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The Distinctlion between Static and Dynamic Models

Economic models include both stock and flow mar-
lables, From the point of view of short run decisions,
the stock variables can be considered as part of the en-
vironment within which the flow of income ani employment
are determined, However, as was pointed out earlier,

a major problem of monetary theory 1s to evaluate the
effect of the monetapby-financlal environment upon the
division of current income between investment ani con-
sumption., But of course net investment is a net change
in stocks, and hence affects the environment within waich
flow variables such as income are determined., A com-
plete, or perhaps a better label is a natural, monetary
theory would take up the etffect of these endogenously
determined changes in the environment within which short
run decislons are made, Hence monetary theory because

1t considers the effects of both the real and the financial
residue of 1lnvestment, must be dynamic, 1.e. it must be
concerned with the effect of changing eLvironments upon
the behavlior of the economy,

In addition to the feedback from current flows to
changes in stocks as a result of investment, there are
additional cynamic elements which are always operating to
change the environment within which current decisions are
made, Technological, population, and institutional

changes all affect the equilibrium values of the flow



varlables, Although these dynamic factors are related to
and to a considerable extent are determined by market
processes, the relation between these changes and the
behavior of the monetary-financial system is not at all
obvious., On the other hand net investment not only has
a real effect in changlng productive capacity, it also
has an effect upon financlal relations due to the lm-
putation of the value of net investment (including
the governgggg deficit) to the net worth of householis
and firms, Net 1lnvestment in a private enterprise econ-
omy changes the value of the financial assets of households
and the value of the financial liabilities of business
firms and governments, Hence within the framework of
monetary theory there is an element which endogenously
induces a dynamic process; in addition the impact of
exogenously determined populstion, technological and
institutional changes upon the behavior of a monetary
economy must ve examined, E
Even though monetary theory is essentlially dynamic,
these are static monetary models, TH9 varieties of
static models can be distinguished, In one set the
changes in the stock varlables are assumed to pe zero,

This is the artifact of adopting a stationary state as

the pasis ror analysis. Whereas the postulate of a



stationary state has been very useful in elucidating
the characteristics of the price and aisbinedbieon dls-
tributive attributes of an economy, the abstractlon from
investment audits dynamic effects is not as useful, 1in
monetar& economics.‘ The most useful static models are
those in which investment is not of nmecéssity equal to
zero,

The only way in which you can have a static model
in monetary theory even though investment is not necessar-
ily zero is by assuming that the changes in the stocik
variables that result from investment is so smail, 1n the
time period under consideration, that the feedback from
the change in the stocks to the change in the rate of
flows will be negligible, These static models therefore
break with the natural dynamism in monetary phenomena
usually 1in order to tocus attemtlon upon the effect of
changes in other variables upon the behavior of the
system, However 1t 1s important to reTemoer that the
feedbacks from investment that are ignored for sueh
short period analysis cannot be ignored in any analysis
which attempts to sketch the time path of flow varlables
over longer periods of time,

Analagous to the abstractlon from the efiect of lnvest-
ment upon the productive capacity and the financlal re-

lation of an economy, isthe assumptlion often made in



monetary theorp that the time rate of change of a parti-
cular set of varlables is mueh slower than that of other
variables., This leaves to the assumption that the ini-
tial equilibrating process will not involve any signifi-
cant changes in the value of the varlables which move
slwoly., The path ef-%ke to equilibrium will be affected
by the possible rates of change of particular varlables,
and these possible rates of change are usually the result
of institutional characteristlcs,

One more polint should be made in discussing the dls-
tinction between statica and dynamics, Any stable
equilibrium of a static model in the 1limit of an adjust=-
ment process: there 1s a form of dynamical analysis
butied in the assumption that an equilibrium is stable,
We can call such dynamics the dynamics of the path toward
equilibrium, However the preclse path that 1s taken does
not affect the equilibrium values, The dynamics center-
ing around the impact of lnvestment, f\nancial variables,
technological change and populatlon growth result 1in
changing the equillbrium of the static model which would
result 1f we abstracted from the effect of these dynamic
factors. This dynamics isthe dynamtcs of the changing
equlilibrium of the imbedded static system,

The endogenous dynamics of changlng equilibrila



depend upon the changes in the stocks as well as the
nature of 1lnvestment and financial instruments, The
changes that occur i1n these variables do depend upon

the path t.at ls taken toward the lmplicit static equili-
brium as well as the effects of the changesin the capital
and flnanclal stocks., But the path to equilibrium, as
well as the effeete-~oaf-bthe-ohansgesin~the path of adjust-
ment to an exogemous change, depend upon the institutional
characteristics of the markets which must react. By
affecting these market adjustment processes, institutional
changes affect the dynamics that involve changing equili=-
bria,

Of course there is an equilibrium of changing
equllibria --the idea of such an equilibrium is that of a
process which unless disturbed will continue, just as
statlic equilibria revolves a set of variables which, un-
less changed, will not change. This dynamic equilibria
usually results in propositions aboﬁt cdnstant rates of
changes and constant ratiom among the variables of the
model, These balanced dynamical syste@s play somewhat
the same role in dynamic theory as the stati&nary state
plays in equilibrium theory.

This view of balanced dynamic processes, of an
equilibrium dynamtcs, required not only that population

change be consistent with the change in the non-human



factors but also that the technoloxical and institutional
changes be consistent with the requirements for bal-
anced growth, Hence the attempt to define an equilibrium
process which 1s consistent with accumulation financial
changes' and pophilation growth results in a need to
specify the required impact of technolozical change upon
the labor and capital requirements.

The problem of the 1nstitutional requirements
for such balanced dynamic processes have been neglected,

In adition scant attentlion has been pald to the fin-
ancall balance requirements of such balanced dynamics,
Analogous to the nature of the technologlcal changes
needed to satlisfy the requlrements for a balanced dynamic
process there are the asset preferences changes which
are needed in order to make financial asset and liability
owners satisfied with the financial repercussions of a
balanced dynamic process involving the real sectors.

To summarize we can say that monegary analgsis

\

is essentially dynamical, but the dimen'sions to the
dynamical system are such that dynamtcal balance requires
that many varlables as well as underlying technical

and preference systems change in a conslistent manner.

The baslc gain from examining such complex balance ro-
Quirements is not that we expect the economy to behave

i1n such a balanced manner but rather that the complex-~

ity of the requirements is evidence that on the whole



we can expect dynamical processes to be "unbalanced",

If unbalanced dynamical processes are more likely than
not to be operative then the expectation 1s that stralns
and stresses will occur in the dynamical process, These
will result in variations in the rate of change of the
various varlables:; variations which although they may
not be truly periodic willl be such that econom$sts will
call them cyclical. And there is no "a priori" reason
not to believe that the amplitude and Juration of the
accelerated and decelerated rates of change will not
lead upon occasion to severe or deep declines or sharp
and raped lncreases, 4 non-balanced dynamlcal process
Will be cyclical and can result in de=sp declines. Hence
a real task of monetary theory is to examine the dynamical
growth process to determine the conditions under shich
sufficient imbalance can occur to lead to marked dewvlia~

tions from the balanced dynamical path.
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