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Stock Has A Beta Of 1.16 And An Expected Return Of 11.18 Percent. If The Risk-free Rate
Is 3.1 Percent, understanding this information is crucial for investors aiming to evaluate the risk
and potential returns of this particular stock. In this article, we will explore what these metrics
mean, how they influence investment decisions, and the broader context of stock valuation and risk
assessment.

Understanding Beta: Measuring Stock Volatility

What Is Beta?
Beta is a measure of a stock's volatility in relation to the overall market. It indicates how much a
stock's price is expected to move compared to movements in the market index, such as the S&P 500.

- Beta of 1.0: The stock tends to move in line with the market.
- Beta greater than 1.0: The stock is more volatile than the market.
- Beta less than 1.0: The stock is less volatile than the market.

In this case, with a beta of 1.16, the stock is slightly more volatile than the overall market. This
means that when the market rises or falls, the stock's price is likely to experience larger movements,
approximately 16% more than the market's movement.

Implications of a Beta of 1.16
- Higher risk, higher potential reward: Investors seeking higher returns might be willing to accept
the increased volatility.
- Market sensitivity: The stock's performance is sensitive to market swings, making it suitable for
investors with a higher risk tolerance.
- Portfolio diversification: Including stocks with varying beta levels can help balance risk and return
in a diversified portfolio.

Expected Return and Its Significance

What Does an 11.18% Expected Return Mean?
Expected return is the anticipated profit from an investment over a specific period, based on
historical data and predictive models. An expected return of 11.18% suggests that, on average,



investors might earn this percentage annually from holding this stock.

- Comparison to market averages: Historically, the S&P 500 has returned approximately 7-10%
annually, so 11.18% is relatively attractive.
- Risk-adjusted returns: Higher expected returns often come with higher risks, which is consistent
with the beta value.

Factors Influencing Expected Return
- Company performance: Earnings, revenue growth, and strategic initiatives.
- Market conditions: Economic outlook, interest rates, and geopolitical factors.
- Investor sentiment: Market psychology and trend analysis.

The Capital Asset Pricing Model (CAPM): Connecting
Risk and Return

Overview of CAPM
The CAPM is a foundational model in finance that describes the relationship between expected
return and risk. It helps investors determine the fair return for a stock given its risk profile.

The formula:

Expected Return = Risk-free Rate + Beta × (Market Return - Risk-free Rate)

Where:
- Risk-free Rate: The return on a riskless asset, usually government bonds.
- Market Return: The expected return of the overall market.
- Beta: The measure of systematic risk.

Applying CAPM to Our Stock
Given:
- Risk-free Rate = 3.1%
- Beta = 1.16
- Expected Return = 11.18%

Rearranged, the Market Return can be estimated as:

Market Return = [(Expected Return - Risk-free Rate) / Beta] + Risk-free Rate

Calculating:

Market Return = [(11.18% - 3.1%) / 1.16] + 3.1%
Market Return ≈ [(8.08%) / 1.16] + 3.1%



Market Return ≈ 6.97% + 3.1%
Market Return ≈ 10.07%

This indicates that the overall market is expected to return approximately 10.07%, aligning with
historical averages.

Analyzing the Investment Outlook

Risk-Reward Tradeoff
Investors must consider whether the expected return justifies the stock's volatility. With a beta of
1.16, the stock is somewhat riskier than the market, but it offers an attractive return of 11.18%. This
balance can be suitable for investors with a moderate to high risk appetite.

Market Conditions and External Factors
- Interest Rate Environment: The current risk-free rate of 3.1% suggests a relatively stable
macroeconomic environment.
- Economic Growth: A robust economy can support higher stock returns.
- Geopolitical Stability: Political uncertainties can impact market performance and stock volatility.

Comparative Analysis
- Against peers: Comparing the stock's beta and expected return with similar companies can provide
insights into its relative riskiness.
- Historical performance: Past performance trends can help validate expectations.

Strategic Investment Considerations

Portfolio Diversification
Including stocks with different betas and expected returns can help manage overall portfolio risk.
For example:
- Combining high-beta stocks like this one with low-beta, stable stocks.
- Balancing growth prospects with risk mitigation.

Timing and Market Entry
- Considering current market valuations.
- Monitoring economic indicators to optimize entry points.



Long-Term vs. Short-Term Investing
- Long-term investors might tolerate higher volatility for higher compounded returns.
- Short-term traders should be cautious of market swings associated with higher beta stocks.

Conclusion: Making Informed Investment Decisions
Understanding that the stock has a beta of 1.16 and an expected return of 11.18 percent, especially
in the context of a 3.1 percent risk-free rate, enables investors to assess whether this investment
aligns with their risk tolerance and financial goals. The higher beta indicates increased market
sensitivity, translating into higher potential returns but also greater volatility.

