THE MUTTIFCIER IN UNDERDEVRLOPED COUNTRIES,

1t hae become an acknowledged understanding that the multiplier
is the relationship that, upon the base of the marginal propensity
to consume, is established betwecn an increase in investment and
the subsequent increase in income, output and employment,
Historieally the multiplier was cleosely related to the
cunulative effects of capital formation, Yhe problem was to determ-
ine how much an increase in investment would affect an increase in
output, The flrst attemp to solve this problem was made by the
german N, Johannsen, but the discuscion toock a more scientific
basle since R.¥, Kehn's famous article in 19231, (1) There the
author wished determined the relationship between a pﬁblic works
program and the subsequent increase on the level of employment.
He tried to find e mathematical formula for this relationsip,
Kahn's artlcle is built upon several implicit or explicit sssump-
tlons (nine, asccording to Hegeland {2))These same azsumptions
were taken up by Xeynes, with the exception of one. Fold while
.ahn considered that it is possible to determine the level of
income only when the multipller is smaller than one as an hypo-
thesis, Keynes tock this to be a "normal psychological law”., In
this fespect i1t 1s necessary to point out, that if the marginal
propensity to consume is greater‘than one, this does not mean
that the theory of the mult#plier is not validy it only means

that the formula of the multiplier does not work,

(1) R.,"y Kahn, The relation of home-investment to unemployment,
Economic Journal, June, 1931,

(2) Hupo Hegeland, The Multiplier Theory. Tund, 1084, DPapes 30
and f£f,
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This theory teken by Keynes in his General Theory,

was applied not only te the relationship_betweenAinvestm@nt and
netional income in highly dﬁvelqped sconomles,; but alsoc to the
underdeveloped ones, The Keynesian model of the multiplier has
been applied automatically to the underdevelopes countries wit-
‘hout seeing that the economic ans social conditions are eompletely
different, Thus, 1t 1s not unusual to read that in the underdev=
eloped countries the multiplier is very high because they have
also a very hlgh marginal propensity to consume, Following thls
line of reasoning Keynes affirms: "This conclusion, however,
would overlook the distinction between the effects of the margln-
al propensity to consume and those of the average propensity to

~consume, For whllst a high merginal propénaity to eonéume inéglvﬁ
- es a larger proportionate effect from a given percentage chénge
in investment, the absolutq%ffect wlll, nevartheless, be émall
if the av¢ragg@rcpensity'to consume is mlso high," (1) |

| In other words, since the underdeveloped countries have

& high marginel propensity to consume the goal of full employment
can be esslly réaehed with a small incresse in investment, But as
the average propensity to consume is also higher than those of
the developed countries, the rate of investment is smaller in the
underdeveloped ones., And this, leads us to the c¢onelusion that
the economy of the poorer countries 18 more stasble, "Highly dev-
eloped countries, on the other hand, may have a relatively low

average propensity to consume, Such a siftusation permits rather

(1) J.M. Keynes. General Theory of Employment, Interest and Money,
Harcourt, 1936. Page 125,
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wide fluctuetions in employment,® (1) In order to analyse this
statement 1t 1is necessary to realize thet the multiplier "was
born"” during the great depression and in highly developed count-
ries, It was, p@rhaﬁs, the right answer to the question of what
would happen if the govermment begins a publle works program,

But the condltions are quite different smong “submgrged mankind",
to use Myrdal's expression,

After having pointed out this important distinction
two questions come to mind: a) is investment the crucial factor
in the underdeveloped ceuntries, or is thers another factor more
important then investment at play? and b) once the crucial factor,
whatever it may be, comss into play, are the secondary, terclary,
ete, effects going to operate according the Keynesian theory?

Let us considerer this two questions separately.

a) The orueial factor in underdeveloped countries.

