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Tee KNOWLEDGE REVOLUTION:

Its IvPacT on CoNSUMPTION PATTERNS
AND REsource Use

Graciela Chichilnisky*

The Golden Age of Industrial Society

ince World War [, the world economy ¢xpanded at an impressive pace,
and world trade increased thre= times more than world production. During
this pericd industrialisation became an irresistible tread. made global by
the dynamucs of internatonal markets. This was the goiden age of indusmial
society.
Today. the industrial society faces the risks created by its own success.
Its growth has been accompanied by a voracious use of natural resources and by
increasing inequalities betwesn industrial countries and the rest of the world
(Worid Resources: People in the Environment. 1994-1995). Industrialisation to
date has bezn based on energy. [t has been, and continues to be, based on the
burning of tossil fuels, and the attendant emission of carbon dioxide. Recent
discoveries indicate that carbon emissions can cause climate change. In addition
to burning tossil fuels, the process of industrialisation has invoived massive
clearing of wooded lands, such as forests, where most of the worid’s biodiver-
sity has been found. Today the extent of a country’s industrialisation can be
measured directly by the amount of energy and natural resources that it uses.
While only 20 per cent of the worid’s population lives in industrial
societes, through global trade the success of industrialisation. has.magnified the
use of fossil fuels and other natural resources worid-wide. The international
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market mediates the relationship between industrial nations and developing
countries—the North and the South. With few exceptions, economic develop-
ment can be read from the composition of a country’s exports. The developing
South specialises in resources, which account for 70 per cent of the exports of
Latin America and almost entirely for those of Africa, while the industrial
North specialises in products that are intensive in capital and knowledge. By
contrast, the most successtul industrialising nations in East Asia have swiftly
moved into technology-intensive products, and have shaped their markets to fit
their development nesds. On the whole. however, the extraction and use of
natural resources across the world has reached a scale that is unprecedented by
historical standards. ‘

The world’s use of resources is not even. The gap in energy and
natural-resource use between industrial and developing nations is striking: the
average person in an industrial nation consumes 10 times as much energy as a
person in the developing world. People in developing countries are more
parsimonious in their use of energy: they producs more economic output from
each unit of energy they use: m 1991 the industrial (OECD) countries
accounted for 37.4 per cent of the world’s output, but they used about 52.4 per
cent of the world’s energy.' In this sense. developing countries’ energy use can
be said to involve less waste.

Today, the pattern of resource use in the world economy is clear: most
resources are used in the industrial countries which house 20 per cent of the
world’s population.z For example a single country, the United States, uses
about 25 per cent of the petroleum produced in the world, although it has less
than 4 per cent of the world’s population. This may be traced to resource
patterns of resource use and consumption that have been encouraged by
institutions created and led by today’s Western industrial societies. Since the
end of colonialism, development policies encouraged by the Bretton Woods
instirutions (The World Bank. the IMF) have perpetuated a pattern of develop-
ment in which the world’s less advanced countries play the role of resource
producers and exporters, resources which are then imported and over-
consumed in the industrial nations. This pattern oftrade~and the attendant lo-
resource prices, is in great part explained by the historical difference
property rights between the North and the South in the context of a rapiu
expansion of global markets (Chichilnisky, 1994a). Countries in the latter hold
most resources as common property, while in industrial economies these are
on the whole private property. Differences in property rights have been
invoked successfully in explaining the fact that the South extracts natural
resources for the international market, selling these below real costs
(Chichilnisky, 1994a). As a result, the North over-consumes resources and the
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South over-extracts them. In a world where agricultural societies trade with
industrial societies, global markets magnify the extraction of natural re-

sources and as a result wortd exports and consumption of resources exceed . . .

what is opnmal (Chichilnisky 1994a).

These facts have led to the view that today’s global environmental
problems. such as climate change and extensive biodiversity- loss, are due
‘mostly to the patterns of consumption and resource use in industrial nations.
This view has merit in the short run. In the long run, however, the fate of the
world's resources is likely to depend on the developing world. For these
reasons this paper concentrates on today's patterns of developmen: for
industrial nations, and on future parterns of development for the rest of the
world. It advances a vision of a new society in which humans live in harmony
with each other and with nature, and describes the transition to this new
society as a ‘knowledge revolution’. This refers to a swift period of change.

that is already partly underway in industrial nations, but requires new institu-

tions and policies in order to reach a sustainable outcome.

I propose here the introduction ot new institutions and policies which
can lead the transformation of industrial society into a sustainable society
through the knowledge revolution. As part of these institutions, [ propose the
creation of a new type of market organisation, involving markets that trade a
mixture of private and public goods. These new markets require new regimes
of property rights, also proposed here, and carry with them the seed of a human
oriented society, which. by its own functioning, encourages a better disturibu-
tion of knowledge and of natural resources.

A similar vision is proposed for the future of developing natioms,
which. through their own knowledge revolution, could be transformed into
sustainable societies in the furure, often bypassing the stages of heavy industri-
alisation that are damaging to people and their environment.

The arguments proposed here are supported by economic theory,
presented in Appendix L and by empirical evidence, presented in various
figures and tables across the paper and explained in Appendix II. The vision is
global, and is orierted to transforming today’s economies into-aa~agtrument of
human welfare and knowledge creation, leading to sustainable patterns of
consumption and resource use..

Global Patterns of Consumption and Resource Use

Biodiversity destruction and climate change are two pressing problems in the
global environmental agenda. Economic activity is the driving force of climate
change and bicdiversity destruction. Both originate in current patterns of
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consumption. and resource use. As already explained, the economic acuvity of
industrial nations, which house less than 20 per cent of the world population,
originates 60 per cent of giobal emissions of carbon dioxide that could
potentially change the global climate. Industrialised countries consume, on
average, 10 times more copper. three times more roundwoed, |5 times more
duminium. and 10 times more fossil fuel per capita than developing countries
(World Resources: People and the Environment. 1994-1995, and Chichilnisky,
1995-1996). The destruction of forest ecosystems that accompanies industrial-
isation is believed to be the main source of global biodiversity loss (World
Resources: People and the Environment, 1994-1995).

Fossil fuels and forest destruction are at the root of the giobal eaviron-
mental probiems. Industrial scciery depends on fossil fuels, and industrialisa-
tion has led to most of the destruction of the worid’s forests in contemporary
society. From this perspective. without changing industrial countries’ patterns
of consumpticn and resource use there would be 0o solution to the world’s
most important giobal environmental problems. The main issue is the North's
use of resourcss and its patterns of consumption today. It is useful to reflect on
the fact thar the probiem originates from industrialisation rather than from
poiitical organisation. Environmental problems are certainly not reswicted to
capitalism. Some of the worst examples.of environmental overuse are found in
planned economies, such as in the countries which used to be part of the Soviet
Union.

The contribution of developing countries is more ambiguous and
complex. Many developing countries are embarked on, and aspire to, their
own process of industrialisation. [f, however, they were to replicate the pattern
of resource use of industrial countries, 50 years from now they could become
the major source of global environmental damage; this could spell disaster.
Another aspect is that the developing countries are the source of most exports
of natural resourcss used in the world. Indeed industrial countries’ extensive
use of resources are associated with resource-intensive patterns of economic
growth in many developing countries, patterns that have prevailed since the
end of colonial rule 50 years ago. The situation has~been-summarised as tt
developing countries overexploitation of resources which are exported 2
over-consumed in the industnial countries. A case in point is the petroleum
market, which accounts for most of the energy used in the world (World
Resources: People and the Environment, 1994-1995). The mineral fuel cate-
gory of merchandise trade provides an extreme case of delivery of a primary,
non-renewabie item from developing to industrialised countries. By 1990
nearly three fourths of all Southern exports in this category were sent to OECD
countries (World Resources: People and the Environment, 1994-1995, p. 14).
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Sustainable Development and the Knowledge Revolution

Today the world faces a major challenge: to tind practical paths tor sustainable
development. This means finding ways to reorient consumption patterns and
use of natural resources in ways that improve the quality of hum.m life, while
living within the carrying capacity of supporting ecosyste'nb It requires
building economic systems where basic nesds’ are satisfied across the world,
while protecting resources and ecosystems SO as not to deprive the people of
the fucure from satistying their needs. It requires building a tuture in which
humans live in harmony with nature. We are tar from this goal: indeed in many
ways the world economy is moving in the opposite direcuon. The task is
daunting.

