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Classifying Countries: The     
Emerging-Developed Continuum

RESEARCH

Uncertainty surrounding the impact of government actions on asset prices represents 

political risk in financial markets. Historical data imply that emerging markets have had 

greater exposure to political risk than developed markets. 

This paper explores the link between commercial index country classifications and 

proxies for political risk. We find that emerging vs. developed is a continuum rather 

than a dichotomy, and that an integrated approach may allow investors desiring an 

allocation to emerging markets to achieve it in a more effective manner.

INTRODUCTION
Uncertainty surrounding the impact of government actions on asset prices represents political 
risk in financial markets. Emerging market investments can be particularly sensitive to political 
and economic instability. Historical data suggest that emerging markets have had greater 
exposure to political risk than developed markets and that political risk has been priced; that is, 
investors have demanded a premium to bear it. If true, then investors may expect higher returns 
from emerging markets relative to developed markets.

In this paper, I explore the link between commercial index country classifications and proxies 
for political risk. I find that country migration is a relevant consideration for investors seeking 
to capture the returns of emerging markets. Many countries are clearly developed, while many 
others are clearly emerging. For some countries, however, the distinction is blurry and subject 
to change over time. Combining the returns of emerging and developed markets in a single, 
integrated portfolio can be an efficient way for investors to capture their returns. Such an 
approach recognizes that emerging vs. developed is a continuum rather than a dichotomy and 
allows investors desiring an allocation to emerging markets to achieve it in a more effective 
manner.
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POLITICAL RISK AND EMERGING MARKETS
Index providers typically classify countries using criteria 
related to economic development and the size, liquidity, 
and accessibility of the market. Emerging markets 
indices have historically realized higher average returns 
than developed markets indices. Exhibit 1 shows this 
return premium as measured by S&P, FTSE, and MSCI 
from 1995 to 2014 (the first full year in common among 
the indices). Each of these indices shows a positive 
emerging markets premium over this period. In the 
past two decades, the annual returns of emerging and 
developed indices have correlations of approximately 0.6 
to 0.7. As a result, the return spread for each index pair 
has been volatile and the standard errors of the spreads 
are over 5%. During this period, these return differences 
were not reliably different from zero.

One relevant question for investors: Are emerging 
markets riskier and do they therefore command an 
expected premium over developed markets? A number 
of studies suggest that emerging markets expose 
investors to greater political and economic risk than 
developed markets, and that this risk drives a portion 
of the historical return premium for the former. 
Ravi Bansal and Magnus Dahlquist (2002) provide 
evidence that emerging markets have greater exposure 
to expropriation risk. Emerging markets appear more 
susceptible to changes in economic freedom (Robin L. 
Diamonte, John M. Liew, and Ross L. Stevens, 1996) 
and the threat of war (Zhuo Chen, Andrea Lu, and 
Zhuqing Yang, 2013). Andrew Karolyi (2015) finds 

that emerging markets tend to score more poorly than 
developed markets on a variety of political metrics, such 
as political instability and corporate opacity.

Although political and economic risks are not the only 
criteria commercial indices use to classify countries, 
emerging markets tend to rank more poorly on various 
measures of economic freedom. To illustrate this 
result, I use the Index of Economic Freedom, which 
is published annually by the Heritage Foundation 
and Wall Street Journal1 and consists of subcategories 
that attempt to measure different aspects of economic 
freedom. Data for this index are available from 1995 to 
2014, and countries with higher scores are considered 
more “economically free”.

Property rights, freedom from corruption, monetary 
freedom, and trade freedom are four of the 10 
categories in the index. A country with low scores in 
these categories might be considered more sensitive 
to political risk—the risk that a government might 
expropriate assets, impose capital controls, or conduct 
some other type of intervention that leads to a large 
market decline. In Exhibit 2, I sort all the countries 
in the MSCI emerging and developed market indices 
by their Index of Economic Freedom score for each of 
those four subcategories. This is done annually from 
1995 to 2014. For each subcategory, I form two groups: 
countries below the median score and those above. The 
exhibit reports the average percentage of each group 
that is classified as emerging by MSCI.  

Exhibit 1 SUMMARY STATISTICS FOR S&P, FTSE, AND MSCI INDICES                                                           

January 1995-December 2014

Exhibit 2 CONSISTENCY OF RANKINGS ON ECONOMIC FREEDOM                                                             

January 1995-December 2014

1995-2014
S&P Emerging 

BMI Index
S&P Developed 

BMI Index
FTSE Emerging 
Markets Index

FTSE Developed 
World Index

MSCI Emerging 
Markets Index

MSCI 
World Index

Average Annual Return 12.4% 10.2% 11.7% 9.6% 11.1% 9.5%

Annual Standard Deviation 35.0% 19.1% 34.4% 19.0% 33.7% 19.2%

Difference — 2.2% — 2.1% — 1.6%

# of Categories Country Scores Above Median

0/4 1/4 2/4 3/4 4/4

# Countries 15 6 4 8 14

% Emerging 97% 87% 68% 15% 3%

Average annual returns and volatilities are reported for each index. Differences in returns between the emerging and developed indices for each 
provider are reported. Past performance is no guarantee of future results. It is not possible to invest directly in an index. S&P data are 
provided by Standard & Poor’s Index Services Group. FTSE data published with the permission of FTSE. MSCI data © MSCI 2015, all rights reserved.

