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Abstract

This paper analyzes the link between the fact that fully endogenous growth models exhibit
(or not) the non-desirable scale effects property and assumptions regarding the intensity of
knowledge diffusion. In that respect, we extend a standard Schumpeterian growth model by
introducing explicitly knowledge diffusion over a Salop (1979) circle: a continuum of sectors
simultaneously sending and receiving knowledge is located over the circle.

The link between knowledge diffusion and scale effects stems from the fact that the more
diffusion spreads with the size of the economy, the larger the pools of knowledge used by
each sector’s R&D activity are, the higher the marginal productivity of labor in R&D is, and
eventually the higher the growth rate is.

The paper tackles the apparent following paradox. Knowledge diffusion seems to lead to
scale effects; however, the former is empirically desirable while the latter is not. Our first basic
result is that a sufficient condition to have a scale-invariant fully endogenous growth model is
to assume no inter-sectoral knowledge diffusion. However, this assumption is not empirically
reasonable. We overcome the aforementioned paradox by showing that the absence of diffu-
sion is not a necessary condition to suppress scale effects. More precisely, we determine sets of
reasonable assumptions on knowledge diffusion under which one can obtain fully endogenous
growth models complying with most undeniable empirical facts - namely the absence of sig-
nificant scale effects, the impact of public policies on the growth rate, and somehow realistic
interactions among sectors R&D activities (including the occurrence of GPTS).
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1 Introduction

The seminal models of endogenous growth theory based on innovation, as initiated by Romer
(1990), Grossman & Helpman (1991), or Aghion & Howitt (1992), all have in common to predict
that the economy’s long-run per capita growth rate increases in its size, measured by the population
level. The presence of this scale effects property is strongly inconsistent with twentieth century
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observed stylized facts. Indeed, empirical evidence both for the United States (e.g. Backus, Kehoe
& Kehoe 1992) and for OECD countries (e.g. Jones 1995a) have invalidated the fact that, the larger
the scale of the economy is, the stronger growth will be. Furthermore, these models do not allow
to consider population growth: if population is assumed to grow at a positive and constant rate,
the economy’s per capita growth rate increases exponentially over time and eventually becomes
infinite in the steady-state.

The literature generally relates the presence of scale effects in innovation-based growth models
with the non rivalry property of knowledge (each unit of knowledge can be used simultaneously
and infinitely by any agent in the economy without precluding its use by any other agent). As
explained, for instance, by Eicher & Turnovsky (1999) or Jones (1999, 2005), this property (often
referred to as “knowledge spillovers”) implies that increasing returns to scale is likely to characterize
production possibilities. That is why, as the population size increases, knowledge is used by more
agents, thus leading the economy to grow at a higher rate.

In the present paper, we investigate further the link between scale effects and non rivalry of
knowledge. Our motivation is the following. Non rivalry is an intrinsic property of knowledge as a
good in that any given unit of knowledge can indeed potentially be used by any agent, notably by
the research and development (R&D) activity of any sector. However, it does not necessarily mean
that it is effectively used by all of these agents (in particular, some sectors’ R&D activity may not
use it). Many empirical studies (e.g. Griliches, 1992, 1995; Hall, Mairesse & Mohnen, 2010) have
underlined interactions between sectors (i.e. inter-sectoral knowledge spillovers). Yet, as argued
above, these interactions may not be global; for instance, Hall, Mairesse & Mohnen (2010) state
that “such spillovers are all the more likely and significant as the sender and the receiver are closely
related”. In other words, even if knowledge is a non rival good, its diffusion across sectors may be
partial. As a matter of fact, several types of innovations coexist. On one end, some innovations
involve specific knowledge which is used only within the sector in which this knowledge has been
produced and whose productivity is nil in other sectors. On the other end, some innovations
entail knowledge that is likely to impact a wide range of sectors of the economy (potentially all
sectors); such innovations refer to the concept of “general-purpose technologies” (GPTs) as coined
by Bresnahan & Trajtenberg (1995), who argue that some particular innovations “are characterized
by pervasiveness [...], inherent potential for technical improvements”. One can cite as examples
of such innovations, in ancient times, writing and printing, and in more recent times, electricity,
microchip or information and communication technologies (ICTs).! Naturally, all intermediate
cases, ranging from only intra-sectoral knowledge diffusion to global knowledge diffusion, exist and
should be considered.

In order to formalize these features of knowledge, we introduce explicitly inter-sectoral know-
ledge diffusion by using a Salop (1979) circle.? Then, we analyze the issue of scale effects by
plugging this formalization in a standard Schumpeterian growth model. It will appear clearly that
non rivalry of knowledge does not necessarily imply scale effects and that, if these effects occur,
they basically result from a sufficiently broad diffusion of knowledge.

The issue of scale effects has been reviewed in a large body of literature in which it is commonly
agreed that this non desirable property is fundamentally linked to the technologies considered in
the models, in particular to the production function of innovations. More precisely, the process of
innovation is based on that R&D produces knowledge using two types of inputs: rival ones (e.g.
labor, capital) and a stock of knowledge. The scale effects issue is thus basically linked to the way
these inputs are taken into account by the formalization of this knowledge production function.

1For more details on the theory and applications of GPTs, we refer the reader to the essays included in Helpman
(1998), or to Aghion & Howitt (2009, Ch.9).

2The term “diffusion” has also been used to refer to the phenomenon involving that “there is a lag between
the appearance of a technology and its peak usage” (Chari & Hopenhayn 1991). The link between this temporal
dimension of knowledge diffusion and scale effects has been studied for instance by Schulstad (1993); he shows that
“the introduction of a diffusion process through which new technology is gradually incorporated into the economy-
wide stock of knowledge can reduce and eliminate the dependence of the growth rate upon the size of the economy”.
In this paper, we abstract away from this temporal dimension of knowledge diffusion by considering instantaneous
diffusion, and we focus on the link between “spatial diffusion” and scale effects. The introduction of a lag involved by
technology adoption remains to be explored within our model and is left for further research (one could for instance
consider that the more distant two sectors are, the longer the lag in technology adoption).



Consequently, a variety of models has eliminated scale effects by modifying the technologies initially
introduced in endogenous growth models. This has been explained, for instance, in Jones (1999,
2005), in Li (2000, 2002), in Laincz & Peretto (2006), in Dinopoulos & Sener (2007), or in Ha &
Howitt (2007). These papers have identified two major ranges of models suppressing scale effects.

A first range of models, including Jones (1995b), Kortum (1997), or Segerstrom (1998), based
on the notion of “diminishing technological opportunities”, has given birth to the “semi-endogenous
growth” literature. This approach provides scale-invariant growth models, in which the long-run
growth rate of the economy is proportional to the exogenous rate of population growth. More
precisely, these models exhibit “weak scale effects™ scale effects are still present in the determination
of the variables levels but no longer of their growth rates.? Moreover, in the absence of positive
population growth, the growth rate of the economy is nil. Finally, economic policies - especially
subsidies to R&D - turn to have an impact only on the levels of economic variables, not on the
long-run growth rates. In the semi-endogenous growth models, returns to scale are still increasing,
and (strong) scale effects are suppressed by assuming decreasing returns in the stock of knowledge.

Contrasting with the semi-endogenous growth theory, an alternative range of literature - that
one often refers to as “(fully) endogenous growth without scale effects” theory - appeared through
the impulse of Aghion & Howitt (1998), Dinopoulos & Thompson (1998), Peretto (1998), Young
(1998), Howitt (1999), Peretto & Smulders (2002), among others. This second approach restores
the effect of economic policies on long-term growth, without displaying the scale effects property.
Contrary to semi-endogenous growth models, scale-invariant fully endogenous growth models con-
sider constant returns in the stock of knowledge. Scale effects are eliminated through a “variety
expansion mechanism”. This mechanism is in line with Young (1998)’s insight that, as population
grows, the proliferation of sectors reduces the efficiency of R&D activities in improving the quality
of an existing product because the R&D effort is diluted in more sectors. As explained by Dino-
poulos & Sener (2007), “horizontal product differentiation takes the form of variety accumulation
and removes the scale effects property from these models [...]. Vertical product differentiation
takes the form of quality improvements or process innovations and generates endogenous long-run
growth”. As argued in Jones (1999, 2005), Peretto & Smulders (2002), Laincz & Peretto (2006),
Dinopoulos & Sener (2007), Ha & Howitt (2007), or Aghion & Howitt (2009, Ch.4), scale effects are
eliminated by means of two assumptions introduced in the canonical endogenous growth models.
The first one consists in assuming that the scale of the economy, as measured by the level of its
population, has an impact on the number of sectors (i.e. the variety of goods). The second one
relates to the formalization of the process of knowledge accumulation. Analyzing how scale effects
are suppressed via these two assumptions enables us to understand the sources of scale effects.

The first possible source of scale effects is the following. As the size of the population increases,
so does the quantity of labor devoted to R&D in each sector (i.e. the R&D effort per sector).
Consequently, each sector produces more innovations, which fosters growth. The assumption along
which the level of the population impacts the number of sectors® offsets this source of scale effects:
as the population size increases, sectors proliferation dilutes R&D effort in a larger number of
different sectors, thus dissipating its effect on the overall rate of productivity growth.

The second source of scale effects is more intricate as it relates to the nature of knowledge
spillovers. One can summarize it as follows. Given that an increase in the population level implies
an increase in the number of sectors, if the knowledge produced in each sector diffuses to a large
set of sectors, each of these sectors would thus have access to more knowledge and would hence

3In these papers, one finds quite exhaustive surveys of the literature on scale effects, as well as synthetic ex-
positions of the various functional forms of knowledge production adopted to suppress them. One can also find
approaches focussing on the final good production function, as for instance in Aghion & Howitt (2009, Ch. 4, see
equation 4.17).

4Two forms of scale effects can be identified in the literature: “strong scale effects”, as in the first generation of
endogenous growth models, and “weak scale effects” as in the semi-endogenous growth models. For more details
on this distinction, see, for instance, Jones (2005). In the present paper, like in most of the literature tackling this
issue, we focus on “strong scale effects” to which one generally refers to as “scale effects”. From now on, we use the
same language abuse.

5This assumption has been widely debated by the related literature and a consensus has been reached: most
models consider that an increase in population size results in a proportionate increase in the number of sectors (e.g.
Peretto 1998; Young 1998; Aghion & Howitt 1998, Ch. 12; Dinopoulos & Thompson 1998; Howitt 1999). This
feature, that can be derived from market-based mechanisms (see, for instance, Dinopoulos & Sener 2007 for more
details), has also been justified empirically (see, for instance, Laincz & Peretto 2006).We return on this point in
Subsection 2.1 - Assumption 1, when we introduce formally this proportionality assumption.



produce more innovations. In short, if knowledge spillovers are sufficiently large, an increase in the
population level can lead to a higher growth rate. As it will be argued in this paper, the second
assumption introduced to eliminate scale effects somehow consists in suppressing inter-sectoral
knowledge spillovers.

The model developed in this paper is in line with the fully endogenous Schumpeterian growth
theory.® We use the commonly agreed assumption along which an increase in the population size
results in a proportionate increase in the number of sector. Then, our main focus is to analyze in
detail the link between knowledge diffusion (i.e. knowledge spillovers) and scale effects.

The starting point of our analysis is the following. As recalled above, R&D activity produces
knowledge (innovations) using two types of inputs: a rival one (labor) and a non rival one. This non
rival input consists in a given stock of knowledge, that we will name “pool of knowledge”. When
introducing this type of knowledge production function within a simple Schumpeterian growth
model, one basically obtains the following enlightening result. On the one hand, if the pool of
knowledge used by R&D activity in each sector is the largest possible pool (all the knowledge
accumulated so far in the economy) - that is, if one assumes knowledge spillovers across all sectors
- then, the model exhibits scale effects. On the other hand, if the pool of knowledge used by each
sector’s R&D activity comprises only the knowledge accumulated so far in this sector - that is,
there are no inter-sectoral knowledge spillovers - then, there are no scale effects. Why is it so?

In fact, because these two inputs are complements, the size of the pool of knowledge used in
each sector is obviously a key determinant of the marginal productivity of labor in this sector’s
R&D activity. As a matter of example, let us return to the two previous polar cases. In the
case of generalized inter-sectoral knowledge spillovers, as the size of the economy (i.e. population
level) increases, the size of the pool used in each sector - and thus the marginal productivity of
labor in R&D - increases. This generates scale effects. On the contrary, in the case without any
inter-sectoral knowledge spillovers, the size of the pool used in each sector - and thus the marginal
productivity of labor in R&D - are independent of the size of the population. That is why there
are no scale effects.