Just as the environmental problems generated by indusirial society are
becoming a threat to human welfare, indusirial society is in the process of
transforming itself. The rapid pace of this process of change has led me to call
it a revolution. The change is centred in the use of knowledge and, for this
reason, [ call it the knowiedge revolution’.” Whar characterises this so-cailed
knowledge revolution?

The question is best answered in a historical context. by contrasung the
curreat situation with the agricultural and the industrial revolutions, two
landmarks in social evolution. Neither of the two previous revoiutions is
complete. Across the world today we find pre-agricultural societies populated
by nomadic hunters and gatherers, and most of the developing world is still
living within agrarian societies. While the two previous revolutions are sull
working their way through human societies. knowledge is becoming a leading
indicator of change.

There is nothing new in knowledge leading to and zmumpatmo change.
Both the agricultural and industrial revolutions involved new knowledge. The
agricultural society evolved from new knowiedge about how to use sesds.
leading to larger sedentary human societies that exploited agricuiture. Land is
the most important input of production in the agricuitural society, the determi-
nant of economic progress and of wealth, and the labour that powers-agricul-
tural production is the most important fuel of agricultural society. The next
major social change was the industial revolution, which emerged from the
discovery about how to harness energy through the steam engine and the
internal combustion engine. Capital in the form of machines then became the
most important input of production, and the most important determinant of
wealth and economic progress. Fossil fuels, such as coal and petroleum power
engines, and became the most important fuel of industrial growth. The next
major change was also driven by knowledge: the discovery of electronic means
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of processing, organising, storing and communicating information. This dis-
covery is leading to the knowledge revolution.

Knowledge means the ability to choose wisely what to produce, and
how to produce it. This ability is becoming the most imporant input of
production, and the most important determinant of wealth and economic
progress. It resides mostly in human brains rather than in physical entities such
as machines or land.

It is worth pointing out that the important input is knowledge rather
than information. This is the differencs betwesn the computer industry, which
is based on information technology, and other sectors such as the telecommu-
nication, biotechnology and financial sectors, which involve knowledge. In a
nutshell: knowledge is the content, information is the medium. The content is
driving change, facilitated by the medium.

Information technology is nevertheless a fue! for knowledge. Its abun-
dance and inexpensive supply helps fuel the growth of sectors such as
communications., biotechnology and finance. It does so the same way that
inexpensive and abundant human power (animals and often slaves) fuelled
agriculture in the agrarian society, and that inexpensive and abundant fossil
deposits (of oil and coal) fuel machines and economic growth in the industrial
society.

Information technology fuels knowledge sectors because it performs
the important role of allowing the human brain to expand its limits in the
production, organisation and communication of knowledge. However, in the
knowledge society, the most important input of production is not information
technology itself, but knowledge.

Characterising the Knowledge Revolution

What distinguishes the knowiedge revoliution from the two previous revolu-

tions, both of which originated also in the discovery of new knowledge? The -

knowledge revolution is distinctive because in it knowledge itself has become
the most important input to production. In previous revolutions the prima
inputs were private goods rather than knowledge: goods such as land -
machines, that were better utilised because of the new knowledge.

We may characterise the knowledge: revolution as a period of rapid
transition at the end of which knowledge becomes the most important input of
production, the most important factor of economic. progress and weaith. By
analogy, in the agricultural revolution land became the most important input,
and in the industrial revolution capital became the most important input. This
change is already taking place. There are some indications: the value of a
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corporation in the stock exchanges of the world is increasingly measured by its
knowledge assets, namely discoveries, patents, brand names and innovative

products, rather than from its capital base or its physical assets. This.means. ..

tha. knowledge-type assets (such as patents) are increasingly regarded as the
most important source of economic progress in the corporation, and of its
value. In terms of economic progress: knowledge of mathematics and sciences
has become a good predictor of national economic progress across the world,
see table | and figure 3 below.’ Today, more Americans make semiconductors
than comstruction machinery. The teiecommunications industry in North
America (U.S. and Canada) employs more people than the auto and the auto
parts industries combined. The U.S. health and medical industries alone have
become larger than defence, as well as larger than oil retining, aircraft. autos.
auto parts, logging, steel and shipping put together. More Americans work in
biotechnology than in the entire machine tools industry. Most U.S. jobs in the
last 20 years were generated in smaller, knowledge-intensive firms driven by
risk capital.

[n advanced countries such as the U.S., one-third of the nation’s
growth is accounted for by the knowledge sectors below.” so that knowledge is
an increasingly important determinant of economuic progress. The knowledge
sectors of the economy already are growing much faster than the rest of the
economy, and account for most of the dynamics of economic growth (see
figure 4 below). This is despite the tact that current systems of accounting
undervalue the contribution of electronics. which are extraordinarily produc-
tive and offer rapidly lowering costs for their products. so their weighting
factor in GDP (market prices) decreases with time. In a nutsheil: in the U.S.
knowledge products ure rapidly becoming the most important input of produc-
tion. source of value and economic progress. Similar statistics hold in most of
the OECD nations. However, development of knowledge sectors is slower in
Europe because European financial markets and property rights systems are
not so flexible and well developed and regulated. This is discussed further
below.

Knowledge as a Privately Produced Public Good

As we have already seen, the knowledge revolution is distinctive because in it
knowledge irself becomes the most important input to production, as land and
machines were in the agricuitural and industrial revolutions. This matters
because knowledge is a special type of good. Knowledge is called a public
good by economists, not because it is produced by goVemments but because it
is not ‘rival’ in consumption. This means that we can share knowledge without
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losing it. Certainly land and machines do not have this properry. They are
private goods because they are ‘rival’ in consumrtion: If I use a piece of land
others cannot: if [ use a machine others cannot use it. Knowledge is different.
The same knowledge can be used by me and by others simultaneousty. This is
what is meant when one says that knowledge is not ‘rval’ in consumption: it
can be shared without losing it. This is a physical property of knowledge, not
an economic property, and, as such, it is quite independent from the organisa-
tion of society. Nevertheless, it is clear that the economic rules governing the
use knowledge—for example, whether patents can be used to restrict its
use—<an have a major impact on human welfare and organisation. More on
this below. :

Knowledge is also different from conventional public goods of the type
that economusts have studied for many years. such as law and order or defence.
These are also public goods, since they are not rival in consumption. However,
they are naturally supplied by governments, in a centralised fashion. The work
of economists such as Lindahl. Bowen and Samuelson analyses them in the
context of a government policy. What is unique about knowledge is that,
although it is a public good at the level of consumption, it is supplied by

~ privare individuals who are its creators. At the level of production, knowledge
is like any other private good: costly to produce, and the resourcss used to
produce knowledge often cannot be used for other purposes. Knowledge
requires human time to produce, and human time is certainly a private good in
the sense that if used for one purpose it cannot be used for others.

Producing knowledge requires economic incentives sirmular to those for
producing any other private good.

‘A Service Economy?

