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When MSCI makes changes to their country classifications,
trillions of dollars follow. A recent article in the CFA Institute’s
Financial Analysts Journal attempts to apply some academic
rigor to understanding how financial markets tend to react to
these changes and puts forward a broad trading recommenda-
tion. Unfortunately, in simply examining past market outcomes
from the top-down, the analysis ignores what was happening
“on the ground” in these markets at the time these classifica-
tions occurred, and thus draws correlated, but not causal infer-
ences. The analysis also suffers from statistically questionable
decisions, as well as failing to account for the broader structural
context of MSCl's own rule-based classification decisions, which
by definition, results in a structural correlation between the de-
pendent and independent variables in the study. In this edition
of FIS Foresights, we will review the recent article, break-down
its flaws, and look ahead to the next set of expected upgrades,
providing our views on how to trade around these opportunities
given the individual contexts of these markets.

The authors of /nvesting in the Presence of Massive Flows: The
Case of MISCI Country Reclassifications, take on an admirable
task of studying the applicable country classification changes
(upgrades and downgrades) that MSCI has made since 2000
in order to set forth a systematic trading recommendation.
The authors include academics from New York University and
Chapman University, and one practitioner from Acadian As-
set Management. The analysis tracks all 17 country classifica-
tion changes by MSCI since July 2000', categorizes them into
changes from less benchmarked to more benchmarked indices,
and looks at the pure returns of those respective MSCI country
indices for the period from the announcement date to the ef-
fective date and for one year following the effective date. Ulti-
mately the article finds that on average markets moving from
less benchmarked indices to more benchmarked indices signifi-
cantly outperform from the time of the announcement until the
effective date of the upgrade and then underperform thereafter.
The inverse is true for markets moving from more benchmarked
indices to less benchmarked indices.

The article’s findings of significant outperformance from mar-
kets changing to more benchmarked indices rely substantially
on the case studies of UAE and Qatar (see on top of

) which made the simultaneous switch from MSCI’s fron-
tier markets index to MSCl's emerging markets index in June
2014. But as we already elaborated in exhaustive detail in our
September 2014 article, Arabian Nights: Mysteries on the Fron-
tier, there was much more to this episode than MSCI market
moves. MSCl’s announcement of the markets’ upgrades hap-
pened amid a massive recovery in both local economies, espe-
cially the real estate markets, following the sell-off and financial
slump brought on by the post-2008 debt crisis in Dubai in par-
ticular. In our 2014 article, we demonstrated through a detailed
stock-by-stock analysis of the markets’ performance, that these
markets’ meteoric rise during this period was disproportion-
ately led by the three listings with the highest respective expo-
sure to the real estate market (Arabtec, Emaar Properties, and
Masraf al-Rayan). Moreover, the rally did not commence with
the upgrade announcement, and there was a wide dispersion of
intra-market returns during this period, ranging from +226% for
Arabtec to -7.69% for Dana Gas in the UAE or in Qatar between
+118% for Masraf al-Rayan versus a mere +10% for Qatar Na-
tional Bank (QNB). Indeed,the sparse relative returns of QNB,
the largest cap stock in the MSCI Qatar index, but which under-
performed the broader Qatari market’s returns by nearly 30%
during the upgrade period, is a clear rebuke of the simplistic
story that it was MSCI's upgrade announcement that sent the
market surging forward.

Conclusion — The UAE/Qatar examples clearly undermine the
study’s core thesis, invalidating two key data points.

