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In the world of finance and investment, decision-making processes are varied and complex, often involving
a multitude of factors such as risk, market conditions, liquidity, and macroeconomic indicators. However, at
the core of investment strategies lies a fundamental question: what drives an investor's decision to buy or
sell an asset? One critical approach is the reliance on the expected return of an asset. An investor who bases
their decision solely on expected return is often referred to in financial literature as a return maximizer or
an expected return-focused investor. Understanding this approach is essential for grasping various

investment philosophies, risk profiles, and portfolio management strategies.
This article delves into what it means when an investor relies solely on expected return, exploring the
concept's theoretical underpinnings, practical implications, advantages, and drawbacks. We will also

examine how this approach fits into broader investment strategies, the role of risk considerations, and

contrasting perspectives within financial decision-making.

Understanding Expected Return in Investment

What Is Expected Return?

Expected return is a statistical measure representing the average amount an investor anticipates earning
from an investment over a specified period, considering all possible outcomes and their probabilities. It is
essentially a weighted average of possible returns, where each outcome is weighted by its likelihood of
occurrence.

Mathematically, the expected return (E[R]) can be expressed as:

\[ E[R] = \sum_{i=1}"n p_i \times r_i \]

where:

- \( p_i \) = probability of the \( i"{th} \) outcome



-\(r_i\) = return in the \( i*{th} \) outcome
- \(n\) = total number of potential outcomes

Expected return provides a quantifiable measure that investors use to compare different assets and evaluate

potential profitability.

Expected Return in Investment Decision-Making

Investors utilize expected return as a primary metric to assess the attractiveness of various assets. It serves

as a basis for:

- Comparing investment opportunities

- Constructing portfolios aligned with return objectives
- Developing strategies that maximize potential earnings

For an investor focusing solely on expected return, the higher the expected return, the more attractive the

asset appears, regardless of associated risks or other considerations.

The Concept of Solely Basing Investment Decisions on Expected

Return

Definition and Rationale

An investor who bases their decision solely on expected return is primarily concerned with the potential
profitability of an asset. This approach implies that the investor's decision-making process disregards other
factors such as risk, volatility, liquidity, or macroeconomic variables.

Rationale behind this approach:

- Simplification of decision-making: Focusing on expected return reduces complexity.

- Preference for high-yield assets: Investors seeking maximum returns may prioritize assets with the

highest expected returns.



- Short-term profit maximization: Such investors may aim for assets with the highest immediate expected

gains.

Key assumption: The investor is willing to accept any level of risk as long as the expected return is

maximized.

Types of Investors Who Might Use This Approach

‘While most investors consider multiple factors, some may adopt a purely expected return-based approach,

including:

- Aggressive investors seeking high yields without regard to risk.

- Speculators aiming for quick profits based on expected favorable outcomes.

- Algorithmic traders employing quantitative models that prioritize expected return metrics.

- Institutional investors with mandates that focus solely on return targets, sometimes overlooking risk

constraints.

Implications of Basing Investment Decisions Solely on Expected

Return

Advantages

1. Simplicity and Clarity

- Decisions are straightforward: choose assets with the highest expected return.

- Reduces the complexity involved in analyzing multiple variables.

2. Potential for High Returns

- Focus on assets with the highest expected return can lead to substantial gains if predictions are accurate.

3. Efficient Portfolio Construction in Certain Contexts



- When combined with other optimization techniques, focusing on expected return can streamline portfolio

selection.

Drawbacks and Risks

1. Ignores Risk Factors

- Expected return does not account for the volatility or uncertainty associated with the asset.

- High expected returns often come with high risks, which are disregarded in this approach.

2. Potential for Misleading Expectations

- Expected return calculations depend heavily on accurate probability estimates, which are often uncertain.
- Overly optimistic expectations can lead to poor investment outcomes.

3. Lack of Risk-Reward Balance

- Investors may end up with assets that have a high expected return but are extremely risky, leading to

potential losses.
4. Market Anomalies and Behavioral Biases

- Investors ignoring risk may fall prey to market downturns and behavioral biases, such as overconfidence.

Expected Return and Modern Portfolio Theory (MPT)

Expected Return in Portfolio Optimization

Modern Portfolio Theory, pioneered by Harry Markowitz, emphasizes balancing expected return against
risk (measured by variance or standard deviation). While expected return plays a crucial role in the
optimization process, MPT explicitly incorporates risk considerations.

In contrast, an investor solely focusing on expected return might:

- Select assets with the highest individual expected returns, ignoring their correlation with other assets.



- Construct portfolios without regard to overall risk, potentially leading to highly volatile portfolios.

Risk-Return Tradeoff

The core principle in portfolio management is the risk-return tradeoff: higher expected returns generally
come with higher risks. Solely maximizing expected return can lead to portfolios with unacceptable risk

levels.

Contrasting Investment Approaches: Expected Return vs. Risk-
Adjusted Metrics

While some investors focus solely on expected return, others consider risk-adjusted performance metrics

such as:

- Sharpe Ratio: measures excess return per unit of risk.