It is important to differentiate the knowiedge revolution from the concept of a
service economy, which used to be thought the latest stage of the industrial
society. A service economy is characterised by the production of services more
than goods, and it is similar to a knowledge ecomomy in-that knowleds
sectors often invoive services (such as finance).

It is true that services now make up the largest part of .advanced
industrial economies. However the analogy ends there. The inevitable concern
about the service economy is that it could lead mostly to service-oriented
labour, such as that employed in the food services or in bank processing,
requiring little skill and achieving lower wages. '

An important difference between the service economy and the knowi-
edge society is that in the latter the typical worker is highly skilled and
generally well paid. Furthermore, the worker’s knowledge resides in her/
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himself and her/his brain and life experiencs, rather than in the machines that
compiement labour. Therefore the knowledge ecnonomy could result, with
proper institutions. in a society that is more human oriented than the industrial
or the service society. Humans could achieve a new form of economic
organisarion where the most important input of production is no longer
mactiines, as in an industrialised society, but rather human knowledge.

From the environmental perspective, instead of burning fossil fuels to
power machines, the knowledge society ‘burns’ information technology (o
power knowledge. [nformation is. in principle. a much cleaner fuei than coal
and petroleum. and one that puts humans, rather than machines or land, at the
ceatre of economic progress. Tne data shows that knowledge sectors are
becoming an increasingly important part of economic output (ses figure 3).
Furthermore. the data shows that these sectors use progressively fewer materi-
als. indirectly and directly, than the old industrial sectors (tigure 6). In fact. the
total material use of advancsd economies such as the U.S. is decreasing
through time despite the fact that economic growth is increasing; indeed the
(direct and indirect) use of all natural resources has decreased in the U.S. in
total despite increasing economic output (figure 7). Notable exceptions to this
rule are petroleurn and paper (ses World Resources: People and the Environ-
ment. 1994-1995). An empirical analysis of resource use in the U.S. economy
and the evoiution of biotechnology, finance, computers and telecommunica-
toas sectors is attached.

A Vision of the Knowledge Society

A distinct possibility is that in the next century a new society will develop, a
society that is centred in human creativity and diversity, and which uses
information technology rather than fossil fuels to power economic growth. The
vision is a human-csntred society which is deeply innovative in terms of
knowledge and at the same time very conservative in the use of natural
resources. The patterns of consumption and resource use may not be as
voracious as those in the industrial society, and may be better distributed
across each sociery and across the globe. The knowledge society may achieve
economic progress that is harmonious with nature.

This vision is distant. It is only a possibility at present. Without
developing the right institutions and incentives this possibility may never
come 1o pass, and a historical opportunity may be lost.

The following analyses the practical alternatives and the economic
institutions that seem needed ' bridge the gap between a grim present and a
bright and positive future.
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The Paradox of Knowledge

As already discussed, knowledge is often produced privately. Therefore the
incentives to the production of knowledge are as crucial to the knowledge
society as the incentives to producs machinery in the industrial society.
[nnovation is the most critical part of knowledge production.

To produce new knowledge, ¢conomic inceatives are necessary. This
could involve restricting the use of the knowiedge by others, so the creator can
benefit. Patents on new discoveries work in this fashion: by restricting others’
use of knowledge. This creates a problem. Any restriction in the sharing of
knowledge is inefficient, because knowledge could be shared at no cost and by
doing so it can better others. So restrictions on the use of knowledge are
inefficient arter knowledge is created. However, without some resturicuons
there may be no incentive to create new knowledge. [ call this the paradox of
knowledge. Tnis paradox is at the heart of the success of the knowledge
society, of its ability to bring human development for many and not only
wealth for a few.

Introducing New Property Rights Regimes

My solution to the paradox -of knowiedge is to propose new sysiems of
property ights that can deal simultanecusly with the ne=d to share the use of
knowledge for efficiency, while at the same time preserving private incesntives
for production. These systems ensure and encourage widespread use of knowl-
edge, such as. for example, software products or the information contained in
bicdiversity specimens, while at the same time offering incentives to private
individuals, the knowledge creators. to produce new knowiedge. The appendix
contains a technical summary of how this would work in practice: a new
regime of property rights on knowledge and how this would work in a
competitive market.

In pracucal terms, I propose substituting pateats by a system o
compulsory negotiable licences which are traded in the-market compe itive
along with all other goods in the economy. In this new scheme, the right o
knowledge is unrestricted; however, users must pay the creator each time they
use their knowledge. Since the licences are traded in competitive markets, they
ensure that the creators of knowledge are compensated for their labour in a
way that reflects the demand for their products and therefore their usefulness
for society. Since licences are compulsory, they make knowledge available to
all. In this sense they differ fundamentally from patents which. in principle,
can restrict the use of knowledge.® No restriction in the use of knowledge is
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allowed in the system [ propose. However, a key issue is the distribution, use
and applicability of the licences, to which we now wm.

It is clear that a system of licences on knowledge products (e.g.
operating systems for software. biological information. how-to-do-it systems)
could preserve or even worsen today’s uneven distribution of wealth in the
economy. This is because the knowiedge economy has a built-in inczntive for
the creation of monopolies. Indesd. any knowledge based corporation is a
‘natural monopoly’, because the cost of duplicating knowledge products (such
as a software products) is very small, and. therefore. the larger the tirm the
lower its costs. This is an exwreme case of "increasing requrns to scale” where
larger firms have an advantage over their competitors. and heace can prevent
entry by newer and smailer competitors. Such natural monopolies are charac-
teristic of the xnowledge society. How to avoid their effects in concentrating
welfare in the hands of very few?

The system of property rights proposed hers takes into account these
possibilities. [t establishes how the distribution of licsacss is a crucial 2lement
in achieving efficient solutions. [t shows that markets with knowledge operate
differently than the standard markets, because knowledge is a public good that
is privately’ preduced. The solutrion is to achieve a distribution of property
rights on licences that is negatively correlated with the property rights on
private goods. The results in Appendix [ make this agorous.

How can such a system of property rights become accepted? There are
aiready economic incentives for corporations to accept such systems of prop-
erty rights, ¢ven though more economic thinking and education is nesded
before this acceptance becomes widespread. For example, those producsrs that
benefit in principle from increasing returns to scale could support a system of
licences in which the lower income segments of the population are given
proportionately more rights to use knowledge than the res:t. Consider as
examples worker training schemes and school -subsidies. Because knowledge
is so important for the producuvity of society as a whole, and produces
positive ‘externalities’ on all producers, there is an incentive 0 develop a
skilled pool of wokers. Corporations know that skilled workers are essential
to the success of knowledge industnes.

All this is formally established in a proposition presented in the

Appendix, estabiishing that for an efficient market solution, namely one that’

cannot be improved so as to make everyone better off, lower income traders
(individuals or, in the case of international trade, nations) should be assigned a
larger endowment of property rights in the use of knowledge.

In practice, this means a larger amount of licences to use knowledge
are assigned to such groups. This scheme is new but realistic. Similar systems
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are already in place in most industrial societies within the educational system.
Examples are school subsidies that offer access to education to lower income
groups. Another example is the auctioning of airwave use by the U.S. Federal
Governmeat; in Washingron D.C., minorities and women are given substantial
discounts when they participate in auctions for the purchasing of property
rights on the airwaves. In certain cases this involves a 40 per cent discount of
the auction pricss. '

Licences: We Make It, We Take It Back

The system of property rights proposed here. while unique in its economic
formulation, is reminiscent of a development that is already taking place in the
U.S. corporate world. Leasing vehicles and electronic equipment is now a
thriving business that hardly existed 20 veurs ago. One of the largest packaging
companies in the world, Sonoco Products Co., started taking its used products
off customer’s hands after its chief executive officer, Charles Coker, made a
pledge in 1990: ‘We make it, we take it back’. The policy has already besn
adopted by the car industry in Germany, where car manufacturers are responsi-
ble for disposing of vehicles that customers return at the end of their useful
life. An Atlanta-based corporation, Interface, the largest maker of commercial
carpeting, has set as a goal the creation of zero waste while making a healthy
profit, and takes back the used products that it sells to recycle them. The
mussion of their businesses, these people say, is to sell services, not products;
in other words selling viewing services rather than TVs, selling transportation
services rather than vehicies. Licensing has the advantage that producers have
an incentive to minimise waste and environmental damage—for example, the
waste producsd by wrapping or by defunct car bodies—as they will be
responsible for it. These business people see licensing services as the way to
the furure.

