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Overview

TOP-20 Index mimicking portfolios are the
most efficient way to add Mongolian equities
to an asset mix. We show what makes them
interesting right now, analyse their latest per-
formance and make a prediction for the near
future.

Why is TOP-20 a good investment?

In a recent report [1] we tested for, and veri-
fied, the presence of several interesting phe-
nomena of TOP-20 Index, the most important
of which are:

o positive skewness. an asymmetry in
the distribution of returns that makes
small losses, as well as large gains,
more likely than, respectively, large
losses and small gains;

o negative leverage: the fact that posi-
tive returns boost variance (a meas-
ure of the dispersion of actual returns
around the predicted average value)
more than negative returns with the
same magnitude do.

These phenomena are beneficial for inves-
tors. Basically, negative leverage suggests
that, if today’s return is positive, tomorrow’s
return will be more variable — more difficult to
predict, more risky. Also the larger the actual
gain, the greater the uncertainty about to-
morrow’s outcome. So, if the stock market
closed at an unusually high level today, we
can expect it to either rise to a much higher,
or to fall to a much lower, level tomorrow.

Figure 1: TOP-20 Index news impact curve
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However, positive skewness tells us that the
chance of a significant rise in the index price
is greater than that of a significant fall. In oth-
er words, it is more likely to earn a lot, after a
positive return, than it is to lose a lot, though,
on average, it is more common to lose a little.
We believe this asymmetry to be a symptom
of market euphoria, the tendency of the pub-
lic to react to positive news more than they
do to negative news or, to put it another way,
the fact that /nvestors are not as scared after
negative events as they are excited after
positive ones. In particular, investors may be
willing to accept a negative expected return
throughout the period (as it has happened in
the past five years, in which monthly average
was —0.75%), in view of the greater chance
to highly profit during market upturns.

A nice graphical representation of the posi-
tive skewness/negative leverage phenome-
na is given by the news impact curve (Fig-
ure 1). On the abscissae is the range of plau-
sible current returns, on the ordinate their im-
pact on tomorrow’s variance. The pink para-
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bola shows a symmetric response of vari-
ance to both negative and positive returns:
in this case, only the magnitude of the actual
return, and not its sign, matters. The blue pa-
rabola, instead, presents an asymmetric re-
sponse: here, not only the size, but also the
sign of the actual return matter for variance,
and such is the behaviour of TOP-20 Index.

Actual investment performance

We analyse the performance of TOP-20 port-
folios last month (January 27 — February 24).
No trading activity took place between Feb-
ruary 27 and March 1, due to the Tsagaan
Sar festivity.

Price performance — Last month, TOP-20 In-
dex level either stayed close to MNT 12,000
or rose, as we predicted in our previous re-
port [2]. In particular, it fell below the thresh-
old six out of 21 trading days (Figure 2), with
an average, while below, of MNT 11,987.58.
The average price throughout the period
was MNT 12,127.60, and it was inflated by
the rally occurred in the last trading days fol-
lowing the good news of an accord between
IMF’s staff and the Government of Mongolia
«to support an economic and financial pro-
gram by a three-year extended fund facility
(EFF) for about $440 min», as well as «to at-
tract around $5.5 blIn in total external financ-
ing to restore Mongolia’s economic stability
and debt sustainability, and to spur growth»?2
— a perfect example of market euphoria, as
discussed above.

Investment performance — The realised one-
month return on TOP-20 mimicking portfolios
is 1.73%, and falls in the 65th percentile of
the forecast distribution (Table 1, Figure 3).

The frequency of losses was higher than that
of gains and in line with expectations (60-40,
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Figure 2: TOP-20 Index close price monthly
performance
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Table 1: Last month’s investment performance

Investment period Jan. 27 — Feb. 24

No. of trading days 21
Actual one-month return 1.73%
Volatility 0.97%
Distribution percentile 65th
Frequency losses/gains 60%; 40%

Largest daily loss/gain
Average loss/gain -0.44%; 0.87%
Dispersion of losses/gains 0.49%; 0.99%
Actual Sharpe ratio (perc.) 0.03 (64th)

-1.75%; 2.55%

Figure 3: Actual return ranking in the
forecast distribution
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we predicted 55-45). However, losses were
smaller in size, as well as less dispersed (av-
erage: —0.44%; largest loss: —1.75%; volatili-
ty: 0.49%) than gains (average: 0.87%; larg-
est gain: 2.55%; volatility 0.99%), a conse-
guence of positive skewness/negative lever-
age. Overall volatility was lower than expect-
ed (0.97%). The actual Sharpe ratio, a meas-
ure of the investment return, in excess of the
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risk-free rate, per unit of risk, is 0.03 and falls
in the 64th percentile.

Value at Risk and Expected Shortfall*— The
resources set apart to cover potential losses
were adequate throughout the period. Loss-
es never went past Value at Risk, 99% con-
fidence level (Figure 3).

One-month ahead forecast

We now forecast next month’s (March 6-April
3) performance of TOP-20 portfolios, blend-
ing results from filtered historical simulation
and Monte Carlo [2]. We run 100,000 scena-
rios and dampen the current level of volatili-
ty — we reduce the amount of resources to
set apart, given the period of market upturn
(volatility multiplier: 0.6, predicted volatility
level on March 6: 1.42%).

