Derivative Portfolio Construction Strategies
Inspired by “Persistent Alpha"

Context and Disclaimer

The strategies in this document were generated using OpenAl's O1 model, based on prompts crafted around the ideas
presented in Verdad's Persistent Alpha article. These strategies are derivatives of the original concept and are
intended purely as part of a learning exercise. This document is posted to provide additional detail and context to the
findings discussed in the related blog post. These ideas are exploratory outputs, not fully vetted or backtested
investment recommendations, and should be interpreted as brainstorming material to be evaluated critically before
any further use.

Below are eight distinct derivative portfolio construction strategies inspired by the “Persistent Alpha" approach. Each
strategy is presented in a standardized one-pager format. While all share the essence of systematically identifying
and rotating into outperforming assets, each differs in terms of signals, universe, rebalancing, or risk management
techniques.

Strategy 1: Sharpe Ratio Momentum Rotation

Strategy Overview:

This strategy selects funds (e.g., ETFs or mutual funds) based on their trailing 12-month Sharpe ratios instead of
alpha. Similar to the original “Persistent Alpha"” approach, it ranks a broad universe of actively managed funds and
rotates capital into the top decile, but uses risk-adjusted returns (Sharpe) as the selection criterion rather than raw
alpha. The portfolio is rebalanced monthly.

Rationale/Viewpoint:

Sharpe ratio captures both return and volatility, providing a more comprehensive measure of a manager’s skill. The
hypothesis is that managers who produce high risk-adjusted returns over the previous year may continue doing so
over the near term. By rotating into funds with consistently strong Sharpe ratios, the strategy aims to exploit short-
term persistence in skillful risk management and performance delivery, much like how "“Persistent Alpha" exploits
short-term alpha consistency.

Implementation Details:
1. Universe: Start with a comprehensive list of actively managed funds (e.g., mutual funds and ETFs).
. Data Requirements: Monthly returns and standard deviation estimates for each fund.
. Selection Criterion: Calculate trailing 12-month Sharpe ratio (return minus risk-free rate, divided by volatility).
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4. Ranking & Allocation: Rank funds by Sharpe ratio and select the top 10%. Equally weight these selected funds.
5. Rebalancing: Rebalance monthly to ensure allocations remain focused on the highest Sharpe ratio funds.
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. Risk Management: Optionally incorporate factor-hedging techniques similar to the original strategy.

Testing Framework:
o Back-Test Period: At least 10-20 years to capture multiple market cycles.

o Metrics: Annualized return, annualized volatility, Sharpe ratio, maximum drawdown, turnover, and factor-adjusted
performance.
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o Validation: Compare against a broad market index and the original alpha-based strategy.

Risks and Limitations:
o Market Shifts: Funds that had high Sharpe ratios may mean-revert.
» Hidden Factor Exposures: High Sharpe ratios could be driven by latent factors not accounted for.

» Fee Drag: Frequent rotation and fund fees could erode returns.

Extensions/Variations:
o Adjust the lookback period (e.g., 6-month Sharpe ratio) or change rebalancing frequency.
» Apply leverage to match volatility targets.

» Add drawdown-based filters or sector constraints to mitigate concentration risk.

Conclusion:

A Sharpe-ratio-based approach marries the "Persistent Alpha” logic with a more holistic measure of managerial skill,
potentially yielding a more stable and risk-aware return stream.

Strategy 2: Sector-Focused Alpha Persistence

Strategy Overview:

This strategy focuses on sector-specific ETFs. It identifies the top alpha-generating funds within each sector, then
allocates capital to the top decile across all sectors combined. This diversifies the alpha persistence play across
multiple economic segments.

Rationale/Viewpoint:
The original strategy shows that short-term alpha can persist. By breaking the universe down into sectors and
selecting the best performers within each sector, the portfolio aims to harvest alpha from specialists who excel in
their niche. It may also reduce factor concentration risk by ensuring representation across multiple sectors.
Implementation Details:

1. Universe: Actively managed sector ETFs (e.g., Technology, Healthcare, Financials).

2. Data Requirements: Fund returns, factor exposures, and a chosen risk model to extract alpha.
3. Selection Criterion: Compute trailing 12-month alpha for each sector fund.
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. Ranking & Allocation: Rank funds within their sector by alpha. Select the top decile across all sectors. Weight
them equally or by alpha magnitude.