The first key point in understanding the issue of scale effect is thus to determine the size of
the pool of knowledge used in each sector to produce its own knowledge. The second key point
lies in that this size depends directly on the intensity of knowledge spillovers, that is on whether
knowledge diffuses across sectors and, if so, on the scope of this diffusion. Therefore, in order to
study the link between scale effects and knowledge diffusion, it is necessary to provide a specific
formalization that introduces explicitly inter-sectoral knowledge diffusion, and thus that explains
the formation of pools. For that purpose, we exploit the circular product differentiation model of
Salop (1979): each sector is located on the Salop circle and knowledge can diffuse more or less over
the circle. This formalization encompasses the two polar cases mentioned above. In the case of
generalized inter-sectoral knowledge spillovers (in which the pools are the largest), the knowledge
produced in each sector diffuses over the whole circle (i.e. diffuses across all sectors). Thus, the
R&D activity of each sector uses the knowledge accumulated in this sector so far as well as the
knowledge accumulated in any other sector. In the case without inter-sectoral knowledge spillovers,
the knowledge produced in each sector does not diffuse over the circle: the pool of knowledge used
by the R&D activity of each sector comprises only the knowledge of this sector. As it will be
explained below, this formalization also allows us to consider any case in between and, more gen-
erally, to consider simultaneously different types of knowledge diffusion.

Basically, we face the following paradox. On the one hand, we have seen that scale effects
can be suppressed by eliminating inter-sectoral knowledge diffusion. But the absence of these
inter-sectoral knowledge spillovers is not empirically reasonable. Indeed, the significance of the
interactions between sectors resulting from this non rivalry has been emphasized both theoretically
and empirically (e.g. Griliches, 1992, 1995; Aghion & Howitt 1998; Hall, Mairesse & Mohnen,
2010). On the other hand, we have also seen that the literature has underlined the fact that there

6Successive reviews have given rise to a debate regarding the respective relevancy of using semi-endogenous or
fully endogenous models. Li (2000), for instance, argues that the former methodology is more general than the
latter. Ha & Howitt (2007) maintain that fully endogenous growth is more accurate; like Madsen (2008), they argue
that empirical evidences are more supportive of fully endogenous Schumpeterian growth theory than they are of
semi-endogenous growth theory.



is no evidence of significant scale effects. This leads us to the main question of this paper: is it
possible to develop a fully endogenous Schumpeterian growth model that maintains inter-sectoral
knowledge diffusion while remaining in accordance with the empirical facts regarding scale effects?
More precisely, does it exist reasonable assumptions on knowledge diffusion such that the results
given by the model are relevant regarding both the scale effects property and this diffusion?

To tackle this paradox, we use the following three steps methodology. First, we provide a
formalization that encompasses simultaneously various types of knowledge diffusion across the set
of sectors of the Salop circle. More precisely, we consider that some sectors produce knowledge
that diffuses across the whole set of sectors, some sectors produce knowledge that does not diffuse
to any other one, and finally some sectors produce knowledge that diffuses toward a more or less
wide set of sectors. The type of knowledge diffusion considered in the first range of sectors echoes
to the concept of GPTs mentioned above. The type of knowledge diffusion considered in the second
range of sectors has often been used in the fully endogenous growth theory without scale effects
(e.g. Segerstrom 1998; Peretto 1999; Acemoglu 2009, Ch. 14; or Aghion & Howitt 2009, Ch. 4).
The third range of sectors allows us to consider any intermediate type of knowledge diffusion. This
formalization enables us to explain how the pools of knowledge arise. Second, we use the commonly
agreed assumption of stochastic arrival of innovations in each sector, which depends on the level of
R&D effort (labor devoted to R&D). Furthermore, we introduce the new assumption along which,
in each sector, consequently to each innovation, the jump on the quality ladder (i.e. the increase
in knowledge) depends explicitly on the pool of knowledge in which this sector’s R&D draws from.
Third, we plug the law of knowledge accumulation thereby derived in a standard Schumpeterian
endogenous growth model with vertical innovations (the two polar cases mentioned above are in
fact two particular cases of this model).

This fully endogenous growth model allows us to revisit the issue of scale effects under the new
light of knowledge diffusion. In this general framework, we confirm the simple intuition presented
above: scale effects depend on knowledge diffusion because diffusion determines the size of the
pools, and thus the productivity of labor in R&D. Then, we get the following three main results.

i) The first basic result we obtain is that, in the absence of any inter-sectoral knowledge diffusion
(in particular no GPTs), the model does not exhibit scale effects (in fact, we show that this is what
has been assumed explicitly or implicitly in most scale-invariant fully endogenous growth models
so far).

ii) We investigate whether assuming no inter-sectoral knowledge diffusion (assumption which
obviously appears as counterfactual) is required to have a scale-invariant fully endogenous growth
model. We show that it is a sufficient but not necessary condition to suppress scale effects. In-
deed, we provide a set of assumptions on knowledge diffusion such that there are no scale effects,
public policies have an impact on the growth rate, and there still remains some basic inter-sectoral
knowledge diffusion. These assumptions may however appear questionable insofar as they exclude
the possible arrival of GPTs knowledge and they impose some restrictions on the way knowledge
diffuses (as the size of the economy increases, the scope of diffusion remains unchanged). These
basic assumptions are then relaxed as explained in iii) below.

iii) In order to comply with most of the commonly agreed empirical facts regarding growth
models - namely the absence of significant scale effects, the effects of public policies, and somehow
realistic interactions among sectors R&D activities (including the occurrence of GPTs) - we relax
the two assumptions used in ii). First, assuming possible arrival of GPTs implies the presence of
scale effects; however, we show that their significance is weak because it depends on the probability
of occurrence of GPTs which is obviously low. Second, regarding the assumption along which the
scope of knowledge diffusion may be impacted by the size of the economy, we derive the following
results. If it is assumed that this scope expands with the size of the economy, there are scale
effects but, under some reasonable extra assumptions, their significance decreases with this size
and asymptotically vanishes. If it is assumed that the scope of knowledge diffusion contracts as the
size of the economy increases, there are negative scale effects. To sum up, we manage to provide
a Schumpeterian endogenous growth model in accordance with the main empirical facts related to
innovation-based growth theory.

The paper is organized as follows. The basic intuitions regarding the link between scale effects
and knowledge diffusion are presented in Section 2. In Section 3, we develop a Schumpeterian
growth model with explicit knowledge diffusion. In Section 4, we use this model to revisit the issue



of scale effects. We conclude in Section 5. All computations are provided in Appendix - Section 6.

2 Scale effects and knowledge diffusion: basic intuitions

In this section, in order to present the main intuitions on the link between knowledge diffusion
and scale effects, we use a simplified version of the fully endogenous growth Schumpeterian model
that will be exhaustively developed in Section 3 and used to revisit the issue of scale effects in
Section 4. In particular, we show that this link goes through the following channel. Schematically,
if inter-sectoral knowledge diffusion is narrow (resp. wide), an increase in the size of the economy
(i.e. of the population) leads to a low (resp. high) increase in the marginal productivity of labor
in R&D activity, and thus to the absence (resp. presence) of scale effects. This channel will be
analyzed in detail in Section 4.

2.1 Basic assumptions

There is a continuum €2, of measure N;, of intermediate sectors uniformly distributed on a clock-
wise oriented circle in the spirit of Salop (1979). At each date ¢, each sector w, w € €, is
characterized by a stock of knowledge x.: and by an intermediate good w, produced in quantity
Zot, which embodies this stock of knowledge. As usual in endogenous growth theory, we assume
that all sectors have an identical initial level of knowledge: X.0 = Xo0,Vw € Q;.” Assuming that
knowledge is homogenous, the whole stock of knowledge in the economy at each date t is

ICt = / Xwt d(.d (1)
Q

The initial stock g is normalized to one.

The model developed in this paper is in direct line with the endogenous growth models without
scale-effects that allow for constant population growth while maintaining the effects of public
policies. In these fully endogenous growth models, scale effects are removed through a “variety
expansion mechanism”. More precisely, as underlined by Jones (1999), Laincz & Peretto (2006),
Dinopoulos & Sener (2007), or Aghion & Howitt (2009, Ch. 4), these models all have in common
to somehow assume that the number of sectors NV; increases as the population level L; does so. In
what follows, we will refer to L; or indifferently V; as to the “size of the economy”. Formally, we
make the following standard assumption.®

Assumption 1. The number of sectors N; and the size of the population L; are proportional:
Ny = Ly, v > 0. Population grows at constant rate g, = n,n = 0, and its initial size, Lo, is
normalized to one.

"We provide more detail on the assumption of symmetry across sectors - which is standard in endogenous growth
theory - below (see 2.2, footnote 11).

8There are several ways to justify a linear relation between the number of sectors and the population level.
The main argument put forward by Laincz & Peretto (2006) is empirical. They show that, even though this
relation “might induce one to conclude that this class of models requires another ‘knife-edge’ condition in that one
needs to assume that the number of firms is exactly proportional to population”, the number of establishments
is indeed proportional to employment according to their data. Furthermore, this relation can also be justified
theoretically. As stated by Dinopoulos & Sener (2007), “the linear relationship between the number of varieties and
the level of population can be derived from market-based mechanisms with solid micro foundations.” For instance,
in Young (1998, see equation 17), it is derived under the standard assumptions of fixed-entry costs and monopolistic
competition. In Howitt (1999) and in Segerstrom (2000), it is introduced endogenously. In Aghion & Howitt (1998,
Ch. 12, and 2009, Ch. 4,), it is set up in a more straightforward scheme which could be adapted here to obtain the
linear relation of Assumption 1: assume that the probability of inventing a new intermediate good at date ¢ is a linear
function of the population size and that, at each date ¢, an exogenous fraction of intermediate goods becomes obsolete
and vanishes. Then, the variation of the number of sectors at date ¢ is given by Ny = L — ENg, where k and £ are

positive parameters, and where L; = e™t. The solution of this differential equation is N; = nig (e"t — efft) , Vt;
v q. . . nt__ _—&t .
dividing both sides by L: gives % = %ﬁ% = nLJr& (1 — e*(§+n)t) ,Vt. Consequently, since £ +n > 0,

the ratio number of intermediate sectors over population level will eventually stabilize at a steady-state value,
(Ne/L)** = 6/(n+ &) =7.

Note that, Jones (1999) provides a discussion on the more general relation Ny = Lf,,@ % 1. Our analysis could be
generalized under this more general assumption.



It is commonly agreed that new knowledge is produced using two types of inputs: rival goods
(e.g. labor, physical capital, final good) and a non rival good (a stock of knowledge previously
created). The mechanism at the source of the creation of knowledge - that is the law of knowledge
accumulation - relies on two core assumptions.

Firstly, we assume stochastic arrival of innovations as initially introduced in Grossman & Help-
man (1991) or in Aghion & Howitt (1992):

Assumption 2. Ifl,; is the amount of labor devoted to RED at date t in any intermediate sector
w, w € Q, to move on to the next quality of intermediate good w, innovations occur randomly with
a Poisson arrival rate M, A > 0.

Secondly, each R&D activity creates new knowledge making use of previously created know-
ledge. This idea is formalized by considering that, in order to produce new knowledge, in each
sector w, R&D activity draws from a specific pool of knowledge P,:. Formally, we assume that,
for any intermediate good w, w € £y, if an innovation occurs at date ¢, the increase in knowledge
Axyt (i-e. the quality improvement of the intermediate good) depends positively on the current
size of this pool of knowledge:

Assumption 3. For any intermediate sector w, w € Sy, if an innovation occurs at date t, the
increase in knowledge is Axot = 0Py, 0 > 0.

In order to simplify computations, only the input l,; (resp. the input P,;) appears in As-
sumption 2 (resp. Assumption 3); moreover, the relations considered in these two assumptions are
assumed to be linear. From Assumptions 2 and 3, one derives the law of motion of the average
knowledge inherent in any sector w:®

Proposition 1. Under Assumptions 2 and 3, the expected knowledge in any intermediate sector
w, w € Qy, is a differentiable function of time. The law of knowledge accumulation is *°

).(wt = )\Ulwtpwtavw S Qt (2)
Proof. See Appendix 6.1

The law of knowledge accumulation resulting from Assumptions 2 and 3 has properties that are
standard in endogenous growth theory. It is a Cobb-Douglas production function with constant
returns in the rival input [,;, and increasing-returns-to-scale in [,; and P, taken together, since
the later is a non rival input. In each sector w, the marginal productivity of labor in the production
of knowledge is an increasing linear function of the pool of knowledge P,; used by R&D activity
in this sector:

ant

8lwt
In all what follows, g., denotes the rate of growth, Z;/z;, of any variable z;. From (2) and (3), one
gets

= AoP.y, Yw € (3)

ant lwt Bth
o d th = —
Cly, O e TN b1,

th = ,Vw € Qt (4)

9More generally, one could assume that the Poisson arrival rate in Assumption 2 is a function A (lw¢, Pwt) and
that the increase in knowledge, Axw¢, in Assumption 3 is a function o (lut, Pwt). Accordingly, one would obtain
the following law of knowledge accumulation: xwt = A (lwt, Pwt) 0 (lwt, Pwt), Yw € Q. This law is rather general
and encompasses most of the ones used in the literature. For instance, if one assumes A (lut, Put) = Mwt (as in
Assumption 2), o (lwt, Pwt) = 0Put (as in Assumption 3), and furthermore Pt = Xwt, one gets a law which is
similar to the ones considered in Grossman & Helpman (1991), Segerstrom (1998), Peretto (1999), Acemoglu (2009,
Ch. 14), or Aghion & Howitt (2009, Ch. 4): xwt = Aol Xwt, Vw € Q.

