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Dear Partner 

Our fund gained 7.2% net of all fees and expenses for the quarter ended December 2009, and 28.2% 
since inception on May 7, 2009.  This pleasing performance resulted in our fund being nominated for 
New Fund of the Year at the upcoming Hedge News Africa awards.  It has been a pleasure and an 
honour to be the steward of your capital this year, and I remain very excited about the prospects of our 
current portfolio.  Notwithstanding, I’d caution investors not to expect each year to be a repetition of this 
happy one.  
 
 
Performance Attribution 
 
Long versus Short 
 

 
 
Our long positions rose 30.9%, beating the 26.1% gain in the general stock market since the inception 
of our fund in May.  The sharply rising market proved too high a hurdle for our short portfolio, leading to 
losses of 2.7% here.  However, shorting is an important tool to reduce market risk, and had the market 
declined sharply, these short positions would have helped us avoid losses.  I make no claim to being a 
market prognosticator, and as such our fund will always hedge against the possibility of a market 
downturn.  Most importantly, our short positions rose far less than the market in general, while our long 
positions rose more than the market.   
 
We traded with a 35% average market exposure during 2009, so the market’s 26% run helped 
performance by around 9%, with the rest of our return coming from superior stock selection.   Had the 
market been down 25%, our return in theory would still have been positive, which I would still have 
regarded as a pleasing result.    
 
While our fund is structured to protect capital in the event of market downturns, it still takes on some 
market risk, and it will still be influenced by what happens in the wider stock market.  As a corollary, 
since we take on less than average market risk due to our shorts, cash holdings and arbitrage 
positions, our performance is also likely to lag the market during strong bull markets.  Over the average 
of several years, which should include years in which the market is up or down substantially, I believe 
that our fund structure and investment philosophy will significantly outperform the market averages.   
 
Results by strategy 
 
Our bread-and-butter business is buying undervalued securities, but I also engage in buying securities 
where my proprietary research gives me an information edge, and arbitrage-type investments when the 
risk/reward ratio is attractive.  Our undervalued investments contributed by far the largest portion of the 
return this year (24.7%), followed by arbitrage investments (3.7%), and informational edge investments 
(2.5%).  As mentioned above, our short positions reduced our return in 2009 due to the strong equity 
markets. 
 

Long positions 30.9% 
Short positions -2.7% 
Net return 28.2% 
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Individual contributors 
 
Virtually all of our investments worked out well this year:  owning quality companies at low valuations, 
food companies that benefited from lower commodity costs, gold as an inflation hedge, and being short 
construction, cement and real estate stocks.  The five largest winners were Alexander Forbes Preferred 
stock, Mvela Group, ARB Electrical Wholesalers, Tiger Brands, and Mvela Group Preferred stock.  The 
five largest losers were Investec Plc Preferred stock, Metmar, Pinnacle Technology Holdings (short), 
Sappi (short), and Bidvest (short).  Importantly, only one position cost us in excess of one percent of 
capital, and I believe that this is only a temporary loss, and not a permanent diminution of value.   
 
 
Strategy  
 
 
At year end, we held 100% of our capital in 21 long positions, and –25% in 32 short positions, for a net 
market exposure of 75%. Given the lower volatility of our long positions, as well as a significant 
allocation to credit instruments and arbitrage investments with minimal market exposure, our beta 
adjusted market risk is approximately 35%. 
 
Capital preservation: The investing world seems a dangerous place for now (see Inflation section 
below), so the overall strategy is to be even more cautious than normal with our hard-earned capital.  In 
addition to equity investments with a wide margin of safety, I will add arbitrage and credit investments to 
the portfolio to protect against market reversals whenever the expected returns make sense, and keep 
a portion of the fund in cash when it does not.   
 
Inflation: My inflation thesis was presented in the June 2009 letter, but given recent events, it needs a 
short update.  As we know, governments, central banks (and Chinese commercial banks

1
) around the 

world are injecting trillions of dollars into the economy, taking on unhealthy amounts of debt and 
probably causing serious global imbalances in the process.  The US, UK, European and Japanese 
central banks printed new money

2
, often in order to lend to their own governments when nobody else 

wanted to.  As an example, of the $1.9 trillion the US Government borrowed in 2009, almost $300 
billion was directly provided by the US Federal reserve, while another $1.5 trillion was indirectly 
provided through the purchase of mortgage backed securities by the Fed from other investors (who 
used the proceeds to purchase treasuries, corporate bonds and probably stocks).   The whole thing 
reminds me of an old t-shirt slogan: Avoid hangover, stay drunk.   
 
