
Here we examine the empirical evidence on the two primary issues that distinguish the
different theories of money demand and affect their conclusions about whether the
quantity of money is the primary determinant of aggregate spending: Is the demand for
money sensitive to changes in interest rates, and is the demand for money function sta-
ble over time?

Interest Rates and Money Demand
James Tobin conducted one of the earliest studies on the link between interest rates and
money demand using U.S. data.1 Tobin separated out transactions balances from other
money balances, which he called “idle balances,” assuming that transactions balances
were proportional to income only, and idle balances were related to interest rates only.
He then looked at whether his measure of idle balances was inversely related to inter-
est rates in the period 1922–1941 by plotting the average level of idle balances each
year against the average interest rate on commercial paper that year. When he found a
clear-cut inverse relationship between interest rates and idle balances, Tobin concluded
that the demand for money is sensitive to interest rates.2

Additional empirical evidence on the demand for money strongly confirms Tobin’s
finding.3 Does this sensitivity ever become so high that we approach the case of the 
liquidity trap in which monetary policy is ineffective? The answer is almost certainly no.
Keynes suggested in The General Theory that a liquidity trap might occur when interest
rates are extremely low. (However, he did state that he had never yet seen an occurrence
of a liquidity trap.)
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3See David E. W. Laidler, The Demand for Money: Theories and Evidence, 4th ed. (New York: HarperCollins, 1993).
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results: David E. W. Laidler, “The Rate of Interest and the Demand for Money: Some Empirical Evidence,” Journal
of Political Economy 74 (1966): 545–555. When Laidler employed the correct statistical procedure, he found the
usual result that the demand for money is sensitive to interest rates. In later work, Friedman has also concluded
that the demand for money is sensitive to interest rates.



Typical of the evidence demonstrating that the liquidity trap has never occurred is
that of David Laidler, Karl Brunner, and Allan Meltzer, who looked at whether the inter-
est sensitivity of money demand increased in periods when interest rates were very low.4

Laidler and Meltzer looked at this question by seeing whether the interest sensitivity of
money demand differed across periods, especially in periods such as the 1930s when
interest rates were particularly low.5 They found that there was no tendency for interest
sensitivity to increase as interest rates fell—in fact, interest sensitivity did not change
from period to period. Brunner and Meltzer explored this question by recognizing that
higher interest sensitivity in the 1930s as a result of a liquidity trap implies that a money
demand function estimated for this period should not predict well in more normal
periods. What Brunner and Meltzer found was that a money demand function, esti-
mated mostly with data from the 1930s, accurately predicted the demand for money in
the 1950s. This result provided little evidence in favor of the existence of a liquidity trap
during the Great Depression period.

The evidence on the interest sensitivity of the demand for money found by differ-
ent researchers is remarkably consistent. Neither extreme case is supported by the data:
The demand for money is sensitive to interest rates, but there is little evidence that a
liquidity trap has ever existed.

Stability of Money Demand
If the money demand function, like Equation 4 or 6 in Chapter 22, is unstable and
undergoes substantial unpredictable shifts, as Keynes thought, then velocity is unpre-
dictable, and the quantity of money may not be tightly linked to aggregate spending, as
it is in the modern quantity theory. The stability of the money demand function is also
crucial to whether the Federal Reserve should target interest rates or the money supply
(see Chapter 19). Thus it is important to look at the question of whether the money
demand function is stable, because it has important implications for how monetary pol-
icy should be conducted.

As our discussion of the Brunner and Meltzer article indicates, evidence on the sta-
bility of the demand for money function is related to the evidence on the existence of a
liquidity trap. Brunner and Meltzer’s finding that a money demand function estimated
using data mostly from the 1930s predicted the demand for money well in the postwar
period not only suggests that a liquidity trap did not exist in the 1930s, but also indi-
cates that the money demand function has been stable over long periods of time. The
evidence that the interest sensitivity of the demand for money did not change from
period to period also suggests that the money demand function is stable, since a chang-
ing interest sensitivity would mean that the demand for money function estimated in
one period would not be able to predict well in another period.

By the early 1970s, the evidence using quarterly data from the postwar period
strongly supported the stability of the money demand function when M1 was used as the
definition of the money supply. For example, a well-known study by Stephen Goldfeld
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published in 1973 found not only that the interest sensitivity of M1 money demand
did not undergo changes in the postwar period, but also that the M1 money demand
function predicted extremely well throughout the postwar period.6 As a result of this
evidence, the M1 money demand function became the conventional money demand
function used by economists.