According to the Keynesian theory the crucisl factor ig investm«
ent; that 1s the autonomous element, But generally "the autonow-
ous element in the underdeveloped economles 1s constituted by
the exports, and only to & secondary degree by investments. " (8)
This situation means instability because the gross national pro-
duct is supported by the exports, and, in a lest Instance, by
the level of economic activity in the developed countries which

(1) Alvin Hansen, 4 Guide to Keynes, Paperback ed. 1950, Page 99.
(2) Osvaldo Sunkel, Cudl es la utilidad practica de la Teorfa del
Multiplicador? EL Trimestre Econcmico, 1957, Vol, XXIV, Page 270.



)

4
gre the main market for those exports. If we considarer the percent-
age of the gross natiocnal proGuot which is:dediaated to gross nat-
ional investment between, for lnstance, the USA and Chile we can
see that the first invests £1.0% of 1ﬁs GNP and the latter only
1692%, At the same time, Cﬁil@an exports represent 23,9% of all
1ts disposables goods and services. From this 23,9%, 57.9% 1s
ﬁought by US4, snd 82% by USA and European ¢ountries, Thus, 1%
i1s clesr that the Ohilesn economy depsends not upon investment but
rather upon exports, "In the un&er&eveloped countries investment
formg only a small proportion of the gross national product. Fluc~
tintions in private investment cannot therefore sffect the level

of economic sctivity to a large extent. Nor 1s this likely to be

& short fall in efsctive demand due to "over-savings", For these

reasons, exports are & more significant determinant of the lsvel
of economic sctivity than investment, Espscially in underdeveloped
export economies, esports play the saeme role as investment in more
advénoed economies In creating instability.? (1)

The instebllity of the economies of the underdeveloped
countries 1g & well known fact. (£€) But at the same time, we are
not aware of any study that trieé to give a formula for the
ahaiysis of the degres of dependance. There are several studles
sbout foreign trade multiplier but all of them have very unreal-

istic assumptions. For instance; "home investment ls entirely un-

(1) Raja J+ Chellish, Fisoal Policy in Underdeveloped Countries.
George and Unwin, 1960. Page 34. ‘

(2) See, for instanceMeasuves for Economic Development of Under-
@eveloped countries] United Nations, 1951, Page 5. “Taxes end Fis~
cal Poliey in Underdeveloped Countries.” United Natioms. 19654.
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affeoﬁed'by the oh&ngas-in foreign trade” (1) On the other hand
Rommey Robinson postulates that the lafal of income:in one country
is determines, %o a degres, by the level of income in another,

and vice verss, (2) Now, Robinson may be correct when his asgump-
tions are taken into account in the consideration of highly dev-

~ eloped countries, but that is not the case when a developed coun-
try and an underdevelopsd are in questions Robinson gays that lno-
ome in country 1 depends on the income in country 2; and vice versa,

as it appeare in figure A, (3)

Y2 Y 08) Y |
v, (%) ) Y, (Y.)
\(l Y\
A . . B

Bowever 1t must be realized that when one highly deve
eloped end another underdeveloped country are comparsd the Incoms
of the develepédAccun%ry is autonomously determined, and the
income of the underdeveloped depends upon the level of income
in the developed one, Morsover, the fluectuastions in incoms in
the dsveloped country affect the income of the underdeveloped in
& direct increasing porporticn, according to multiplief effect.

If country 2 is developed and 1 underdeveloped, the only curve

(1) Pritz Machlup, “Inbernationsl Trade and the National Income
Multiplier.” The Blakisbon To. 1943, Page 19.