5. Rebalancing: Rebalance quarterly to reduce turnover while still capturing persistence.

Testing Framework:
o Metrics: Annualized returns, sector-level alpha capture, tracking error, and Sharpe ratio.
« Comparisons: Compare against a broad sector-rotating strategy or a simple market cap-weighted sector ETF
portfolio.
Risks and Limitations:

» Sector Correlations: Periods when all sectors struggle may reduce the benefit of selecting top performers within
each.

» Sector Rotations: Sector leadership changes over time, potentially requiring dynamic weighting schemes.
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o Costs: Sector ETFs may have higher expense ratios or lower liquidity.

Extensions/Variations:
» Incorporate sentiment or earnings growth metrics to refine sector fund picks.

» Adjust sector weights dynamically based on macroeconomic indicators.

Conclusion:

Focusing on sector-level alpha persistence may diversify the sources of outperformance and create a more resilient
alpha-harvesting structure.

Strategy 3: Volatility-Adjusted Momentum in Individual Stocks

Strategy Overview:
Move beyond funds and apply a similar concept to individual stocks. Rank a broad universe of stocks by their trailing
12-month risk-adjusted excess returns (like an idiosyncratic Sharpe ratio) after controlling for market and factor
exposures. Allocate capital to the top-decile stocks, rebalancing monthly.
Rationale/Viewpoint:
The original insight—short-term alpha persistence—can also apply to individual equities. By factoring out systematic
exposures and focusing on stocks that have delivered true idiosyncratic outperformance, the strategy attempts to
isolate managerial (or company-level) alpha. Adjusting for volatility ensures that we prioritize steady outperformers
over high-volatility lottery stocks.
Implementation Details:

1. Universe: Large-cap and mid-cap stocks with sufficient liquidity.

2. Data Requirements: Daily or monthly stock returns, a multifactor risk model, and volatility estimates.

3. Selection Criterion: Compute trailing 12-month idiosyncratic returns (residual from a factor model), divide by
stock-specific volatility to form a "“residual Sharpe.”

4. Ranking & Allocation: Select top-decile stocks and equal-weight them.

5. Rebalancing: Monthly rebalancing to adapt to changing outperformance patterns.

Testing Framework:
o Metrics: Annualized return, Information ratio (vs. benchmark), turnover, factor loadings.

+ Benchmarks: Compare against a standard momentum strategy and a broad market index.

Risks and Limitations:
» Single-Stock Risk: Higher idiosyncratic and company-specific event risk.
» Factor Model Misspecification: If the factor model isn't robust, “idiosyncratic” returns may be misidentified.

« Transaction Costs: Trading individual stocks can be costlier and more complex.

Extensions/Variations:
« Apply market condition filters (only invest when VIX is below a threshold).

» Integrate forward-looking metrics like analyst revisions or earnings surprise data.

Conclusion:
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Adapting the alpha persistence idea to individual stocks offers a more granular, potentially higher-return approach,
albeit with greater complexity and risk.

Strategy 4: Quarterly Rebalanced Mutual Fund Alpha Persistence

Strategy Overview:
Adopt the original alpha-based ranking approach but lengthen the rebalancing period to quarterly and focus solely on
mutual funds. This might reduce turnover and associated costs while still seeking short-term alpha persistence.
Rationale/Viewpoint:

The "Persistent Alpha" approach works on a monthly cycle, but frequent trading can be costly. By extending the
rebalancing horizon to a quarter, the strategy aims to capture the essence of short-term alpha persistence without
incurring excessive transaction costs or overreacting to monthly noise.

Implementation Details:

1. Universe: Actively managed mutual funds with a long performance track record.

2. Data Requirements: Monthly returns, factor exposures, and fee data.

3. Selection Criterion: Compute trailing 12-month alpha monthly, but only rebalance at quarter-end.
4. Ranking & Allocation: Select top-decile alpha funds and hold for the next quarter.
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. Risk Management: Use a factor model to hedge out broad market exposures.