There is implicit in this a new system of property rights which shares
with us the idea of licensing the use of services rather than owning the products
thar deliver those services. The products in the corporate exampies jur
described share another common characteristic with our approach: they ha
some of the characteristics of public goods in that they produce negative
environmental ‘externalities’. Knowledge, as we saw, also produces externali-
ties, though positive. - '

Knowledge, as we saw above, has much in common with environmen-
tal assets: it is a privately produced public good. Knowiedge products have
been licensed for many years, aithough this has been done in a case-by-case
manner, without securing the competitiveness of the market for licences, and
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without securing the distribution of property rights that would ensure efficient
outcomes. In this sense, the new developments in ‘~dustry reported here move
in the same direction as the system of property rights, ivolving licences,
proposed in Appendix [ and discussed above. The new svstems of properry
rights that [ propose can be thought of us a drastic improvement, an institu-
tionalisarion and an ¢conomic formalizuation of licensing und leasing systems
thar have become widely used in advanced industrial ¢economies.

Human Impacts of Property Rights on Knowledge

The rules that govern the use of knowledge in society are all important because
thev can lead to threats and opportunities for human developmeat, both
directly and through the possible changes in the pattens of consumption of
goods and services. They can determine the impact of human societies on the
environment and on resource use, as well as determine inegualities across the
warid economy. The way we use and distribute knowledge casts a very long
shadow on human soc:eties. How does this occur?

A historical comparison heips to explain this process. [n agricultural
societies the way humans regulated the ownership of land. which was then the
most important input to production. led to social systems such as feudalism.
Ownership of land had. therefore, a major impact on human welifare and on
economic progress. Similarly, in industrial societes the way humans organise
the use of capital, which is its most important input of production, leads to
very different social systems such as socialism and capitalism. Indeed, these
two systems are defined by the rules on ownership of capital. In socialism
ownersiup is in the hand of the government or other public institutions, and in
capitalistic systems capital is in private hands. Property rights on capital have
martered a great deal, and have even led to giobal strife in most of this century.

Since capital is the most important input of production in industrial
society, it is clear that property rights on capital had an enormous impact on
the organisation of society, on economic progress and on people’s welfare.
Similarly, in the knowi>dge society the way humans organise the use of
knowledge wiil determine human welfare and economic progress across the
world. This means that hyman institutions that reguiate th~ use of knowledge,
such as property rights and markets for knowledge, will become increasingly
important. However, as we saw, knowledge is a different type of commodity
than land or capital: it is a public good. Markets with public goods, and other
economic institutions such as property rights on public goods, are still open to
definition and require much economic analysis. Markets themselves will
operate differently in the knowledge economy, because the nature of the goods
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traded is different. There will be new challenges and new opportunities.

Comparing East Asian, Latin American and African Develop-
ment: Knowledge-Intensive vs. Resource-Intensive Growth

In order to focus the analysis, it is useful to distinguish two patterns of
economic growth, two extreme cases within which there is a spectrum of
possibilities: economic development that is knowledge-inrensive. and that
which is resource-intensive. The former simply means achieving more human
welfare with less material input. The latter means achieving more production
by means of more material use. These two categories were introduced in
Chichilnisky (1995a, 1994b).

There are excellent historical examples of the two patterns of develop-
ment, and of the differences they induce on economic growth. East Asian
nations fit the knowledge intensive paradigm, while Latin American countries
and those in Africa, fit well the pattern of resource-intensive growth. On the
whole, knowledge-intensive development strategies succeeded, while
resource-intensive development patterns lost ground. It is worth examining
why.

Those now called the Asian Tigers, including Japan, Korea and Tai-
wan, and later those called the Smail Tigers, such as Singapore, Philippines,
Hong Kong and Malaysia, focused on exports of technology-intensive prod-
ucts such as consumer electronics and technologically advanced vehicles. They
overturned the traditional economic theory of ‘comparative advantages’. In so
doing they overcame the bias towards resourcs-intensive exports based on
unskilled labour that was implicit in the recommendations governing Anglo-
Saxon economics and the policies of the Bretton Woods institutions since their
inception after World War II. In reality, the East Asian nations competed with
the advanced industrial nations on their own turf. and won. They succesded in
developing beyond any expectations during the last 20 years.

Resource-Intensive Development in Latin America and Africs

As already mentioned, in contrast with East Asian nations, Latin America and
Africa followed a resource-intensive pattern of development. The question is
why? ’

" Both Latin America and Africa were deeply influenced in their eco-
nomic policies by Europe and North America during the period of colonial rule
which ended after World War II. During the colonial rule, these regions were
used as a source of inexpensive resources, both natural and human resources
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(slaves). Since the end of colonialism, international markets have perpetrated
a pattern of economuic development in Latin America anrd AlTica in which the
world’s less advanced countries play the role of resource producers and
exporters. This pattern of trade has been explained by the historicai difference
in property rights regimes berwesn the North and the South actively trading
resourcss in global markets (Chichilnisky, 19944a). Countries in the South hold
MOSI resources as commen property; in indusirial economuies these are, on the
whole, private property. Differencss in property rights on resources have been
invoked successfully in explaining the fact that the South over-extracts natural
resources for the international markes, seiling these below social costs: As a
result, the. North over-consumes resources and the South over-extracts them. It
was establfished in Chichilnisky (1994a. 19930 that in a world where agricul-
tural societies trade with indusirial societies. intemnational markets magnify the
extraction of resourcss. and exports of natural resourcss excesd what is
optimal. ,
The other pattern ot development that became desply ingrained during
colonialism and in the post-colonial deveiopment was the export of labour-
intensive products based on ubundant and unskilled labour. This was a pattern
that was initially used in the East Asian nanoas, but rapidly abandoned in
those nations in favour of technology-based products and skilled labour. Latin
America uand Africa remauned. however, within the conventional paradigm,
emphasising unskilled labour, and lost ground. Differencss in technologies
betwezn the North and the South. and abundant labour in the South, have been
invoked successfully in expiauning the failure of export-led development based
on trade of labour intensive commodities (see Chichilnisky, 1981, [993a,
1994b). The pattern ot development based on resources and unskilled labour
does not work as had been predicted by traditional theories of competitive
advantages. The latter is the pattern of development followed by Larin Amer-
ica.and Africa. Even today more than 70 per ceat of Latin American exports
are resources: Africa’s exports are almost exciusively resources. Technology-
intensive development followed by the East Asian countries, by contrast,
succeeded in the last 20 years beyond anybody’s expectations. This pattern is
global.

Different Scenarios of Development in the North and the South

The most dynamic sectors in the world economy today are not resource-
intensive: they are, rather, knowledge-intensive, such as software and hard-
ware, biotechnology, communications and financial markets (Chichilnisky,
1994b, 1995a). These sectors are relatively friendly to the environment. They
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use fewer resources and emit relatively little CO,. Figure 8 demonstrates this
in the U.S. economy. Knowledge sectors are the high-growth sectors in most
industrialised countries.

