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Return For an investment is a fundamental concept in finance that helps investors understand the average
outcome they can expect based on the possible returns and their probabilities. When faced with uncertainty
about an investment’s performance, calculating the expected return provides valuable insight into the
investment’s potential profitability over time. In this article, we will explore how to determine the
expected return for such an investment, understand its significance, and discuss related concepts that help
in making informed financial decisions.

---

Understanding Expected Return in Investment Analysis

What Is Expected Return?
Expected return is a statistical measure that calculates the weighted average of all possible returns from an
investment, considering their respective probabilities. It provides a single value representing the
anticipated average return over the long run, assuming the possible outcomes and their likelihoods.

Key points about expected return:
- It is a probabilistic measure, not a guarantee.
- Useful for comparing different investment options.
- Aids in assessing risk and return trade-offs.
- Based on the principle of weighted averages.

Why Is Expected Return Important?
Expected return plays a crucial role in:
- Portfolio optimization
- Risk assessment
- Investment decision-making
- Performance benchmarking

By understanding the expected return, investors can align their investment choices with their risk



tolerance and financial goals.

---

Calculating the Expected Return for the Given Investment

Scenario Description
Consider an investment that has two possible outcomes:
- A 35% return, with a probability of 50%
- A 20% return, with a probability of 50%

Since the problem states that the investment is equally likely to have either return, the probabilities for
both outcomes are 0.5 or 50%.

Step-by-Step Calculation
To compute the expected return, follow these steps:

Identify each possible return and its probability.1.

Multiply each return by its probability.2.

Sum these weighted returns to get the expected return.3.

Mathematically:

Expected Return (ER) = (Probability of Return 1 × Return 1) + (Probability of Return 2 × Return 2)

Using the given data:

ER = (0.5 × 35%) + (0.5 × 20%)

Convert percentages to decimals:

ER = (0.5 × 0.35) + (0.5 × 0.20)



Calculate:

ER = 0.175 + 0.10

Sum:

ER = 0.275

Convert back to percentage:

ER = 27.5%

Result: The expected return for this investment is 27.5%.

---

Interpreting the Expected Return

Implications of a 27.5% Expected Return
An expected return of 27.5% suggests that, on average, the investment is projected to yield a 27.5% return
over the specified period, considering the possible outcomes and their probabilities.

Key considerations:
- It does not guarantee the actual return will be 27.5% in any specific period.
- It reflects the average outcome if the investment scenario is repeated many times.
- Higher expected returns typically come with increased risk.

Limitations of Expected Return
While useful, the expected return has limitations:
- It ignores the variability or volatility of returns.
- It does not account for risk preferences.
- It assumes probabilities are accurately estimated.
- It does not consider the timing or duration of returns.

For a comprehensive analysis, investors should consider measures of risk such as standard deviation,
variance, and other risk-adjusted metrics.

---



Related Concepts in Investment Analysis

Risk and Return Trade-Off
Investors must balance the desire for higher returns against the increased risk associated with those returns.

Common risk-return relationships:
- Higher potential returns usually come with higher volatility.
- Lower returns tend to be associated with lower risk.

Variance and Standard Deviation
These statistical measures quantify the variability of returns:

- Variance: The average squared deviation from the expected return.
- Standard Deviation: The square root of variance, representing volatility.

Calculating these helps in understanding the risk associated with the investment.

Risk-Adjusted Return Metrics
To evaluate investments considering both return and risk, investors use metrics such as:
- Sharpe Ratio
- Sortino Ratio
- Treynor Ratio

These measures help compare investments more effectively than expected return alone.

---

Applying the Expected Return in Investment Decisions

Portfolio Diversification
By combining assets with different expected returns and risk profiles, investors can optimize their
portfolios to maximize returns for a given level of risk.



Scenario Analysis and Stress Testing
Considering various possible outcomes helps investors prepare for different market conditions and
understand the potential variability in returns.

