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Today, South Korea is at the forefront of the debate about what constitutes the

demarcation between an emerging and a developed market. Two major index providers, FTSE

and MSCI, each champion one side of the argument. Below, we outline the basic tenets of

each position and then discuss the ultimate considerations for investors. Investors who

utilize strategies designed to track the performance of the FTSE Emerging Markets Index

(FTSE EM) are missing exposure to Korea, which constituted approximately 16% of the MSCI

Emerging Markets Index (MSCI EM) as of September 30, 2013. We discuss why those tracking

the FTSE EM may want to include additional South Korean equity exposure on a stand-alone

basis to reduce potential differences in performance compared to the MSCI EM. FTSE’s

Upgrade of South Korea in 2009 At the September 2009 meeting of FTSE’s Policy Group

it became official that South Korea was to be upgraded from emerging market to developed

market status. The principal reasons of the decision involved: • Size of Economy: South

Korea is the 15th-largest economy measured by gross domestic product (GDP). • Trade:

South Korea is the 7th-largest exporter and the 10th-largest importer in the world.1 •

Market Size:  South Korea is the 13th-largest stock market in the world and the 3rd-

largest in the Pacific Rim (behind Japan and Australia).2 Thus, the size of South Korea’s

equity market, along with the scale of its economic development, outweighed any other

considerations that FTSE may have had in terms of coming to its decision. MSCI Keeps

South Korea as an Emerging Market in 2013        MSCI does not disagree with the core

tenets of FTSE’s argument, namely that the economic development, market size and

liquidity of South Korea are at developed market standards. However, these

characteristics were not enough to outweigh two central issues which MSCI cites as

having made no progress from its June 2012 to its June 2013 reclassification studies. •

Limited Convertibility of the Korean Won:     Investors are forced to trade the Korean

won during Korean business hours and forced to use local counterparties. If Korea were

to be upgraded, it would be the only developed market currency that was not freely

traded—thus compromising the trading and liquidity of the developed market index-

tracking strategies. • Issues with  In-Kind Transfers : Korea would be the only

developed market to make in-kind transfers of securities prohibitive, were MSCI to make

the upgrade. MSCI closes its 2013 reclassification study with respect to South Korea by

saying that until progress is made on both of these fronts, South Korea will not attain

developed market status. What is interesting about this MSCI discussion: If Korea had

been upgraded to a developed market, we estimate that its weight would have been reduced

to approximately 4%–5% of the developed world indexes as of September 30, 2013, but it

is currently a large weight (i.e., three times as large) in the emerging markets index.

MSCI is using some important characteristics to demarcate emerging from developed

markets—and it wants its developed world countries to share the free conversion of

currencies and allowance of in-kind transfers. While these issues do impact the MSCI EM,

they concern characteristics that apply to emerging markets and are more accepted in

that universe. Performance Differentials  Given its large weight in the MSCI EM, the

exclusion of South Korea can lead to large performance differentials between the FTSE EM
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and the MSCI EM. Difference in 1-Year Returns (MSCI EM minus FTSE EM) from        

9/30/2003 to 9/30/2013   

 • South Korea

Included in FTSE EM:    As we see in the above chart, during this period (9/30/2003 to

9/30/2010) the MSCI EM lags the FTSE EM by an average of 1.0%. • South Korea Excluded

from FTSE EM: As we see in the above chart, during this period (9/30/2010 to 9/30/2013)

the MSCI EM outperforms the FTSE EM by an average of .4%. Of course, since there is no

way to know ahead of time whether South Korea’s equity market will under- or outperform,

we can’t say that excluding South Korea will always hurt FTSE EM’s performance compared

to MSCI EM. What we can say is that South Korea is a major exposure in MSCI EM—the

second-largest country weight as of September 30, 20133, so its exclusion could

potentially result in significant differences in performance. Conclusion: Single-

Country Indexes for South Korea Could Be of Interest For those utilizing strategies

that track the performance of the FTSE EM after costs, fees and expenses, single-country

indexes for South Korea could be of interest. Even looking toward the FTSE Developed ex

North America Index may not be enough, as South Korea garnered only an approximate

weight of 4% as of September 30, 2013. Performance differentials to the MSCI EM could be

important, and any potential mitigation of their impact could be beneficial.   1Source:

Woods, 2013. 2Source: Woods, 2013. 3Source: HSCI, 2013.

Important Risks Related to this Article

Investments in emerging, offshore or frontier markets are generally less liquid and less

efficient than investments in developed markets and are subject to additional risks,

such as risks of adverse governmental regulation and intervention or political

developments. Investments focused in Korea are increasing the impact of events and

developments associated with the region, which can adversely affect performance.

Investments in currency involve additional special risks, such as credit risk and

interest rate fluctuations. Foreign investing involves special risks, such as risk of

loss from currency fluctuation or political or economic uncertainty.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook
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View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

FTSE Emerging Markets Index : A free float-adjusted market capitalization index that

is designed to measure equity market performance of emerging markets.

MSCI Emerging Markets Index     : a broad market cap-weighted Index showing performance

of equities across 23 emerging market countries defined as “emerging markets” by MSCI.

Gross domestic product (GDP)     : The sum total of all goods and services produced

across an economy.

Liquidity  : The degree to which an asset or security can be bought or sold in the

market without affecting the asset’s price. Liquidity is characterized by a high level

of trading activity. Assets that can be easily bought or sold are known as liquid asset.

Convertibility : Refers to the process involved in exchanging different currencies so

that an international investor can acquire securities outside their home country.

In-kind transfers : As money flows into or out of different index-tracking strategies,

the ability to execute in-kind transfers, i.e., exchange securities for shares or shares

for securities allows these strategies to be more operationally efficient.

FTSE Developed ex North America Index       : A market-capitalization weighted index

representing the performance of around 1380 large and mid cap companies in 23 Developed

markets, excluding the USA and Canada. The index is derived from the FTSE Global Equity

Index Series (GEIS).
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