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The negativity mirrors sentiments that are typically held at the
top of market bubbles when extreme market action decouples
prices far from intrinsic values. A lot of the bad news has clearly
been discounted, yet we are left with the simple question:
Is it still too early to invest in emerging markets? In this note,
we gather insights from Allspring’s Intrinsic Emerging Markets
and Total Emerging Markets teams to make the bull case for
active investment in this asset class today.

The Russian invasion of Ukraine certainly added to global
inflationary pressures that were already gathering steam in the
months leading up to the war. Despite Russia’s modest weighting
in the flagship MSCI Emerging Market Index (about 3% prior to
the invasion and now less), Russia is a key player in the world of
commodities—both mineral and agricultural. Russia accounted
for about 12% of global oil supply, 17% of natural gas, and 6%
of aluminum and is a core supplier of platinum group metals
that form the base inputs of countless industrial supply chains.
The unceremonious severing of existing trade and financing
relationships with Western economies through coordinated
sanctions has darkened the global growth outlook and increased
the risks of stagflation.
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In the wake of the Russian
invasion of Ukraine, the
drawdown in emerging market
equities took on an air of
capitulation, bordering on a
vote of no confidence in their
long-term prospects.
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A STRATEGIC BLUNDER?

GROWING DIVERSITY, NEW ORDER

China’s standing as a natural beneficiary in growing bilateral
trade with Russia was without question part of the calculus
behind the “no limits” partnership showcased during the
Olympic opening ceremony. However, the alliance may be
approaching limits after all, merely weeks into Russia’s botched
military campaign, which has laid bare the weakness of Russia’s
conventional military forces and its financial position for the
world to see. It no doubt underestimated Ukraine’s resistance
and resolve for independence. More broadly, both Russia
and China were likely surprised at the emergence of Western
resolve—particularly in Europe, where support for NATO had
been eroding for years. Freedom, autonomy, and memories of
the atrocities of World War II have allowed the West to coalesce
on a moral high ground, fueling political resolve to confront the
situation rather than fold. China, which hopes to avoid Russia’s
pariah status, is maintaining some diplomatic distance and
maneuverability to pursue its longer-term plans of outward
engagement. With the ever-present Taiwan question in the
background, it is our view that, at least in the near term, China’s
appetite for taking the island by force has waned. In short, the
West has emerged more united than many anticipated, and this
could present conditions for an off-ramp that may not yet be fully
appreciated by markets.

Most professional investors at the helms of asset managers
have grown up during a period of ever-greater integration and
globalization under institutions created and supported by Western
powers. The founding of the World Trade Organization in 1995
could mark the beginning of this rare unipolar moment in history.
If we consider the pandemic, the chaotic U.S. withdrawal from
Afghanistan, and the Russian invasion of Ukraine all as stages in
an unfolding breakdown of this existing world order, it is likely that
a multipolar world—like the one that characterized the post-WWII
period, but with more independent nodes—would arise to fill the
vacuum. The aggressive posturing of Russia, Iran, North Korea,
and China is defining an emerging block in direct opposition to
the West, with several undecideds in between. Is this necessarily
worse for emerging markets than developed markets?

STRONGER THIS TIME?
In prior crises, global capital has fled emerging economies for
perceived safety offshore. This time, however, this playbook
may be showing its age. COVID-19 disruptions had already
brought inflationary pressures to emerging economies,
causing several to defend their currencies ahead of these
latest developments. Last year, for example, Brazil raised rates
725 basis points (bps; 100 bps equal 1.00%) and Chile raised
rates by 350 bps. While rates remain generally lower in Asia,
central banks are still ahead in the rates cycle—for example,
the Bank of Korea raised rates by 50 bps in 2021. These actions
have helped stem the outflow of capital. More broadly, several
emerging market countries have sustained positive real rates
(nominal rates are higher than inflation) while real rates in
developed markets remain deeply negative, even after recent
central bank actions. Moreover, the structural arguments
for emerging markets that have been touted for years—for
example, growing middle-class populations and positive
current accounts—remain intact. Their steady growth over the
past decade has made today’s developing economies more
integrated and become a much greater share of global capital
markets by value than they have in the past, making the outward
movement of capital structurally more difficult. Taken together,
the strength of many countries outside of the direct melee of
Eastern Europe may offer a more diverse and stable foundation
for patient capital than it has during past crises.

Not necessarily. In this scenario, many of the holdouts would
be courted by both sides, sitting in the proverbial catbird
seat, enjoying new influence and the foreign investment that
accompanies it. Commodities are fungible, which implies they will
ultimately flow to the high bidders but, perhaps, through different
channels. High prices encourage new investment. For example,
increased agricultural production from Latin America could help
fill the void, and there are countless other substitutions that might
be enacted. Geopolitically, the decoupling of existing alliances
could lead to a recoupling in ways that are only beginning to
be understood by markets. We think this presents a golden
opportunity for forward-looking investors who do not extrapolate
the anomalous unipolar moment in perpetuity.
THE OPPORTUNITY
Have markets overshot? It’s hard to say. Markets are at times
dominated by systemic shocks, and this one is far from played
out. Yet, like Allspring’s other fundamental equity teams, the
Intrinsic Emerging Markets and Total Emerging Markets teams
don’t invest in countries or themes. They do invest in companies
that are supported by quality fundamentals that can help them
withstand systemic shocks in the short term and, importantly,
that can improve the competitive position of their products and
services during such periods. Company fundamentals ultimately
dictate the fate and economic value of an investment—there
will be winners and losers. We believe the early stages of this
dislocation are presenting fertile ground to reposition portfolios
for our investors’ long-term success.
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