Financial Planning and Goal Setting
Expected return calculations assist in estimating future portfolio values, setting realistic financial goals, and
planning for retirement or other financial milestones.

---

Conclusion
Calculating the expected return for an investment that can yield either a 35% or 20% return with equal
likelihood provides valuable insight into its average performance. In this scenario, the expected return is
27.5%, which guides investors in assessing potential profitability. However, it is essential to recognize that
expected return is just one aspect of investment analysis, and incorporating risk measures and individual
risk tolerance is crucial for making well-informed investment decisions.

By understanding how to compute and interpret expected returns, investors can better navigate the
complexities of financial markets, optimize their investment strategies, and work toward achieving their
financial objectives with a clearer picture of potential outcomes.

---

Meta Description:
Learn how to calculate the expected return for an investment with equal probability of earning 35% or
20%, understand its significance, and explore related risk and return concepts vital for smart investing.

Frequently Asked Questions

What is the expected return of an investment that has a 35% chance of
earning 35% and a 65% chance of earning 20%?
The expected return is calculated as (0.35 35%) + (0.65 20%) = 12.25% + 13% = 25.25%.



How do you compute the expected return when an investment has two
possible outcomes with equal likelihood?
Multiply each outcome by its probability and sum the results. For equal likelihood, simply average the two
outcomes: (Outcome 1 + Outcome 2) / 2.

What does the expected return tell investors about the potential
profitability of this investment?
It provides the average expected return over many repetitions, indicating the typical return an investor
might anticipate based on the possible outcomes and their probabilities.

If an investment has a higher potential return but also higher risk, how
does the expected return help in decision-making?
The expected return summarizes the average outcome, allowing investors to compare it with other
investments and assess whether the potential reward justifies the risk involved.

Can the expected return of 25.25% be considered a guarantee of profit?
No, the expected return is a statistical measure of average outcome; actual returns can vary, and there's no
guarantee of earning 25.25% in any specific investment.

Additional Resources
Suppose An Investment Is Equally Likely To Have A 35% Return Or A 20% Return: An In-Depth
Analysis

In the world of investment analysis, understanding the expected return of an asset is fundamental to
making informed financial decisions. When faced with uncertainty—particularly when an investment has
discrete, equally likely outcomes—investors and analysts must carefully evaluate the statistical and practical
implications. This article explores the scenario where an investment is equally likely to yield a 35% return
or a 20% return, examining the calculation of the expected return, its significance, and broader
considerations in risk assessment and decision-making processes.

---



Understanding Expected Return in Discrete Outcomes

Expected return is a core concept in finance, representing the average return an investor might anticipate
over time based on probabilistic outcomes. When outcomes are discrete and assigned specific probabilities,
the calculation is straightforward:

Expected Return (ER) = Σ (Probability of Outcome × Return of Outcome)

In our case, the investment has two outcomes:

- A 35% return with probability 0.5
- A 20% return with probability 0.5

The equal likelihood simplifies the calculation but also prompts questions about the risk profile and
investment attractiveness.

---

Calculating the Expected Return: A Step-by-Step Approach

Given the probabilities and returns:

- P(35%) = 0.5
- P(20%) = 0.5

The expected return is:

ER = (0.5 × 35%) + (0.5 × 20%)
ER = (0.5 × 0.35) + (0.5 × 0.20)
ER = 0.175 + 0.10
ER = 0.275 or 27.5%

Key Point: The expected return of this investment is 27.5%.

This value suggests that, on average, the investment yields a return of 27.5% if the scenario repeats over
many periods under similar conditions.

---



Interpreting the Expected Return: Beyond the Numbers

While the calculation is straightforward, interpreting the expected return requires context:

- Average Performance: The 27.5% figure indicates the mean outcome but does not reflect the variability or
risk associated with the investment.
- Risk-Return Tradeoff: The two possible returns (20% and 35%) differ by 15 percentage points,
highlighting potential volatility.
- Investment Horizon: The expected return provides a snapshot but must be considered across the
timeframe of the investment.