The likely implications of this unprecedented action include stronger than expected (but fictitious) 
economic growth, inflation, and possibly even a creditor revolt (a failed US treasury auction).  The 
severity of these implications depends on how long the stimulus is applied, and here too the news is 
not promising.  Politicians have a strong incentive to continue stimulus until employment picks up, but 
employment is a lagging indicator, virtually ensuring that too much stimulus will be applied for too long.   
 
I believe that the investment markets are already pricing in strong economic growth in 2010, probably 
some inflation, but certainly not any other potential nasty side effects.  As a result, our fund will continue 
to own high quality companies with pricing power, interest rate sensitive instruments, and gold-miners 
to hedge both against inflation but also other more extreme possible outcomes.   
 

                                                      
1
 Chinese bank lending almost doubled in 2009, and have almost doubled again for the first week of January 2010. 

2
 Technically called quantitative easing.  Central banks normally stimulate the economy by lowering interest rates, but when rates 

are already close to zero, the only way to further apply monetary stimulus is to literally create money out of thin air and buy assets 
from investors. 
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The graph below indicates that the US Federal Reserve’s balance sheet is back to depression era 
levels 

 
 
 
Small is (still) beautiful:  Just about the only thing that didn’t work for us in 2009 was my “small is 
beautiful” theme.  While the Top 40 stocks on the JSE gained a very strong 26.4% since the inception 
of our fund, the Alt-X small cap index lost almost 32%.  This extreme diversion is unique to South 
Africa: small cap stocks normally outperform once the market expects an economic upturn.  For 
example, in the US, the Russell 2000 small cap index was up 25.2% in 2009 versus the 23.4% gain in 
the S&P500 index.  This turn of events is completely logical, since smaller companies are more likely to 
be impacted by the general state of the economy than larger companies (less diverse in geography and 
product range, and more dependent on banks for financing).  In South Africa, this logic has been 
ignored because of revulsion towards smaller stocks by institutional investors

3
. 

 
While this proved to be a headwind for our performance this year, the fact that our fund still 
outperformed the general market supports my assertion that stock selection is of primary importance in 
the small cap space.  In any group of businesses where you expect a high mortality rate, it is obviously 
paramount to be able to separate the healthy from the terminally ill.   
 
I am grateful that South African investors have left this part of the market cheap, and our fund will 
continue to acquire shares of high quality small companies at bargain prices.  My investment 
philosophy is to take advantage of mindless selling and fuzzy logic, not participate in it. 
 
Individual Investments 
 
 
As usual, I’m including a synopsis on new long positions, as well as positions that we have 
already sold together with reasons for my actions.  A warning before you read this: value 
investments generally have a poor short term outlook, so many of the stocks I will discuss in 
these letters may have gotten bad press or the public at large may know that the current business 
prospects are poor.   “Wall Street” is obsessed with timing everything, and will therefore discount 
shares with weak immediate prospects, while my own strategy is to invest in high probability 
events which are hard to time. 
 
The similar characteristics of all of these stocks is that (i) they are very much undervalued relative 
to what a knowledgeable private buyer would pay for them, and (ii) they are typically above 
average to excellent businesses. 
 
                                                      
3
 As a proxy, the October 2009 Novare Hedge fund survey found that aggregate Alt-X exposure of South African hedge funds 

declined from 1.8% of assets to 0.2% over the last year.  
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The other caveat is that I won’t be right on everything I expect to happen (though hopefully, I’ll be 
right more often than wrong). I minimize the risk of being wrong by only investing when I have a 
margin of safety, i.e. I won’t lose a significant amount even if I’m wrong in my thesis. 
 
New investments 
 
Investec Plc Preferred Stock (18% of Partner’s Capital) is a preferred instrument issued by the 
eponymous investment bank, and trading in South Africa, but paying a dividend of UK Base Rate plus 
1% on the issue price of £10.   Obviously, with the Bank of England’s base rate at 0.5% - the lowest 
level in its 315 year history – the yield on the issue price of 1.5% isn’t particularly exciting.  However, 
our fund acquired shares at around one third of issue value, resulting in a yield of approximately 4.5% 
on our investment.   I don’t take investing 18% of our hard-earned capital into a single idea lightly: I 
believe that this stock should trade much closer to the issue price over the next two years, and 
accordingly, we stand to at least double our money on this investment with a negligible risk of 
permanent loss of capital. 
 