In the same way, assuming A (lut, Put) = Muwt, 0 (lut, Put) = 0Put, and Pui = x7*** = max {Xwt,w € Q¢}, one
gets Xwt = Aol X7**" , Yw € Q4, a law which is similar to the one initially introduced in Aghion & Howitt (1992).

A last example is the following. Assuming A (lwt) = Mwt (A > 0), 0 (Pwt) = 0P, ® (0 > 0and & < 1) and
Put = Ki, one gets xwt = Mol ,K,®, Vw € Q. Furthermore, assuming Ny = N (i.e. Q¢ = Q) and summing
on 2, one obtains ICt = AoLflth), where Lﬁ denotes the overall amount of labor dedicated to R&D activities in
the economy: Lf = fQ l,¢ dw. This law of knowledge accumulation is formally identical to those assumed in the
semi-endogenous growth theory. Indeed, this theory is presented using a similar expression in Jones (1999, equation
4), in Laincz & Peretto (2006, equation 5), in Dinopoulos & Sener (2007, equations 2 and 6), in Ha & Howitt (2007,
equation 3), or in Acemoglu (2009, Ch. 13, equation 13.34).

10The expectation operator is dropped to simplify notations: % = X

= Xwt-



Finally, it remains to explain in what consists exactly these pools of knowledge and how they
are shaped. In Subsection 3.1 below, we provide a formalization that allows us to understand how
the pools P,; are formed. In particular, we will explain how knowledge can diffuse on a more or
less large subset of sectors located on the Salop circle (possibly the whole circle): it will be made
clear that the broader the knowledge diffusion over the circle is, the larger the pools are. There
are two polar cases:

1) The case in which the knowledge produced in any sector diffuses across the whole set of sectors
Q; (we will refer to this type of knowledge diffusion as to “global inter-sectoral knowledge
diffusion”). Here, all the pools of knowledge are identical and comprise the whole disposable
knowledge in the economy: P, = K, Vw € .

#i) The case in which there is no inter-sectoral knowledge diffusion over the circle. Here, each
sector w, w € {2, uses only its own knowledge. Thus, its pool of knowledge is Pt = Xw:t-

We can now present some results providing the basic intuitions revealing the link between
knowledge diffusion and the scale effect property.

2.2 Basic intuitive results

In order to get these results as directly as possible, let us use some standard assumptions and
properties that are usual in growth models and that will be detailed and proved in the subsequent
sections. First, we consider the standard assumption of symmetry across sectors.'! The quantity
of labor devoted to R&D in all sectors is assumed to be the same: 1,; = l;, Vw € Q4. Similarly, the
level of knowledge characterizing each sector and the pool of knowledge used by its R&D activity
are both also independent of w: xu: = x: and Pyy = Py, Vw € ;. Second, when computing the
Schumpeterian equilibrium, we will prove the two following results: the growth rate of per capita
consumption is given by g., = gy, +n, and I, is independent of L, (see Proposition 4 and its proof).

As mentioned above, the main purpose of this paper is to exhibit the fundamental link between
knowledge diffusion and scale effects. Recall that tackling the issue of scale effects consists in
studying the impact of the size of the economy L; on the growth rate of per capita consumption

ge,- Using (4), one expresses g., as a function of the marginal productivity of labor in R&D %—’l.‘;’
which itself depends on the pool of knowledge P:
8 ol OXt
Gy =Gy, + 10 O /Ol where == = \oP; (5)
Xt ol

As shown in (5), studying the issue of scale effects thus reduces to examining the impact of
L on the growth rate of knowledge in each sector g,,, hence on the ratio 65‘;/ 91t therefore on
the marginal productivity of labor in each sector R&D activity, and thus ﬁnally on the pools
of knowledge which result from knowledge diffusion. Considering the two polar cases described
above, the following proposition provides a simple illustration showing that knowledge diffusion

has a direct impact on the presence of scale effects.

Proposition 2. The link between knowledge diffusion and scale effects is illustrated in the two
following polar cases:

i) If the knowledge produced in any sector w diffuses across the whole set of sectors € (i.e.
Pt = Ki,Vw € ), there are scale effects.

4i) If there is no inter-sectoral knowledge diffusion (i.e. Pt = Xwt, YVw € ), there are no scale
effects.

11 The assumption of symmetry across sectors is commonly made in endogenous growth theory; see, for instance,
Aghion & Howitt (1992 or 1998 - Ch. 3), or Peretto & Smulders (2002). For more details on this issue, the reader
can refer to Peretto (1998, 1999) or to Cozzi, Giordani & Zamparelli (2007) in which the relevancy of the symmetric
equilibrium is discussed.



Proof.

1) Assume that P,; = Ki,Vw € ;. Under Assumption 1 and the symmetry assumption, (1)
writes K; = Nex: = YLexe, Vw € Q4. Accordingly, one has P, = P = vLixt, Vw € Q4.
Consequently, in this polar case with “global inter-sectoral knowledge diffusion”, one has
%’;—:: = %—’l‘: = AoP; = AoyLixt, Vw € Q. Finally, from (5) one gets g., = ltax;i/talt +n=
lt% + n = lAoyL; + n. Since [; is independent of L;, there are scale effects.

1) Assume that Py = Xwt, Vw € Q. Under the symmetry assumption, Pyt = Pr = Xy, Yw € Q.

Hence, in this polar case without any inter-sectoral knowledge diffusion, one has %}‘—“: =

% = APy = Aoxt, Vw € Q4. Finally, from (5) one obtains g., = lt% +n = Lo+ n.
Here also, I; is independent of L;; thus there are no scale effects. [

The main intuitions regarding Proposition 2 are as follows. We have seen above that the
presence of scale effects - that is the impact of the size of the economy L; on the growth rate g.,
- is basically related to the size of the pools, and thus to the magnitude of knowledge diffusion
across the sectors’ R&D activities. How can the underlying mechanism at the origin of the link
between scale effects and knowledge diffusion be understood?

As the size of the population L; increases, the number of sectors N; increases as well (see
Assumption 1). If inter-sectoral knowledge diffusion is maximum (any innovation diffuses to the
whole set of sectors as in the polar case i)), the size of the pools of knowledge increases with the
size of the economy (as measured by L; or N;); hence so do the marginal productivity of labor
in R&D activity (%—’ﬁ), the growth rate of knowledge g,,, and eventually the growth rate of per
capita consumption g.,: there are scale effects. If there is no inter-sectoral knowledge diffusion (as
in the polar case 4i)), the pool used in each sector comprises solely the knowledge inherent in this
sector; it is thus independent of the size of the economy. Consequently, the marginal productivity
of labor in R&D activity, the growth rate of knowledge g,,, and finally the growth rate of per
capita consumption g.,, are not impacted by L;: there is no scale effect.

This analysis has underlined the key part played by knowledge diffusion in the understanding
of the scale effect property. In particular, we have shown in Proposition 2-4i) that suppressing
inter-sectoral knowledge diffusion is a sufficient condition to remove scale effects. Is it a necessary
condition?

3 A Schumpeterian growth model with explicit knowledge
diffusion

In order to study the questions raised in Section 2 and more generally to revisit the issue of
scale effects under the light of knowledge diffusion, we develop a general Schumpeterian growth
framework which considers explicitly knowledge diffusion and which encompasses the two polar
cases described above as well as all intermediary cases. Fundamentally, we formalize how know-
ledge diffusion shapes the pools of knowledge in which R&D activities draw from to produce new
knowledge.

3.1 Knowledge diffusion and pools of knowledge

In Section 2, we have described the knowledge accumulation process (see Proposition 1) without
providing any particular specification to the pool of knowledge P,,; used by R&D activity in each
sector w. Now, we propose a mechanism formalizing how the constitution of each of these pools
relies on the influence that R&D activities have on each other. In that respect, we explicitly
introduce a process of knowledge diffusion over the Salop circle. Many empirical studies underline
the fact that R&D performed in one sector may produce positive spillovers effects on other sectors
(e.g. Griliches 1992; Griliches 1995; Hall, Mairesse & Mohnen 2010); as stated by Hall et al., “such
spillovers are all the more likely and significant as the sender and the receiver are closely related”.
Accordingly, we consider that each sector w on the Salop circle €2; is simultaneously a potential
sender and a potential receiver of knowledge. More precisely, consider any sector w, w € ;. As a



sender, this sector’s R&D activity produces knowledge x.: which diffuses toward other sectors. As
a receiver, this sector’s R&D activity uses a pool of knowledge P,; which comprises the knowledge
produced in this sector so far, x.:, and potentially knowledge diffused from other sectors.

The purpose of Subsection 3.1 is twofold. First, we want to introduce a formalization that allows
us to encompass various types of knowledge diffusion, ranging from no inter-sectoral diffusion
to general purpose technologies (namely, any intermediate case in between the two polar cases
mentioned in Section 2). Second, we want to provide an explicit expression of the pools of knowledge
used by R&D activities; obviously, this expression will depend on the type of knowledge diffusion
considered. This will enable us to understand to which extent a given sector w receives knowledge
from other sectors, and eventually to determine the contribution of each sector to the pool used in
a given sector w.

3.1.1 Sending knowledge and knowledge diffusion over the Salop circle: the scope of
knowledge diffusion

Here, we aim to provide a formalization allowing us to consider simultaneously several types of
knowledge diffusion. More precisely, we want to present a model with the two fundamental following
features.

First, at the same date ¢, i) some sectors produce knowledge that diffuses across the whole set
of sectors, i) some sectors produce knowledge that does not diffuse to any other one, and finally
iii) some sectors produce knowledge that diffuses toward a more or less wide set of sectors on the
Salop circle.

Second, we want the weights of the three types of sectors to be able to vary between zero
and one, such that all cases (in fact, an infinity) comprised between the two polar cases may be
encompassed. Formally, we consider the following framework.

) A proportion pg of sectors are such that the knowledge produced in each of these sectors reaches
all the sectors in the economy (i.e. diffuses across the whole set of sectors). We therefore
consider the possible arrival of a type of knowledge diffusion that echoes to the concept of
“general-purpose technologies” (GPTs) as coined by Bresnahan & Trajtenberg (1995).

#i) A proportion ps of sectors are such that the knowledge produced in each of them diffuses only
within this sector. In this case without any inter-sectoral knowledge diffusion, we will refer
to “sector specific knowledge”.

%i4) A proportion p,, of sectors are such that the knowledge they produce diffuses over a more or

less wide set of sectors. The measure of this subset is denoted by 6y, 6; € (1; Ny). In this
intermediate case, we will refer to “medium knowledge”. We make some additional assumption
on this type of knowledge.
To simplify the analysis, we assume that if a sector w produces medium knowledge, the
knowledge x,: diffuses symmetrically over the circle §2; from the location of sector w. Hence
it diffuses on the subset of sectors [w — 0;/2;w + 6;/2]. Besides, recall that the measure of
Q; is Ny (the “number of sectors”); since 6, is the measure of the subset of sectors of ; that
receive knowledge X, it is reasonable to assume that 6; is function of N; which is bounded
above by N;. Finally, since N; = L, it is equivalent to assume that 6, = 6 (L;). Some
additional assumptions on this function, in particular on the signs of 8’ (L;) and 6" (L;),
will be made in Section 4 below. In particular, we will successively consider 6 (L;) = 6,
0’ (Ly) > 0 (and 6" (L:) < 0), or 0’ (L) < 0, and we will study the consequence of these
different assumptions on scale effects. For instance, we will show that 6’ (L;) > 0 implies
scale effects and that their significance decreases over time if 6" (L) < 0.

Let us denote by O, the “scope of diffusion” of the stock of knowledge x.:, which is defined as
the measure of the subset of sectors of €2; on which knowledge x.: diffuses. ©,; can take the
value N; = vL; with probability pg, the value 0 with probability ps, and the value 0 (L;) with
probability p,,. Consequently, at each date ¢, the average scope of knowledge diffusion from any
sector w is

E [@wt} =K [@t} = PG’YLt + pm,e (Lt) ,Vw €y

E [©,] can be interpreted as the intensity of inter-sectoral knowledge spillovers. It is comprised
between the intensities of knowledge spillovers characterizing the two polar cases introduced in
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Section 2. Firstly, if pg =1 (i.e. ps = pm = 0), then E [©] = Ny = yL;: in this case - in fact, the
polar case 4) described at the end of Subsection 2.1 - there would be only GPTs (in other words,
there would be only global inter-sectoral spillovers). Secondly, if ps =1 (i.e. pg = pm = 0), then
E [0;] = 0: in this case - in fact, the polar case i) - there would be no inter-sectoral knowledge
diffusion (this would be an economy in which spillovers would be only intra-sectoral).