Some of the most dynamic developing countrie” are making a swift
transition from traditional societies to knowledge-intensive societies. Mexico
produces computer chips, India is rapidly becoming a large exporter of
software, and Barbados has recently unvetled a plan to become an information
soclety within a generation (Fidler 1995). These policies are an extension of
the strategies adopted earlier by the Asian Tigers, Hong Kong, the Republic of
Korea, Singapore and Taiwan (Province of China), who have achieved ex-
traordinarily successful performance over the last 20 years by relying not on
resource exports but rather on knowledge-intensive products, such as con-
sumer electronics. By contrast, Africa and Latin America emphasised resource
exports and were less successful (Chichilnisky, 1994b, 1995a, 1995-1996).

The lessons of history are clear: resource exports should not be relied
upon as the foundation of economic development. African and Latin American
nations must update their econonuc focus. Indesd, the whole world must shift
away {rom resource-intensive economic processes and products. In so doing,
fewer minerals und other environmental resources will be extracted, and their
price will rise. This is as it should be because today’s low resource prices are a
symptom of overproduction and inevitably lead to over-consumpticn. Not
surprisingly, from an environmental perspective one arrives at exactly the
same answer: higher resource prices are needed to curtail consumption.

Producers will sell less, but at higher prices. This is not to say that all
will gain in the process. If the world’s demand for petroleum drops, most
petroleum producezrs will lose unless they have diversified into other products
that involve fewer resources and have higher value. Most international oil
companies are investigating this strategy. Indeed British Petroleum and Shell
are already foilowing such policies.

The main point is that nations do not develop on the basis of resource
exports, and, at the end of the day, development can make-all better off. As the
trend is inevitable, the sooner one makes the transition to the Knowledgr
Revolution, the better. The data and a conceptual understanding of ho
markets operate leads to the same conclusion. Economic development canno.
mean, as in the industrial society, doing morg. with more. It means achieving
more progress with fewer resources.

The Knowledge Revolution in an OECD Context

The U.S. leads the worid in the Knowledge Revoluuon because it has two
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crucial ingredients: (1) a system of property rights on knowledge. such as
licences and patents, which is activelv enforced and (2) flexible financial
markets, including risk markets such as venture capital, that are needed to
support the creation of knowledge-based firms.

Property rights matter. A powerful'coun[ry such as Japan lost the
software race because it does not enforce property rights on knowledge.
Therefore, a Japanese software producer does not reap the fruits ot his/her
labour. Despite a technology-driven economy, Japan has no presence in the
software sector today. Nor will any of the East Asian nations that are
technology-oriented but have no systems of property rights on knowledge.
China, an extraordinary example ot rapid economic growth which has reached
an unprecedented average of 10 per cent yearly during the last decade, has no
property rights on knowledge at present. This may be convenient for easier
duplication of technology today, but will handicap the ability of the country to
develop its own technology in the tuture. The exampie of Japan is clear.

Flexibie financial markets matter. European nations have the knowl-
edge base to excel in knowledge industnies. However, their financial markets
are dominated by large and somewhat inflexible banks (Credit Lyonnais,
Deutsche Bank. etc.) who are not active in risk capital. Venture capital in the
U.S. has been crucial in the development of the knowledge industry, because
most knowledge products emerge from new and smaller firms that are partly
financed by venture capital. Such sources of capital are not availabie in
Europe, and therefore the development of knowledge firms is handicapped.

Most of the new empioyment generated in the U.S. in the last 20 years
is in smaller, innovative firms in the knowledge sector of the economy.
Correspondingly the U.S. rate of unemployment is the lowest in the world
right now at 4.7 per cent, certainly much lower than that of the European
Union nations where unemployment routinely reaches the double digits.

The Winners and Losers in a North-South Context

The data and the analysis offered above suggest who will be the winners and
who the losers as the world economy progresses towards the knowledge
revolution. '
The winners are the regions that have

e skilled and productive human resources,
o well developed and flexible financial markets and
¢ appropriate regimes of property right for knowledge.

" These three characteristics are the infrastructure of the knowledge
revolution, as much as the railroads and the road system were the infrastruc-
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ture of the industrial revolution. The regions will need the infrastructures that
€an support communication, such as telecommunications networks. but if the
economic and legal systems are in place the physical infrastructure is likely to
emerge. Electricity may no longer be necessary if technologies involving other
forms of power for communications and processing systems become
widespread: recently, simple but promising technologies were developed that
utilise spin angular momentum to power computers. radios and telecommuni-
cations in areas that have no electriciry.

The Anglo-Saxon nations are in an advantageous position in develop-
ing the infrastructure of the knowledge revolution because their legal systems
are constructed around the ‘case law’ which is the most flexible in terms of
allowing the introduction of new financial instruments. Many European na-
tions use the Napoleonic code, which is Cartesian in the sease that the
intreduction of any financial innovation must come {rom the central govern-
ment, rather than from private initiative as in the U.S. and the U.K. For
example, in Francs and in Turkey any new instrument requires govemment
action. Turkey, partly for this reason. has no mortgage market to date. Case
law may become an important asset for developing nations in a period of rapid
change. :

In the developing world. those countries that develop good systems of
_property rights for knowiedge will be at an udvantage in innovating and in
protiting from their innovations. Their ability to innovate is crucial in thetr

"moving away [rom the heavy period of industialisation in which some of them
are already embarked. ‘leaptrogging’ directly to the knowledge sociery. Coun-
tries such as Barbados and Cuba are already charting this course, and so are
parts of Sao Paolo, Brazil. Regions of India such as Bangalore have achieved
great gains already, becoming an important presence in software export
markess in the short period of 10 years. Presently, Bangalore exports about
USS2 billion worth of software yearly, and is the fastest growing exporter of
software. '

Countries such as China would be in a better position. in the future if
they were to introduce and monitor property rights regimes for knowiedge
goods ‘such as for sottware and entertainment, rather than remaining in the
present situation in which they benefit from being able to duplicate those
products without paying licence fees. Encouragement for innovation and
commercialisation is more important in the long run than the ability to use
such products without paying fees. The same is true in Japan and the rest of the
East Asian economies. - ,

In the coming decades, the winners will be the regions that have well
developed human resources, with the corresponding educational skills in
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mathematics and sciences, and that develop and implement the economic and
legal infrastructure needed for a swift transition to the knowledge society.
They will be those that have better regimes of property rights. and a new type
of market. based on trading of knowledge products and based on efficient
systems of property rights as well as the initial distribution of the use of
knowledge, such as those that are detailed in Appendix L

People-Centred Development: Opportunities and Threats

The knowledge revolution could develop in different ways, depending on the
way our institutions and policies unfold. As already explained. knowledge has
the capacity of amplifying current discrepancies in wealth, because knowledge
sectors can lead to natural monopolies such as those that arise due to the
adoption of operating systems (Microsoft’s Windows operating system is a
case in point) or other standards. In the North-South coatext, knowledge
sectors could amplify the differences in wealth between the North and the
South. If this occurs, then the low resource prices fron developing countries
will persist, since they are caused in part by these countries’ necessity to
survive at low income levels within a difficult international market climate. It
has been shown that with current institutions of property rights, anything that
leads to more poverty will lead to increased resource exports from developing
countries (Chichulnisky, 1994a).
On the other hand. knowledge sectors will tlourish in those nations that
have skilled labour. Several developing nations are, or could soon be, in that
position. For example, the Caribbean and Southeast Asia are a case in point, as
are many areas in Latin America (Harris, 1994).
The main issues here are
¢ to abandon the resource intensive development patterns that these nations
have followed for the last 50 years, with the support and encouragement of
the Bretton Woods institutions, and

e to sesk to establish the institutions (property rights, financiel-seRuctures)
that could lead "hem to overcome the ‘comparative advantages’ mirage and
thus avoid the heavy stages of industrialisation, moving directly to the
knowiedge society. '

Heavy accumulation of capital (financial or physical) is not needed for
most knowledge sectors. What is needed is highly skilled labour, of the type
that does not require expensive machinery or heavy capital investment in
plants, and good managerial ability. These are knowledge inputs that rely on a
pool of abundant skilled labour. A good example is Bangalore's software in-
dusty.
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Notes'

'See World Resources: People and the Environment. 1994-1995, pg 167.