Price performance— The upsurge in volatility
which followed the release of positive market
news makes a one-month ahead forecast of
TOP-20 Index price difficult. We believe the
price will either stay close to MNT 12,000 or
rise, although we point out this might be an
overly conservative prediction, since the in-
dex almost reached MNT 13,000 in the first
two trading days after the Tsagaan Sar hia-
tus (March 2-3). We expect the stock market
rally to persist for a while.

Investment performance — We believe aver-
age monthly return to be slightly negative, a-
round -0.5-0% (Table 2). However, the actu-
al return will generally differ from this value
due to the high volatility level (6.2%). Losses
should be more frequent than gains (56-44),
though usually smaller in magnitude (0.20-
0.40% smaller). Approximately 30% of actu-
al monthly returns will stay in the +2% range,
55% in £4%, and 72.5% in £6% (Figure 4).
The frequency of extreme returns, given the
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Figure 3: Performance assessment of
the risk model
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Table 2: Predicted investment statistics, %

Average return Between -0.5 and O
Volatility (Risk) 6.2
Neg./pos. return freq. 56; 44
Average if neg./pos. -4.50; 4.70
Freq. ret. beyond +10 4.30; 4.50
Average beyond +10 -13.30; 15.20

Figure 4: One-month ahead forecast of
the distribution of returns

16.00%
14.00%
12.00%
10.00%
8.00%
6.00%

Relative Frequency

4.00%
2.00%

Bin (Upper Bound)

Table 3: Predicted one-month VaR and ES

Value at Risk, 99% 14.35%
Expected Shortfall, 99% 18.50%
Portfolio Value, MNT 1,000,000
Value at Risk, MNT 134,000
Expected Shortfall, MNT 168,500

increased uncertainty on the market, should
be close to 9%. Extreme gains should both
be more common (4.5%) and larger in size,
on average (15.20%), than extreme losses
(frequency: 4.3%, average: —13.30%).
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Value at Risk and Expected Shortfall — Pre-
dicted monthly Value at Risk, 99% c.l., is a-
bout 14.35%, or MNT 134,000 per million in-
vested in the portfolio (~EUR 51.00) (Table
3). Daily VaR should be between 3.50% and
3.70% (Figure 5). Predicted monthly Expect-
ed Shortfall, 99% c.l., is around 18.50%, or
MNT 168,500 per million (~EUR 64.00). Daily
ES should be between 4.80% and 5.25%.

Sharpe ratio*— As a proxy for the risk-free
rate we use the most recent (March 3) annu-
alised government bill rate (Table 4). The av-
erage Sharpe ratio is —0.30, although the ac-
tual ratio will generally vary due to the signif-
icant volatility on the market. Ratios should
be positive one-third of the times, with an av-
erage, if positive, of 0.70 (0.10 smaller, in ab-
solute value, than that if negative). Extreme
positive ratios should be ~1% less frequent
than extreme negative ones, although ~0.50
higher, due to positive skewness and nega-
tive leverage (Figure 6).

Conclusion

The recent good economic news, combined
with the presence of positive skewness and
negative leverage, make TOP-20 portfolios
an interesting investment opportunity at the
moment. Positive skewness is an asymmetry
in the distribution of returns which implies a
frequency of small losses and large gains
higher than that of, respectively, large losses
and small gains. Negative leverage tells us
that, after the release of good market news,
gains are more likely followed by even larger
gains or, at most, by small losses. Both phe-
nomena are symptoms of market euphoria
and, especially during periods of market up-
turn, such as this one, help boost the overall
portfolio return.
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Figure 5: One-month ahead forecast of
the term structure of VaR-ES
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Table 4: Risk-free rate, %

Annualised risk-free rate, 3m 16.911
Risk-free rate, 1m 1.41
Average ratio -0.30
Neg./pos. ratio frequency 66%; 34%
Average if neg./pos. -0.80; 0.70
Freq. of ratios beyond =2 3.2%; 2.0%
Average if beyond £2 -2.55; 3.00

Figure 6: One-month ahead forecast of the
distribution of Sharpe ratios
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The report is made for Stanaard Investment
LLC by Federico M. Massari, a long distant
volunteer risk analyst, using the sources pro-
vided.

* Value at Risk (VaR): the potential loss that would only
be exceeded 1% of the times during the investment
period.
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* Expected Shortfall (ES): the average loss, given that
the actual return is worse than the VaR.

* Sharpe ratio: a measure of the return of an investment
in excess of the risk-free rate, per unit of risk. On the
numerator is the difference between the actual (or pre-
dicted) return of the investment and the risk-free rate
of equivalent maturity (e.g. one month). On the denom-
inator is the volatility of the returns.

a http://www.imf.org/en/News/Articles/2017/02/19/PR1
754-Mongolia-IMF-Reaches-Staff-Level-Agreement-
on-3Yr-EFF
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Disclaimer

Investors act on their own risk. This is not an offer to buy or
sell or the solicitation of an offer to buy or sell any
security/instrument or to participate in any particular trading
strategy.

All information in this report is for general information only.
The information is derived from sources which the company
believes to be reliable and prepared in good faith. Standard
Investment LLC makes no guarantee of accuracy, timeliness
and completeness of the information. Neither Standard
Investment nor its affiliates shall be liable for any damages
arising out of any person’s reliance upon this report.

It is not allowed to copy, reproduce and/or distribute parts
of this research report (or the whole content) to third parties
without the written consent of Federico M. Massari and
Standard Investment LLC.

© 2017 Standard Investment LLC
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