3.1.2 Receiving knowledge: how are the pools of knowledge shaped?

Now, we aim to provide a formal expression of the pool of knowledge used in each sector w. In that
respect, we investigate how these pools are shaped given the formalization of knowledge diffusion
introduced in 3.1.1. Specifically, one has to determine the impact of each of the three types of
knowledge diffusion on any given sector. Let us consider the standard symmetric case in which
Xwt = Xt, Yw € Q. The R&D activity of any sector w, w € €y, uses knowledge produced in three
disjoint subsets of the Salop circle. First, sector w always uses the stock of knowledge x.: = Xt
produced by its own R&D activity. Second, sector w can also use the stock of knowledge produced
by sectors that are located in the neighborhood [w — 6 (L;) /2;w + 0 (L) /2] on the Salop circle. On
this subset of measure 6 (L;), the knowledge that could potentially be used by sector w is equal to
[0 (Lt) xt — xt] (the stock x,t = Xt is subtracted since it has already been taken into account). The
knowledge effectively used here is either diffused from sectors producing medium knowledge which
are close enough to sector w (i.e. located in the neighborhood), or from any sector producing GPT's
also located in this neighborhood. Since the proportions of these sectors are respectively p,, and
pa, the total stock of knowledge diffused from this neighborhood and effectively used by sector w
is thus (pm + pa) [0 (Lt) x+ — x¢]- Third, sector w can finally use the stock of knowledge produced
by sectors located outside the neighborhood [w — 6 (L:) /2;w + 0 (L) /2], that is by sectors located
on the subset of the Salop circle of measure Ny — 6 (L;). The knowledge diffused from this subset
that could be potentially used by sector w is equal to [Ny — 6 (L¢)] x¢. Since within this subset
only the knowledge diffused by sectors producing GPTs reaches sector w, and since the proportion
of such sectors is pg, the total stock of knowledge diffused from this subset and effectively used
by sector w is thus pg [Ny — 0 (L:)] x¢. Finally, the pool of knowledge used by any sector w is
Put = Pt = x¢t + (Dm + 1) [0 (Lt) Xt — x¢] + P [Ne — 0 (Lt)] x¢, YVw € Q. After simplification,
one gets Pur = Pr = psxt + pmb (Lt) Xt + paKi,Vw € Q, where K = Nyxe = vLix: is the
whole disposable stock knowledge in the economy introduced in (1). The following proposition
summarizes the main results related to knowledge diffusion and to the pools of knowledge that
stem from it.

Proposition 3. At each date t, for any sector w, the average scope of knowledge diffusion from
this sector is

E [th] = E [@t] = pG’th + pmH (Lt) ,Vw S Qt7 (6)
and the pool of knowledge used by this sector is

Puot = Pt = psXt + pmb (Lt) Xt + paki, Vw € Q,
where Iy = Nyx¢ = YLixy, that is Py = (ps + E[O]) x¢  (7)

Note that the formalization that we have presented so far can be related to the concept of “tech-
nological distance” introduced in particular in Peretto & Smulders (2002). Indeed, they consider
that the “extent to which a firm can take advantage of the public knowledge created by other firms
decreases with the technological distance between the creator and the user of such knowledge”. We
will develop the link between scale effects, knowledge diffusion and technological distance further
in 4.2.4.

Before completing the presentation of the model, let us return to the two polar cases studied
previously, in particular in Proposition 2. According to Proposition 3, on has the following results.

2) In an economy in which there would only be GPTs (i.e. if pg = 1), the expected scope of
knowledge diffusion (i.e. the intensity of knowledge spillovers) would be maximum: from
(6) one has E[0;] = N; = vL;. The pool of knowledge used in each sector would comprise
the whole disposable knowledge in the economy: from (7), one has P, = K¢, Yw € Q.
Accordingly, from Proposition 1, knowledge would accumulate along with . = Aol:/Ky,
Yw € Qt.
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i) In economy in which there would be only “sector specific knowledge” (i.e. if ps = 1) - that is,
in which spillovers would be only intra-sectoral - the expected scope of knowledge diffusion
would be minimum: from (6), E[©;] = 0. Because there are no spillovers between the
sectors’ R&D activities here, the pool of knowledge used in each sector would comprise only
the knowledge accumulated in the sector so far: from (7), Pyt = Xwt, Vw € Q. Then, from
Proposition 1, knowledge would accumulate along with x.: = AoletXwt, Yw € .

In Section 4, when studying the link between knowledge diffusion and scale effects, we will consider
successively different assumptions on the probabilities pg, ps and p,,, and on the derivatives 6’ (L;)
and 6” (L;). Depending on the assumptions considered, we will in particular get a scale-invariant
model, or not.

3.2 Other assumptions: standard Schumpeterian growth framework

In the previous section, we presented the way knowledge accumulates, the key part played by
the pools of knowledge in this process, and we formalized how these pools arise from knowledge
diffusion. Now, we present the remainder of the assumptions which are rather standard in Schum-
peterian growth theory.

Preferences and technologies

Each household is modelled as a dynastic family which maximizes the discounted utility '2 ¢ =
J5° Lyu(c)e™Ptdt, where p > n is the common subjective discount rate and u(c;) is the individual
instantaneous utility at time ¢, which is given by u(c;) = In(c;).*® Given Assumption 1, the
population of workers in the economy at time t is L; = e™'. Intertemporal preferences are thus
given by

U= / In(cy)e Pt (8)
0

At each date t, each of the L; identical households is endowed with one unit of labor that is
supplied inelastically. The total quantity of labor L; is used to produce the final good and in R&D
activities. Hence, the labor constraint is

Ly=L) + A I, dw 9)

Besides labor, the production of the final good requires the use of all available intermediate goods,
each of which is associated with its own level of knowledge. The final good production technology
is

Y, = (Lf)lfa/ Yoot (Twt)¥dw , 0 < a < 1, (10)

Q
The final good has two competing uses. Firstly, it is used in the production of intermediate goods
along with
To = 2w e, (11)
Xwt

where y,; is the quantity of final good used to produce z,; units of intermediate good w. This
technology illustrates the increasing complexity in the production of intermediate goods: as the
quality of a given intermediate good increases, its production requires more resources. Secondly,
it is consumed by the representative household in quantity c¢;. One gets the following constraint
on the final good market:

}/t = LtCt +/ ywtdw (12)
Q¢

I2Barro & Sala-i-Martin (1995, Ch. 2) provide more details on this formulation of the households behavior within
the context of the Ramsey model of growth. See also Segerstrom (1998).

1—e

13 The results are robust if one considers a C.E.S. instantaneous utility function of parameter ¢, u(ct) = ij
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Decentralized economy

We consider a decentralized economy with creative destruction which is in direct line with the
equilibrium introduced by Aghion & Howitt (1992).14

The main features of this standard Schumpeterian framework are the following. Once an innov-
ation occurs, the innovator is granted an infinitely-lived patent; she monopolizes the production
and sale of the intermediate good (which embodies knowledge) until replaced by the next innovator.
This equilibrium involves two market failures. The first one, which results from the presence of
monopolies, can be corrected by an ad valorem subsidy ¥ on each intermediate good demand. The
second one relates to the externality triggered by the fact that there is no market for knowledge;
it can be corrected by a public tool ¢ which can consist in a subsidy or in a tax on the profits
of R&D activities. Normalizing the price of final good to one, and denoting the interest rate, the
wage, and the price of intermediate good w at date t by 7, we, and g (w € §2¢), respectively, the
set of Schumpeterian equilibria as defined as follows.

Definition 1. At each vector of public policy tools (1, ) is associated a particular Schumpeterian
equilibrium. It consists of time paths of set of quantities

{(Ct (1% 410) 7Y;5 (% 30) ) {luﬂf (7% @)}weﬂ sz/ (wv 30) ) {wat (wa @)}weﬂ ’ {th (wa @)}WEQ) }:io

and of prices

{(re (W, 0) s we (8, 0)  {awt (¥, 0)}ocq) oo

such that: the representative household maximizes her utility; firms maximize their profits; the
final good market, the financial market and the labor market are perfectly competitive and clear; on
each intermediate good market, the innovator is granted an infinitely-lived patent and monopolizes
the production and sale until replaced by the next innovator; and there is free entry on each RED
activity (i.e. the zero profit condition holds for each RED activity).

In the following proposition, we present exhaustively the variables at equilibrium. In Section 4
(Proposition 5), we will only retain the ones that are necessary to tackle the issue of scale effects.

Proposition 4. At each date t, the set of Schumpeterian equilibria & la Aghion € Howitt is char-
acterized as follows.

Quantities (levels and growth rates).
The labor partition is

lwt (’(/}790) = 1(1/1,90) = % - )\(/\/iﬁw S Qt,

1+if—io¢)
and Ly (,¢) = Ly — Nil (1, ) = [L =11 (,9)] Ly
The quantity of intermediate w is

1
2

T (0,9) = w0 (0,9) = (25) 77 LY () Ww € @

The growth rate of knowledge in each sector w is

ngt (¢7 (P) = gXt (¢7 4,0) = Ao (pS + E [Gt]) l (’(/h 30) ,Vw € Qt

The growth rate of the economy is

G, (Vs 0) = gy, (¥, 0) —n =g, (V,0) = gt (¥, 0) = gx, (¥, 0) +n

Prices. The equilibrium interest rate, wage and prices of intermediate goods (price of final
good normalized to one) are

e W.0) = 00 (0 0) +p, w (6,9) = (1 - 0) (125) 77 K (0, 9) and

Gt (,0) = @t (1, 0) = “LE) W € Qy, where Ky (1), p) = efo 9:(00)ds

14We implicitly consider the case of drastic innovations. One could characterize the condition on the parameters,
in particular the ones related to knowledge diffusion, under which innovations are drastic or non drastic. This
analysis can be found in a more elementary version of this model: see Gray & Grimaud (2016).
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Proof. See Appendix 6.2.

This proposition shows that the variables of the economy depend on the vector of public policy
tools (1, ¢). In particular, these public policies have an impact on the growth rate. In this respect,
this model is in line with the ones developed in the fully endogenous growth theory (e.g. Aghion
& Howitt 1998; Dinopoulos & Thompson 1998; Peretto 1998; Young 1998; Howitt 1999; Peretto
& Smulders 2002; Ha & Howitt 2007). This literature has indeed provided endogenous growth
models in which public policies affect the economy; besides, they did so while suppressing the
non desirable property of scale effects. In Section 4 below, we will explain that scale effects were
canceled by assuming (explicitly or implicitly) no inter-sectoral knowledge diffusion.

Clearly, our fully endogenous growth model might exhibit scale effects. Indeed, the growth
rate of the economy g; (¢, ¢) can potentially depend on the size of the economy L;. This point is
examined in detail in Section 4 below, in which we revisit the issue of scale effects by revealing its
link with knowledge diffusion.

4 Scale effects property revisited

The following proposition extracts from Proposition 4 the basic results that enable us to analyze
along the whole present section the issue of scale effect under the light of knowledge diffusion.

Proposition 5. If pg > 0, p,, >0, and 0; = 0 (L), where 0 (.) is a function of class C?, then the
main results to study the scale effects property are the following.
In each sector w,

e the intensity of inter-sectoral knowledge diffusion, the pool of knowledge used by RED activity,
and the quantity of labor devoted to RED are respectively

E [©ur] = E[0/] = perLe + punf (L), Pt (0.0) = P (4,) = (ps + E[O1]) xe (.0,
and lwt (W‘P) = l(w’(p) = % - /\(1%%;

e the law of knowledge accumulation, and the marginal productivity of labor in RED activity are
respectively

Xt (U, 0) = x¢ (¥, 0) = Aalut (¥, 0) Pt (¥, 9),
and %);7:; (wa (P) = Ao Pyt (1/}7 30), Yw € Qt.

The growth rate of the economy is

9t (Y, ) = Al (P, ) (ps + E[O4]) +n (13)

As sated above, the present model might exhibit scale effect.'® What is their origin? As
seen in Proposition 5, the R&D effort (the number of researchers) in each sector, [ (¢, ¢), is here
independent of L;. In other words, scale effects do not stem from the fact that an increase in
the size of the economy implies a rise in the number of researchers, leading to a higher growth
rate. Thus scale effects can result only from the presence of E[©,], the intensity of inter-sectoral
knowledge diffusion, in g; (¢, p). Finally, E [O;] potentially depends positively on the size of the
economy L; through two fundamental factors (each of which corresponding to a specific type of
knowledge diffusion). First, the term related to the presence of GPTs, pgyL:. Second, the term
related to the presence of medium knowledge, p,0 (L:).

It appears here that there seems to be a fundamental contradiction between the absence of
scale effects and the presence of inter-sectoral knowledge diffusion. Indeed, on the one hand - as
argued for instance by Jones (1995a) - the presence of scale effects is clearly counterfactual. On

I5More precisely, the model might exhibit strong scale effects (gt (¢, ) may depend on L), and it exhibits weak
scale effects (g¢ (¢, ¢) depends on n) as long as n > 0. Note that, contrary to semi-endogenous growth models,
the growth rate is still positive even if n = 0. As mentioned above in the introduction (see footnote 4), this paper
focuses on the issue of strong scale effects; accordingly we refer to them as to “scale effects”.
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the other hand, the existence of inter-sectoral knowledge diffusion is indisputable: it has effectively
been highlighted by many empirical studies (e.g. Griliches 1992; Griliches 1995; Hall, Mairesse &
Mohnen 2010) and it has also been emphasized in the endogenous growth theory (as stated, for
instance, in Aghion & Howitt 1998, Ch. 3, it is generally agreed that new pieces of knowledge
“diffuse gradually, through a process in which one sector gets ideas from the research and experience
of others”).16

Our aim now is to investigate whether this contradiction can be overcome. More precisely,
we want to determine whether it is possible to develop a fully endogenous Schumpeterian growth
model that maintains inter-sectoral knowledge diffusion while remaining in accordance with the
empirical facts regarding scale effects. In order to tackle this issue and to go further in the analysis
of the link between scale effects and knowledge diffusion, we introduce the following definition
in which we provide a measure of the impact of the size of the economy (as measured by the
population level L;) on the growth rate:

Definition 2. The measure of scale effects is

= 2000 ot ) T2 = A0t (0. 9) I + o (1) (1)

St

As mentioned above, two types of inter-sectoral knowledge diffusion have an effect on the
significance of scale effects:

1. Scale effects can result from the presence of GPTs (see pg7y).

2. Scale effects can also be a consequence of the presence of medium knowledge (i.e. knowledge
impacting a more or less wide range of sectors): S; depends both on the probability p,, of
arrival of this type of knowledge, and on the derivative 8’ (L), which measures to what extent
the diffusion of this knowledge is affected by the size of the economy, N; = vL;. Regarding
the sign of this derivative, we argue that it depends on two opposite effects.

