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Closing out a Short Position

“You've got to know when to hold 'em, Know when to fold 'em, Know when to walk away and know when to run, You never count
your money when you're sittin' at the table, There'll be time enough for countin' when the dealin's done”.

The Gambler by Don Schlitz 1978

Short-sellers are frequently derided as vultures, criminals, pessimists or un-Australian, in reality shorting stocks is a
stressful and often lonely way to make money in the market. When a fund manager makes the correct shorting
decision, there is never glowing pieces in the financial press with a satisfied looking CEO pictured next to the fund
managers that were smart enough to back their management team. Whilst the short selling fund manager has made
a profitable trade after identifying catalysts that will cause the stock to fall substantially; on the other side of the
trade are investors that have lost money, a management team that may be looking for new jobs and articles in the
financial press looking for scapegoats.

A key component in short selling is knowing when to close out a short or in the words of the Gambler knowing when
to walk away. Earlier this week we closed out the one of our largest short positions in the Dividend Income Fund, a
long standing short in Seven West Media. In this week’s piece | am going to look at the mechanics of closing out a
successful short position (essentially buying shares on the ASX to deliver back to its original owner), along with the
dangers of being too greedy.

Seven West Media Share Price Slater + Gordon Share Price

53.00 $9.00

Position Established Closed Out
Pasition Established Closed Out $8.00

3250

W $7.00

5200 $6.00
W $5.00 I

! M l\

e ' 'qu.‘ $4.00
4100 v ﬂ"‘ ""*FMA $3.00 i
S AR RN +Slater

wo - QD Gordon
e $1.00 +—— '
SEVEN WEST MEDIA
> > > b > o & & 9 o ] ] ol > > > > > o ) o NJ © © © ©
T A SR e - R R I A ¢ ¥ ¥ > > > ¢ ¢ ¥
v P O S Sy S S GO AR R O I G O R N
& \t(p A @"B ‘ﬁ\ & @ \-ag‘ -;.S?“ \0\0 & oé\ \%‘\\ vQ(\ S oé\ S vQA S o& \fo“\ RN 0‘§\

Short selling Characteristics

The short sell characteristics to look for are companies with a) low or negative growth, b) accounting irregularities, c)
high and increasing debt levels, d) a weak or overly complex business model, e) possessing a shaky management
team and f) finally a high relative valuation metric. The first five characteristics will yield a catalyst that may cause
the stock’s share price to fall, simply having a high price to equity multiple is not enough as this can persist and large
component may just be related to the over-valuation of the market.



In the case of Seven West Media, aside from being concerned about the dilutionary impact of converting preference
shares held by a related party, in May 2016 the market seemed to be ignoring the weakness in the company’s
business model, namely rising content cost and falling advertising revenue from declining free-to-air viewers. For
Slater + Gordon the key catalysts identified were accounting irregularities and a mismatch between the reported
profit and incoming cash flows and a very large and complicated offshore acquisition. In both of these cases we
developed a valuation that was substantially below the current price along with some clear catalysts that could cause
this fall to occur in the near future.

Knowing When To Fold Them

Knowing when to close out a short is more art than science and it is based on probability weighting the outcomes of
going to zero versus rebounding after a big sustained fall. Investment research from the investment banks is
generally near to useless for investors looking to close out a short as either a) the bank has ceased coverage of the
stock, b) the company is still covered by the analyst who still has a buy recommendation despite the massive fall, as
they are desperately hoping it will recover and they will keep their job or c) the analysis is far too negative and bitter
towards the company that they believe has unfairly duped them.

Blended Valuation Seven West Media Action Probability Valuation
Recovery

SWM Market share recovers > 0.2 $1.10
40%, 2% growth in TV market

Steady state

$0.69 ( SWM Market share recovers 0.5 $0.75
38%, -2% decline in TV market

Decline Continues
SWM Market share maintains

38%, -4% decline in FTA TV
market. Costs growth causes
debt servicing issues + equity 0.3 $0.30

Source: Aurora FM issue

When these catalysts occurred in late 2015 for Slater + Gordon and in August 2016 for Seven West Media after the
company reported that they expected 2017’s earnings to be down 15-20% due to higher costs and stagnant TV and
print markets, the stocks both approached our initial valuation. In both of these cases the underlying problems were
worse that our initial assessment, but based on this new information we then developed three new valuations based
on a recovery, steady state and then a zero valuation upon bankruptcy. The above table shows the three valuations,
together with a subjective probability weight that yields a blended valuation.

Folding Too Early

The above chart on the right for Slater + Gordon shows that we shorted the company in May 2015 at $6 per share
and then bought the stock back at $1 to close out the position in December 2015. Whilst the stock has continued to
fall in 2016 and our profit would have been greater had we held onto the stock; we were concerned in December
that the bulk of the gains in shorting the stock had already been made and could not detect any Enron-style
accounting fraud that would lead to imminent bankruptcy. Paradoxically you actually don’t want the shorted stock to
zero as this creates administrative issues with the shorter having to negotiate an off-market transfer to obtain the
equity needed to deliver the shares to close out the short position. With the stock currently trading at $0.35, in
hindsight | was too cautious and insufficiently greedy.

Being too Greedy

One of the dangers you face by being too greedy and not closing out a short when the bulk of your original thesis has
played out is that either the price starts to rebound as it has become too cheap or that the sharp fall stimulates
corporate takeover activity in the stock you have shorted. In both of these situations the short-seller is forced into
the position of buying back the shorted stock at a time not of their choosing, thus contributing to upward moves in
the share price, eroding profits.



The above situation of being too greedy occurred with a short position in global minerals testing company ALQ
earlier this year. In late May 2016, ALS reported a poor result with earnings down 30% due to a downturn in minerals
and energy testing, which saw the the stock fall -11% on the day of the result. After declining 30% over the past year
ALS’s share price was now below our probability weighted target price. Anticipating the potential of further falls after
investment bank analyst downgrades, the position was not closed out. Unfortunately, two days later ALQ received a
bid from a private equity consortium, as we were concerned that this bid may presage a bidding war for the company
with much larger European competitors, SGS and Intertek the position was closed out, albeit at a higher price.

Aurora’s View

Knowing when to close out a successful short position can be quite challenging, as the easiest option is to do
nothing, drawing comfort from the negative news stories and research reports vindicating the fund manager’s
initial negative thesis. However, in most situations (outside of an Enron or Onetel) there will be investors with
interest in your shorted company at a certain price. It is far preferable to make a considered decision to close
out a position early and move on, than be caught in a “short squeeze”. This occurs when a heavily shorted
stock rises sharply in response to a small piece of positive news, as a number of short-sellers close out their
position by buying back stock, thus causing further upward price momentum.
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Aurora is a boutique investment manager that was established in 2003, and has established a long track record of producing
risk adjusted returns for retail, institutional and high net worth investors. The investment strategies are offered through both
ASX listed investment vehicles and managed funds. They aim to deliver income whilst also managing the risks associated in
investing in Australian and global equities.
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= Aurora Absolute Return Fund (ASX code: ABW)
=  Aurora Fortitude Absolute Return Fund
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= Aurora Property Buy-Write Income Trust (ASX code: AUP)
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