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Knowing When to Pull Out

“It is better to cut your hand now rather than your arm tomorrow”
Introduction:

Equity markets are revolving around a simple fact; there are winners and losers. Nobody can be right 100% of the time. To gain from 
investments, you just need to be right more than once every two trade. On the paper, the theory is easy to grasp and a wide range of 
solutions (strategies, algorithms and the like) are available to lock-in profits. However, the brain does not like behaving like a machine 
and is impairing our judgment. We will see what one has to do to make sure good bets make profits while bad bets do not weigh –too 
much- on the Profit & Loss account.

Taking a loss; hard but necessary

The common fear about cutting 
losses is that the stock could turn 
around. If so, there are no reasons 
why you could not buy the share 
back at the same price or maybe at a 
better price; with current 
technologies, NYSE says a market 
order is executed with an average of 
16.8 seconds thus having little impact 
on the investment process.

Available literature recommend 
cutting losses when the stock has 
been losing around 10%. However, if 
the stock is still in the profit zone, it is 
better to let it have more leeway in 
order to help reducing noise created 
by price fluctuations around the main, 
long-term trend.

Table 1 shows how difficult it is to get 
back from a loss. Suppose you invest 
in a stock worth EUR32. If you lose 
20%, your stock is worth EUR25.6. If 
the stock was then to appreciate 
20%, it would only reach EUR30.7. 
Your investment would still post a 
loss of EUR1.3 per share (-4%).

Feelings, nothing but feelings

Even though behavioral finance has 
been heard off before 2002, it has 
been formalized by Kahneman and 
Tversky within the research paper 
that made them obtain the 
Economics Nobel Prize in 2002. 

Even though we believe it is not 
possible to always sell at the highest, 
we notice that an emotional investor 
is more likely than none to sell near 
the lowest. Most studies show that 
there is an unwillingness from 
investors to sell an investment when 
it would result in a nominal loss even 
though this loss might be covered by 
the profits from other investments. 

In order to reduce these emotions to 
kick-in and generate a loss, it is 
possible to implement strategies only 
based on quantitative data (cf. p. 2).

Stock Loss Gain Needed
1.0% 1.0%
5.0% 5.3%

10.0% 11.1%
15.0% 17.6%
20.0% 25.0%
25.0% 33.3%

Averaging down

There are other mental tricks an 
investor will eventually be exposed 
to; averaging down is one of these 
pitfalls. An investor is averaging 
down when he/she is purchasing 
additional shares of a given company 
at a lower price than that of the 
original investment. The idea is to 
bring down the price of the overall 
investment. Lets assume you 
invested $100 in a given stock. The 
price goes down to $50 (according to 
our previous comments, you should 
probably have sold that position). 
You decide to purchase one more 
share so you finally have a $150 
investment composed of two shares 
($75 each on average). This way, the 
loss is no longer $50 on a single 
share but $25 on each share thus 
leaving unchanged the loss while 
reinforcing the exposure to a specific 
stock; this mental mechanism could 
affect your decision process.

Seating on a pile of cash

It is necessary, when managing 
investments, to remain alert and 
prepare back-up plans in order to 
reallocate funds to better investment 
opportunities within or outside the 
current portfolio.
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In order to reduce the impact of 
feelings in the investment process, 
investors have a wide range of 
strategies at their fingertips.

The limit order: The limit order is 
used to purchase (sell) a stock at a 
price specified by the investor, or at a 
better level.

Sell-Limit: If you set a limit order to 
sell a stock at $50 and the price is 
$49, nothing will happen until the 
price reaches the $50 mark. You'll 
then sell the shares at prices higher 
or equal to $50. You would use such 
a strategy when you want to get rid 
of feelings and be sure to sell after 
the stock increased (e.g.: you want to 
make sure you sell after the stock 
makes a 10% increase).

The Stop Order (aka: stop-loss):
The stop order becomes a market 
order once the specified stop price is 
reached:

Buy-Stop: The stop price is set at a 
higher level than that of the market 
price (e.g.: $50 if the stock is at $45 
on the market). This strategy is 
mostly used in order to protect the 
investor with a short position 
(generating a loss when price goes 
up).