(a) On the one hand, one could argue that, as the number of sectors N; increases, the
knowledge produced in any given sector can potentially influence more sectors. This
“expanding effect” tends to increase 6 (L;), that is the measure of the subset of sectors
that use medium knowledge [w — 6 (L;) /2;w + 0 (Ly)/2].

(b) On the other hand, it could also be argued that, as its size increases, the economy
becomes more complex, which implies that sectors specialize and become less likely to
interact. This “specialization effect” tends to reduce 0 (L;).

If the expanding effect overcomes the specialization effect, then the derivative 6’ (L) is pos-
itive. Conversely, if the specialization effect overcomes the expanding effect, then ¢’ (L) is
negative.

In this section, we investigate under which reasonable assumptions on knowledge diffusion one
can obtain a Schumpeterian growth model in adequation with well established empirical evidences,
namely a model with some knowledge diffusion that does not exhibit significant scale effects and
in which public policies have an impact on the growth rate. In Subsection 4.1, we return more
rigourously to the intuition given in Section 2 along which if there is no inter-sectoral knowledge
diffusion, there are no scale effects. In Subsection 4.2, we introduce progressively inter-sectoral
knowledge diffusion and we study its impact on scale effects; this will allows us to see how the
contradiction aforementioned can be overcome.

4.1 No inter-sectoral knowledge diffusion (E[©;] = 0): no scale effects

(S: =0)

In the intuitive analysis provided in Section 2, we stated the following: if there is no inter-sectoral
knowledge diffusion (i.e. if sectors do not share knowledge), there are no scale effects. This result
is now proven rigourously within a standard Schumpeterian model in which we have formalized

16Similar statements can be found, for instance, in Scotchmer (1991), Acemoglu (2009, Ch. 12), or in Chantrel,
Grimaud & Tournemaine (2010).
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explicitly knowledge diffusion. In this model, the absence of inter-sectoral knowledge diffusion
corresponds to the case in which the sectors produce neither GPTs (i.e. pg = 0) nor medium
knowledge (i.e. p,, = 0), that is to the case in which all sectors produce only sector specific
knowledge (i.e. ps = 1):

Proposition 6. If p¢ = pym = 0 (i.e. ps = 1), or equivalently if the intensity of inter-sectoral
knowledge diffusion is E[©,] = E[0;] = 0,Yw € {4, there is only intra-sectoral knowledge diffu-
sion, the growth rate is gi (¥, ) = Aol (¥, p) +n, and the measure of scale effects S is nil. There
are no scale effects because there is no inter-sectoral knowledge diffusion.

Proof. The results of Proposition 6 are obtained by assuming pg = p,,, = 0 (and thus p; = 1) in
Proposition 5 and in (14). O

This proposition shows that a sufficient condition for fully endogenous growth models not to
exhibit scale effects is the absence of inter-sectoral knowledge diffusion. We previously provided
some details on this polar case: in Proposition 2 - ii), we assumed directly that the pool of
knowledge used in each sector comprised only the knowledge accumulated so far in this sector.
The following corollary shows that this assumption - which is directly made on the pools - is
equivalent to assuming no inter-sectoral knowledge diffusion.

Corollary 1. The assumption of no inter-sectoral knowledge diffusion is equivalent to assuming
that each sector uses a pool of knowledge constituted solely of the stock of knowledge produced within
this sector so far:

E[@t] =0 P, = Xwt = Xt,Vw S Qt

Proof. In the framework we propose, under the symmetry assumption, the most general ex-
pression (i.e. considering any possible type of knowledge diffusion) of the pool of knowledge
used in each sector (given in Proposition 3) is P, = (ps + E [0O¢]) xt, Vw € Q. Assuming that
Put = Xt, Vw € 4, is thus equivalent to assuming that p;+E [0;] = 1,Vt < ps+payLi+pm0 (L) =
LVt < pe (Nt — 1) 4+ pm [0 (Lt) — 1] = 0,V¢. Since 1 < 6 (L) < Ny, this equality holds if and only
ifps=pe=0<E[0,]=0,Vt. O

As explained above in Proposition 2 and in its comments, the basic arguments for understand-
ing the result of Proposition 6 are the following. As seen in its corollary, because there is no
inter-sectoral diffusion of knowledge, the knowledge produced in any given sector is not used by
any other sector. Therefore, in each sector, the pool used by R&D and the law of knowledge ac-
cumulation are P = x¢ and Xwi = Xt = Aglyxy, Yw € Q4 respectively. Accordingly, the marginal
productivity of labor in R&D is Oxy,¢/0l,e = Aox:. It clearly appears that, because there is no
inter-sectoral knowledge diffusion, the marginal productivity of labor does not depend on the size
of the economy, L;. That is why there are no scale effects.

The result of Proposition 6 echoes to the way scale-invariancy is achieved in the fully endogenous
growth theory. Indeed, it will be explained below that, in the related literature, scale effects have
been removed by wiping out inter-sectoral knowledge diffusion.

Surveys on the scale effects issue by Jones (1999), Laincz & Peretto (2006), Dinopoulos & Sener
(2007), or Ha & Howitt (2007), explain that a “variety expansion mechanism” has been introduced
in order to remove scale effects from endogenous growth models while maintaining the effects of
public policies. The basic underlying idea in this range of endogenous growth models follows from
Young (1998)’s insight that, as population grows, the proliferation of sectors reduces the efficiency
of R&D activities in improving the quality of an existing product because the R&D effort is diluted
in more sectors. The formalization typically considered in this respect relies on two assumptions.
The first one is the proportionality between the population level and the number of sectors that
was presented and discussed above in Assumption 1. The second one relates to the formalization
of the process of knowledge accumulation (more precisely to the intensity of knowledge spillovers),
two types of which can a priori be distinguished (in fact, we show below that they are eventually
similar since they both consider no inter-sectoral knowledge diffusion).
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1) Intra-sectoral knowledge spillovers only. In Segerstrom (1998), Peretto (1999), Acemo-
glu (2009, Ch. 14), or Aghion & Howitt (2009, Ch. 4), among others, it is implicitly assumed that
the pool of knowledge used in each sector comprises only the knowledge previously accumulated
within this sector. Using our notations, the considered knowledge production function in each
sector is: Xut = A0l Put, where Pur = Xuwt, Vw € {y; there is no inter-sectoral knowledge diffusion
in these models, as in the case presented in the Corollary 1 of Proposition 6.

2) Knowledge spillovers depending on average knowledge. A second type of scale-invariant
fully endogenous growth models can be identified. The models of Dinopoulos & Thompson (1998),
Peretto (1998), Howitt (1999), or Li (2000 and 2003), among others, consider firm-specific know-
ledge production functions such that, as stated by Laincz & Peretto (2006), “spillovers depend on
average knowledge”. In other words, as argued in the hereinbefore overviews, many scale-invariant
fully endogenous growth models assume that, in each sector, new knowledge is produced using
the average knowledge across all sectors.'” For instance, Laincz & Peretto (2006) formalize this
assumption in equation 9 of their paper. One can equivalently refer to equations 7 and 9 in Jones
(1999); to equations 13 and 14 in Dinopoulos & Sener (2007); to equation 5 in Ha & Howitt (2007);
or to the framework used in Aghion & Howitt (2009, Ch. 4). Using our notations, this assumption
amounts to considering the following knowledge production function in each sector:

Xwt = Al P, where Py = / Xht dh,Yw € Q (15)
o, Ve

Hence, this formalization leans on a ‘normalization” of the pool of disposable knowledge by the
number of sectors, and hence equivalently by the population level (because of the proportionality
assumption). As shown in the following corollary, assuming that new knowledge is produced using
the average knowledge across all sectors boils down to considering that the pool of knowledge in
which each sector draws from to produce new knowledge is reduced to the knowledge which is
specific to this sector.

Corollary 2. In the usual symmetric case, the assumption along which the pool of knowledge
used in each sector consists in the average knowledge in the economy is equivalent to assuming that
each sector uses a pool of knowledge constituted solely of the stock of knowledge produced within
this sector so far:
Pust :/ XBE dh = x4, Ve €
a, Vi

t

Proof. From (15) and (1), one has P ; = N% fONt Xnt dh = K¢/N;. Moreover, under the stand-
ard assumption of symmetry in which x.: = x¢, Vw € Q, (1) writes K; = Nix:. Consequently,
Pot = X1, Vw € ;. O

Corollaries 1 and 2 show that, considering knowledge spillovers depending on average know-
ledge is equivalent to consider implicitly that there is no inter-sectoral knowledge diffusion, that
is to assume E [©;] = 0. From Proposition 2, Corollary 1 and their comments we know that, in
this case, there are no scale effects because the marginal productivity of labor in R&D does not
depend on the size of the economy.

In this subsection, we have shown that a sufficient condition to suppress scale effects is to as-
sume that there is no inter-sectoral knowledge diffusion. Moreover, we have seen that this is the
assumption which is made explicitly or implicitly in most of the scale-invariant fully endogenous
growth theory so far.'® However, one can think that wiping out inter-sectoral knowledge diffusion

7The argument commonly put forward to justify the normalization by the size of the economy follows from the
assumptions that the number of sectors and the population level are proportional (and both measure the size of the
economy), and that the number of sectors is a measure of R&D difficulty. Then, assuming that each sector uses
only the average knowledge is a way to account for the fact that, as R&D difficulty increases, the same level of R&D
investment generates a lower production of knowledge.

I8 A similar statement is provided in Peretto & Smulders (2002): “R&D productivity depends on some measure
of accumulated public knowledge that is independent of the number of firms and hence of the scale of the economy.
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from models originally considering some type of interaction between sectors amounts to undermin-
ing the fundamental property of non rivalry of knowledge. It is clear that this is in contradiction
with the common view on how knowledge springs into existence. Indeed, as mentioned above, the
significance of the interactions between sectors resulting from this non rivalry has been emphasized
both theoretically and empirically.

Finally, the question raised here is the following: is it possible to suppress the non desirable
property of scale effects while maintaining the effects of public policies, but without removing
knowledge diffusion? In order to study this apparent paradox, we will consider in Subsection 4.2
that there is some inter-sectoral knowledge diffusion. Formally, it will be assumed that E [©:] # 0
from now on.

4.2 Are the presence of inter-sectoral knowledge diffusion (E[©,] # 0)
and the absence of scale effects (S; = 0) compatible?

Our goal now is to study further the link between knowledge diffusion and scale effects and, in
particular, to determine whether the paradox mentioned above can be overcome. First, in 4.2.1, we
show that it is possible to build a fully endogenous growth model in which scale effects are cancelled
while maintaining some inter-sectoral knowledge diffusion (the type of diffusion considered here is
quite simple in that it does not allow for the possible occurrence of GPTs and in that medium
knowledge diffusion does not vary with the size of the economy - in the remaining of the section, we
then consider more general assumptions). Second, in 4.2.2, we isolate the impact of GPTs on scale
effects. Third, in 4.2.3, we isolate the impact of the diffusion of medium knowledge on scale effects
by introducing more general assumptions on how this diffusion expands (or contracts) when the
size of the economy increases. Finally, in 4.2.4, we summarize under which reasonable assumptions
on inter-sectoral knowledge diffusion (specifically on GPTs and on medium knowledge diffusion)
one can obtain a Schumpeterian growth model in adequation with commonly agreed empirical
facts, that is a model that does not exhibit scale effects (or at least not significant ones), in which
public policies have an impact on the growth rate, in which GPTs can occur, and in which medium
knowledge diffusion may be affected by the fact that the size of the economy increases.

4.2.1 A scale-invariant fully endogenous growth model with inter-sectoral knowledge
diffusion

Using our formalization, it is in fact quite easy to exhibit a fully endogenous growth model in which
there is some inter-sectoral knowledge diffusion, but no scale effects. One just has to consider a case
in which E [©;] is independent of L;. For that purpose, it is sufficient to make two assumptions.
First, there are no GPTs: pg = 0. Second, there are some sectors producing medium knowledge,
the diffusion of which being constant: p,, > 0 and 0 (L;) = 0, where 6 > 1 is a constant parameter
(i.e. the expanding and specialization effects exactly compensate each others). This leads to the
following proposition:

Proposition 7. If pc = 0, p,, > 0 and 0 (L) = 0, 0 > 1, then the intensity of inter-sectoral
knowledge diffusion is E[Oy¢] = E[O:] = pmb > 0,Yw € Q, the growth rate is g: (¢, ) =
Aol (¥, @) (ps + pmb) + n and the measure of scale effects S; is nil. There are no scale effects
because there are no GPTs (pg = 0) and because the expanding effect and the specialization effect
compensate each other (0 (L) =0).

