
Estimation of Multi-counlry 
Exchange Rate Model 

.. 

Artba VijlJiUJiJ 
lIaccb 1990 v 32 II 1, 69-87 

After the breakdovn of the Bretton Woods Syste. in 1973, 
exchange rates around the world beca_e highly volatile and often 
chaotic, which attracted tre-andous aeade.ic interests. Acade.ic 
interests were particularly focused on theoretical aspects, but 
eapirica1 prob1eas vere little discussed (Krueger 1983). 
Additionally, - e.pirieai studies vere wastl.,. conducted under 
t~untry fra.evorJts wbose purpose vas to test the theories 
(Backus 1984, 8ranson e~ al. 1977. Dornbuscb 1980, Frankel 1983). 

rile objective of this paper vas to esti-.te a .ulti-country 
exchange rate .,.ael. Multi-country exchange rate .,aels caD be 
esti-.ted under both qeneral and partial equilibriua frcmevorkB. 
The general equilibria. .adels bave been est~ted by the 8oono.ic 
Planning Agency of Japan and the Organization of Bcono.ic 
Cooperation and Developaent (Bo1thaa 1984, Kaneko and Yaabara 1986). 
~e partial equilibriua aodels are si_ple and_ easy to estiaate. 
A partial equilibriUII .ulti-coantry lIOdel vas esti-.ated in this 
study. ~he theoretical fraaevork vas developed by the project 
LIHK a U.S. baaed organization (Pauly and Petersen 1986). 

~e paper bas been organized as follows. Section I discusses 
the theoretical .adei. Tbe eapirieal .adel is discussed in Section 
II,. ~be exchange rate policies of lIOdel countries are discuased 
in Section III. ~be e_pirical .odel i. esti-ated in Section IY. 
In Section y, tbe exchange rate .adel is si.u1ated and validated. 
~he final section provides the conclusions of the paper. 

x. _ ~etical ~ 

'file theoretical basia of the e:zchange rate .ode! est i_ted 
bere is tbe portfolio balance aPJrOac:b.. ftle -odel assu.ea a 
tbree-asset financial llarket. In a 1lU1ti-country fr_ework, each 
country u.y be aS8u.ed to hold foreign bonda den~inated in 
currencies of all ot.her countries. filerefore, t.otal wealth of 
C01llltry i say be defined .s : 


