is critical to understand that the Chinese Government is 

not trying to destroy big tech companies. Instead, it wants 

them to deploy new technologies, expand overseas and 

work within government guidelines. The last year has given 

them a push in that direction.  

There are challenges, of course, but we will manage them, 

as we have in the past. What we will not lose sight of is the 

long-term trajectory of China and Asia’s growth, of a 

powerful, consumer-led middle class located in the world’s 

fastest-growing region. 



FOR PROFESSIONAL INVESTORS ONLY                Quarterly Report – December 2021  | 15 

Stonehorn Portfolio Overview 

Strategy (I) USD Net Performance

Stonehorn Asia 
Equity Strategy^

Relative to 
MSCI AxJ † 

1 month 2.37% 1.00% 

3 months -0.64% 0.59% 

6 months -12.23% -1.78%

YTD -5.42% -0.71%

1 year -5.42% -0.71%

Since Inception * 40.42% 9.44% 

Since Inception (CAGR) 14.19% 3.06% 

* Inception date 11 Jun 2019
† Benchmark MSCI AC Daily Total Return Net Asia Ex Japan USD Index 
^ Includes (net) 70bps of costs and impact on inception date (one-off) 
Minimum investment is USD 1 million – For Professional Investors (PI) only

Strategy (I) Upside 
Capture 

Downside 
Capture 

IR** 

Inception-to-date* 104.56% 92.37% 0.68 

* Inception date 11 Jun 2019
** The annualized Information Ratio (IR) is a measurement of portfolio
returns beyond the returns of a benchmark compared to the volatility of
those returns. 

Sector Allocation Weight 

Information Technology 42.13% 

Consumer Discretionary 20.40% 

Financials 12.60% 

Communication Services 11.67% 

Industrials 7.12% 

Utilities 2.82% 

Health Care 2.71% 

Consumer Staples 0.00% 

Energy 0.00% 

Materials 0.00% 

Real Estate 0.00% 

Cash 0.54% 

Total 100.0% 

Country Allocation Weight 

China 31.23% 

South Korea 25.11% 

Taiwan 17.72% 

Hong Kong 9.18% 

India 6.28% 

Indonesia 4.19% 

Philippines 4.18% 

Singapore 1.55% 

Malaysia 0.00% 

Thailand 0.00% 

Others 0.00% 

Cash 0.54% 

Total 100.0% 

Strategy (Super-II) USD Net Performance

Equity Strategy MSCI AxJ † 

1 month 2.41% 1.04% 

3 months -0.54% 0.70% 

6 months -11.93% -1.48%

YTD -5.00% -0.29%

1 year -5.00% -0.29%

* Inception date 17 Apr 2020 
† Benchmark MSCI AC Daily Total Return Net Asia Ex Japan USD Index 
Minimum Investment is USD 150 million – For large institutional clients only 

50.08% 13.35%

Since Inception (CAGR) 26.85% 6.74%

Top 5 Active Positions Weight 

SK HYNIX INC 5.50% 

ALIBABA GROUP HOLDING LTD 4.88% 

MEDIATEK INC 4.53% 

SAMSUNG ELECTRONICS CO LTD 4.24% 

AYALA CORPORATION 4.12% 

Since Inception * 

Stonehorn Asia Relative to 
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Disclaimers 

This document is prepared by Stonehorn Global Partners Limited 

(Stonehorn Global Partners). Stonehorn Global Partners is regulated 

by the Securities and Futures Commission of Hong Kong under Hong 

Kong law, which differ from Australian laws. Pursuant to Class Order 

03/1103 issued by the Australian Securities and Investments 

Commission, as it continues to apply by force of ASIC Corporations 

(Repeal and Transitional) Instrument 2016/396 and ASIC Corporations 

(Amendment) Instrument 2018/807, Stonehorn Global Partners is not 

required to hold an Australian financial services licence under the 

Corporations Act 2001 (Cth) in respect of its provision of financial 

services in Australia. Stonehorn Global Partners is only permitted to 

provide financial services in Australia to wholesale clients as provided 

for in the Corporations Act 2001 (Cth). 

This document must not be relied on for purposes of any investment 

decisions. The contents of this document have not been reviewed by 

any regulatory authority in Hong Kong. Neither the fund nor the 

fund’s offering memorandum have been authorized or approved by 

the Securities and Futures Commission in Hong Kong. You are advised 

to exercise caution in relation to the offer. If you are in any doubt any 

of the contents of this document, you should obtain independent 

professional advice. Investors should rely only on the fund’s offering 

documents when making any decision to invest. 

Before investing in any Company, we recommend that all relevant 

documents, such as reports and accounts and prospectus should be 

read, which specify the particular risks associated with investment in 

the Company, together with any specific restrictions applying and the 

basis of dealing. 