Over the study period of the article, MSCl's country classifica-
tions had multiple different types of moves to examine. These
included upgrades from frontier to emerging (as profiled in the
UAE/Qatar case study); upgrades from emerging to developed
(Greece 2001 and Israel in 2010); upgrades from standalone to
frontier (Bangladesh 2010, Trinidad and Tobago 2009, and Paki-
stan 2009) and from standalone to emerging (Egypt 2001 and

" The study omits the 2008 reclassifications of Serbia and Lithuania as they were conditional reclassifications, as well as all classification changes which coincided

with the inception of the frontier index in 2007.
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TABLE ‘ Internet Appendix. Returns around MSCI Market Reclassifications

(Effective, +1 Year)
Return (%)

(Announcement, Effective)
Return (%)

Announcement Effective More Total - Table - Total - Total -
m OId Index m Upgrade Ben0hmarked

Jun -13 Jun -14 Qatar

Jun -13 Jun -14 UAE FM EM Yes
Jun -13 Dec-13 Greece DM EM No
Jun -13 Dec-13 Morocco EM FM No
Feb-11 Jun-11 Triq_igs:gca)nd FM Standalone No
Feb-10 May-10 Bangladesh Standalone FM Yes
Jun-09 Jun-10 Israel EM DM Yes
May-09 Jun-09 Tri?rz}ba:gznd Standalone FM Yes
Mar-09 Jun-09 Pakistan Standalone FM Yes
Feb-09 Jun-09 Argentina EM FM No
Dec-08 Jun-09 Pakistan EM Standalone No
Jun-08 Dec-08 Jordon EM FM No
Apr-06 Jun-06 Venezuela EM Standalone No
Feb-01 Jun-01 Sri Lanka EM Standalone No
Jul-00 Jun-01 Egypt Standalone EM Yes
Jul-00 Jun-01 Greece EM DM Yes
Jul-00 Jun-01 Morocco Standalone EM Yes

54.30 27.40 52.70 (12.10) (13.00) (19.50)
Yes 98.30 71.80 89.80 (11.30) (11.30) (16.60)
Yes 52.40 40.00 44.20 (11.70) (19.60) (19.60)
No 3.60 (4.60) (1.10) 4.80 (3.40) (19.60)
No 8.10 13.30 8.10 9.70 23.30 9.70
Yes 3.10 3.10 5.00 (30.40) (30.40) (41.10)
No 15.90 (7.10) 1.70 11.90 (17.30) (16.80)
Yes (2.50) (2.50) (10.70) (9.10) (9.10) (26.00)
Yes 16.90 16.90 (13.40) 25.10 25.10 21.90
No 5.30 (45.10) (32.50) 66.20 44.70 61.10
No (50.10) (561.30) (50.10) 2.50 (1.60) 2.50
No (48.70) 7.70 1.30 0.10 (61.30) (2.20)
No (3.20) 6.70 (3.20) 42.50 3.90 42.50
No (11.70) (7.50) (11.70) 93.40 88.00 93.40
Yes (23.50) (23.50) (4.40) (35.90) (35.90) (47.10)
No (31.70) (11.40) (24.30) (21.70) (28.40) (9.60)
Yes (13.60) (13.60) 6.50 (14.00) (14.00) (21.30)

Source: Investing in the Presence of Massive Flows: The Case of MSCI Country Reclassifications, Financial Analysts Journal, vol. 74, Issue 1, CFA Institute, Q1 2018.

Morocco 2001). Then of course, there were also downgrades
from emerging to frontier (Argentina 2009 and Jordan 2008);
from emerging to standalone (Sri Lanka 2001, Venezuela 2006,
and Pakistan 2009), and from frontier to standalone (Trinidad
and Tobago 2011). To make sense of these many different vari-
ables, as seen inTable 1, the authors of the study under review
sought to make broad claims by attributing each MSCI country
classification change to one of two categories: moving from a
more benchmarked index to a less benchmarked index (gen-
erally for downgrades) or from a less benchmarked index to a
more benchmarked index (generally for upgrades). In this way
the authors could (in theory) examine the net effects of added
liquidity as the controlled variable in the study. While we agree
with the logically sound principle of this two-prong classifica-
tion system, where the ratio of benchmarking is very close, as
is the case between developed and emerging markets (35% vs
40%, respectively for the 2013 downgrade of Greece) we don't
believe that the data supports a statistically sound conversion of
the dependent variables (market classification) to the analysis’

Total Returns of Upgrading* Markets During

TABLE
Announcement Period

2

more/less benchmarked claim, at least not for the 2013 down-
grade of Greece from developed to emerging markets. The
study then also does not provide supporting data to justify the
claims that the other moves from emerging to developed mar-
kets (Greece in 2001 or Israel in 2010) were indeed from more to
less benchmarked indices as the authors claim.