Both limit and stop orders are 
available for Sell and Buy strategies. 
The ones above are the most 
commonly used.

A Step Further

Dividend is
announced

Ex- Date
Record    
Date

Dividend
is paid

Timeframe:

First things first; the proper time 
frame. The dividend is announced 
during the Annual General Meeting 
after a vote from shareholders. At 
that moment, a date (ex-date) is set; 
that moment is ahead of the record 
date so that investors’ name can get 
on the company’s records. The time 
between Ex and Record dates is 
short and is supposedly only 
dedicated to gathering investors’
information in order to pay previously 
agreed upon dividend. 

The time chart above shows the 
process. If you were to buy shares 
after the Ex-date but before the 
record date, you would not be entitled 
to the dividend. Purchasing the share 
after the record date has the same 
effect.

Impact on stock:

When a company is paying a 
dividend, the share very often, if not 
always, decreases in value of the 
amount of the announced dividend. 
Actually, studies show that the drop 
in price is roughly equal to 10% of the 
dividend. If a $100 stock has a 
dividend of $10, the stock is expected 
to drop around $1; the stock will trade 
at around $99 but you would have a 
net profit of around $9 per share. You 
would face a capital loss but a hike in 
total return.

Taxation – Cash it or Reinvest it ?

Regulation depends on the country in 
which the account receiving the 
dividend is set. The main issue is to 
know whether one should opt for a 
cash payment or a share dividend. 
We will briefly introduce the ways of 
the U.S., the U.K., and France; for 
further, more in-depth information, 
please contact our specialist. 

In France, computed after a 40% tax 
allowance and a EUR1,525 discount. 
When choosing a payment in 
dividends, one has benefits from a 
10% maximum discount on the share 
price computed on the 20-day 
average price (before dividend 
announcement) of the share.

In the U.K. , if you pay tax at the 
basic rate, you have no tax to pay on 
your dividend income because the 
tax liability is 10 per cent - the same 
amount as the tax credit.  This is the 
most common scenario. There are 
two other brackets with specific rates; 
one at 32.5% for the income tax 
range above £34,370 and one at 
42.5% for income tax limit above 
£150,000.

In the U.S. Dividends are taxed 
depending on individual tax rate and 
could be set at 5% or 15% (if 
personal tax bracket >25%). Capital 
gain taxes depend on the length of 
time you hold the stock; it is 
recommended to reinvest the 
dividend in the shares as capital gain 
is lower than tax on dividend.

The cash obtained would be used 
to reinforce an already existing line 
in the portfolio but beware of the 
averaging down trick. Instead of 
reinforcing one line, one could 
reinforce different positions to 
change the portfolio exposure to a 
currency, sector… It could also be 
used to maintain a equally-weighted 
strategy.

But you could also start investing in 
a new stock or invest in another 
asset class depending on market 
conditions.

Winning from the loss

Once the rational decision to accept 
the loss has been made, there are 
ways to optimize its use. In most 
countries, losses can be tax 
deductible after a set limit. 

In France , if one lost over €25 730 
on a given fiscal year, the investor 
will have the opportunity to deduct it 
from gains on other investments 
such as equities. These deductions 
can be extended for a given length 
of time (10 years in France). To 
accept a loss can therefore reduce 
the tax burden of other profitable 
investments.

In the U.S. , “if your capital losses 
exceed your capital gains, the 
amount of the excess loss that can 
be claimed is the lesser of $3,000, 
or your total net loss as shown on 
line 16 of the Form 1040 Schedule 
D. If your net capital loss is more 
than this limit, you can carry the 
loss forward to later years.” (IRS). 

In the U.K. , it is a 4 step process 
rather complicated; this is just but 
an introduction. You must first 
deduct any allowable losses from 
gains you've made in the same tax 
year. If you still have gains after 
deducting your allowable losses, 
you should check whether the gains 
are more than the annual tax-free 
allowance. If your gains are more 
than £10,600 but you've got some 
unused losses from a previous tax 
year, you can deduct these from 
your gains. If you still have losses, it 
can be used next year.

Investing in dividend stocks:

With its specific nomenclature, the 
dividend investment can make your 
head spin; are you better off 
investing before the 
announcement? Before the ex 
date? Is record date meaningful? 