When applying models like CAPM, investors gain a clearer picture of whether the expected return
compensates adequately for the associated risk. As with any investment, thorough analysis,
diversification, and consideration of broader market conditions are essential to optimize outcomes.

By integrating these insights into your investment strategy, you can make more informed, confident
decisions that align with your financial objectives and risk appetite.

Frequently Asked Questions

What does a beta of 1.16 indicate about the stock's volatility
compared to the market?
A beta of 1.16 suggests that the stock is slightly more volatile than the overall market, meaning it
tends to move 16% more in response to market changes.

How is the expected return of 11.18% related to the stock's
risk profile?
The expected return of 11.18% reflects the compensation investors anticipate for taking on the
stock's risk, considering its beta and market conditions.

Given the risk-free rate of 3.1%, what does the stock's risk
premium look like?
The risk premium is approximately 8.08%, calculated as 11.18% (expected return) minus 3.1% (risk-
free rate), indicating the additional return investors expect for taking on the stock's risk.

How can the Capital Asset Pricing Model (CAPM) be used to
verify the expected return with a beta of 1.16?
Using CAPM: Expected Return = Risk-Free Rate + Beta × (Market Return - Risk-Free Rate).
Rearranging to find the implied market return can help verify if 11.18% aligns with the beta and
risk-free rate.



What implications does a beta of 1.16 have for an investor's
portfolio diversification?
A beta of 1.16 suggests the stock is slightly more sensitive to market movements, so investors should
consider its role within a diversified portfolio to manage overall risk.

If the market's expected return increases, how might that
affect this stock's expected return?
An increase in the market's expected return would likely raise the stock's expected return, especially
given its beta, which amplifies market movements.

Can the stock's expected return be considered attractive
compared to the risk-free rate?
Yes, with an expected return of 11.18% against a risk-free rate of 3.1%, the stock offers a risk
premium of about 8.08%, which may be attractive to investors seeking higher returns for taking on
additional risk.

Additional Resources
Stock has a beta of 1.16 and an expected return of 11.18 percent. This specific combination of risk
and return metrics provides valuable insights for investors seeking to understand the potential
performance and risk profile of a particular stock within the broader market context. Analyzing
these figures in detail allows investors to make informed decisions aligned with their risk tolerance,
investment goals, and market outlook. In this comprehensive review, we will explore what a beta of
1.16 signifies, how the expected return of 11.18% compares to market averages, the implications of
a risk-free rate of 3.1%, and the overall attractiveness of such a stock.

---

Understanding Beta: What Does a Beta of 1.16 Mean?

Definition and Significance of Beta

Beta is a measure of a stock’s volatility relative to the overall market, often represented by a
benchmark index such as the S&P 500. A beta of 1 indicates that the stock’s price moves in tandem
with the market. A beta greater than 1 signifies that the stock is more volatile than the market, while
a beta less than 1 indicates less volatility.

A beta of 1.16 suggests that this stock tends to be somewhat more volatile than the market average.
For every 1% movement in the market, the stock is expected to move approximately 1.16%. This
indicates a slightly higher sensitivity to market fluctuations, which can be advantageous or risky



depending on an investor’s risk appetite.

Implications of a Beta of 1.16

- Higher Volatility: The stock is likely to experience larger price swings during market ups and
downs.
- Potential for Higher Gains: During bullish markets, stocks with higher beta can outperform the
market.
- Increased Risk During Downturns: Conversely, in bear markets, the stock may decline more
sharply than the average.

Pros and Cons of Higher Beta Stocks

Pros:
- Opportunity for outsized gains in rising markets.
- Suitable for aggressive investors seeking growth.

Cons:
- Greater downside risk during market downturns.
- Increased portfolio volatility, which might not suit conservative investors.

---

Expected Return of 11.18%: What Does It Tell Us?

Understanding Expected Return

Expected return is a forecasted measure of how much an investor might earn from an investment
over a given period, considering both income and capital appreciation. An expected return of 11.18%
indicates that, based on current market conditions and the stock’s risk profile, investors might
anticipate an 11.18% gain annually.

Comparison to Market Averages

Historically, the average annual return of the U.S. stock market, as represented by the S&P 500, has
hovered around 7-10% after inflation. An expected return of 11.18% is above this historical average,
signaling potential for above-market performance.



Implications of the Expected Return

- The return appears attractive, especially for investors seeking growth.
- It suggests that the stock is priced to deliver above-average gains, possibly reflecting favorable
fundamentals or growth prospects.
- It also indicates a risk-premium component, consistent with the stock’s higher beta.