(2) Romney Robinson, "A graphical anslysis of the foreign trade
multiplier.” Economic Journal, 1962, Vol, LXII,
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that we can plot in the figure is that one which indicates the
influencs of'¢ountry Q'upon &dunfry ly ss@s in figure Ba

In consélusion, we cen say fhét in ‘the underdevelopéd
countriss the crucisml factor is exports, aﬁd not invesatment.
Therefore underdevelapad countriss do not enjoy sconomic stability,
as the exponents of the Keynésian theory wonld have us balieva;
When exporta is sesn as the cruclsl factor we come nearer to
reelity, since undsrdeveloped countries have a very unsteble ecod

nomy due to flustuations in prices and demaend of their exports.

b) Resl and nominal multiplier,

One of the most important considerations in the Keyneaian theory
is full employment,s Therefore, during & depressi@n when %hefe is
unemployment and idle productive capacity, in order to fight the
depression there musf be an increase in investment which makes'
pcssible’a real incresse in income, outpub andigmploymant; However,
deficit spending can produce the game result, In.thia (7 -¥-1°] %he
multiplier means an incresse in the resl national income, Only
when full employment is reached, there begine to appear inflstion-
ary pregsures, since the supply curve looses its elasticlty. But,
if at the moment bf irivestment or before reaching full empleyment,
the supply curve was inelastiec, the multiplier will affect an
increase of the national income in s nominal sense, that is, the
multiplier will producs inflati@ng'fhis last reéult, 18 the most
usual situation in the underdévaiopad countriés@ The causss for

it are severdal.
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In the first plaeeAin the underdeveloped countries "the
limiting factor is capital and it 18 the disposable amount of this
‘faotor-that’aetermines the poéiﬁilities of employment for the
labor foree." (1) In ethev worda, full employméntais determined
."by the most scarce f&@ﬁéﬂj an&ninyth@ss countries this factor-is“
not the labot force but the eépit31@ Then the poor countries can
have #&ll their pﬁoductivé.eapacity in uge, but at the same time |
“the country may have ueﬁploymenté In this eonnection the problem |
of "dlsgulsed unemployment™ (2) is to be considered also, It is
possible that in the Keynesian sense a country seemingly enjoying
full emplayment may actually aﬁffering from "disgﬁised unemploym-
ent", In this situation 1t 1 very difficult for the secondary,
‘terciary, etc.: effects of the multuplier to work in respect to
the employment becauss workers underv"deéguis;d unemployment™
: "are not really‘inVQlunﬁarily~uﬁemployed-in the Keyneslan
senge," (3) Thersefore the multiplier does not apply to them, asince
iﬁ operates only in cases 6f‘involuntary unemployment,

Secondly; the characteristic inelasticity of agriculture,
at least 1n & short period; is to be considersd, In a poor country
a great percentage of the increase in the income is dedicate to

increase the demand for foods and if the supply is inelastic,

(l) Bunke.l, ops cits Pw271 '

(2)"The disguised unemployment are those persons who works on their
own account and who numerous relatively to the resources with which
‘ they work, that if = number of them wers withdrawn for work in other
sectors of the economy, the totel ocutput of the gpector from which
they were withdrawn would not be disminished even though no signif-
lcant reorgsnizstion cocourred in this sector, and no significant
substitution of capitsl.” Nat, Un: "Measures for,.." op.cit., p. 7«
(B)VeKeR,V. Rao "Investment, Income and the Multiplier in an Under-
developed Economy" Indian Ee, Rev, 1962, Vol. I, p. 83
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infletion ﬁeginsg N

| ‘.Thiﬁdly:“theAmore ineéual-the-distributi6n 43f incoms_7
is, the more difficult it will be to forecast the total effect of
a given ehange in in@bm@; since there are many'possibilitiaa of &
1aﬁge variety of different nnmefioal.valuﬁs.of the avereage marginal
propsnsity to consume.,™ (1) And one of the characteristics of the

uﬁdsr&svelop&d world is the very bad distribution of income which

‘means that in the short run the supply curve ig going to be lnels

agtic and; egain, infletlon begins,
Lastly, i1f the éapi%al is the 1limiting factor we may
assume that the mulﬁiplier'will work in real terms until the full