Testing Framework:
o Metrics: Quarterly and annualized return, Sharpe ratio, turnover, and alpha decay analysis.
o Comparisons: Benchmark against both the S&P 500 and the monthly rebalanced version for cost vs. performance
trade-offs.
Risks and Limitations:
o Slower Reaction: Less frequent rebalancing may miss quick shifts in fund performance.

+ Alpha Decay: If alpha persistence is very short-lived, quarterly adjustments may dilute it.

Extensions/Variations:
o Experiment with semi-annual or monthly rebalancing to find the optimal frequency.

» Combine with minimum volatility constraints to reduce drawdowns.

Conclusion:

Quarterly rebalancing offers a trade-off between capturing alpha persistence and controlling transaction costs,
potentially improving net returns.

Strategy 5: Macro-Condition Adaptive Alpha Selection

Strategy Overview:

Incorporate a macroeconomic filter. Only apply the alpha-based selection (as per the original strategy) during
“normal” macro conditions. If leading economic indicators show risk of recession, tilt toward funds that have
historically displayed positive alpha during downturns or lower volatility.

Rationale/Viewpoint:
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Alpha persistence may depend on market regimes. By conditioning fund selection on macro signals (e.g., PMI data,
credit spreads), the strategy attempts to select managers more suited to the current environment. This dynamic
approach could smooth returns and mitigate drawdowns.

Implementation Details:

1. Universe: Broad set of active funds.

2. Data Requirements: Monthly returns, macroeconomic indicators (PMI, yield curve slope, credit spreads).

3. Selection Criterion: During expansionary phases, select top-decile alpha funds from prior 12 months. During
recessionary signals, select top-decile funds that showed resilience in historical drawdowns or had positive alpha
in similar conditions.

4. Rebalancing: Monthly, with macro condition re-assessed each period.

Testing Framework:
o Metrics: Returns, downside volatility, performance in recession vs. expansion.

+ Benchmarks: Compare against the original alpha strategy without macro filters.

Risks and Limitations:
* Model Complexity: More parameters mean higher risk of overfitting.

» Incorrect Signals: Macro indicators may be noisy or lead to missed opportunities.

Extensions/Variations:
e Incorporate sentiment indicators or inflation surprises.

» Adjust leverage based on volatility regimes.

Conclusion:

By layering macro conditions onto the "Persistent Alpha" logic, the strategy may enhance robustness and reduce
susceptibility to market downturns.

Strategy 6: Earnings Growth-Weighted Alpha Rotation

Strategy Overview:

Combine historical alpha persistence with a forward-looking fundamental signal: earnings growth. Among funds with
top-decile trailing alpha, select those whose underlying portfolios exhibit above-average projected earnings growth
rates.

Rationale/Viewpoint:

The original strategy relies on historical alpha persistence alone. Adding a forward-looking fundamental factor
(earnings growth of fund holdings) may improve the odds that past alpha was not a fluke. If a fund's portfolio
companies are expected to grow earnings, the manager’s skill might align with real economic growth potential.
Implementation Details:

1. Universe: Actively managed equity funds with disclosed holdings.

2. Data Requirements: Monthly fund returns, factor exposures, trailing alpha metrics, consensus earnings growth
estimates for underlying holdings.

3. Selection Criterion: Rank funds by trailing alpha; within the top decile, further rank by weighted average forward
earnings growth of their holdings.
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4. Allocation: Equal-weight the top half of the top-decile alpha funds that also have high earnings growth forecasts.

5. Rebalancing: Monthly or quarterly.

Testing Framework:
o Metrics: Alpha, fundamental growth correlation, Sharpe ratio, drawdowns.

+ Comparisons: Benchmark against the pure alpha persistence strategy and a pure growth-oriented strategy.

Risks and Limitations:
» Data Availability: Earnings growth estimates may not be available or reliable for all holdings.
« Overfitting: Combining multiple criteria can overfit historical data.

» Delayed Reaction: Forward-looking estimates may not materialize as expected.

Extensions/Variations:
» Substitute earnings growth with analyst sentiment, revisions, or ESG metrics.

» Adjust weighting by the magnitude of alpha or growth forecasts.

Conclusion:

Incorporating a forward-looking growth dimension may help distinguish true skillful managers from short-term
statistical flukes, potentially enhancing the quality of the “Persistent Alpha” selection.