Countries are ranked at the beginning of each year on scores in four categories comprising the Index of Economic Freedom: property rights, 
freedom from corruption, monetary freedom, and trade freedom. Countries are grouped by the number of categories in which they rank above the 
median, and the exhibit reports the average number of countries in each group. The percentage emerging reflects the portion of countries in each 
group that are classified by MSCI as emerging markets. The data include 49 countries that have been classified as developed or emerging by MSCI 
at any time between 1995 and 2014. Index of Economic Freedom published by Heritage Foundation and Wall Street Journal. Country classifications 
determined at the time of ranking. 
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As the first and last columns of the exhibit indicate, if a 
country ranks below the median on all four metrics, it 
has generally been classified as an emerging market by 
MSCI. Similarly, if it ranks above the median on all four 
metrics, it has generally been classified as a developed 
market. On the other hand, a handful of countries each 
year are above the median by some proxies for political 
risk and below the median for others, illustrating some 
of the challenges when classifying countries as emerging 
or developed. For some countries, the classification 
is relatively clear, while for others it is much more 
subjective. 

For example, Australia would currently rank as 
developed by most objective ratings. It scores highly 
on metrics such as property rights, freedom from 
corruption, accessibility of its market, etc. Conversely, 
India is considered emerging by most objective ratings, 
having lower scores on these metrics. On average, the 
countries classified as emerging by most commercial 
indices have scored poorly on a variety of political and 
economic freedom metrics.

Between the extremes is where things get murky. For 
example, as of December 2014, FTSE classifies Korea 
and Taiwan as developed markets, MSCI considers them 
to be emerging markets, and S&P considers Korea to be 
developed and Taiwan emerging. Part of the challenge 
in deciding whether countries such as Korea and 
Taiwan should be classified as developed or emerging 
is that proxies for emerging markets characteristics are 
subjective—whether using proxies for political risk, 
economic development, size, liquidity, or something else.  

EMERGING MARKETS PREMIUM
What about returns? Instead of using index classifications, 
is there a better way to determine the countries from 
which investors demand an emerging markets premium? 
In Exhibit 3, I plot average country returns against 
average Index of Economic Freedom level. The data 
include all countries that have been classified by MSCI 
as emerging or developed since 1995. For countries that 
have migrated between MSCI indices, the average returns 
and Index of Economic Freedom levels were computed 
for the period the countries spent in each index. For 
example, there are two data points for Portugal, one 
covering the period prior to 1997, when it was classified 
as emerging by MSCI, and another from 1998 to 2014, 
during which it was considered developed. 

As before, emerging markets tend to score lower than 
developed markets on the Index of Economic Freedom. 
The chart also implies a negative relation between the 
index level and average returns; in other words, countries 
with lower scores have had higher average returns. 
This result may suggest that the historical emerging 
markets return premium is attributable in part to higher 
economic risk. However, there is substantial overlap in 
the range of scores for emerging and developed. 

Exhibit 4 reports average returns for the groups of 
countries formed by sorting on the Index of Economic 
Freedom scores. Each year, countries above the median 
are classified as “most free” for that year, while those 
below the median are classified as “least free.” The return 
differences between the high and low groups have been 
positive, as one would expect given the relation in Exhibit 
3; the least free countries had higher returns than the 
most free by 6.6% per year when sorting on overall Index 
of Economic Freedom score, and between 2.5% and 5.0% 
using scores for the four of its subcomponents. However, 
similar to the spread in returns between emerging and 
developed indices, these return spreads are noisy—four 
out of the five t-stats are lower than 2. The last column 
reports average returns for MSCI emerging (“least free”) 
and developed (“most free”), in which average country 
returns are equally weighted within each group. Again, 
the average annual return difference between the groups 
is positive, and the magnitude of the spread is similar 

Average annualized returns for each country are plotted against 
economic freedom scores from the Index of Economic Freedom 
published by Heritage Foundation and Wall Street Journal. The data 
includes 49 countries that have been classified as developed or 
emerging by MSCI at any time between 1995 and 2014. For countries 
that migrate between emerging and developed classifications, 
averages are computed separately for developed and emerging 
observations. Data following reclassification to frontier status is 
included for emerging markets. It is not possible to invest directly in 
an index. Past performance is no guarantee of future results. MSCI 
data © MSCI 2015, all rights reserved.

Exhibit 3 
Relation between Returns and Economic Freedom 
January 1995–December 2014
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to the spreads from sorting on the various freedom 
measures. Given the noise in historical returns, it is 
difficult to pick one of these proxies as clearly superior to 
the others as a way to identify countries that are expected 
to provide an emerging markets premium. 