.use of the capital factor is veached, Until that point there is

an incresse in the real national income, output and employmanﬁg
After that point, infiaﬁiahary pressures sppear, Bub usually in
nnderdeveloped countries cepital is not being used fully, theve-
fore there ig inflation before that point is reached. In Chile,

for instance, during 1968 there was an inflation of, about 35%,

unemployment runned at about 10% and the factotles wers producing

only st the 78% of their full productive capacitys This sltuation
which Keynesian theory bthinks impossible, can be explained accord-
ing to Sunkel's article by the following reasons? |

1) An adequate supply in some inputs for praﬁu&%ion is
not stesdy. Thus, bottlenecks ere formeds; In a developed country
bottlénecks are no prablsm@ "Ag & rule,; the exiatance of bottle

necks must be of very little importance during a depression and
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the sarly pheses of the upswing." (I)lBut in en underdeveloped
'country this 1s 2 structural pr@blémz-imporﬁs are not enocugh for
ﬁhé needs of iﬁdustry; soma basic sectors, like transportation,
are 1n a bad sti%isn'aompared with industry, Even the supply of
internal rew materisle, specialiy agricultural, is inelastic.
”Thé conclusion which emerges is‘that the existence and psrusist-
ance of bottlenecks even in s small part of an économy will lead
to significant inereases in the gemeral prive level.,." (2) and
the rise of the prices may begin before full use of capital 1s
reached, '

£) Another factor which bars the full use of cepitel is
I the conditions of imperfect competition that preveil in the un-~
derdsveloped economies.” (3) Industry tries to augment ita profits
by railsing the pricc and restricting the production snd then does
not use 1its full productive capacsitys This situstion 4is more usual
in the underdeveloped countries than in the advanced countries.
due to the low purchasing power of the population which facilitates
the control of the market by very few enbterprises. This imperfectd
. competition 1g found to a degree, in Chile where 70.6% of all the
capital invested by the corporations belongé to elsven economic
. @roups, which in turn have interlocking directories.
| 3) The shortage of skilled labor impedes many industries
the full use of their productive capaclty.

In view of this §raaantaﬁion'ws may conclude "that in”

() John H, Adler, "Deficit 8pending and Supply Elastlcities.”
The Indlan Journal of Economies, 1956, Vol., XXXVII; p. 32.
(5) 5’(3.121{313 Qp@, O,it‘,",_' p:.%'?gg '



the underdeveloped sconomlies inflati&nérylpresguﬁsa beging ta
operate not when the level of full use of the cépital is reached,
but much earlier, In other words the curve of aggregate asupply in
these economiss becomess completelly inelastic not only befors full
smployment of labor i1g reached; the point which destermines the
elasticity of supply in advenced economies; but 1t becomes complet
sly inelestlic before full use of cepital is made, Therefors, it
gould be gmid that in the underdesveloped economiss thars is not
only structural unemployment, but also & siructural lack in the
full use of capital, which is the limiting factor,® (1) Theysfore,
in the underdeveloped sconomies the multiplisr may be usad only
when some modifisstions sre introduced: Full employment, in the
Keynsslan sense, mey no longsr be & worthy goal in these econom--
ijes since it would mean that "desgulsed unemployment", whese marg-
inal preductivity.équalé gero or almoat gero, would continue o
sxisﬁg Rather these economies must have asz ﬁhéir_objative the
acoumulation of capital and a better integration of the products.
ive system, We do realize, however, the limitations involved in
this statement,

Thersfore our main conclusion may be sonsidersd fo be
the realization that it is impossible to apply wholesale a ﬁhﬁony
formulated in the fr&mngrk of an advanced economy to underdeve
. eloped GGDHQMiGEm- |
1% must be remembered that "from the point of view of

thea periphery Lfiwe@-the undsrdevelopsd world 7 ons of the most

(1) Ibidy pe 273,
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consplicuous defliciences of general economlc theory is its false

sense of universality," (1)

Ricardo Lagos

(1) Ratl Prebisch, "El Desarrollec Hcondmico de Américe Latina y
alguno de sus prinecipales problemas,” El1 Trimestre Econodmico,
1049, Vol, XVI, p. 358 f°f,
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