
EXPECTED PORTFOLIO RETURN AND RISK

What is the expected return of a portfolio, and how do you calculate it?.

Calculator What is Expected Return Formula? Next, we will see the expected return on this portfolio.
Expected Return Expected return measures the mean, or expected value, of the probability distribution of
investment returns. The expected return of the portfolio can be computed as: Covariances and correlation of
returns Before moving on to the variance of the portfolio, we will have a quick look at the definitions of
covariance and correlation. This portion of the equation is called the "risk premium," meaning it represents the
returns an investor will require to compensate for the additional risk above the risk free rate. Each cell contains
the product of the weights of the corresponding column and the covariance of the corresponding stocks.
Consider a stock ABC. The expected return of a portfolio is calculated by multiplying the weight of each asset
by its expected return and adding the values for each investment. We can adjust the weights of the stocks to
maximize the return and minimize the standard deviation. What Next? The equations to compute the
covariance and correlation are given below. Assume that the expected return from ith stock is ri. Generally,
the U. Key Takeaways Expected return calculates the mean of an anticipated return based on the weighting of
assets in a portfolio and their expected return. One simple but powerful method investors can use to assess the
risk and reward of a stock portfolio is using the Capital Asset Pricing Model, or CAPM, model for expected
returns. Your input will help us help the world invest, better! The returns and the risk of the portfolio
depending on the returns and risks of the individual stocks and their corresponding shares in the portfolio.
Based on the risks input into the formula, an investor should expect a return of at least  The investor does not
use a structural view on the market to calculate the expected return. Expected return on an n-stock portfolio
Let us take an n-stock portfolio. The variance of the portfolio will be the sum of all the cells of this table.
Therefore, the portfolio standard deviation is  An investor uses an expected return to forecast, and standard
deviation to discover what is performing well and what might not be. First, there's the time value of money,
which is incorporated via the risk free interest rate. With the risk free return so close to zero, the largest driver
of this hypothetical expected return is the 1. Visit our broker center for more information. We start by
importing the pandas library. The magnitude of the covariance denotes the strength of the relationship. Then,
add this value to 2 multiplied by the weight of the first asset and second asset multiplied by the covariance of
the returns between the first and second assets. So, the variance of a fully diversified portfolio will be the
average of the covariances. Some assets, like bonds, are more likely to match their historical returns, while
others, like stocks, may vary more widely from year to year. However, there can be several probable values of
the asset and as such the asset price or value has to be assessed along with the probability of the same. It's
important to keep in mind that this formula is a theoretical tool. Expected return on a single stock The
expected return of a portfolio provides an estimate of how much return one can get from their portfolio.
Standard Deviation: An Overview Expected return and standard deviation are two statistical measures that can
be used to analyze a portfolio. Any investment with additional risk should come with a commensurate increase
in returns above the risk free rate. For example, if you calculate your portfolio's beta to be 1. The standard
deviation can be found by taking the square root of the variance. Once the expected return of each security is
known and the weight of each security has been calculated, an investor simply multiplies the expected return
of each security by the weight of the same security, and adds up the product of each security. The probable
returns of both the securities security A and B are as follows: In below-given template is the data for the
calculation of Expected Return Equation. The risk free interest rate is the return investors are willing to accept
for an investment with no risk. We can compute the variance of the single stock using python as: Hence, the
variance of return of the ABC is 6. Let us assume that ABC can generate the returns as per column A with
corresponding probabilities given in column B. Box method for Variance of a portfolio For variance of the
portfolio, we will use box method.