---

Limitations of Expected Return in Discrete Scenarios

Expected return alone can be misleading:

- It does not account for the variance or standard deviation, which measure risk.
- It assumes that outcomes are independent and that probabilities stay constant.
- It ignores investor-specific factors such as risk tolerance, liquidity needs, or market conditions.

---

Risk Assessment: Variance and Standard Deviation

To better understand the risk profile, analysts often calculate the variance and standard deviation of the
returns.

Variance (σ²):
σ² = Σ (Probability × (Return – Expected Return)²)

Applying to our scenario:

1. Calculate deviations:

- For 35% return: (0.35 – 0.275) = 0.075
- For 20% return: (0.20 – 0.275) = -0.075

2. Square deviations:



- (0.075)² = 0.005625
- (-0.075)² = 0.005625

3. Multiply by probabilities:

- 0.5 × 0.005625 = 0.0028125
- 0.5 × 0.005625 = 0.0028125

4. Sum for variance:

σ² = 0.0028125 + 0.0028125 = 0.005625

Standard Deviation (σ):
σ = √0.005625 ≈ 0.075 or 7.5%

This indicates that the returns fluctuate around the expected return by approximately 7.5 percentage
points.

Implication: The relatively high standard deviation compared to the mean suggests significant variability,
which may influence risk-averse investors’ decisions.

---

Probability Distributions and Their Significance

The scenario can be viewed through the lens of probability distributions:

- The discrete outcomes follow a Bernoulli distribution with two possible outcomes.
- The expected return reflects the mean of this distribution.
- The variance and standard deviation quantify the spread of possible outcomes.

Understanding the distribution helps investors:

- Anticipate the likelihood of favorable or unfavorable outcomes.
- Evaluate whether the risk aligns with their investment goals.

---



Broader Implications and Investment Decision-Making

While the expected return of 27.5% appears attractive, several factors influence whether this investment is
suitable:

1. Risk Tolerance
Investors need to assess whether a 7.5% standard deviation aligns with their risk appetite. For risk-averse
investors, the volatility might be too high, prompting a search for more stable assets.

2. Comparison to Alternatives
How does this expected return and risk profile compare to other investments? For example:

- Bonds with lower yields but also lower volatility
- Stocks with higher expected returns but greater risk

3. Time Horizon
The analysis assumes a single-period scenario. Over multiple periods, compounding effects and changing
probabilities influence the long-term outlook.

4. Market Conditions and External Factors
Economic factors, industry trends, and geopolitical events could shift the probabilities or returns, making
the static analysis less predictive.

---

Extensions and Advanced Considerations

Beyond the basic calculation, investors and analysts might explore:

- Expected Utility Theory: Evaluating how different risk preferences affect decision-making.
- Monte Carlo Simulations: Modeling a broader range of outcomes with more complex probability
distributions.
- Risk-Adjusted Returns: Calculating metrics like the Sharpe ratio to balance return against risk.
- Scenario Analysis: Examining the impact of changing probabilities or adding additional outcomes.



---

Conclusion: Making Informed Investment Choices

Suppose an investment is equally likely to have a 35% return or a 20% return. The expected return,
calculated at 27.5%, provides a useful but incomplete measure of potential performance. Recognizing the
associated risk, expressed through the standard deviation of approximately 7.5%, is crucial for
comprehensive assessment.

Investment decisions should not rely solely on expected returns. Instead, they must consider risk tolerance,
alternative options, market conditions, and the investor’s time horizon. As with all probabilistic assessments,
continuous monitoring and scenario analysis are essential to adapt to changing circumstances.

Ultimately, understanding the nuanced interplay of expected value and risk enables investors to make
more informed, strategic choices—balancing the pursuit of higher returns against the realities of
uncertainty inherent in financial markets.
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