- Sortino Ratio: considers downside risk.

- Treynor Ratio: evaluates return relative to systematic risk.

These metrics aim to balance return expectations with risk considerations, leading to more sustainable

investment strategies.

Real-World Applications and Considerations

When Is Focusing Solely on Expected Return Appropriate?

- In high-risk, high-reward scenarios: such as venture capital or speculative trading.
- For short-term traders: who prioritize immediate expected gains over risk management.

- In quantitative models: where algorithms select assets based on expected return forecasts.



Limitations and Precautions

- Investors should be cautious of relying solely on expected return

without risk management strategies.

- Incorporating risk assessments leads to more resilient portfolios.

- Market unpredictability makes perfect expected return estimations
challenging.

Conclusion

An investor who bases their decision to buy an asset solely on the
expected return is driven by a straightforward goal: maximize potential
earnings. While this approach offers simplicity and the allure of high
returns, it is fraught with significant risks, chiefly the neglect of risk and
volatility considerations. In the complex landscape of financial markets, a
balanced approach that considers both expected return and

risk—embodied in risk-adjusted metrics—is generally more prudent.

Understanding the motivations and implications of a purely expected
return-focused strategy allows investors to make more informed
decisions. Whether used as part of a broader investment philosophy or in
specific high-risk contexts, recognizing the limitations of this approach is

crucial for sustainable investing and long-term financial success.
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Frequently Asked Questions

What term describes an investor who makes purchase decisions solely



based on expected returns?

An investor who bases their decision solely on the expected return of an
asset is often considered a 'return-focused investor' or may be described as

making decisions based on 'expected return analysis.'

Is it common for investors to rely only on expected return when making

investment decisions?

While some investors prioritize expected return, most also consider other
factors like risk, liquidity, and market conditions; relying solely on

expected return is generally considered a simplified approach.

What are the potential risks of an investor basing decisions solely on

expected return?

Relying only on expected return can lead to overlooking risk factors,
volatility, and downside potential, which may result in suboptimal or

risky investment choices.

How does the concept of expected return influence investment

strategies?

Expected return helps investors estimate potential profitability, guiding
portfolio allocation and investment choices, especially for those focused on

maximizing returns.



What is the difference between an expected return-focused investor and

a risk-averse investor?

An expected return-focused investor prioritizes potential gains regardless
of risk, whereas a risk-averse investor emphasizes minimizing risk and

may accept lower returns for safety.

Can an investor's sole focus on expected return lead to neglecting the

risk-return tradeoff?

Yes, focusing only on expected return can cause an investor to ignore the
risk involved, potentially leading to investments with unfavorable risk-

return profiles.

In financial theory, how is an investor who considers only expected

return classified?

Such an investor can be classified as a 'mean-variance investor' focusing
solely on the mean (expected return), often disregarding variance (risk),

which is contrary to modern portfolio theory that balances both.

Additional Resources

Investor Decision-Making Based Solely on Expected Return: An In-Depth



Analysis

When navigating the complex landscape of investment choices, investors
often grapple with myriad factors influencing their decisions. Among
these, the expected return of an asset stands out as a primary metric. An
investor who bases their decision solely on the expected return is
essentially prioritizing potential profitability above all other
considerations. While this approach might seem straightforward on the
surface, it encompasses a range of implications, assumptions, and potential
pitfalls that merit thorough examination. This comprehensive review
explores the nuances of such a decision-making process, its theoretical

foundations, practical applications, and inherent limitations.

Understanding Expected Return: The Foundation of Investment

Decisions

What is Expected Return?

Expected return is a statistical measure representing the anticipated
average return on an investment over a specified period, considering all
possible outcomes and their probabilities. It reflects the weighted average
of potential gains and losses, providing an estimate of what an investor

might earn under normal circumstances.



Calculation of Expected Return:

- Sum of each possible return multiplied by its probability:

\[
E(R) = \sum_{i=1}{n} p_i \times r_i

\]

where:
- \( p_i \) = probability of outcome \( i \)

- \(r_i\) = return in outcome \(i\)

Key Attributes:

- Forecasting Tool: Serves as a forecast rather than a guaranteed outcome.
- Comparative Measure: Facilitates comparison across assets.

- Simplification: Assumes discrete probability distributions, often

simplifying complex scenarios.

Application in Investment Decisions

Investors use expected return as a primary criterion because:
- It offers a quantifiable metric to compare diverse assets.
- It aligns with the goal of maximizing profitability.

- It simplifies the initial screening process in portfolio construction.

The Rationale for Solely Relying on Expected Return



Why Might Investors Focus Exclusively on Expected Return?

Some investors, especially those with specific risk appetites or investment
philosophies, might prioritize expected return because:

- They believe higher returns justify taking on higher risks.

- They lack interest in other factors such as volatility or downside risks.

- They operate under assumptions that the probability distributions are
well-understood and stable.

- Their investment horizon or objectives are short-term and return-

centric.