In-line with my thinking on inflation, I expect the Bank of England to start raising rates to combat 
inflation, possibly after the UK election in June, which will dramatically increase the yield on our 
investment, and should result in an increase in the trading value.  Consider that an increase in the UK 
Base Rate from the current historical lows of 0.5% to a more normal rate of 5%

4
 will result in our 

investment yielding 17%.  Of course, should an inflation fear take hold in the UK, rates may be a lot 
higher than 5%.  I don’t believe that we need higher rates to win on this investment.  The stock could 
trade closer to par just based on the expectation of higher interest rates.  There is also an outside 
chance that Investec may redeem this issue at a higher price in order to adjust their capital base for 
new European capital rules. 
 
Our downside risk is that the UK falls into a prolonged recession (think Japan’s lost decade), in which 
case I believe our 4.5% yield will look positively rosy since most equity investments will then likely lose 
value from today’s levels.   
 
That leaves credit risk, which I judge to be acceptable.  I’m very familiar with Investec, having followed 
the company closely since 2007.  I have stress-tested Investec’s balance sheet based on the worst-
case assumptions used in the infamous US government stress tests

5
, and am satisfied that the equity 

provides an adequate cushion for our investment.  Even in the event that loan losses turn out worse 
than I expect, Investec Plc has an unused UK Government finance facility, and will likely be able to tap 
existing shareholders for additional equity, should the need arise.  As an added measure, I have 
shorted a small amount of Investec ordinary shares as a hedge against this investment. 
 
Simmers (6% of Partner’s Capital) is a gold mining operation that represents a low-cost option on a 
higher gold price, and also has the positive catalyst of management change.  Adjusting for Simmers’ 
holdings of Toronto-listed UraniumOne as well as their R550m cash holdings, the gold mines is valued 
by the market at a paltry R200m.  Given their gold resource of 6.4m ounces, the implied value per 
ounce of gold in the ground is R30, which is extremely cheap on a global basis.  The reason for the 
cheapness is that Simmers has (i) high-cost mines, (ii) repeatedly overpromised and under-delivered 
on production targets and costs, and (iii) previous management that are at best inept.   
 
I had previously researched Simmers due to its extreme cheapness, but concluded that management, 
some of whom were senior figures at Randgold & Exploration when it was famously looted by Brett 
Kebble, could not be trusted

6
.  Our fund acquired shares only when large shareholders managed to 

push top managers into leaving the company, suggesting that better times may be ahead. 

                                                      
4
 The average UK base rate over the last 30 years is approximately 6%, but rates hit 17% in the inflationary late-1970’s  

5
 I was more punitive than the US government, by not assuming that the bank earns profits to offset impairment charges. 

6
 As part of my research, I delve into the “paper trail” of senior management to make sure that they have a good track record of 

shareholder-friendly decision making.  Once a manager dips their hand into the pockets of shareholders once, it’s likely they will do 
it again. 
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Obviously, high cost mines stand to benefit the most from higher gold prices.  My rationale for higher 
gold prices, discussed in detail in my June 2009 quarterly letter and above, still stands despite the 25% 
increase since then. 
 
Alexander Forbes Preference Share (“AF Pref”, 5% of Partner’s Capital) is a complex instrument 
granting ownership in the equity, payment-in-kind bonds and high-yield debt of Alexander Forbes 
Limited, the insurance broking and financial services company.  The business was discussed in last 
quarter’s letter in more detail.  Our fund re-acquired shares when the terms of their high yield bond 
investment was disclosed, indicating that the company had made a bargain purchase which materially 
increased my estimate of fair value for the preference shares.  In terms of a shareholders agreement, 
AF Pref was able to buy high yield debt in Alexander Forbes Limited at close to the same price that the 
other shareholders paid in March 2009 to acquire the debt from a distressed seller.   The price paid 
was 69% of face value (yielding almost 22%), which is a price that one would associate with a gravely 
ill company.  However, Alexander Forbes is a market leader who has reported growing earnings, and is 
only moderately leveraged.  Importantly, the valuation that Alexander Forbes other private equity 
owners ascribe to their investment implies a far higher valuation for AF Pref than the present market 
price. 
 
