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1. Introduction

Factor investing, also known as smart beta, has become an increasingly popular
investment strategy in recent years. This approach involves constructing a portfolio based on
specific factors, such as value, size, momentum, quality, and volatility, rather than simply
tracking a market index. The idea behind factor investing is to systematically capture sources of
risk and return that are not explained by traditional asset pricing models. Proponents of factor
investing argue that it can provide investors with higher risk-adjusted returns, improved
diversification, and more consistent performance over time.

Despite the growing interest in factor investing, there is still some debate over its efficacy
and the best way to implement it in practice. Some studies have found evidence that certain
factors, such as value and momentum, have historically delivered excess returns, while others
have found that factor-based strategies can be prone to periods of underperformance or
drawdowns.

This literature review aims to provide a comprehensive overview of the current state of
research on factor investing. It will examine the theoretical foundations of factor investing, the
empirical evidence on the performance of different factors and factor-based strategies, and the
practical considerations involved in implementing a factor-based portfolio. By synthesizing the
existing literature on factor investing, this review aims to shed light on the potential benefits and
limitations of this investment approach and provide guidance for investors looking to incorporate
factor-based strategies into their portfolios.

2. Literature review

The implementation of factor investing in currency portfolio management is one area of
study in this area of research. The relation between factor investing and currency portfolio
management is examined at by Li, Zhang, and Cerrato (2023). The authors argue that a variety
of common factors, including interest rate differences, economic expansion, and political
stability, are what cause currency changes. Investors may be able to capture excess gains and
enhance risk management by building a currency portfolio based on these variables. The authors
discover that, particularly during times of excessive market volatility, factor-based currency
portfolios outperform conventional currency portfolios. Bermejo et al. (2021) suggest a system
to determine stocks based on a few variables, such as value, momentum, quality, and size. The
European equities market is an ideal environment for the authors' application of this
methodology, and they discover that factor-based portfolios beat the market index in terms of
risk-adjusted returns. Additionally, they discover that over time, factor-based portfolio
performance surpasses the market index.

There are applications in different types of assets, including as real estate, even though
most studies on factor investing concentrate on stocks. Some of the factors that buyers and
investors consider while purchasing property in hillside areas are examined by Ali and Chua
(2023). The authors suggest that the price of real estate in hillside locations is significantly
influenced by variables like location, view, and accessibility. They examine that investors who
take these aspects into account before buying properties could potentially be able to achieve
higher returns.

Factor investing involves the crucial aspect of risk management. In a study by Nazaire et
al. (2021), the effectiveness of factor-based diversification in managing risk was investigated.
The authors assert that factor-based strategies have the potential to enhance risk management by
diversifying across various risk factors like value, momentum, and quality. However, they
discovered that the efficiency of factor-based diversification relies on the correlation structure
between the risk factors.
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Ultimately, Chen, Yao, and Zhao (2019) evaluate the extent to which investors take into
account state-controlled enterprises' risk-factor disclosures when they make investment
decisions. The authors demonstrate that despite the fact that state-controlled enterprises' risk-
factor disclosures are linked to increased risk and lower returns, investors frequently ignore them.
This indicates that investors could not completely consider risk concerns in their investment
decisions due to behavioral biases.

Finally, factor investing is a type of portfolio management that focuses on locating and
pursuing variables that are thought to influence asset returns. This strategy offers investors the
chance to diversify their portfolio across several variables rather than just relying on market
capitalization weighting, which is one of its main advantages. Insights into the application of
factor investing in the setting of urban environments are provided by the research conducted by
Khrulkov et al. (2020). The authors highlight the potential for factor investing to be utilized for
the assessment of metropolitan areas as investment prospects by creating a multi-factor approach
to investment appeal assessment.

3. Conclusion

One example of successful factor investing is the approach used by the investment
management firm AQR Capital Management. AQR's factor-based strategies have consistently
delivered positive returns, even in challenging market conditions. For instance, during the 2008
financial crisis, AQR's Absolute Return Fund managed to generate a positive return while most
other investment funds suffered significant losses. AQR's success in factor investing can be
attributed to several factors, including its focus on robust research, disciplined risk management,
and its ability to adapt its strategies to changing market conditions. Additionally, the firm's
approach is highly transparent, with detailed information provided to investors about the factors
driving performance.

In conclusion, factor investing is a practical method of managing a portfolio that includes
a variety of assets. Numerous studies have looked at the connections between factor investing
and portfolios of stocks, bonds, real estate, and cities. According to the research, by creating
portfolios based on common elements like interest rate differences, economic growth, political
stability, location, perspective, and accessibility, investors can maximize gains and improve risk
management. Additionally, factor-based portfolios perform better than traditional portfolios,
particularly during periods of high market volatility. Through factor investing, portfolios can
potentially be diversified across a few different factors rather than just depending on market
capitalization weighting. The correlation structure between risk factors, however, is what
determines how effective factor-based diversification is. Additionally, investors may overlook
risks associated with state-controlled enterprises, indicating behavioral biases that could impact
investment decisions. The application of factor investing in urban environments provides
insights into creating a multi-factor approach to assess metropolitan areas as investment
prospects. Overall, factor investing can enhance returns and risk management for investors
seeking to optimize their portfolios.
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