Common Types of Investors Who Might Adopt This Approach

- Aggressive Growth Investors: Focus on maximizing returns, willing to
accept significant risks.

- Quantitative Traders: Use models that prioritize expected return
projections.

- Institutional Investors with Specific Mandates: Such as pension funds
aiming for high return targets.

- Speculators: Who bet on assets with high expected payoffs, sometimes

disregarding other considerations.

Implications and Consequences of Relying Solely on Expected

Return



Advantages of This Approach

- Simplicity and Clarity: Clear decision rule; "Choose the asset with the
highest expected return."

- Ease of Quantification: Easy to compute and compare assets.

- Focus on Profitability: Direct alignment with the fundamental goal of

wealth maximization.

Significant Limitations and Risks

Despite its simplicity, basing decisions solely on expected return can lead
to serious pitfalls:

1. Ignoring Risk and Variability

- Expected return does not account for the variability or volatility of
returns.

- Two assets might have identical expected returns but vastly different
risk profiles; ignoring this can lead to unfavorable outcomes.

- Example: An asset with an expected return of 10% but high volatility

versus one with 8% return and low volatility.

2. Overlooking Downside Risk

- Expected return calculations typically do not differentiate between
upside and downside risks.

- Investors may be unprepared for potential losses, especially if the

distribution of returns is skewed.



3. Distribution Shape Ignored

- The assumption that returns follow certain distributions (e.g., normal
distribution) may be flawed.

- Non-normal distributions (with skewness or kurtosis) can render

expected return misleading.

4. Misjudging Probabilities

- Accurate probability estimations are difficult; errors can lead to
overestimation of expected return.

- Market uncertainties, black swan events, and unforeseen factors can

distort expectations.

5. Lack of Risk-Adjusted Performance Consideration

- Metrics like the Sharpe ratio or Sortino ratio incorporate both return and
risk, providing a more comprehensive view.

- Focusing solely on expected return neglects how efficiently an asset

generates return relative to risk.
6. Potential for Over-Optimism

- Investors may overestimate expected returns based on historical data,

leading to overly optimistic expectations.

Broader Theoretical Perspectives



Efficient Market Hypothesis (EMH)

- EMH suggests that asset prices reflect all available information.
- Under EMH, expected returns are considered the best predictors of
future performance, but even then, they are not sufficient alone for

decision-making.

Modern Portfolio Theory (MPT)

- Advocates for diversification to optimize risk-adjusted return.
- MPT emphasizes the trade-off between expected return and risk
(variance), indicating that focusing solely on expected return is

incomplete.

Behavioral Finance Insights

- Investors are often influenced by biases like overconfidence, recency
bias, or herd behavior.

- Relying solely on expected return ignores psychological and behavioral
factors affecting decision-making.

Practical Considerations and Best Practices



Incorporating Risk Measures

- Use risk-adjusted metrics such as:

- Sharpe Ratio: Return per unit of risk.

- Sortino Ratio: Focuses on downside risk.

- Maximum Drawdown: Largest peak-to-trough decline.

- These provide a more balanced view of potential investment

performance.

Scenario Analysis and Stress Testing

- Beyond expected returns, simulate various scenarios to understand
potential outcomes.

- Helps identify worst-case scenarios and tail risks.

Diversification Strategies

- Diversify across asset classes, sectors, and geographies.
- Reduces overall portfolio risk, acknowledging that high expected return
assets may come with high volatility.

Alignment with Investor Goals and Risk Tolerance

- Match expected return expectations with individual risk tolerance and
investment horizon.

- Avoid solely focusing on returns if it conflicts with personal risk



appetite.

Conclusion: A Balanced Perspective

While the allure of maximizing expected returns is understandable,
relying solely on this metric for investment decisions is inherently
flawed. It simplifies the complex reality of financial markets and ignores
critical factors like risk, volatility, and tail events. Successful investing
typically requires a nuanced approach that considers both the potential

upside and the associated risks.

Investors should view expected return as a starting point rather than the
sole determinant. Incorporating risk measures, conducting scenario
analyses, and aligning investments with personal objectives and risk
tolerance are essential steps toward building resilient and sustainable
portfolios. In essence, a balanced investment strategy recognizes that high
expected returns often come with increased risks, and prudent decision-

making involves managing this trade-off effectively.

Final Thoughts:
- Expecting high returns is attractive, but not at the expense of

understanding and managing risks.



- Decision-making should be grounded in a comprehensive assessment
that balances return expectations with risk considerations.

- Educating oneself about the limitations of expected return and
integrating risk-adjusted metrics leads to more informed and resilient

investment choices.

In summary, an investor who bases their decision solely on the expected
return of an asset is making a choice that prioritizes potential profitability
without adequately considering the accompanying risks. While this
approach may work in specific contexts, especially where risk is minimal
or well-understood, it generally exposes the investor to significant
vulnerabilities. A holistic approach that combines expected return with

risk analysis remains the cornerstone of sound investment strategy.
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