‘See World Resources: People and the Environmenr, 1994-1995, chapter 1. and
Chichilnisky, 1995-1996.

*The normative definition of sustainable development is explored fully in Curing for
the Earth, a join¢ publication of The United Nations Environmental Programme and the World
Wildlife Fund.

“The concept of development based on the satisfaction of ‘basic needs’ was intro-
duced and developed ¢mpirically in Chichilnisky, 1977.

The term “knowledge revolution™ is a trademark of the author.

*Data from TIMSS: Third Mathematical and Science Study, American Federation of
Teachers, American Department of Education.

"See aiso Business Week. ‘The New Economy: What it reaily means’ by Stephen
Shepard. Editor-in-Chief. November [7, 1997, p. 40, last paragraph.

‘Patents can be negotiated. but they do not have to.be. Owners of patents are legaily
entitled not to negotiate them, effectively creating a ‘monopoly’ during the period of the
patent’s life. Compulsory licences do not nave this feature.
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Table 1
13-vears old average scare in TIMSS” (int average = 500)
Maths . Sciencs
1 Singacore 643  Singapare 607
2 South Kaorea 607 Czecn Republic 574
3 Japan 605 Japan 571
4 Hong Kang 588 South Korea £65
5 Belgum (F) 563 Buigana 563
§ Czech Reoublic S64  Nethenands 560
7 Slovakia 547 Slovenia 560
8 Swizerand Sd5 Austna s28
3 Netherands Sd1 Hunaarv 5S4
10 Slavenia Sd1 Enatana 532
11 Buiqana 3 SBeiquum (B 320
i2 Austia 539 Australia 548
13 France 538 Siovawa Sdd
14 Hunaary 337 Russia 538
15 Russia 335 relana 538
16 Australia 330 Swegen 535
17 iretand 527 Uniteg States 34
18 Canada 527 Canaqa . 531
19 Beigium (W) 5285 Germanv 531
20 Thailand 522 Naorwav 527
21 Israel 522 Thaiiand 528
22 Sweden 519 New Z=2aland 525
23 Gemnanv 509 Israet 524
24 New Zealand 308 Hong Kong 522
25 Enaland <06 Switzerand 522
26 Norwav 503 Scotland 517
27 Denmark 302 Soain Si7
28 United States 300 Franca 498
29 Scadand 498 Greeca 497
30 Lamvia 493 lcaiand 494
31 Sgain 487 Romania 486
32 Icaiandg : 487 Latvia 4385
23 Greecs 484 Portugal 480
34 Romana 482 Denmark 478
2§ Lithuania 77 Lithuania 476
36 Cvorus 474 Belqgium (W) 471
37 Portugal dsd Iran 470
38 lran 25 Cvprus 463
39 Kuwait 392 Kuwait 430
40 Colombia 288 Colompia 411
41 South Afnca 354 South Africa 326
* Third Intemational Maths and Scienca study
ourca: TIMSS
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Figure 2

Home téi‘épﬁqne services:
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Appendix I

Markets with knowledge

This section presents a general equilibrium mode! of a market with knowledge.
As explained above, knowledge is a privately produced public good. In this
sense the mode! presented below represents a mode!l of a market that trades
private goods as well as a privately produced public good, in this case,
knowiedge.

Markets that trade private goods as well as privately producsd public
goods have been studied receatly by the author and other co-authors in the
context of environmental markets where the privately produced public good
instead of knowledge is an environmental asser. Typical exampies are the
quality of the atmosphere measured by its concentration of greenhouse gases.
The mode! presented in this secton is a simplified version of the genmeral
equilibrrum mcde! in Chichilnisky (1997a). The mode! and the results are an
extension of eariier mode! and resuits in Chichiimsiy (1995a), Chrchilnisky and
Heal (1994) and Chichilnisky, Heal und Starrett (1993). The reader is referred
to the latter for a general resuit of the theorems reported below in the case that
the privately produced public good is an environmental asset, such as atmo-
spheric quality, measured by the concentration of carbon dioxide gases in the
atmosphere. The difference with the latter model is that here the pubiic good is
not in the utility function; it induces instead externalities in production.

A general equiiibrium mode! with knmowiedge

There are two traders, North and South, denoted by the index ~=1,2 respec-
tvely, each producing two goods: one private good (x) and ancther a privately
produced pubfic good (@) representing knowledge. Each trader /7 has finite
resources (24 hours a day) which are aflocated to produce erther private goods
or knowledge. For each trader /=12 there i3 a trade-off between producing
more private goods and producing more knowiedge. However, more knowi-
edge leads to higher productivity. Formally for /=1,2:

x,=g,(a,a), with Cg,/ &a, <0, and Gg,/ a> 0.
where '
a=2xa, (ora= sup (a;)).
=12 =12

Each trader or region has property rights Q, € R on private goods and owns
licences that allow use of knowledge, @, € R. Traders derive utility from the use
of private goods x: ' E
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u, (x),

Through compulsory negotiable licences, knowledge is availabie to af/. Traders
may use their licences to access knowiedge or may seil their licencss in the
market. If they wish to use more knowiedge than their licences allow, they buy
more licences in the market.

Markets for licences are competitive: everyone pays the same price for
the same licencs; prices are determined by equating supply and demand, and no
trader can influence market prices.

Market equilibrium with knowiedge
The equilibrium of the market is defined as follows. [t consists of

e A price w*, the relative price berween private goods and licences to use
knowiedge,

e For each trader /=1,2 a level of iminal allocation of property rghts on
licences to use knowledge in the economy a,, a.

e For each trader / a level of consumption x,*of private goods,
e For each trader i a level of knowledge producton a;*,
so that:

e Each trader / allocates time optmally between the production of knowiedge
and the producdon of private goods,

e Each trader maximises weifare within a budget defined by prices and
property ngats:

Max ui(x)-
st x =g (a* a*) + x*(a, —-a?*),

i.e. the value of consumption equais the vaiue of produg:non plus the value of
licences boughr or soid, and

¢ Markets clear
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A competitive equilibrium determines endogenously:

e the initial allocation of property rights on knowiedge in each trader or
region;

e the level of production and of consumption of private goods and of
knowledge by each trader or region,

o the level of trade of private and knowledge between the parties, as well as

¢ the terms of trade betwesn the private good and knowledge, ., which is the
market price of the licences.

The price © can be thought of as a market determined licence fee on
using knowledge, since it is a monetary value that must be paid for using
knowledge above the level allowed by the initial allocation of property rights.

Adam Smith’s invisibie hand

The most artractive feature of competitive markets is the efficiency with which
they allocate resources, requiring minimal intervention once an appropriate
legal infrastructure is in place. This was Adam Smith's vision of the ‘invisible
hand’, and was formulized in the neo-classical theory of competitive markets
that has prevailed in the Anglo-Saxon world since the 1950s.

