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2. Literature review 

There is extensive literature on the relation between trading volume and volatility in 

financial markets. Karpoff (1987) provides a good overview of the early literature. 

Several theoritical studies predict a positive relation between trading volume and 

volatility. The most important theory to explain the positive relation is mixture of 

distribution hypothesis (MDH), which is first introduced by Clark (1973). According to 

this hypothesis, volume and volatility are both driven by a common unobservable 

factor, which is determined by the arrival of new public information. The theory 

predicts a positive correlation between trading volume and volatility. Epps and Epps 

(1976) provide another explanation of MDH. Tauchen and Pitts (1983) show that 

volume and volatility can move simultaneously for two reasons: the one is because of 

an increase in volume due to an increase in the number of traders; the other is due to 

the arrival of new information. 

Karpoff (1987) also summarizes previous empirical studies of price-volume 

relation that support positive correlation between trading volume and the absolute 

value of price change, including Ying (1966), Crouch (1970), Clark (1973), Epps and 

Epps (1976), etc. He also summarizes studies of relation of trading volume and price 

change per se, and most part of empirical studies support positive correlation, 

including Ying (1966), Epps (1975), etc. 

There are three popular methodologies to test MDH: GARCH model, VAR 

model, common long memory component in volatility and volume (Luu and Martens, 

2003). Bolerslev (1986), and Baille and Bolerslev (1989) find evidence that the 

GARCH (1,1) model is the most appropriate model for daily exchange rate data. 

Lamoureux and Lastrapes (1990) derive GARCH model to fit the MDH model. They 

assume contemporaneous trading volume as a proxy information flow. They 
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employed the GARCH(1,1) model to examine the effectiveness of using trading 

volume to explain the persistence of volatility. In the presence of including the trading 

volume in the explanatory variable, the ARCH effect becomes absent from significant. 

The empirical result shows a significant positive correlation between volume and 

volatility. Accordingly, they find that trading volume is a good proxy for 

informational arrivals in the US stock market. 

Tauchen and Pitts (1983) differentiate between an increase in volume due to an 

increase in the number of traders and an increase in volume due to the arrival of new 

information. An increase in volume due to an increase in the number of traders can be 

interpreted as “expected volume.” The one related to the number of participants is 

seen as the expected volume, which must be associated with the market liquidity and 

should have modest impact on volatility. On the other hand, the unexpected volume is 

influenced by the arrival of new information and is important to explain the 

volume-volatility relation, as observed by Bessembinder and Seguin (1992), and 

Hartmann (1999). 

Most topics on the volume-volatility relation are futures markets and stock 

markets, few are foreign exchange markets. Due to the lack of transparency of foreign 

exchange markets, accurate data on trading volume is not easily available, and only 

few studies have focused on the relation between volume and volatility in foreign 

exchange markets. On account of the lack of volume data, some papers use currency 

futures data for replacement. One important critique of this approach is that volumes 

in futures markets are not representative of total foreign exchange market activity 

(Galati, 2000). Early papers were usually focused on major world currencies 

transactions, including dollar/euro, yen/dollar, and yen/euro (e.g. Lamoureux and 

Lastrapes, 1990; Hartmann, 1999). The drawback is that since the foreign exchange 
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market is decentralized, the data of major world currencies transactions we can get is 

only a small part of the whole market. For example, Hartmann (1999) uses the Bank 

of Japan's data set on brooked transaction in Tokyo yen/dollar market as a proxy of 

spot volume. However, Hartmann's data represents less than 5% of the global 

yen/dollar spot. Recently, there are some papers discussed in emerging countries, such 

as Galati (2000) in seven emerging countries, Bjønnes et al. (2003) in Norway, etc. 

The advantage of using emerging countries’ data is that since there is not much 

offshore trading in these currencies, local transaction volumes are fairly representative 

of total trading (Galati, 2000). I summarize these studies about the volume-volatility 

relation in emerging countries in Table 1. 
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Table1 

Summary of Empirical Studies about the Relations  

between Volume and Volatility in Emerging Countries 

 
Author(s) 

Year 
of 

Study 

Sample Data 
(Local Currency / 

USD) 

Sample 
Period 

Data 
Frequency 

Relationship 
between Volume 

and Volatility 

Colombian peso Positive 

Mexican peso Negative* 

Brazilian real Negative* 

Indian rupee Positive 

Indonesian rupiah Positive 

Israeli shekel Positive 

 

 

 

Galati 

 

 

 

2000 

South African rand 

 
 
 
 

1998/1/1 ~ 
1999/6/30 

 

 

 

Daily 

Positive 

Bhanumurthy 2000 Indian rupee 1999/8 Intraday Positive 

Walker 2002 Jamaican dollar 1998/1 ~ 
2001/9 

Daily Negative 

Kouki 2003 Tunisian dinar 2001/1/2 ~ 
2002/11/15

Daily Positive 

Bjønnes et al. 2003 Swedish krona 1995/1/1 ~ 
2001/12/31

Daily Positive 

Galac et al. 2006 Croatian kuna 1997/10 ~ 
2006/5 

Daily Positive 

Park 2007 Korean won 1991/8/7 ~ 
2001/8/31 

Daily Positive 

Brandi et al. 2007 Brazilian real 1999/6/1 ~ 
2005/6/21 

Daily Positive 

* Not statistically significant. 
 
 
 
 
 
 