Proof. The proof is straightforward. Plugging p¢ = 0, p,, > 0 and 6(L;) = 6, 6 > 1 in
(6), one has E[O] = E[0;] = pnb > 0,Yw € Q;. From (13) and (14), one gets g; (v, p) =
Aol (¥, ) (ps + pmb) +n and S, = 0, respectively. O

This independence may stem from the assumption that (a) spillovers across firms are absent (e.g. Peretto 1999),
that (b) spillovers depend on average knowledge (e.g. Smulders & Van de Klundert 1995; Peretto 1998; Dinopoulos
& Thompson 1998), or that (c) spillovers depend on the knowledge of the most advanced firm (e.g. Young 1998;
Aghion & Howitt 1998; Howitt 1999). All these models have the property that a large economy replicates the
structure of a small economy. [...] Moreover, although they allow for spillovers, all these models assume that a
larger number of firms undertaking independent R&D projects does not support a larger aggregate stock of public
knowledge. The implicit assumption is that all public knowledge is replicated”.
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Proposition 7 shows that, even if some inter-sectoral knowledge diffusion (i.e. knowledge
spillovers) exists in the model, it is possible that it does not exhibit scale effects. Let us develop
on this issue. In this proposition, knowledge diffusion is such that the intensity of inter-sectoral
knowledge diffusion is E [0;] = p,,0. The resulting pool of knowledge and law of knowledge accu-
mulation in any sector w are P, = Pr = (ps + pmb) x¢t and Xwt = Xt = Aol (¥, 0) Py, Yw € Qy,
respectively. Hence, the marginal productivity of labor in R&D is %—% = Ao (ps + pmb) xt- The
key point is that, since the pools of knowledge do not depend on the size of the economy L;, the
marginal productivity of labor in R&D is also independent of L;. That is why there are no scale
effects.

The Schumpeterian growth framework developed so far in 4.2 is in line with the fully endogenous
growth theory as it does not exhibit scale effects and maintains the impact of public policies on the
growth rate. Moreover, contrary to the one of 4.1, the framework presented here in 4.2.1 preserves
some inter-sectoral knowledge diffusion. However, the assumptions regarding this diffusion can
appear questionable. Indeed, Proposition 7 assumes that knowledge diffusion is never expanding:
absence of GPTs and restrictions on the way medium knowledge diffuses. In the subsequent
subsections, we return to these two assumptions and we relax them.

4.2.2 What about general purpose technologies?

Let us assume that pg > 0. In other words, we now allow for the possible arrival of GPTs (as
described above in Subsection 3.1.1-i, we thus consider that some knowledge can diffuse to the
whole set of sectors). It is clear that this generate scale effects. Are they significant?

In order to focus on the impact of GPTs on scale effects, let us furthermore assume that - as
previously in 4.2.1 - the diffusion of medium knowledge is constant: 6 (L;) = 6. One gets the
following proposition:

Proposition 8. If pc > 0, p,, > 0 and 0 (L:) = 6, 0 > 1, then the intensity of inter-sectoral
knowledge diffusion is E[O.¢] = E[O:] = payLt + pmb,Yw € Q. The growth rate is g+ (¢, ) =
Aol (¥, @) (ps + payLt + pmb) +n and the measure of scale effects, Sy = Aol (¥, ) pary, is strictly
positive. There are scale effects only because of the occurrence of GPTs.

Proof. The proof is straightforward. Rewriting (6), (13) and (14), under the assumptions pg > 0,
pm > 0 and 6 (L) =0, 0 > 1, one gets the above expressions of E [0, ¢ (¢, ) and S;. O

Proposition 8 clearly shows that the presence of GPTs generates scale effects: their measure
S; is strictly positive and it depends on p¢g, the probability of occurrence of GPTs. Because the
existence of GPTs is not questionable, one could think that one faces here a paradox in the sense
that GPTs leads to a property of the model (scale effects) which is at odds with well established
empirical facts (no significant evidence of scale effects).

In fact, this contradiction is only apparent. Indeed, as emphasized by the literature on GPTs,
we know that it is empirically reasonable to assume that, in the large mass of discoveries, GPTs
are quite rare.!® In the present framework, this amounts to assuming that pg is low. Therefore,
even if GPTs create scale effects, their measure S; is small (moreover, one has limp,_,o S; = 0).

The intuitions behind these results are the following. The intensity of inter-sectoral knowledge
diffusion is E [0©:] = pgyLi+pmb. The resulting pool of knowledge and law of knowledge accumula-
tion in any sector w are P, = Py = (ps + payLt + pmb) Xt and Xt = Xt = Aol (¥, 9) Py, Vw € Qy,
respectively. Hence, the marginal productivity of labor in R&D is %’l": = Ao (ps + payLt + pm0) xt-
Contrary to the previous case analyzed in Subsection 4.2.1, the pools of knowledge now depend on
the size of the economy L;, and so does the marginal productivity of labor in R&D. That is why
there are scale effects. However, the key point here lies in that, since the probability pg is low, the
impact of L; on the marginal productivity is weak, and thus scale effects are not significant.

To sum up, allowing the occurrence of GPTs in the present framework does not necessarily
contradict empirical findings along which there is no evidence of the presence of scale effects.

19See, for instance the essays included in Helpman (1998).
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4.2.3 Size of the economy, expanding knowledge diffusion, complexity and specializ-
ation

In 4.2.1 and 4.2.2, the diffusion of medium knowledge was assumed to be independent of the size of
the economy L; (i.e. the expanding and specialization effects were neutralizing each other). Now,
we relax this simplifying assumption by considering that medium knowledge diffuses on a subset
of sectors of measure 6;, which is function of N; = «vL;, and we study how this affects scale effects.
More particularly, we aim to investigate under which reasonable assumptions on the diffusion of
medium knowledge, one can obtain a Schumpeterian growth model in adequation with empirical
evidences along which there are no (significant) scale effects.

In order to focus on the part played by medium knowledge diffusion, we assume that there
are no GPTs (their impact on scale effects has been previously studied in 4.2.2) and we consider
more general assumptions on how inter-sectoral knowledge diffusion expands, or contracts, when
the size of the economy, L;, increases (i.e. we return to the general case of diffusion of medium
knowledge presented above in Subsection 3.1.1-4). Formally, we assume pg = 0 and 6; = 0 (L;).
Accordingly, from (6), (13) and (14), the intensity of inter-sectoral knowledge diffusion is E[©;] =
E[0:] = pm0 (L) ,Yw € Qy, the growth rate is g¢ (¢, p) = Aol (¥, ¢) [ps + pmb (Lt)] + n and the
measure of scale effects is S; = Aol (¢, ) pm6’ (Ly).

Clearly, S; - which measures the impact of L; on g; (¢, p) - depends on the sign of the derivative
0’ (L), that is of the relative significance of the expanding and specialization effects. The case in
which the expanding effect overcomes the specialization one (8’ (L;) > 0) is analyzed in Proposition
9, while the case in which the specialization effect overcomes the expanding one (6’ (L;) < 0) is
studied in Proposition 10.

Expanding diffusion of medium knowledge (¢’ (L;) > 0) and complexity.

Proposition 9. Assume pg = 0, p,, > 0, and 0, = 0 (L), where 0 (.) is a function of class C?.
If 0’ (L;) > 0, then the measure of scale effects S; is positive. There are scale effects only because
the expanding effect overcomes the specialization effect (6’ (Ly) > 0).

In this proposition, scale effects result not from the presence of GPTs (p¢ is assumed to be
nil), but only from the fact that medium knowledge diffusion expands with L; (i.e. 6’ (L;) > 0).
However, as shown in the following corollary, adding some extra assumptions on the function 6 (L;)
allows us to mitigate the empirical and theoretical issues involved by the presence of scale effects
while maintaining expanding diffusion.

Corollary. Introducing a “complexity effect”.
a) If 0" (L) <0, then S; < 0,Vt: the measure of scale effects is decreasing over time.
b) Iflimp, . 0 (L) = 0,20 then lim;_.o Sy = 0: scale effects asymptotically vanish.

This corollary basically shows that the non desirable property of scale effects can be alleviated
by assuming that the speed at which medium knowledge diffusion expands is at some point lower
than the one at which the size of the economy increases. Within our framework with inter-sectoral
knowledge diffusion, this can correspond to the fact that the speed at which the scope of knowledge
diffusion expands is curbed down by the proliferation of sectors (6 (L;) assumed concave, as in point
a), or/and to the fact that this scope becomes asymptotically constant (limr, o 6’ (L:) = 0, as in
point b).

To sum up, Proposition 9 and its corollary show that, even if there are scale effects induced
by the fact that the expanding effect overcomes the specialization effect (6’ (L;) > 0), they can be
mitigated by the introduction of a “complexity effect” (6" (L¢) < 0 or/and limp, o 0’ (L) = 0),
allowing us to match empirical evidences and to have a non explosive growth rate. Here, the
size of the subset of sectors that are impacted by sectors producing medium knowledge increases
(¢’ (Ly) > 0) but less than the size of the economy; in other words, knowledge diffusion expands,
but it is slowed down by increasing complexity.

20In fact, this limit case corresponds to the case presented in 4.2.1 (see Proposition 7) in which it had been
assumed that 0 (L¢) = 6.
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Contracting diffusion of medium knowledge (6’ (L;) < 0): specialization.

Proposition 10. Assume pg =0, p,, > 0, and 0; = 0 (L), where 0 (.) is a function of class C?.
If 0' (L;) < 0, then the measure of scale effects Sy is negative. Here, the growth rate decreases as
the size of the economy increases because the specialization effect overcomes the expanding effect

®' (L) <0).

This proposition exhibits a result along which the growth rate of the economy is impacted
by the size of the economy, but negatively. The growth rate decreases as the size of the economy
increases due to the fact that the expanding effect is outweighed by the specialization effect. Why is
it so? In fact, from Assumption 1, we know that the number of sectors increases as the population
level increases. Furthermore, even if this framework considers inter-sectoral knowledge diffusion,
specialization (i.e. 8’ (L) < 0) implies that sectors are less likely to interact: here, the diffusion
of knowledge tends to contract.

The intuitions behind the results obtained in Propositions 9 and 10 are the following.

The pool of knowledge and the law of knowledge accumulation in any sector w, w € ), are
Puwt = Pr = [ps + pmb (Lt)] x¢ and xwt = Xt = Aol (¢, @) Py, respectively. Therefore, the marginal
productivity of labor in R&D activity is %—i‘t‘ = Ao [ps + pm0 (L¢)] x¢- Here, the pools of knowledge,
and thus the marginal productivity of labor in R&D, depend on the size of the economy L;. This
impact is unclear since one has 2!

55 (B =20 14 00 0t (L) (16)

In Proposition 9, it is assumed that 6’ (L;) is positive. Then the marginal productivity of labor

in R&D increases with the size of the economy, since 8% (%) > 0. Here, since the expanding
t t

effect overcomes the specialization one, when the number of sector increases, each sector interacts
with an increasing number of sectors. Hence, as the size of the economy increases, the size of the
pools of knowledge, and thus the marginal productivity of labor in R&D, increase. That is why
there are scale effects. However, one can mitigate these effects by making some extra assumptions
on 6 (.). If 8” (L;) is assumed to be negative (i.e. if the diffusion of knowledge does not expand as
fast as the size of the economy), then the measure of scale effects decreases over time (S; < 0). This
results from the fact that the marginal productivity of labor in R&D does not increase as fast as
the size of the economy: increasing complexity somehow dilutes scale effects. If it is assumed that
limy, o0 0 (Lt) = 0, then scale effects asymptotically vanish because the marginal productivity of
labor in R&D increases less and less as the size of the economy increases, and eventually becomes
constant asymptotically: increasing complexity suppresses scale effects.

Basically, the underlying idea consists in assuming that, as the size of the economy (and thus
the number of sectors) increases, the knowledge produced in each sector impacts a growing number
of sectors (expanding knowledge diffusion). However, complexity implies that the proportion of
sectors impacted within the economy decreases and eventually tends to zero. This explains the
presence of scale effects, but also why they may progressively vanish as the size of the economy
increases.

