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Session 5 Discussion: Different Types of Returns and Diversification of Risk
Question 1: Difference Between Required Rate of Return and Expected Rate of Return
The Required Rate of Return refers to the absolute minimum returns on investment one would accept for that investment to be considered worthwhile (Levinson, 2019). Conversely, the Expected Rate of Return is the return on investment one expects to collect when investing in a stock (Levinson, 2019). The expected rate of return depends on the probabilities of different outcomes, and if each probable outcome is multiplied by the probability of its occurrence and the values added up, one ends up with a weighted average of outcomes. Essentially, the required rate of return is the minimum possible rate that would entice you to invest, but the expected rate of return is what one actually plans to make from that particular investment (Levinson, 2019). As such, the required return of investment helps one decide whether the investment is beneficial, and its calculation should take into account several factors, such as the volatility of the stock in question, how much you could earn from a risk-free investment, and the return of the market as a whole (Levinson, 2019). However, using the information on the stock’s history, its volatility, and its overall market returns, you can reasonably estimate the expected rate of return over a period of time (Levinson, 2019). A difference in the required rate of return and the expected rate of return at a specific point has several implications. If the expected rate of return is less than the required rate of return, the investment is not worthwhile. However, a good investment is characterized by the expected rate of return meeting or exceeding the required rate of return (Corporate Finance Institute, 2021).
Question 2: Difference Between an Expected Return and a Total Holding Period Return
Although both the expected return and the total holding period return can be expressed as percentages, the expected return is the amount of profit or loss an investor can anticipate receiving on an investment (Chen, 2020a), while the Total Holding Period Return refers to the total return received from owning and keeping an asset or portfolio of assets over a certain amount of time (Chen, 2020a). As such, the total holding period return is calculated based on the total returns from the asset or portfolio, that is the income added to the value changes (capital appreciation) (Chen, 2020b). Conversely, the expected return is calculated based on probabilities of the weighted average of the returns that a certain investment may provide in the future. Therefore, the holding period return can help a company compare the returns between investments held for different periods of time, thus assessing its past performance (Chen, 2020a). On the other hand, the investment for which the expected return is calculated will be carried out in the future.
The total holding period return affects the taxes starting on the day after the acquisition of a security until the day of its disposal or sale (Chen, 2020b). For example, if someone acquires some shares of stock on 3rd February 2020, when determining the holding period, he begins counting on 4th February 2020, and the fourth day of every month counts as the start of a new month, regardless of how many days each month contains. The total holding period is calculated by as follows: 
​Holding Period Return=Initial ValueIncome +(End of Period Value − Initial Value)​​ (Chen, 2020b).
The expected return is calculated thus as:
Expected return = risk free premium + Beta (expected market return - risk free premium) (Chen, 2020a).
Question 3: How Investing in more than One Asset Reduces Risk Through Diversification
Diversification reduces risk by distributing investments across various financial instruments, industries, and other categories to help maximize returns by investing in different areas that would each react differently to the same event (Liodius, 2019). Securities, sectors, asset classes, countries, portfolio characteristics, and even exposure to different types of risk factors can be diversified (CFA Montreal, 2016). Therefore, in the creation of a portfolio of assets by an investor, one should add stocks that move in different directions, such that investments moving in the undesired directions can be balanced by those moving in the desired direction. This measurement of the direction in which two investments move is the covariance and a positive covariance applies to those moving in the same direction while a negative covariance means that the two investments move in opposite directions. Nonetheless, systematic risk is generally unavoidable to all investors, even in the case of diversification (Liodius, 2019). Such systematic risks can be caused by inflation rates, exchange rates, political instability, war, and interest rates, hence they are not specific to any company or industry, and cannot, therefore, be mitigated by diversification (Liodius, 2019). Conversely, diversification can reduce non-systematic risks that are unique to a certain industry or company, and can include business or financial risks (Liodius, 2019). As such, investors can limit their exposure to such risks by diversification. However, the management of a diverse portfolio can be challenging and cumbersome, and diversification can be expensive (Liodius, 2019). Also, for diversification to reduce risk and to increase compounded returns, the portfolio has to be rebalanced (CFA Montreal, 2016).
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