The efficiency of markets is sumumarised in the first weifare theorem of
economics. This theorem establishes that the prices and the allocation of goods
and services that arises in a competitive market equilibrium are efficient, in the
sense that there is no other ailocation that can make everyone better off. It is
interesting, and somewhat surprising to the non-economist, that this classic
theorem bears no connection with the initial allocation of praopesty rights in the
economy. Whatever the initial allocation of property rights, for exampl., even
if all goods are owned by two traders and nobody else owns any, the
competitive market allocation is efficient. This is due to the fact that the
concept of Pareto efficiency is relatively weak: an efficient allocation is one
that cannot be improved for everyone in society. A main insight underiying
this resuit is that if everyone chooses within their budget freely, according to
their tastes, and keeps on trading until satisfied with their consumption mix, an
efficient solution will be reached for everyone. This requires that markets act
competitively and that each individual may choose freely, so that each individ-
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ual’s consumption is divorced from that of the rest. It requires, therefore, that
traders trade privare goods. This condition is definitely not satisfied in
environmental markets and in markets for knowledge where an individual’s
production or consumption is linked to, and atfects, others. This is the problem
of ‘externalities’, a word that refers to situations where the private actions of
one trader, such as production or consumption, affect those of others.

The first welfare theorem has practical importance. It has a major
impact on the functioning of market-oriented economies such us that of the
U.S. It underlies much of its anri-trust legislarion, as well as its insider trading
laws, the laws that restrict price discrimination, and other forms of marke:r
discrimination, including gender and age discrimination. The rationale is
simple and compelling. Since. according to this theorem, competitive markets
ensure an cfficient allocation for society, it follows that competitive markets
perform a "public service’. Economic actions that undermine the ability of the
market to ac: competitively therefore detract from the public service. It is on
this basis that the extensive legislation on anmtitrust and insider trading is
enforced. The first welfare theorem has had a major practical impact in the
U.S. economy, leading to the break-up of some of its largest corporations such
as AT&T. Currently, it underiies the examination by the U.S. government of
Microsoft’s contractual behaviour.

Equity and efficiency in markets with knowiedge

It turns out that the first welfare theorem is no longer valid in markets in which
in addition to traditional goods (private goods, such as apples or machinery)
one trades public goeds, such as the rghts to use the planet’s atmosphere, or to
use knowledge. There is, however, a new first welfare theorem, reported below
as the first welfare theorem for privately produced public goods, that estab-
lishes that the market reaches efficiency, but only for certain allocations of the
rights to use knowledge, or licences.

The results are quite general, and apply to any competitive market in
which, in addition to private goods, trading involves privately produced public
goods. Therefore, ey apply to environmental markets as well as markets with
knowledge. In the case of environmental markets, in the special case consid-
ered in those works, the licences involved permits for the use of the atmo-

" sphere of the planet as a sink for the emission of greenhouse gases.

The main results are as follows (for environmental markets rather than
markets with knowledge see also Chichilnisky 1993a, Chichilnisky and Heal
1994 and Chichilnisky, Heal and Starrett 1993):
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Theorem 1 (Chictilrisky, Heal and Starrett). Given a total global leve! of
emissions a, there exist a finite number ¢f ways to allocate property rights on
emissions among the two regions, i.e.-there is a finite way of distriburing
emissions rights (or permits to emit) a,, a., with X _,a, = @, so theu at the re-
sulting compenitive equilibrium, the allocation of resources in the world econ-
omy, a, a, x,, x, is Pareto efficient. For distributions of permits other than
these, the comperitive market equilibrium is inefficient. When both traders
have the same preferences, the region with more private goods shouid be
given fewer property rights on the public good

This theorem is dlustrated in figure 1, provided above. The figure
shows a starting distribution of permits that gives proportionately more rights
to emit to the North, and computes the corresponding competitive market
equilibrium ailocation. In a second step, by redistributing the permits in favour
of the South and at the same time tightening the emission targets on the whole
world, the compettive market achieves a new equilibrium allocation which
mcreases the welfare of the North and the South. This illustrates the potemtial
efficiency gains obtained by redistributing permits in favour of the poorer
countries. '

Theorem 2. By allowing world emissions @ to vary, one obtains a one-
dimensional mamifold of property rights from which the competitive marker
with permits trading achieves.a Pareto efficient aflocation of the world’s
resources. For allocations of property rights different from these, the comperi-
tve market does not achieve Pareso e¢fficient solutions.

Proof (See Chichilnisky, 1996f and 1997¢). The following result appiies aiso to
the model presemed above, which is different from the model of eavironmental
markets in that the privately preduced public good i3 kmowledge. The model
with knowledge is differemt from the model of emisston markets, because
knowiedge does not emter in the utifity function (as the environmentat asset
does), but does exter mto the production function to improve productivity (the
environmental asset does not).

Theorem 3. First welfare theorem of economics.for markets with knowledge.
There exists a one-dimensional manifold of property rights allocations from
where the market with knowledge achieves an efficient allocation of resources.

For allocations of property rights other than these, the competitive market -

does not achieve Pareto efficient equilibria.
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Proof (See Chichilnisky, 1996f and [997¢). Theorems 2 and 3 identify the set
of all *etficient’ allocations of property rights on t  use of knowledge. i.e. all
allocations of liceaces to use the available knowledge products in society from
which the competitive market achieves etficient allocations of resources as in
the case of private goods. It tums out that the allocations that yield efficient
solutions provide more property rights to those traders who have less property
of private goods. As an example. this would involve proving for people to
lower income free access (0 a number of software programs. 1 aumber that is
larger than the corresponding number would be for someone with larger
income.

The intuition behind these results ts simple. Competitive markets in
which public geods are traded have more stringent criteria for efficiency than
markess for private gocds. [(n addition to the standard marginal conditioas (i..
marginal rates of substitution must equal the marginal rates of ransformation).
the allocations must also satisty the Lindani-Bowen-Samueison conditions for
efficient levels of the public good. requiring that the sum ot the marginal rates
of substitution equals the (common) marcinal rate of transformation between
the private and the public good. Sinces more conditions ure needed. the
standard competitive allocations are not generally ‘first best’. i.e. they are not
generally Pareto efficient. Often. they are not ‘second best’ either, where
second best means that thev are Pareto efficient conditional on a total levet of
world emissions which does not excsed the given target. Generally, the total
amount of the public good is lower in competitive markets than the “first best’
or Pareto efficient level. ‘

There is another way of looking at the same problem. Lindahl showed
that efficiency in such markets requires the use of so-called “personalised’
prices, i.2. ones that require as many market prices as the aumber of people
times the aumber of goods. In our simple example, rather than two markests.
one would ne=d four. If the population is large, the number of markets required
by Lindahi would be unrealisticaily large. and in addituon would lead t
‘arbitrage opportunities’ across traders. Traders with lower prices would buy
on behalf of others, rese.ling to others at a profit or ‘arbirage’. Becanse such
prices would be unrealistic, the model and example presented above deal
‘solely with competitive markets in which everyone pays the same prices. But

- according to Lindahl’s theorem, this means that there are not enough markets
to achieve efficiency. Lacking markets, in our case the solutions of competi-
tive markets are typically inefficient, as pointed out above.