In Proposition 10, it is assumed that ¢’ (L;) is negative. Then the marginal productivity of

labor in R&D decreases with the size of the economy, since BiLf (%:) < 0. Here, the specialization

effect overcomes the expanding one. Accordingly, when the number of sector increases, each sector
is likely to interact with a decreasing number of sectors (specialization effect). Hence, as the size
of the economy increases, the size of the pools of knowledge, and thus the marginal productivity

21The impact of L; on the marginal productivity of labor in R&D is given by

o [0Oxt 1o} , BXt}
9 (XY Z o2 (pe + pim6 (L = \o |pm0’ (L s+ pmf (Ly)) 2
or () = 3 (e + 2 (L] xt) = A0 [P’ (L) xe + s+ 90sd (L))

Furthermore, one has 27)51 = BiLt (XoeAal(w‘@(psﬂ’me(Lt))) = Aol (¥, ) pmb’ (Lt) xt. One obtains é)iLt (%—ﬁ) =

Ao {1+ [ps + pm0 (L) Aol (¥, 9)} pm 0’ (Lt) xt- Since gy, (¥, ¢) = [ps + pm0 (Lt)] Aol (1, ), one gets (16).
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of labor in R&D, decrease.?? That is why this framework exhibits negative scale effects.??

4.2.4 Why the presence of inter-sectoral knowledge diffusion and the absence of scale
effects can be compatible: main results

The previous analysis enabled us to obtain a Schumpeterian growth model that does not exhibit
scale effects (or at least not significant ones), in which public policies have an impact on the
growth rate, in which GPTs can occur, and in which medium knowledge diffusion may be affected
by the fact that the size of the economy increases. In order to comply with these commonly agreed
empirical facts, we specified several reasonable assumptions on inter-sectoral knowledge diffusion:
namely on the occurrence of GPTs (i.e. on the probability pg) and on the way medium knowledge
diffuses (i.e. the impact of the size of the economy L; on the diffusion of medium knowledge, that
is on the shape of the function 6 (L;)). In Proposition 11 below, we recapitulate the main results
regarding the link between knowledge diffusion and scale effects. Most of these results have been
proven in the propositions previously presented in the paper. In particular, we have isolated the
effects of GPTs (4.2.2) and of the diffusion of medium knowledge (4.2.3); these two effects can
now be considered together (see points 3 and 4 of the proposition). Finally, following Peretto &
Smulders (2002), we will conclude our analysis by defining a concept technological distance that
we will use to reinterpret our main results.

Proposition 11. If p¢ > 0, p,, > 0, and 0; = 0 (L), where 6(.) is a function of class C?,
then the scope of knowledge diffusion is B[O = payLi + pmb (L), the growth rate is g (v, @) =
Aol (¥, ¢) (ps + E [0:]) + n, and the measure of scale effects is St = Aol (¥, ¢) [pay + pm&’ (L+)].

1. If p¢ = pm = 0 (i.e. ps = 1), then E[©;] = 0 (i.e. there is no inter-sectoral knowledge
diffusion). Therefore, Sy = 0 (i.e. there are no scale effects) due to the absence of inter-
sectoral knowledge diffusion.

2. If pc = 0, pm, > 0 and 0 (L) = 0 > 0 (the expanding effect and the specialization effect
compensate each other: 6’ (Ly) =0), then E 0] = p,6 > 0 and S; = 0. In spite of the fact
that there is some inter-sectoral knowledge diffusion, there are no scale effects.

3. If p¢ > 0, pp, > 0 and 6; = 0 (L) with ¢’ (Ly) > 0 (the expanding effect overcomes the
specialization effect), then E [0 = pgyLt + pmb (L) > 0 and S; > 0. Due to both GPTs
and expanding diffusion of medium knowledge, there are scale effects. However, these scale
effects are not necessarily a problem:

o The impact of GPTs can be considered as weak, since pg can be assumed small.

o The impact of expanding medium knowledge diffusion can be mitigated by introducing a
complezity effect by assuming 0" (L) < 0 and/or limp, oo 0’ (Lt) = 0. Such a complex-
ity effects implies that scale effects diminish over time (St < 0) and/or they asymptot-
ically vanish (lim;_, Sy =0).

4. If pg > 0, pm > 0 and 6; = 6 (L) with 0’ (L) < 0 (the specialization effect overcomes the
expanding effect), then E[©;] = payLi+pmb (L) > 0 and S; % 0. The scale effects generated
by GPTs may be more of less offset by the specialization that contracts the diffusion of medium
knowledge.

We now provide some comments on each of the points of Proposition 11.

The first point shows that the absence of inter-sectoral knowledge diffusion (E[©,] = 0, or
equivalently pg = pm, = 0) is a sufficient condition in order to eliminate scale effects (this result
was established in Proposition 6).

22Here, the size of the pools decreases because, in this paper, knowledge diffusion formalization lies on the fact
that sectors share a more or less large number of stocks of knowledge, each of which being produced by a given
sector. Specialization implies that each sector interacts with fewer sectors as the number of sectors increases. Hence,
each sector will be able to use fewer stocks; that is why its pool of knowledge decreases with the size of the economy.
One could adapt the formalization to consider that it is the flow of knowledge inherent in each innovation that
diffuses and not the accumulated stock. On the distinction between these flows and stocks of knowledge, see Gray
& Grimaud (2016).

23 Jones (1999) obtains negative scale effects by using the assumption along which “the number of sectors grows
less than proportionally with population”.
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However, as seen in the second point (which summarizes the results of Proposition 7), it is not
a necessary condition to have fully endogenous growth model that does not exhibit scale effects. In
fact, there is no contradiction between the presence of inter-sectoral knowledge diffusion and the
absence of scale effects. Indeed, we have shown that a sufficient condition not to have scale effects
is that the scope of knowledge diffusion E[0,] is independent of the size of the economy. In our
framework, this occurs only in the case in which there are no GPTs (pg = 0) and there is medium
knowledge diffusion (p,, > 0) such that the expanding and specialization effects exactly balance
each others (6 (L;) = 0).

In the third and fourth points of Proposition 11, we investigate whether one can relax these
two restrictions on the way the knowledge created in some sectors may impact other sectors R&D
activities. Regarding GPTs, we have shown in Proposition 8 that they undoubtedly generate scale
effects. Nevertheless, since the occurrence of GPTs is rare, it is reasonable to state that these
scale effects are not significant. Therefore, the presence of GPTs does not lead to a model which
would contradict empirical observations regarding the absence of scale effects. Regarding medium
knowledge diffusion, it could be considered that the expanding and specialization effects do not
perfectly balance. Accordingly, the scope of knowledge diffusion, E [©,], would depend on the size
of the economy not only because of the presence of GPTs, but also because the scope of diffusion of
medium knowledge, 6 (L), is not independent of the size of the economy L;. In the third point, we
extend the results of Proposition 9 and of its corollary by considering simultaneously the presence of
GPTs and the fact that the expanding effect overcomes the specialization one (6’ (L;) > 0). Despite
the fact that, because E [0;] is increasing in L;, the model exhibits the non desirable property of
scale effects (S; > 0), it can still be in accordance with empirical evidence on this issue. First, the
impact of GPTs on scale effects is negligible. Second, the impact of expanding medium knowledge
diffusion on scale effects is reduced under the assumption of the presence of a “complexity effect”
(0" (L) < 0 and/or limy, 00 0" (Lt) = 0). In the fourth point, we extend the result of Proposition
10: it appears that - because the specialization effect overcomes the expanding one (6’ (L;) < 0)
- the measure of scale effects S; may be positive, nil, or even negative, depending on the sign of
pey + pmb (Ly). I pg > —%9’ (Ly), it is positive. But, as argued above in the comments of the
third point, there is no real problem regarding the scale effects issue. Besides, it is interesting to
note that, when the presence of GPTs is combined with the case in which the specialization effect
overcomes the expanding effect, one can obtain a model in which there are negative scale effects.
Indeed, the positive effect of the population size on the growth rate induced by the presence of
GPTs can be offset by the negative effect induced by the fact that specialization somehow dilutes
(contracts) the subset of sectors on which medium knowledge diffuses.

Remark: technological distance

Let us come back to the concept of technological distance mentioned above in Subsection 3.1. As
argued by Peretto & Smulders (2002), when the technological distance between the creators and
the users of knowledge increases, firms are less likely to be able to benefit from the knowledge
created by other firms. In our framework, the wider the expected scope of knowledge diffusion,
E [©.¢], the more likely firms are to interact. Accordingly, it is reasonable to consider that the
technological distance should decrease with E [©;]. We thus propose to define the technological
distance, that we denote by Dy, as follows:

1 1
= S
E[©:]  pavLi+ pmb (Ly)

Dy = [0; 00) (17)

All the previous results can be reinterpreted using the concept of technological distance, which
measures the significance of interactions between sectors’ R&D activities. The main results on
the link between scale effects and knowledge diffusion were presented in Proposition 11. In its
corollary, we present the link between scale effects and technological distance.2*

24This definition considers the technological distance between a given sector w and the sectors from which it
receives knowledge, that one could name its network. This sector w’s network comprises all sectors producing GPTs
(see the term pgyL¢ in (17)) and sectors in the neighborhood of w, [w — 6 (L¢) /2;w + 6 (L) /2], on the Salop circle
(see the term pm 0 (L¢) in (17)). The first and second derivatives of Dy are respectively

Dy pey+pmb (L) d 0°D;  2[pgY + pm8 (Lt)]* = pm0” (Lt) [pa YLt + pm0 (Lt)]

oL: 2 2 G2 3
t [payLt + pm0 (L¢)] i [payLt + pm0 (L¢)]
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Corollary. Scale effects and technological distance.

1. If p¢ = pm = 0 (i.e. ps = 1), then the technological distance Dy is infinite. Because there
are no interactions between sectors, there are no scale effects (Sy = 0).

2. If pc =0, pm > 0 and 0 (L:) = 6 > 0, then the technological distance is constant (Dy =
1/pmb). As the size of the economy increases, the significance of interactions between sectors
remains unchanged. That is why there are no scale effects (S =0).

3. If pg >0, pm >0 and 0y = 0 (L;) with ¢ (Ly) > 0, then ‘375: < 0. The technological distance
decreases with the size of the economy for two reasons: the presence of GPTs and the fact
that the expanding effect overcomes the specialization effect (i.e. 0’ (L) > 0). Because this
leads to more interactions between sectors, there are scale effects (S, > 0).

4. If p¢ > 0, pm > 0 and 0; = 6 (L) with 6’ (L) < 0, then gzL): % 0. The technological
distance can decrease or increase with the size of the economy. Indeed, the presence of GPT's
tends to make D, decreasing; conversely, the fact that the specialization effect overcomes the
expanding effect (i.e. §' (L) < 0) tends to make Dy increasing. Consequently, there might be
scale effects or not, and even negative scale effects (S; % 0).

Peretto & Smulders (2002) present an endogenous growth model in which they “posit a mech-
anism whereby technological distance increases with the size of the economy”. Their assumption
corresponds to the ones considered in our point 4 when ’9DI > 0, which occurs if the specialization
effect overcomes not only the expanding effect (i.e. ' (L;) < 0) but also the presence of GPTs (i.e.
0 (L) < —’;T‘f}). These types of assumptions lead to models that can exhibit positive or negative
scale effects.

Besides, in Peretto & Smulders (2002), scale effects always vanish asymptotically because the
occurrence of new lines of research (“accumulation along the extensive margin”) “leads to higher
specialization in firms’ R&D activities and to dilution of spillovers”. We obtain a similar result
in our point 3 even if, contrary to their assumption, we assume that the technological decreases

with the size of the economy. In this case, assuming 6” (L;) < 0, one gets 8821% > 0: because
t

the technological distance decreases less quickly than the size of the economy increases, scale
effects diminish over time (St < 0). Furthermore, if one assume that pg tends to zero and that
limy, o0 @ (Lt) =0, then limy, o0 glL): = 0: because the technological distance becomes constant
asymptotically, scale effects asymptotically vanish (lim;_ . Sy = 0). This limit case of point 3 is

in fact the point 2.

5 Conclusion

This paper develops the idea that there is a close link between the fact that fully endogenous growth
models exhibit (or not) the non desirable scale effects property and the intensity of knowledge
diffusion considered in such models.

This link clearly appears at first when studying two polar cases of Schumpeterian models. On
one end, a model assuming knowledge spillovers across all sectors (i.e. considering that the R&D
activity of each sector uses a pool of knowledge that comprises all the knowledge accumulated in the
economy) exhibits scale effects. On the other end, a model assuming no inter-sectoral knowledge
spillovers (i.e. considering that the R&D activity of each sector uses a pool that consists only of
the knowledge accumulated so far within this sector) does not display scale effects. The underlying
reason of the link between scale effects and knowledge diffusion is found in the impact of the pools
of knowledge on the marginal productivity of labor in R&D. The basic insights are as follows. The
wider inter-sectoral knowledge diffusion, the larger the pool of knowledge used by each sector’s R&D
activity. Then, the more knowledge diffusion spreads with the size of the economy (as measured
equivalently by the number of sectors or by the population level), the more likely an increase in the
size of the economy will lead to larger pools of knowledge, implying a higher marginal productivity
of labor in R&D activity, more innovations, and thus a higher growth rate. Hence, the more
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knowledge diffusion spreads along with the size of the economy, the more likely the model will
display scale effects.