Makalani (3% of Partner’s Capital)  is a mezzanine lender that is being acquired for R83.50 a share in 
cash on March 29, 2010.  Annoyingly, one day ahead of the buyout announcement, I had completed a 
detailed investigation of the company’s investment loan portfolio, concluded that the investments were 
worth at least R100 a share, and put in a buy order for the stock that never got filled.  Our investment 
was concluded as a merger arbitrage position after the buyout announcement, and has an expected 
IRR of 16%

7
.   I judge this return to be worthwhile since even if the deal falls apart, the company’s 

assets are still worth more than the present stock price, limiting downside risk. 
 
Cape Empowerment Trust (2% of Partner’s Capital)  is an investment company that is being acquired 
for either cash or shares of Dynamic Cables Limited in the second quarter of 2010.  Our fund acquired 
a tiny position in the stock prior to the announcement of the merger, since the assets of the company 
(mainly a JSE listed stake in Grand Parade Investments, owner of the Grandwest casino) was easily 
worth double the stock price, and management had repurchased approximately 15% of the outstanding 
shares, indication that they were serious about creating value for shareholders.  Post the merger 
announcement, I increased the position since it was now an arbitrage investment with an extremely 
attractive IRR and negligible risk.  Even if the merger falls apart, the assets are still worth substantially 
more than the stock price.   I opportunistically also purchased a tiny amount of the stock of the 
acquiring company when the trading price fell to half of the value of the cash alternative offer.  
 
Short positions (32 stocks representing -25% of Partners Capital) 
 
As always, I won’t disclose individual active short positions since it could jeopardize my access to 
management.  I am still finding numerous attractive shorts, including construction, gaming and forestry 
companies with weaker than expected demand and/or higher costs, as well as numerous industrial 
companies with either weak demand or poor earnings quality.   I expect our short exposure to increase 
somewhat during the next few months as a result of some interesting new ideas I am working on.   
 
Exited investments 
 
Shoprite:  disclosed that they increased South African market share by 1.6%, to 31.7%, validating our 
thesis that they were taking share and allowing us to exit at a profit.  
 

                                                      
7
 Internal Rate of Return, or the annualized compound rate of return earned on the investment.  I often think in IRR terms, and not 

in absolute return terms, since time is such a critical feature of investing (it’s obviously better to earn 10% in 3 months than 20% in a 
year). 
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Gooderson: started using its balance sheet to provide cheap financing for customers in an effort to 
boost earnings growth, which I believe is a dangerous policy since these loans could turn out to be 
irrecoverable.  My most favoured investment is an excellent business with good management and a 
solid balance sheet at a bargain price.  As mentioned in a previous letter, the hotel business is 
mediocre at best (it’s too capital intensive), and the new policy is degrading Gooderson’s balance sheet 
as well as my opinion of management.  Since all we were left with was a cheap price, I decided to sell 
(at a profit). 
 
TWP Holdings was a merger arbitrage investment that we initiated at an annualized IRR of almost 
50%.  My proprietary research gave me confidence that the acquiring company would close the merger 
prior to year end, which they did on December 21.  Even though the merger has successfully closed, 
our fund could still benefit through a R0.50 per TWP share earn-out payment due in March 2011 should 
the business meet certain earnings thresholds.  While I consider it unlikely that TWP will meet these 
challenging earnings hurdles, I note that the CEO and CFO of TWP stand to gain almost R20 million 
should they produce these earnings.  I have learned that properly incentivized people often achieve 
what they set out to do

8
. 

 
Super Group:  As discussed in last quarter’s letter, we briefly owned Super Group when the market 
was not adequately reflecting positive news, and sold when the market re-priced the shares and my 
research indicated that customers were unhappy with their service.  Whenever I find a good information 
source on a particular company, I make a habit of keeping contact.  In a follow up interview with a 
customer of Super Group, it became clear that the company was improving operationally.  In three 
months, this customer went from hating Super Group, to offering them additional work.   I re-initiated 
the position at a much lower price than our sale price last quarter, despite the now lower financial and 
operational risk.  The stock appreciated sharply soon after my purchase, leading me to sell at a very 
attractive IRR. 
 
