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ed to retain the paragraph dealing with Latane’s
studyv in the new edition of Demand for Money?

From a certain viewpeint, the survival of the
Latane equation for a full three and a half de-
cades is remarkable. 1t is, atter all, best inter-
preted as a rearrangement of a supply-and-
demand-for-money system, and as Carl also tells
us, the last two decades have not heen kind to
empirical demand-for-money functions. But at
least one precedent in the literature occurred,
namely Robert E. Lucas Jr.'s demonstration that
Allan Meltzer's long-run demand-for-money
function also seems alive and well when viewed
in light of more recent data?

Now we must not claim too much here, and
Carl does not. The Latane equation displays many
faults calculated to shock the econometric
purist—for example, auta-correlated residuals.
When these are attended to within sample, the
out-of-sample performance of the more sophisti-
cated formulation seems to deteriorate. Similar-
lv. Lucas showed that though subsequent data
still seemed to move around Meltzer's relation-
ship, they did so with a great deal of complex
serial correlation. But still, T think there is a les-
son to be learned here, one which I began 1o
develop in the second (1977) edition of Demand
for Money and which work using co-integration
techniques is now tending to support. The les-
son s this: what we calt the long-run demand-
for-money function is indeed a stable structural
relationship, give or take ongoing institutional
change, which we often deal with by adapting
our way of measuring money. What we call the
short-run function. however, is nol structural at
all. It is rather an ill-understood, quasi-reduced
form characterizing the mutual dvnamic interac-
tion of the money supply and the variables on
which the demand for money depends in the
long run.

This wav of looking at things helps explain
why co-integration studies produce evidence
consistent with the existence of a stable long-
run demand-for-money function and why simple
regressions of the type estimated by Lalane and
Meltzer hold up rather well. As David Dickey
has told us here, simple regression is one way
ol looking for co-integration. It also helps ex-
plain why the error correction mechanisms as-
sociated with co-integration relationships are
complicated and unstable, why the dvnamics of

so-called short-run demand-for-money functions
have tended to break down as sample periods
are extended, and why more sophisticated esti-
mation technigues, designed to cope with auto-
correlated residuals, applied to relationships like
the Latane equation produce results that are
less robust over fime than the plain-vanilla ver-
sion. Have we not, after all, known all along
that changes in the money supply affect the
economy with long and variable time lags,
which, among other things, involve feedbacks to
the money supply iisell? And if we have known
that all along. should we be surprised it we get
nowhere with studies of monetary dvnamics
that do not begin by specifving a model of the
aforementioned interaction that will permit us
to identify the structural parameters of the svs-
tem we are investigating?

It is all much easier said than done, of course,
but it will not be done if no one tries, and |
hope therefore that Carl Christ's striking results
for Latane’s equation will prompt someone to
carry his investigation further.
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