Conclusion — The claims that the three classification changes
between developed and emerging markets can be categorized
clearly between changes from less to more benchmarked indi-
ces are not sufficiently supported by the evidence in the study.
Removing these three examples and the UAE/Qatar examples,
changes the outcomes dramatically (see TABLE 2). No longer do
upgrading markets outperform during the period between an-
nouncement and upgrade, but they do lose less money than
during the one-year period following the upgrade’s effective
date.

_ Total Excess Returns vs Old Index Total Excess Returns vs New Index

Original Study 23.2%

Original Study excluding UAE, Qatar,

~ ()
and Greece 3.9%

*Less Indexed to More Indexed

15% 21.2%

-3.9% 3.4%

Philadelphia | Chicago

FIS GROUP | www.fisgroup.com | 215.567.1100



FLAW #3 - UPGRADES/DOWNGRADES
ARE STRUCTURALLY CORRELATED TO
MARKET RETURNS

Perhaps the biggest flaw in this analysis is in ig-
noring the structural correlation between MSCI
country classification changes and market per-
formance. MSCI has a list of requirements for
a market to be considered for inclusion in its
country classification system. These broadly fall
into the categories of access, size, and liquidity.
Access is defined as openness to foreign owner-
ship, availability of derivative markets, free con-
vertibility of the currency, etc. Size relates to the
investible market cap or free float of the respec-
tive country’s stock market and liquidity is gener-
ally measured as a function of the average daily
trading volume over the recent period. Size and
liquidity are generally the other side of the same
coin as price performance in a market and access
is generally a prerequisite to all. Thus, the prob-
lem with seeking to examine the effects of coun-
try classification announcements on price per-
formance is that country classification decisions
are already dependent upon price performance
based on their sister criterion in size and liquidity.
To that end, country classification upgrades are
already generally made during a period of posi-
tive market performance and downgrades dur-
ing a period of poor market performance. Thus
the article’s finding that markets outperform dur-
ing the initial period after an upgrade announce-
ment is made and vice versa can also be seen
as little more than acknowledging a momentum
trade in the market. Graphical examples of the
four most recent country classification changes
by MSCI (that have also been effected already) —
UAE, Qatar, and Pakistan (upgrades) and Greece
(downgrade) — show how each classification an-
nouncement was made in the midst of pre-exist-
ing market trends that were themselves signifi-
cant factors in the country classification change
in the first place (see CHARTS 1-4, CHART 4 on
next page).

Conclusion —Trading based on MSCI announce-
ments alone might be no different than a mo-
mentum trade. The variables are not sufficiently
independent to justify a statistically sound broad
study.

CHARTS 1-4 — MSCI Index Returns for UAE, Qatar, Greece,
and Pakistan. Lines represent timing of MSCI announce-

ments and effective dates.
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CHART | MSCI Pakistan
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WHAT COMES NEXT?

Hoping that we have sufficiently rejected the thesis from the
article that a general trading rule around country classification
announcements exists, we can now roll up our sleeves and look
case-by-case at the forthcoming expected or possible upgrades
and posit our own recommendations of how one might look at
trading around each event based on each individual market'’s cir-
cumstance.

CHINA A-SHARES

In June 2017, MSCI announced that it will be including Chinese
A-shares in its global indices. As we profiled in last year’s article,
Whither the GEM Manager, this will eventually have a profound
effect on the composition of global indices, and in particular, the
MSCI Emerging Markets Index. But unlike with most of its other
country classification changes, MSCI is adding A-shares to its
global indices gradually, over the course of several years, thus
diminishing the expectation among index front-running specu-
lators to drive up prices in advance of passive flows. Moreover,
the “MSCI expectations rally’, or at least a first go at it, may have
already happened. The 75% spike in the A-share market in the
Spring of 2015 was fueled in some part by speculation around
MSCI inclusion (unfounded, as it turns out, but it was one of
the stories the local brokers were spinning to their retail clients,
nonetheless). Thus, we see the scope for another such rally as
more limited in the future.

