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SUMMARY

We perform maximum-likelihood estimation of a model of international asset pricing based on CAPM.
We test the restrictions imposed by CAPM against a more general asset pricing model. The ‘betas’ in our
CAPM vary over time as the supplies of assets change and as the conditional covariances or returns on
those assets change. We let the covariances change over time as a function of macroeconomic data, and
an alternative model allows the covariances to follow a multivariate ARCH process. We also can identify
a modified CAPM model with measurement error. We find that the estimated CAPM performs much
better when variances are not constant over time. Nonetheless, CAPM is rejected in favour of the less-
restricted model of asset pricing.

1. INTRODUCTION

One branch of the ‘asset market approach’ to exchange rates has focused on the demand by
residents of an open economy for foreign currency denominated assets. In this view, people
diversify their portfolios to hold a variety of domestic and foreign assets with the aim of getting
the maximum return on their portfolios while taking into consideration the riskiness of the
assets. In particular, foreign currency denominated assets are subject to exchange rate risk—or,
perhaps more accurately, they might be subject to different purchasing power risk than
domestic assets. In the general equilibrium of such a ‘portfolio balance’ model, the supplies
of outside assets affect macroeconomic variables, including the exchange rate. The portfolio
balance approach to flexible exchange rate was pioneered by Black (1973), Kouri (1976),
Branson (1977) and Girton and Henderson (1977).

Some general forms of the portfolio balance model have been treated empirically by, among
others, Frankel (1982a, 1984); Branson, Halttunen and Masson (1977, 1979); Dooley and Isard
(1979, 1983) and Lewis (1988a). These models typically postulate that demand for domestic
assets relative to foreign assets is a function of the expected value of i — i* — 8, where i is the
return on home assets, i* is the return on assets from abroad, and & is the rate of depreciation
of the domestic currency. The anticipated level of i —i* — & is often referred to as the risk
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