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Which exchange rates are stable Paretian? 

Jose Miguel Pinto DosSantos•l 

1. Introduction

The distribution of price movements is important in data analysis and 

economic modeling. If a distribution is stable Paretian but not normal 

the sample variance is an inappropriate measure of variability and 

many statistical tools, such as least-squares, are inappropriate (Fama, 

1963). Also, because the variability of price movements distributed ac

cording to a stable Paretian function is different from those distributed 

according to a normal function, risk avoidance behavior is different 

and, for example, standard option pricing models are no longer valid. 

While weekly exchange rates, both under fixed and floating regimes, 

have been found to be stable Paretian (Westfield, 1977), daily ex

change rates in general appear to be a mixture of normal distributions 

(Coppes, 1995). However, in contrast with other exchange rates the 

daily German Mark/Great Britain Pound rate seems to stable Paretian, 

what Coppes (1995) attributes to dependence between daily price 

changes that might be caused by the Exchange Rate Mechanism 

(ERM) of the European Monetary System (EMS) limiting those price 
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(and also the JPY /DEM) exhibit an high degree of autocorrelation 

(and thus lack of independence) and still are not stable Paretian; 

(b) -the results for the sub-sample before Great Britain became

member of the ERM are very similar to the results for the entire sam

ple and for the sample when it belonged to the ERM. If it was the 

participation of the GBP in the ERM that caused dependence, the ex

clusion of the period of participation in the ERM from the sample 

would eliminate that dependence and thus it would be expected that 

the estimated a's of the sum of larger numbers of non-overlapping 

observations would converge to 2, but this is not the case. 
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