Pros and Cons of an 11.18% Expected Return

Pros:
- Attractive for growth-oriented investors.
- Potential to outperform broader indices.

Cons:
- The forecast may be optimistic; actual returns can vary.
- Higher risk associated with higher expected returns.

---

The Role of the Risk-Free Rate: 3.1%

Understanding the Risk-Free Rate

The risk-free rate represents the return on an investment with zero risk of loss, typically associated
with government securities like U.S. Treasury bonds. A rate of 3.1% serves as a benchmark for
assessing the additional risk premium demanded by investors for holding riskier assets.

Implications of a 3.1% Risk-Free Rate

- The risk-free rate provides a baseline for evaluating whether the stock’s expected return
adequately compensates for risk.
- When comparing the stock’s expected return of 11.18%, the excess return over the risk-free rate is
approximately 8.08% (11.18% - 3.1%).

Capital Asset Pricing Model (CAPM) Perspective

Using CAPM, the expected return (E[r]) is modeled as:

E[r] = R_f + β (E[r_m] - R_f)



Where:
- R_f = risk-free rate (3.1%)
- β = 1.16
- E[r_m] = expected market return

Rearranged to solve for E[r_m]:

E[r_m] = (E[r] - R_f) / β + R_f

Plugging in the values:

E[r_m] ≈ (11.18% - 3.1%) / 1.16 + 3.1% ≈ (8.08%) / 1.16 + 3.1% ≈ 6.97% + 3.1% ≈ 10.07%

This suggests that the expected market return implied by the stock’s metrics is about 10.07%,
aligning with historical market averages.

Pros and Cons of the 3.1% Rate

Pros:
- Serves as a realistic baseline for risk-adjusted return calculations.
- Allows for meaningful comparison across assets.

Cons:
- Fluctuations in the risk-free rate can alter the attractiveness of stocks.
- In a low-interest-rate environment, the risk-free rate may be artificially suppressed.

---

Assessing the Investment Attractiveness

Risk-Return Profile

Given the combination of a beta of 1.16 and an expected return of 11.18%, the stock presents a
moderately high-risk, high-reward profile. Investors who accept a slightly higher volatility (relative
to the market) can potentially earn above-average returns, aligning with growth-oriented investment
strategies.

Comparison with Market and Industry Peers

- The expected return surpasses the historical average, indicating promising prospects.
- The beta indicates slightly higher volatility than the average, which may be justified by the
company's growth prospects or sector-specific factors.
- Investors should compare these figures with industry peers to gauge relative attractiveness.



Potential Risks and Considerations

- Market Volatility: A beta above 1. means the stock can be more volatile, which may lead to larger
swings.
- Economic Conditions: Changes in macroeconomic factors, such as interest rates or inflation, can
impact the stock’s performance.
- Company Fundamentals: The expected return hinges on the company’s financial health and growth
outlook.

Features and Highlights

- Moderate to High Risk: Slightly above-market volatility.
- Potential for Above-Average Return: Expected return of 11.18% exceeds traditional market
averages.
- Sensitivity to Market Movements: Due to a beta of 1.16, the stock responds more than
proportionally to market changes.
- Assessment Using CAPM: Implied market return around 10%, consistent with historical trends.
- Benchmarking: Suitable for investors with a higher risk appetite seeking growth.

---

Conclusion: Is the Stock a Good Investment?

Based on the provided metrics, the stock with a beta of 1.16 and an expected return of 11.18%
presents an intriguing opportunity for investors aiming for growth with moderate risk. Its higher
beta suggests it will be more reactive to market movements, which can be advantageous during
bullish periods but may also lead to amplified downturns.

The expected return surpasses the average market return, indicating potential for attractive gains.
However, investors should remain cautious and consider other fundamental factors such as the
company’s financial health, industry outlook, and macroeconomic environment. The risk-free rate of
3.1% helps contextualize the risk premium, reinforcing that the stock’s expected return compensates
for the additional risk taken.

In summary, for investors comfortable with higher volatility and seeking above-average returns, this
stock could be a valuable addition to a diversified portfolio. Conversely, risk-averse investors might
prefer assets with lower beta and more stable returns. Continuous monitoring and comprehensive
due diligence are essential before making an investment decision rooted in these metrics.

---

Final Thoughts:
Understanding the interplay between beta, expected return, and the risk-free rate is crucial for
evaluating investment opportunities. The combination discussed indicates a stock with growth
potential but also inherent risks. Investors should weigh their risk tolerance against these metrics
and consider the broader economic context to make informed, strategic investment choices.
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