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Abstract

Purpose: Factor investing is a novel approach in asset management, which this study
explores through the lens of the "source of returns” of factors. Higher returns from
investment factors or financial anomalies may stem from elevated risk or from
mispricing arising from market inefficiencies or investors' behavioral biases. A
review of the literature indicates that there is no definitive answer to whether the
source of these factors' returns is risk or mispricing, and this remains an open
question. Nevertheless, various factor investment strategies have been developed
within a risk-based interpretation framework. The aim of this study is to adopt an
alternative approach, combining a mispricing based interpretation with the risk-
based interpretation to explain the returns of investment factors and to develop factor
investment strategies based on this alternative approach. In this approach, the risk
and mispricing characteristics of factors, along with variables predicting the returns
of risk factors and mispricing factors, are utilized to develop factor investment
strategies, and the performance of these strategies is evaluated in comparison with
alternative methods.

Method: In this study, an innovative perspective is adopted, where the returns of
investment factors can simultaneously consist of two components: risk and
mispricing. This approach serves as an alternative to the conventional view that
attributes the source of returns solely to one of these two factors. Given the lack of
development of behavioral multi-factor models in the Iranian capital market, this
study utilizes data from the U.S. capital market and the common investment factors
in that market. To this end, in the first stage, a mispricing factor was constructed
using behavioral pricing models introduced in the financial literature. Subsequently,
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inspired by behavioral pricing models, a two-factor model comprising a risk factor
(market factor) and a mispricing factor is introduced. The regression coefficients
obtained from fitting the returns of each investment factor to these two factors are
then considered as the risk and mispricing characteristics of that factor, respectively.
In the final step, using the parametric optimization model of Brandt et al. (2009),
various factor investment strategies are introduced, where the investment weight in
each factor is determined as a function of the risk and mispricing characteristics of
each factor, as well as variables predicting the returns of the market factor and the
mispricing factor. The comparison of the performance of these strategies across
different scenarios, as well as their comparison with an equal-weighted investment
strategy, forms the final part of this study.

Results: The results confirm that mispricing exposure varies across factor legs: the
short legs of value and momentum factors exhibit greater mispricing sensitivity than
the long legs, while in the size factor, the long leg is more mispricing-sensitive. These
findings align with theoretical expectations, as growth and small-cap stocks—
commonly present in the short and long legs respectively—are more prone to
speculative mispricing. However, the optimization strategies based solely on risk and
mispricing characteristics do not significantly outperform equal-weighted strategies.
In contrast, when these characteristics are used in conjunction with predictive
variables capturing market risk levels and behavioral sentiment, the performance
improves notably—especially in terms of mean returns and Sharpe ratios—relative
to both equal-weight and single-factor strategies.

Conclusion: Decomposing factor returns into risk and mispricing dimensions offers a
more comprehensive understanding of factor behavior over time. Integrating both
characteristics with relevant market predictors enhances the effectiveness of factor-
based strategies. These results highlight the importance of moving beyond a single-
risk-source interpretation and suggest that adopting a dual-component framework
can advance both the theoretical and practical dimensions of factor investing.

Keywords:Factor Investing, Mispricing, Behavioral Asset Pricing Models,
Investor Sentiment.
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