Discovery Holdings:  I briefly initiated a small position in this high quality health insurance company 
when they announced a health insurance joint venture with China’s second largest insurance company, 
which served as further confirmation of the quality of Discovery’s business.  I know from my work in the 
UK that Prudential selected Discovery as partner for its health insurance venture as a result of their 
irreplaceable skills in the field.  In addition to its special know-how and number one South African 
market share, Discovery is also currently trading at a bargain price due to fears over the new South 
African National Health Initiative.  I originally believed that these fears may be overblown, but 
subsequent research suggested that health insurers are indeed most at risk of this new legislation, and 
I decided to exit for now. 
 
 
If anything is unclear, or if you wish to discuss our operations further, I welcome your questions. 
 
 
Sincerely, 

André Steyn, CFA 
 
 

                                                      
8
 Shortly after the merger was announced, TWP reported an earnings decline of 84% for the second half of 2009.  A cynic would 

point out that when the CEO and CFO own 25% of the stock, there is a powerful incentive to move profits from 2009 into 2010 in 
order to achieve the earn out target. 
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APPENDIX I - Portfolio as at December 31, 2009

LONG POSITIONS % SHORT POSITIONS %

Consumer Staples Consumer Staples

Tiger Brands 5%

Financials Financials

Glenrand MIB 5% Bank Short I -1%

Alexander Forbes Preferred 5% Insurance Short I -1%

Asset Manager Long I* 3% REIT Short I** 0%

REIT Short II** 0%

Asset Manager Short I** 0%

Retail/Consumer discretionary Retail/Consumer discretionary

Restaurant Long I* 3% Retail Short I -1%

Retail Short II -1%

Retail Short III -1%

Gambling Short I -1%

Gambling Short II -1%

Gambling Short III** 0%

Industrial/Construction Industrial/Construction

ABE Construction Chemicals 7% Construction Short I -2%

ARB Electrical Wholesalers 6% Construction Short II -2%

Afrimat 5% Construction Short III -1%

Kaydav 4% Construction Short IV -1%

Metmar 2% Construction Short V -1%

Construction Short VI -1%

Industrial Short I -1%

Industrial Short II -1%

Industrial Short III -2%

Industrial Short IV -1%

Industrial Short V -1%

Industrial Short VI** 0%

Industrial Short VII** 0%

Industrial Short VIII** 0%

Industrial Short IX** 0%

Other Other

Investec Plc Preferred Shares 18% Forrestry Short I -2%

Mvela Preferred Shares 8% Resource Short I -1%

Anglogold 7% IT Short I -1%

Simmers 6% Staffing Short I -1%

UCS 5% Staffing Short I** 0%

Mvela Group 5% Transport Short I** 0%

Makalani 3%

Cape Empowerment Trust/Dynamic 2%

Afgri 1%

Petmin 1%

Gross Long 100% Gross short -25%

Gross exposure 125%

Net exposure 75%

Market Adjusted exposure 35%

*Not disclosed since SCM has an active order to trade the stock

**Rounded  
 

Mandatory Disclosures
Steyn Capital Management (Pty) Ltd is an authorised Category I, II and IIA financial services provider in terms of the Financial Advisory and Intermediary Services Act No. 37 of 2002 (“FAIS Act”) with FSP number 37550. The information contained herein, 
should not be construed as advice as defined in the FAIS Act, neither does it constitute a solicitation, invitation or investment recommendation. Collective Investment Schemes (“CIS’s”) should be considered as medium to long-term investments. There are 
risks involved when buying, selling or investing in any financial product. The value of financial products can increase as well as decrease over time, depending on the value of the underlying securities and market conditions. There is no guarantee in respect 
of capital or returns in a portfolio. Past returns may not be indicative of future returns and an investor should seek independent professional financial, legal and tax advice relevant to their individual circumstances before making any investment decision. 
CIS’s are traded at the ruling price and can engage in scrip lending and borrowing. A schedule of fees, charges and maximum commissions is available on request from the Manager. A CIS may be closed to new investors in order for it to be managed more 
efficiently in accordance with its mandate. Performance has been calculated using net NAV to NAV numbers with income reinvested. The validity and accuracy of any illustrations, forecasts or hypothetical data are not guaranteed and are only provided for 
illustrative purposes.