MOVING TARGET
To complicate matters, even when the classification 
(emerging or developed) is relatively clear, these 
classifications are subject to change due to improvements 
or degradations in market infrastructure, regulatory 
reform, or market size/liquidity. Index providers review 
classifications periodically, making the distinction 
between emerging and developed markets a moving 
target. To illustrate this point, Exhibit 5 summarizes 
the history of country changes to the MSCI Emerging 
Markets Index; in the 26 years since its inception, during 
which the index has grown from 10 to 21 constituents, 
it has seen over 30 reclassifications. When countries are 
reclassified, developed-only and emerging only strategies 
holding assets in those countries may have to transition 
assets accordingly. Therefore, the migration of countries 

into or out of an index can impose costs on investors 
who maintain separate portfolios for allocations 
to developed and emerging. These costs introduce 
inefficiencies and a potential drag on returns.

INTEGRATED FRAMEWORK
What is the takeaway for investors? Historical data 
show that emerging markets have scored more poorly 
than developed markets on a variety of metrics, such 
as political instability and corporate opacity. The 
historical data also suggest that emerging markets have 
had greater exposure to political risk and that investors 
have demanded a premium to bear it. Regardless of this 
result, a sensible approach to equity investing is to hold 
stocks from developed and emerging countries. Both are 
part of the global market and together offer a broader 
opportunity to increase expected returns by pursuing 
company size, relative price, and profitability premiums 
across many markets. Together, they also provide a more 
effective means to manage country, sector, or security 
idiosyncratic risk. 

Exhibit 4 AVERAGE RETURNS FOR SORTS ON ECONOMIC FREEDOM                                                           

January 1995-December 2014

Exhibit 5 TIMELINE OF COUNTRY RECLASSIFICATIONS FOR THE MSCI EMERGING MARKETS INDEX                                                           

January 1988-June 2014

Overall 
Score

Property 
Rights

Corruption 
Freedom

Monetary 
Freedom

Trade 
Freedom

MSCI 
Classification

Least Free 16.2 15.8 15.4 14.1 14.9 15.1

Most Free 9.5 11.0 10.3 11.6 10.9 10.5

Least Free - Most Free 6.6

(2.52)

4.8

(1.41)

5.0

(1.40)

2.5

(0.70)

4.0

(0.96)

4.7

(1.04)

Add Drop Add Drop

1988
Argentina, Brazil, Chile, Greece, 
Jordan, Malaysia, Mexico, 
Philippines, Portugal, Thailand

Jordan
2000

Malaysia, Taiwan at 80% of its weight 
(from 50%)

1989 Indonesia, Turkey 2001 Egypt, Morocco Greece, Sri Lanka

1992 Korea at 20% 2004 Taiwan, LIF increased from 0.55 to 0.75

1994
Colombia, India, Pakistan, 
Peru, Sri Lanka, Venezuela

2005 Taiwan, LIF increased from 0.75 to 1

1995 Isreal, Poland, South Africa 2006 Venezuela

1996
China, Czech Republic, Hungary, 
Taiwan at 50% of its weight, Korea at 
50% of its weight (from 20%)

2009
Pakistan, 
Argentina

1997 Russia Portugal 2010 Israel

1998 Korea at full weight Malaysia 2013 Greece Morocco

2014 Qatar, United Arab Emirates

Average annual returns and volatilities are reported for each index. Differences in returns between the emerging and developed indices for each 
provider are reported. Past performance is no guarantee of future results. It is not possible to invest directly in an index. S&P data are 
provided by Standard & Poor’s Index Services Group. FTSE data published with the permission of FTSE. MSCI data © MSCI 2015, all rights reserved.

MSCI data © MSCI 2015, all rights reserved.
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The classification of a market as emerging or developed 
is a continuum rather than a dichotomy. A country can 
migrate from one classification to another, whether 
using commercial indices to classify countries as 
emerging or developed or metrics that are proxies for 
political or economic risk.

Some investors may prefer to weight emerging and 
developed regions by their aggregate market cap. If such 
investors have the flexibility to categorize their equity 
assets as domestic and foreign (and foreign includes 
emerging and developed) and can hold the foreign 
assets in an integrated strategy, the emerging/developed 
question can be sidestepped completely. If a country is 
reclassified from an emerging market to a developed one 
(or vice versa), no turnover is required if the assets are 
held in an integrated strategy. Further, for investors who 
prefer to underweight or overweight emerging markets, 
an integrated approach mitigates the impact on their 
total portfolio from changes in country classifications. 
Why? The need for rebalancing when a country is 
reclassified from an emerging market to a developed 
one (or vice versa) is lessened because only the portion 
of that country that is overweight or underweight after 
the reclassification, rather than the entire position, 
must be sold or bought. This approach helps minimize 
unnecessary costs. For investors with the flexibility to 
use it, an integrated strategy can be a more efficient way 
to capture expected equity premiums globally.
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