Strategy 7: Dynamic Threshold Alpha Selection

Strategy Overview:

Instead of always picking the top decile, dynamically adjust the selection threshold based on overall market breadth.
If many funds show positive alpha, be more selective (top 5%). If few funds outperform, relax the criteria (top 15%).
This adaptive threshold aims to match opportunity with strictness.

Rationale/Viewpoint:
The original approach picks a fixed top decile. However, market conditions vary: sometimes alpha is abundant, other
times scarce. By adapting the selection threshold, the portfolio can exploit periods of widespread skill while not being
forced to choose mediocre funds when alpha is rare.
Implementation Details:

1. Universe: All actively managed funds.

2. Data Requirements: Monthly fund returns and factor exposures.

3. Selection Criterion: Compute trailing 12-month alpha for all funds. Observe distribution: if median alpha is high,
narrow selection (e.g., top 5%). If median alpha is low, broaden to top 15%.

4. Allocation: Equal-weight the selected funds.

5. Rebalancing: Monthly, re-derive threshold based on alpha distribution each period.

Testing Framework:
o Metrics: Annualized return, Sharpe ratio, turnover, distribution of alpha across selected funds.

o Comparisons: Compare against fixed-threshold (top decile) strategy and a broad market benchmark.

Risks and Limitations:

Derivative Portfolio Construction Strategies Inspired by “Persistent Alpha”



« Complexity: Requires careful calibration of threshold rules.

+ Mean Reversion: High-alpha periods may suddenly reverse, making dynamic thresholds lagging indicators.

Extensions/Variations:
« Incorporate volatility or correlation measures to refine threshold decisions.

» Use rolling historical data to determine threshold adjustment rules.

Conclusion:

Dynamic thresholds tailor the strategy’s strictness to market conditions, potentially increasing resilience and
capturing more “true” alpha opportunities when they arise.

Strategy 8: Factor-Neutral Alpha Momentum

Strategy Overview:

Focus on extracting pure alpha by ranking funds on trailing 12-month alpha but then actively neutralizing their factor
exposures. The goal is to hold a portfolio that's as factor-neutral as possible, isolating only the manager’s alpha
persistence.

Rationale/Viewpoint:
The original “Persistent Alpha" simulation already hedges factor exposures. This version doubles down: after
selecting top alpha funds, apply a robust factor hedge strategy (e.g., using futures or short ETFs) to strip out any
unintended factor bets. The idea is to create a cleaner alpha stream.
Implementation Details:

1. Universe: Actively managed funds.

2. Data Requirements: Detailed factor model estimates (market, value, size, momentum, sector exposures).
3. Selection Criterion: Rank by trailing alpha. Pick top decile.
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. Hedging: Build a hedge portfolio (short factor-mimicking portfolios) to offset the aggregate factor exposures of
selected funds.

5. Rebalancing: Monthly, recalculating both selection and hedge positions.

Testing Framework:
o Metrics: Information ratio vs. hedged benchmark, Sharpe ratio, alpha stability, and drawdowns.

+ Comparisons: Benchmark against a non-hedged persistent alpha approach and a broad index.

Risks and Limitations:
+ Hedge Costs: Implementing a hedge can add complexity, transaction costs, and potential tracking error.

* Model Errors: If the factor model is incomplete or mis-specified, residual exposures remain.

Extensions/Variations:
» Test different factor models or machine learning approaches for risk decomposition.

» Vary hedge frequency or partial hedging to balance cost and purity of alpha.

Conclusion:
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A factor-neutral alpha momentum approach attempts to isolate manager skill fully, potentially delivering a smoother,
more reliable alpha stream at the cost of complexity and hedging expenses.

Overall Conclusion Across Strategies:

These strategies extend the core idea of "Persistent Alpha” by incorporating alternative performance metrics (Sharpe,
volatility-adjusted returns), different universes (stocks, sectors), rebalancing schedules, macro filters, forward-
looking indicators, dynamic thresholds, and advanced hedging. Each seeks to refine the original approach by adding
layers of control, risk management, or forward-looking insight to improve stability, robustness, and net returns.
Although each strategy has distinct challenges and complexities, they all preserve the systematic, repeatable
essence that underpins the original “Persistent Alpha” model.
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