This paper studies how global uncertainty conditions the currency composition of sovereign debt in
emerging market economies. Using bond- and holdings-level data, | document that higher
uncertainty—proxied by the VIX—is associated with statistically and economically meaningful
declines in the local-currency (LC) share of sovereign bonds in foreign portfolios, alongside wider
LC spreads and higher exchange-rate premia. To interpret these facts, | build a small open economy
model in which a government issues long-term LC and foreign-currency debt and sets inflation
without commitment, while risk-averse global investors price LC payoffs with an exchange-rate-
sensitive stochastic discount factor. The modelyields an LC pricing and portfolio condition in which
higher perceived risk raises exchange-rate and liquidity premia and lowers continuation values,
compressing current LC prices and the optimal LC share. Calibrated to EME moments, the
framework reproduces the observed co-movements of LC shares, spreads, and exchange rates,
and counterfactual increases in risk aversion raise LC spreads and reduce LC issuance capacity in
line with the empirical estimates.