Accordingly, it becomes obvious that a sufficient condition to have a scale-invariant fully endo-
genous growth model is to assume no inter-sectoral knowledge diffusion. In fact, this has been the
main channel used in the literature to remove scale effects while maintaining the effect of R&D
policies on the growth rate. However, the point is that the assumption along which there would
be no inter-sectoral knowledge spillovers is not reasonable, neither theoretically nor empirically.
Indeed, many papers have emphasized that knowledge produced in a given sector may be used by
the R&D activities of other sectors (see, for instance, Romer 1990; Scotchmer 1991; Griliches 1992,
1995; Aghion & Howitt 1998; Weitzman 1998; Hall 2004; Jones 2005; Hall, Mairesse & Mohnen
2010). Besides, as detailed for instance in Bresnahan & Trajtenberg (1995) or in Helpman (1998),
the occurrence of general-purpose technologies (GPTs) seems indubitable.

We therefore face the following theoretical paradox: there is (some) knowledge diffusion across
sectors - including the one resulting from GPTs - but there are no scale effects (or at least they
are not empirically significant) and, at first glance, knowledge diffusion implies scale effects.

In this paper, we investigate whether this paradox can be overcome and we show that it is in
fact only apparent. In that respect, we use a new methodology: we introduce explicitly knowledge
diffusion over a Salop (1979) circle in a standard Schumpeterian growth model; in particular, the
formalization we provide explains how knowledge diffusion shapes the pools of knowledge used
by R&D activities, and thus determines the significance of scale effects. The first basic result we
obtain within this framework confirms that if there is no inter-sectoral knowledge diffusion, there
are no scale effects, precisely because the size of the pools is minimum.

Then, this leads us to tackle the aforementioned paradox. We first build a fully endogenous
growth model in which scale effects are cancelled while maintaining some inter-sectoral knowledge
diffusion. Even if it solves the paradox, this model is somehow restrictive on the way knowledge
diffusion is considered: it does not allow for the occurrence of GPTs and moreover the scope of
diffusion of knowledge is not impacted by the size of the economy. Then, we isolate the impact of
GPTs on scale effects and we show that, even if a model that considers the possible arrival of GPTs
displays scale effects, these effects are not significant since their strength depends on the probability
of occurrence of GPTs which is obviously low. Finally, we introduce more general assumptions on
how knowledge diffusion expands (or contracts) when the size of the economy increases and we
determine under which sets of assumptions one can obtain Schumpeterian growth models that
comply with most of the commonly agreed empirical facts - namely the absence of significant scale
effects, the impact of public policies on the growth rate, and somehow realistic interactions among
sectors R&D activities (including the occurrence of GPTs).

6 Appendix

6.1 Law of knowledge accumulation - Proof of Proposition 1

Consider any given sector w, w € 4, and a time interval (¢,¢ + At). The level of knowledge in
this sector at date t is x.:. Let k, k € N, be the number of innovations that occur during the
interval (¢,t + At). Accordingly, under Assumptions 2 and 3, the level of knowledge at date ¢t + At,
Xwt+At, 1S a random variable taking the values {x. ¢+ koP,.} kEN with associated probabilities

b+ A k
{(ft“r Aydu)” A gy
7l

keN
Then, the expected level of knowledge at date ¢t + At is

0 ( At /\lwudu>k

t _ At ”
EXot+ad = Z Ll e ST Auud [Xwt + koPot]
k=0 !
k _
= (ftH_At )\l‘*’“du> frat > ( tt+At )‘lwudu> [N d
= w w )\l d —Jt wudU
Xl K P / ot ] 2=y ‘
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(2 Ay )

. . K t+At
As K — oo, the MacLaurin series ), ~~——3"*—— converges to eli A

wu®  One gets

t+At
AL t+At _ [t+At
IE [XUJ t-‘rAt} = theft )\lwudu + Upwt (/ Alwudu> eft Alwudu‘| e ft )\lwudu
t

t+At
< E[Xwt+at] = Xwt + Ao (/ lwudu> Pt
t

Let A, denote a primitive of [, with respect to the time variable u. Rewriting the previous
expression, one exhibits Newton’s difference quotients of E [x,:] and of Ay;:

E [Xw t+At] — Xwt —\o Awt+At — Ay
At At

Pw t

Finally, letting At tend to zero, one gets %Xt“] = Xwt = A0l P, This proves that the expected

knowledge in any sector w is a differentiable function of time. Its derivative gives the law of motion
of the expected knowledge as given in Proposition 1, in which the expectation operator is dropped
to simplify notations.

6.2 Decentralized economy - Proof of Proposition 4

Appendix 6.2 provides the detailed analysis of the decentralized economy. In particular, we fully
characterize the set of equilibria as functions of the public tools vector (¢, ). More precisely, we
derive the time paths of set of prices and of quantities in the case of constant population growth.

The representative household maximizes her intertemporal utility (8) subject to her budget
constraint, i)t = wy + r¢by — ¢; — nby — Ty /Ly, where by denotes the per capita financial asset and
where T} is a lump-sum tax charged by the government in order to finance public policies. This
yields the usual Keynes-Ramsey condition:

Tt = gc, TP (18)

In the final sector, the competitive firm maximizes its profit

w =@ [

Xoot (Tt ) ¥ dw — w LY — / (1 =) quiTordw
o)

Q¢

The first-order conditions with respect to L} and z,; give respectively

—L and qu = (LY )M Xt ()~
Lz/ wt 1 _ w

Given the production function (11), in each intermediate good sector w, w € €, the
incumbent monopoly maximizes its profit

1
wy = (1—a) ,Vw e (19)

ﬂ-tzw = qutTwt — Yut = (th - th)xwta (20)

where the demand for intermediate w is given in (19). The first-order condition with respect to
QQ(LX)(lia)th(xwt)ai

1
Ty gives =0 — Xwt = 0,Vw € Q4.
Hence, one gets the usual result of symmetry in the use of intermediate goods:

2 T—a
Tyt = T = <1O_Zw> LZ,VwGQt (21)

The final good production function (10) can be rewritten using (21) together with the definition
of the whole disposable knowledge in the economy (1); one gets

Q2 \To= v
Yo={1=y Lk 22
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Log-differentiating (22) with respect to time gives

gy, = 9Ly + 9k, (23)

The final good resource constraint (12) can be rewritten using (21) together with (1) and (11);
1

one gets Y; = Lyc; + [o?/(1 — )] == LY K;. Dividing both sides by Y; and using (22), one gets

Lic;/Y: = 1 —a?/(1 —v). Log-differentiating this expression gives gz, + g, — gy, = 0. Since
gr, = n from Assumption 1, one gets

th = gCt +n (24)

The wage and the price of intermediate goods given in (19) can be rewritten using (22) and (21),
respectively:

a2

wt:(l—a)(lw

From (21) and from the marked-up price of intermediate good w given in (25), one can rewrite
(20), the instantaneous monopoly profit on the sale of each intermediate good w, as

1—a
) K: and qu; = %,Vw e (25)

2 T—o
oo = | aa (1611#) LY X, Yo € (26)
Let us now consider any R&D activity w, w € ), and derive the innovators’ arbitrage con-
dition. Given the governmental intervention on behalf of R&D activities, the incumbent innovator
having successfully innovated at date ¢ receives, at any date 7 > ¢, the net profit 7%« = (1+ p)nZ«
with probability e~/ Meudu (i.e. provided that there is no innovation upgrading intermediate
good w between ¢ and 7). The sum of the present values of the incumbent’s expected net profits on
the sale of intermediate good w, at date ¢, is therefore Iy~ = [ 72we~ ST (rut Xy Jdugr - Differ-
entiating this expression with respect to time gives the arbitrage condition in each R&D activity
w:

ﬁww ~ T
D vweq, (27)
fipe T

Tt+>\lwt =

The free-entry condition (i.e. zero profit condition) in each R&D activity w is w; = A7, where
wy is the unit cost of labor, given in (25), and where AII{* is the expected revenue when one unit
of labor is invested in R&D.2% This gives

~ N 1— 2 T—«
waﬂ§a< a > i, Yw € Q (28)

x \1-vw

Log-differentiating (28) with respect to time gives II7* /TI¥* = gi,. Moreover, from (26) and (28),
one has

11—« o? T-a Y
are ()2 (25) 7T L (14 g)ral v

_ — = = ,Vw c Qt
T B ey 1—-y)K
I Lo (1%) K, (1—9) K
Accordingly, the arbitrage condition (27) writes
1 ALY Xo
rt Al = e, + APl Xt (29)

(1 —=)Ky

As usual in the standard literature (see footnote 11), in order to keep the model tractable,
we make the standard symmetry assumption, in which [, = Iy and xor = X3¢, Vw € ;. Under
symmetry, one gets the following results:

e The labor constraint (9) (using N; = vL; from Assumption 1) becomes

Ly=1LY + / Iy dw =LY + Niy = LY +yLyl; (30)
Qy

25Indeed, innovations in sector w are assumed to occur with a Poisson arrival rate of Al for one unit of labor is
invested in R&D activity w, the probability to obtain one innovation at date ¢ is thus A\. Moreover, its value, taking
into account the R&D public policy, is Hf““.
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e The whole disposable knowledge (1) becomes K; = Nix:. Besides, since one has Ny = vL; and
gr, = n (Assumption 1), one obtains

9K, = gXt +n (31)

e In any sector w, the pool of knowledge and the law of knowledge accumulation (Propositions
1 and 3) rewrite Py = Pr = (ps + E[O4]) x¢, Vw € Q, and xwt = Xt = AolyPe,Vw € Qy,
respectively. Consequently, the growth rate of knowledge in any sector w is

Ixwt = 9Ix¢ = Ao (pS +E [G)t]) lt ) Vw € Qt (32)

e The arbitrage condition in any R&D activity w, w € 4, (29) becomes r + My = gk, +
Y
%\%. Furthermore, using (31), (32) and N; = vL; (Assumption 1), one gets

(1+ o) aL)

ret e = A0 (ps + B[Ol + 4+ 7 o

(33)

In the following system, we summarize the equations that enable us to characterize the equi-
librium:

Tt:gct +,0 18

2

1
Tyt = Ty = <£7) e Lf,Vw c Qt 21

Y, = (137) LYK, 22
23

24

(18)
(21)
(22)
9y, = 9Ly + 9k, (23)
9, = Gge, T 10 i (24)
wy = (1 — ) (%) UK, and g = Xet ey (25)
9K, = 9x, + 1 (31)
ngt = gXt = )‘U (ps + ]E [@t]) lt ) vw € Qt (32)

(33)

Y
re+ My = Ao (ps + E[0]) I +n + {FEo e 33

From (18) and (33), one gets

(1+ p)AaL)
(1 —p)yLy

Using (23), (31) and (32), one has gy, = gpy +9x, = gy + 9y, tn =gy + Ao (ps + E[O:]) [, +n.
Then, from (24), one obtains

geo + P+ Aly = Ao (ps + E[O:]) 1, +n + (34)

Ge, = gry + A0 (ps + E[O]) s (35)
Combining (34) and (35) gives gy +p+ A, =n+ %. Using (30), and rearranging the
terms, one gets
A 1+¢ ] Y A
—— |1+ —a| Ly =n—p—— 36
sy =g [V e I =0 p- (36)

In order to solve this differential equation in L), we use a variable substitution: let X; = 1/L} .
Log-differentiation with respect to time gives gx, = —g¢ Ly - Substituting into (36) gives the follow-
ing first-order linear differential equation in X;:

A 1+<,0}1 A . (/\ ) /\{ 1+¢}t
—g9x,——— |1+ —«a| ==n—p—— Xy —|—+p—n | Xg=— |1+ ale ™
X ’YLt{ 1-9 p vy ! vy P ! v 11—

Its solution is




A, A 1+ A 1+ _
= X, = (,{‘{er n)t Xy — 1 1 -y nt
Pee T X+ +1—¢a +/\+w +1—wa ‘

Accordingly, one gets
A+qp

L =
Gt 292 - x (14 1220) |+ (14 180 e

Using the transversality condition in the program of the representative household, one obtains

y g 0=-9)(0+5)

Therefore, one has gy y = n. From (30) and (37), one gets

1LY 1 1(0-9)(1+2) 1 Ay +p
; _ oL 11 A2 AT 38
R P R T s s sy R ,\<1+%2‘2a) o

The set of Schumpeterian equilibria defined in Definition 1 - i.e. the quantities and prices
as functions of the public policy tools vector (¢, ¢) - can now be fully characterized. The equi-
librium labor partition is given by (37) and (38). From (21) and (37), one gets the equilibrium
quantity of each intermediate good w, . (¥, ¢) = x+ (¥, p),YVw € Q. From (32) and (38), one
gets the growth rate of knowledge in each sector w at equilibrium, g, , (¥,¢) = gy, (¥,¢) =
Ao (ps + E[04]) L (¥, ) ,Vw € Q. Then, since gy = n, the equilibrium growth rate of the eco-
nomy is ey ('l/}7 90) = 9y, (1/)7 90) —N = JgK, (1/}7 90) = Ix: (1/]7 90) TN =g W» 30) FinaHY7 the equilibrium
prices are obtained using (18) and (25) (price of the final good normalized to one). The interest

2

rate is 71 (4, 0) = g0 (1, 60) +p, the wage is w (1,¢) = (1-a) (125 ) " Ki (¥,) and the prices of

intermediate goods are g (¥, ) = g (¢, p) = M, Yw € Q, where K; (¢, p) = edo 9:()ds

ayLy
This proves Proposition 4.
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