These results ‘have proved surprsing to those who interpret Coase’s
propositions because they believe that allocating property rights always leads
tg efficient markets. Nothing in Coase’s wdrk ensures such a result when one
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of the goods traded is a privately produced public good, as happens here.
Coase’s results, in addition, explain that Pareto efficient allocations are the rest
point of trading activity when all possible Pareto improving positions are
traded. There is nothing wrong with his cesult, but it is not appglicable to
markets in which all traders face the same prices and trade according to
competitive market rules. Coase's proposition does not involve competitive
market trading, in which, by definition, all trades trade simultaneously at the
same prices, but rather all sort of bargaining between any subset of traders, at
the same or at different prices. The framework proposed by Coase is therefore
different than a competitive market. Nevertheless, with private goods the first
welfare theorem does ensure that the competitive equilibdum is Pareto effi-
cient. There is in this sense a consistency between competitive markets and
Coase’s propositions in this case. But not generally. In brief: nothing in
Coase’s work ensures the Pareto efficiency of competitive equilibrium in
markets which trade private goods and privately produced public goods. as
those formalized here. '

The results presented above have been surprising also to general
equilibrium theonsts, but for the opposite reasons. They establish that a
Judicious selection of property rights can recover first best efficiency in
markets with public goods. In the general equilibrium literature it is well
understood that markets with public goods are generally inefficient. Indesd our
resuits show that one can replace personalised markets, which is Lindhal’s
solution, by the appropriate choice of property rights. This is an innovative
result which can lead to a society in which the use of knowledge is better
distributed. The property rights and market institutions proposed here, by
encouraging the creation and better distribution of knowledge, could lead to a
society in which humans live harmoniously among themselves and with their
environment.
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Appendix 1

The Knowledge Sectors of the U.S. Economy
1981 - 1991

Yun Lin
Program on Information and Resources, Columbia University, and Chase
Manhattan Bank. New York.

Julien Hanoteau

Program on Information and Resourcss, [nstitut d’Etudes Pol itiques de Paris.
France.

Description of the variables
We define the knowledge sectors of the U.S. economy as follows:

COMMUNICATION: Telephone and telegraph, radio and television

FINANCE: Banking, credit agencies other than banks. security and commodity
brokers, insurance carriers, insurance ageats, brokers and services.
ENTERTAINMENT: Motion pictures, amusement and recreation services.
ELECTRONICS, COMPUTERS AND SCIENTIFIC INSTRUMENTS: Com-
puters and office machines (ISIC 3825) - Electronic and telecom equipment. radio,
TV (ISIC 3832) - Scientific instruments (ISIC 385).

PHARMA CEUTICALS (ISIC 3522)

AEROSPACE (ISIC 3845)

BIOTECHNOLOGY: Medicinals and botanicals (SIC 2833), diagnostic substances
(SIC 2835) and biological products ex diagnostic (SIC 2836).

Data sources
Communication, Fm.mce and Entertainment are from the Bure.lu of Census data
base. :
Aerospace, pharmaceuticals and electronics are from the European scientific
report, which takes the data. with calculartions, from the OECD STAN-database.

Software is taken from ‘the computer revolution’ (see Sichel, 1997). The
. data are taken from the Phister’s database and from the bureau of Census. Because
this Series was not complete, we find data for 1981, 1982 and 1983 by extrapolation,
using the trend of the rest of the Series.

Communication, finance and entertainment are from the Bureau of Census
database.

Biotechnology: Department of commerce, Bureau of the Census. For Diag-
nostic substances, medicinals and botanicals, because we, had not the data for 1981 to
1984, we have completed the series by extrapolation.
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The Gross Domestic Product (GDP) is taken from the Bureau of Censys
database.

All those variables are given in constant 1987 US doilars.

The Total Material Requirement (TIMR), measured in tons, is taken from the
World Resources Institute database.

The Math/Science Scores are from the Third [ntemational Maths and Sci-
ence Study (TIMSS).

Description of the resuits

The Knowledge Sector represents a growing share of the US Economy. We find a

positive and strongly efficient relation betwezn the Knowledge sector (as % of the

GDP) and the GDP. '
The R squared is close to one (0.9364) and the T parameter indicates that the

estimated positive coefficient of the regression is strongly efficient.

Regressions 2 and 3 Knowledge sector - TR und (02
The estimated negativé relations betwesn the Knowledge sector and the Total
Material Requirement of the economy (TMR is here expressed in kg per doilar of
GDP) and between the Knowledge sector and the total CO2 emissions in the
economy are significative.

As those sectors ure growing, there are decreases in nezds and i emissions,
showing that the production is becoming cleaner and more effective.

oression 4: e -
The estimated positive coefficient of the relation is efficient. Countries with better
scientific education for their children seem to perform better economucaily.

ar, 1 . -

The estimated negative relation is strongly efficient.

Resuits
Knowledge Sectors - GDP
NUMBER OF OBSERVATIONS: 11
Mean Std Dev. Minimum Maximum
SUM  17.44749 1.22675 15.39207 19.32254
GDP 4524157.00000  468726.28384  3841022.00000  5099609.50000
Sum Variance Skewness Kurtosis
SUM 191.92237 1.50492 -0.31587 -0.75%49
GDP 4.97657D+07 2.19704D+11  -0.21775 -1.51578

Method of estimation = Ordinary Least Squares




The Knowledge Revoludon: [is [mpac: on Consumprion Pagterns and Resource Use

39

Dependent variable: SUM
Current sample: [ to |1
Number of obsarvations: 1|

Mean of dependent variable = [7.4475
Std. dev. of dependent var. = {.22673
Sum of squared residuals = .957273
Variance of residuals = .106364

Std. error of regression = .326(34
R-squared = .9363%0 ‘
Adjusted R-squared = 929323
Durbin-Wartson statistc = 1.46136
Wald nonlin. AR vs. lags = .632005 (.L119]
Augmented Dickev-Fuller = -2.75437 ((221]
ARCH test = .058794 (.308]

CuSum test = 300337 [.6<1]

CuSumSq test = .504617 (.289]

Chow test = . 144702 {.368]

LR het. test (w/ Chow) =-2.33196 (1.00]
White het. test = 3.16710 [.205]
Jarque-Bera normality test = .098663 (.952]
F-statistic (zero slopes) = 132.488 == [.000]
Akaike Information Crit. =.759951
Schwarz Bayes. Inro. Crt. = -2.00538

Log of likelihood tunction = -2.17973

Esumated Standard

Vanable Coefficient Error t-statistic P-value
c 5.98%64 1.00028 5.98793 == [.000)
GDP J2S53259E-05 .220028E-D6  11.5103 == [.000]

Knowledge Sectors - Tutal Material requirement
NUMBER OF OBSERVATIONS: {1

Mean Std Dev. Minimum
SUM 17.44749 1.22675 15.39207
TVMR 4.73852 0.48086 420533

Sum Variance Skewness
SUM 191.92237 1.50492 0.31587
TMR 52.12373 0.23123 0.86257

Method of estimation = Ordinary Least Squares

Dependent variable: SUM

Maximum
19.32254
5.64333

| Kurtosis
-0.75949
-0.46643
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Current sample: 1o [l
Number of observations: 11

Mean of dependent variable = 17.4475

Std. dev. of dependent var. = 1.22675

Sum of squared residuals = .674000
Variance of residuals = .074389

Std. error of regression = .273633
R-squared = .955213

Adjusted R-squared = .950237
Durbin-Watson statistic = 1.11203

Walid nonlin. AR! vs. lags = .107303 [.743]
Augmented Dickey-Fuller = -1.42967 [.633]
ARCH test = .300310 {.584]

CuSum test = .94 1088 [.053]

CuSumSq test = .504806 * {.025]

Chow test = 3.02011 * [.015]

LR het. test (w/ Chow) = 10.4644 ** [ 001]
White het. test = 2.07921 [.354]
Jarque-Bera normality test = .635896 [.728]
F-statistic (zero slopes) = 191.9535 ** {.000]
Akaike Information Crit. = .409093
Schwarz Bayes. Info. Crit. = -2.35644

Log of likelihood function = -.250010

Estimated Standard

Variable Coefficient  Error t-statistic P-vaiue

Cc 29.2623 856746 34.1551 ** [.000]

T™R -2.49335 179964 -13.8547 ** [.000]
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