This document is published as a service for reference purposes only 

and not to solicit any action based upon it.  This document does not 

constitute or form part of any offer or invitation to sell or any 

solicitation of any offer to purchase or subscribe for shares in the 

Company. The information disclosed in this document remains subject 

to revision without prior notice. 

General Risk Factors (for more details, please refer to the fund’s 

offering document): The value of any investments or any income 

generated may go down as well as up and is not guaranteed.  Past 

performance will not necessarily be repeated. Changes in exchange 

rates may have an adverse effect on the value, price, or income of 

any investment. There are additional risks associated with investing 

in emerging or developing markets. There is no assurance or 

guarantee that the investment objective of the Company will be 

achieved and investment results may vary substantially overtime. 

The Fund has appointed as Swiss Representative Waystone Fund 

Services (Switzerland) SA, Av. Villamont 17, 1005 Lausanne, 

Switzerland, Tel: +41 21 311 17 77, switzerland@waystone.com. The 

Fund’s Swiss paying agent is Helvetische Bank. In respect of the Shares 

distributed in or from Switzerland, the place of performance and 

jurisdiction is at the registered office of the Swiss Representative. 

This is a marketing communication. Please refer to the Stonehorn Asia 

ICAV prospectus and to the KIID before making any final investment 

decisions. 

A copy of the English version of the prospectus of the Fund and the 

Key Investor Information Document (KIID) relating to the Fund may be 

obtained online from  https://www.stonehornpartners.com/funds/ or 

alternatively received via email upon request by contacting 

TATeam@MJHudson.com. Where required under national rules, the 

KIID will also be available in the local language of the relevant EEA 

Member State. 

A summary of investor rights associated with an investment in the 

Fund is available online in English at https://bridgeconsulting.ie/wp-

content/uploads/2021/07/Shareholder-Rights-for-UCITS_-

Clean_Bridge-Website.pdf or it may be received upon request via 

email by contacting TATeam@MJHudson.com. 

A decision may be taken at any time to terminate the arrangements 

made for the marketing of the Fund in any EEA Member State in 

which it is currently marketed. In such circumstances, Shareholders in 

the affected EEA Member State will be notified of this decision and 

will be provided with the opportunity to redeem their shareholding in 

the Fund free of any charges or deductions for at least 30 working 

days from the date of such notification. 

mailto:switzerland@waystone.com
http://www.stonehornpartners.com/funds/
mailto:TATeam@MJHudson.com
https://bridgeconsulting.ie/wp-content/uploads/2021/07/Shareholder-Rights-for-UCITS_-Clean_Bridge-Website.pdf
https://bridgeconsulting.ie/wp-content/uploads/2021/07/Shareholder-Rights-for-UCITS_-Clean_Bridge-Website.pdf
https://bridgeconsulting.ie/wp-content/uploads/2021/07/Shareholder-Rights-for-UCITS_-Clean_Bridge-Website.pdf
mailto:TATeam@MJHudson.com
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About Stonehorn Global Partners 

Stonehorn Global Partners (Stonehorn) is majority owned by its staff 

and believes an alignment of interest with their clients is what 

builds sustainable partnerships. 

Stonehorn’s founding members have partnered together in Asia for over 14
years and have a long and strong record investing in Asian equities. Since then 

they have built an extensive network of relationships with Asian companies, 

government bodies and industry contacts. 

This level of access together with their experience allows them to select 

investments carefully by cross-checking investment assumptions with 

management discussions, financial analysis and industry checks. 

Stonehorn conducts research via a deep dive bottom up approach focusing on 

Environmental, Social and Governance (ESG) factors. Stonehorn’s proprietary 

due diligence and research methods are based on a seamless collaboration 

with each member correctly trusting each other. 

For more information please visit: www.stonehornpartners.com 

FOR PROFESSIONAL INVESTORS ONLY 

Stonehorn Global Partners Limited 

For more information, please contact us. We are looking forward to hearing from you. 

ASIA 
Phone: (852) 3619 4721 
Fax: (852) 3619 4727 
Email: contact@stonehornpartners.com 

Suite 2806, 28th Floor, Lippo Centre,  
Tower One, 89 Queensway, Hong Kong 

EUROPE  
(Swiss Representative Office) 
Phone: +41 78 692 6621 
Email: maria.llanes@stonehornpartners.com 

Churerstrasse 47, 8808, 
Pfaeffikon, Switzerland 

http://www.stonehornpartners.com/
mailto:contact@stonehornpartners.com
mailto:contact@stonehornpartners.com
mailto:maria.llanes@stonehornpartners.com
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