The Case of the Missing Money. The stability of the demand for money, then,
was a well-established fact when, starting in 1974, the conventional M1 money demand
function began to severely overpredict the demand for money. Stephen Goldfeld labeled
this phenomenon of instability in the demand for money function “the case of the miss-
ing money.”7 It presented a serious challenge to the usefulness of the money demand
function as a tool for understanding how monetary policy affects aggregate economic
activity. In addition, it had important implications for how monetary policy should be
conducted. As a result, the instability of the M1 money demand function stimulated an
intense search for a solution to the mystery of the missing money so that a stable money
demand function could be resurrected.

The search for a stable money demand function took two directions. The first direc-
tion focused on whether an incorrect definition of money could be the reason why 
the demand for money function had become so unstable. Inflation, high nominal inter-
est rates, and advances in computer technology caused the payments mechanism and
cash management techniques to undergo rapid changes after 1974. In addition, many
new financial instruments emerged and have grown in importance. This has led some
researchers to suspect that the rapid pace of financial innovation since 1974 has meant
that the conventional definitions of the money supply no longer apply. They searched
for a stable money demand function by actually looking directly for the missing money;
that is, they looked for financial instruments that have been incorrectly left out of the
definition of money used in the money demand function.

Overnight repurchase agreements (RPs) are one example. These are one-day loans
with little default risk because they are structured to provide Treasury bills as collateral.
(Chapter 2 gives a more detailed discussion of the structure of this type of loan.) Cor-
porations with demand deposit accounts at commercial banks frequently lend out sub-
stantial amounts of their account balances overnight with these RPs, lowering the
measures of the money supply. However, the amounts lent out are very close substitutes
for money, since a corporation can quickly make a decision to decrease these loans if it
needs more money in its demand deposit account to pay its bills. Gillian Garcia and
Simon Pak, for example, found that including overnight RPs in measures of the money
supply substantially reduced the degree to which money demand functions overpre-
dicted the money supply.8 More recent evidence using later data has cast some doubt
on whether including overnight RPs and other highly liquid assets in measures of the
money supply produces money demand functions that are stable.9

The second direction of search for a stable money demand function was to look 
for new variables to include in the money demand function that will make it stable.
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Michael Hamburger, for example, found that including the average dividend–price ratio
on common stocks (average dividends divided by average price) as a measure of their
interest rate resulted in a money demand function that is stable.10 Other researchers,
such as Heller and Khan, added the entire term structure of interest rates to their money
demand function and found that this produces a stable money demand function.11

These attempts to produce a stable money demand function have been criticized on
the grounds that these additional variables do not accurately measure the opportunity
cost of holding money, and so the theoretical justification for including them in the
money demand function is weak.12 Also, later research questions whether these alter-
ations to the money demand function will lead to continuing stability in the future.13

Velocity Slowdown in the 1980s. The woes of conventional money demand
functions increased in the 1980s. We have seen that they overpredicted money demand
in the middle and late 1970s; that is, they underpredicted velocity (PY/M ), which rose
faster than expected. The tables turned beginning in 1982; as can be seen in Figure 1
in Chapter 22, economists now faced a surprising slowdown in M1 velocity, which con-
ventional money demand functions also could not predict. Although researchers have
tried to explain this velocity slowdown, they have not been entirely successful.14

M2 to the Rescue? As we saw in Figure 1, M2 velocity remained far more stable
than M1 velocity in the 1980s. The relative stability of M2 velocity suggests that money
demand functions in which the money supply is defined as M2 might perform sub-
stantially better than those in which the money supply is defined as M1. Researchers at
the Federal Reserve found that M2 money demand functions performed well in the
1980s, with M2 velocity moving quite closely with the opportunity cost of holding M2
(market interest rates minus an average of the interest paid on deposits and financial
instruments that make up M2).15 However, in the early 1990s, M2 growth underwent
a dramatic slowdown, which some researchers believe cannot be explained by tradi-
tional money demand functions.16 In the late 1990s, M2 velocity seemed to settle down,
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suggesting a more normal relationship between M2 demand and macroeconomic vari-
ables. However, doubts continue to arise about the stability of money demand.17

Conclusion. The main conclusion from the research on the money demand func-
tion seems to be that the most likely cause of its instability is the rapid pace of financial
innovation occurring after 1973, which has changed what items can be counted as
money. The evidence is still somewhat tentative, however, and a truly stable and satis-
factory money demand function has not yet been found. And so the search for a stable
money demand function goes on.

The recent instability of the money demand function calls into question whether
our theories and empirical analyses are adequate.18 It also has important implications
for the way monetary policy should be conducted because it casts doubt on the useful-
ness of the money demand function as a tool to provide guidance to policymakers. In
particular, because the money demand function has become unstable, velocity is now
harder to predict, and as discussed in Chapter 19, setting rigid money supply targets in
order to control aggregate spending in the economy may not be an effective way to con-
duct monetary policy. 
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