ARGENTINA

Given recent market reforms, Argentina is widely expected to be
flagged for MSCI (re)upgrade to emerging markets from frontier
in its forthcoming country classification review in June 2018. But
in Argentina’s case, the upgrade was already widely expected
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in mid-2017 and was preceded by a huge rally that was buoyed
by massively improving economic fundamentals, access, and li-
quidity, as well as an expectation of eventual MSCI upgrade. As
such, in this case we also do not see a long trade in Argentina
on the back of potential MSCI announcements, though we do
remain cautiously optimistic on the market in general, though a
bit more cautious than we were at the time of publication for our

2018 Frontier Markets Outlook.

ROMANIA

As mentioned in our 2018 Frontier Markets Outlook, Romania
is just an uptick of liquidity away from being upgraded to EM
by FTSE and being watch-listed for EM upgrade by MSCI, either
of which should in turn buoy some local investor enthusiasm,
but here again, we believe most of this is already priced in. The
Romanian Government made MSCI upgrade a political prior-
ity some 2-3 years ago, which is what led to the flurry of struc-
tural access reforms to make the current consideration by FTSE
and MSCI even the possibility it is today. As such, local inves-
tors have been watching, and we believe pricing in, this event
already, while positive market fundamentals have buoyed the
market for a few years now. But as we also mentioned in our
2018 Frontier Markets Outlook, Romania may be at the end of
this economic cycle, or at least due for some economic slow-
down, over the coming 1-2 years. Thus, an upgrade announce-
ment, should it come based on market technicals, may coincide
with a slowing economic outlook, and thus does not present a
high conviction long in our opinion.

KUWAIT

In September 2017, FTSE/Russell announced Kuwait’s promotion
to emerging markets following the establishment of t+3 and DVP
settlement. We also expect Kuwait to be added to MSCl's watch
list for upgrade this June 2018. The market already traded up
about 10% on the news last September before falling back amid
underwhelming economic and earnings news. We believe there
is some upside to the Kuwait upgrade trade, or at least the pros-
pect of MSCI announcement provides a floor to a long call that
is otherwise supported by fundamentals, as profiled in our 2018
Frontier Markets Outlook. We further believe that Kuwait will
be a market that is better received by EM investors than it has
been by frontier investors as the former are already a little less
dogmatic about requiring a true “developing economy” to drive
their investment research, having already crossed that bridge
in comparably wealthy markets in Korea, Taiwan, the UAE, and
Qatar. Meanwhile active frontier investors have generally es-
chewed Kuwait for its lack of strong economic growth prospects
or pure developing economy “story’, not to mention higher rela-
tive valuations given the strong local investor base. Therefore,
we believe that Kuwait could fare even better once it is fully in-
tegrated into the EM investor universe (including high dividend
and other smart beta screens) than it could ever be expected to
do with frontier investors.
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Important Disclosures:

This report is neither an offer to sell nor a solicitation to invest in any product offered by FIS Group, Inc. and should not be considered as investment advice. This
report was prepared for clients and prospective clients of FIS Group and is intended to be used solely by such clients and prospects for educational and illustrative
purposes. The information contained herein is proprietary to FIS Gr_ouln and may not be duplicated or used for any purpose other than the educational purpose for
which it has been provided. Any unauthorized use, duplication or disclosure of this report 1s strictly prohibited.

This report is based on information believed to be correct, but is subject to revision. Although the information provided herein has been obtained from sources which
FIS Group believes to be reliable, FIS Group does not guarantee its accuracy, and such information may be incomplete or condensed. Additional information is avail-
able from FIS Group upon request.

All performance and other projections are historical and do not guarantee future performance. No assurance can be given that any particular investment objective or
strategy will be achieved at a given time and actual investment results may vary over any given time.
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