
This video video text summarizes a research study jointly conducted by the speaker and Martin
Bormans from the Dutch Central Bank, published in the Journal of International Economics. The
study focuses on the investment behavior of European investors in emerging market economies,
particularly around the "risk on, risk off" cycles characterized by fluctuations in investor sentiment
toward riskier assets.

Key points include:

1. **Risk Cycles and Emerging Markets**: The paper discusses how investors fluctuate between
risky and safe assets, heavily impacting emerging market economies, which are particularly
vulnerable to such cycles.

2. **Data and Analysis**: The authors utilize detailed granular data from the European Central Bank
to analyze investor behavior, specifically focusing on bond holdings in different currencies (Euros,
Dollars, and local currencies).

3. **Investor Behavior**: The study finds that European investors exhibit a strong "home currency
bias," preferring Euro-denominated bonds, which show stable inflows regardless of global market
conditions. Conversely, flows into local currency and dollar-denominated bonds are volatile and
influenced by various risk factors.

4. **Currency and Risk Factors**: The analysis highlights that currency fluctuations significantly
affect investor behavior. Investments in local currency bonds tend to decline during periods of
currency depreciation, while dollar-denominated bonds are sold off due to concerns about
borrowers' balance sheet risks, especially when countries have large foreign currency debts.

5. **Response to Economic Shocks**: The research includes case studies highlighting investor
responses to economic shocks, such as the COVID-19 pandemic and the Federal Reserve's interest
rate hikes, with findings showing that investors differentiate between assets based on their currency
risk and the creditworthiness of the issuers.

6. **Insights and Implications**: The study concludes that understanding investor behavior during
risk cycles requires looking beyond aggregate flows to consider how specific risks—including
currency mismatch risks and overall credit quality—affect investment decisions. Emerging market
borrowers are advised to be cautious about debt in foreign currencies and consider issuing bonds in
multiple currencies to appeal to European investors.

Overall, the research provides new insights into the dynamics of investment in emerging markets,
emphasizing the importance of currency denomination and risks associated with borrowing in
foreign currencies.
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