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1 Introduction

Exporting firms continuously enter and exit foreign countries, and the decision of which coun-
tries to export to is an important determinant of aggregate trade flows.! When selecting which
countries to enter, firms tend to choose markets similar to their prior export destinations.?
We establish that this cross-country correlation in firms’ export decisions occurs because entry
costs in a market are smaller for firms that have previously exported to similar markets. We
refer to this path dependence in entry costs as extended gravity.

Extended gravity has significant implications for trade policy. It predicts that reducing
trade barriers in a country will increase entry not only in its own market but also in other
markets that are connected to it through extended gravity. This suggests that import policies
in one country generate externalities for other countries. As for export policy, extended
gravity means that export promotion measures will have the largest impact when targeted
toward destination countries that share characteristics with large export markets.

We estimate a new model of firm export dynamics. In our model, entry costs in a market
depend on how similar it is both to the firm’s home country and to other countries to which
the firm has previously exported. Our model is thus consistent with gravity in that it allows
the probability to be higher that firms export to markets that are close to their country
of origin. But the model also allows firms export decisions to depend on their previous
export history. While gravity reflects proximity between origin and destination markets,
extended gravity depends on proximity between past and subsequent destinations. Our model
imposes only weak restrictions on how firms both determine the set of countries to which they
consider exporting and forecast the profits they would obtain upon entering these markets.
We introduce an approach that exploits these weak assumptions on firms’ consideration and
information sets in order to estimate bounds on the impact of extended gravity on entry costs.

To measure the importance of extended gravity, we use a firm-level dataset for Chile that
includes information on exports by year and destination as well as on a broad set of firm
characteristics during 1995-2005. We estimate our model for the chemicals sector, which is
consistently among the top two manufacturing sectors in Chile by volume of exports during
our sample period. Our estimates show that similarity in geographic location, language, and
income per capita with a prior export destination jointly reduce the cost of foreign market
entry by 69% to 90%. The reductions due to similarity in geographic location (25% to 38%)
and language (29% to 36%) have the largest impact. Conversely, we cannot rule out that
similarity in income per capita has no extended gravity effects on its own.

Extended gravity is consistent with foreign market entry requiring a costly adaptation

process: some firms are better prepared to enter certain countries because they have previously

!See Bernard et al. (2007, 2010); Hillberry and Hummels (2008); Head and Mayer (2014).
2For evidence on spatial correlation in export flows, see Evenett and Venables (2002); Lawless (2009, 2013);
Albornoz et al. (2012); Chaney (2014); Defever et al. (2015); Meinen (2015).



served similar markets and have thus already partly completed this adaptation. This process
may entail changes in the branding, labeling, and packaging of the product, as well as product
modifications that reflect local tastes or legal requirements imposed by national regulators.?

In order to test our hypothesis that extended gravity impacts export entry costs, we rely on
a dynamic multi-country model to structurally identify costs that may depend on gravity and
extended gravity. We account for gravity by allowing these costs to depend on whether each
destination shares a continent, language, or similar income per capita with Chile. By contrast,
extended gravity depends on whether the destination shares a border, continent, language,
or similar income per capita with a country to which the firm exported in the previous year.
If extended gravity is important, firms in our framework decide whether to enter a country
taking into account the impact of this decision on future entry costs in other markets.

The standard approach to the estimation of entry models relies on deriving choice prob-
abilities from a theoretical framework and finding the parameter values that maximize the
likelihood of the entry choices observed in the data (Das et al., 2007). This approach is not
feasible in our setting. Evaluating these probabilities involves examining the dynamic impli-
cations of every possible bundle of export destinations. Given the cardinality of the potential
choice set (for a given number of countries .J, this set includes 27 elements), computing the
value function for each of its elements is infeasible unless very strong simplifying assumptions
are imposed on the firm’s actual choice set and state vector.* The impossibility of computing
this value function implies that we cannot solve the model and perform counterfactuals. How-
ever, using moment inequalities, we can estimate bounds on the effect of extended gravity on
export entry costs. Our estimator requires neither computing the value function of the firm
nor artificially reducing the dimensionality of the firm’s choice set or state vector.

Our inequalities come from applying an analogue of Euler’s perturbation method. Specifi-
cally, we impose one-period deviations on the observed export path of each firm. Our moment
inequalities are robust to different assumptions on: (a) how forward-looking firms are, as
captured by firms’ planning horizons; (b) firms’ choice sets; and (c) firms’ information sets.
In addition, our inequalities do not impose any parametric restrictions on the distribution of
firms’ expectational errors, which may vary flexibly across firms, countries, and time periods.

In identifying extended gravity effects from firms’ observed export choices, we face the
challenge of separating path dependence from unobserved heterogeneity. Unobservable (to
the researcher) determinants of the decision to export that are specific to each firm and

correlated both over time and across countries that share geographic location, language or

3 Adaptation may also involve searching for a local distributor (Chaney, 2014, 2016a,b) or hiring workers
with knowledge of specific markets (Labanca et al., 2014).

4For example, even if the firm’s actual choice set includes only 20 destinations and the expected profits in
each of them depend only on a state variable that takes 5 values, the state vector will still include over 10'3
elements. Furthermore, as we show in a simulation in Appendix D, misspecifications of the firm’s consideration
or information sets may significantly bias estimates of the impact of extended gravity on entry costs.



similar income per capita will generate export paths similar to those that we would observe
if these extended gravity factors were an important determinant of firms’ choices. In order to
separately identify the effect of these unobservables from the path dependence generated by
extended gravity, in our moment inequality estimation we allow for firm-, year-, and group-
of-countries-specific fixed effects. Specifically, we allow the firm’s export decision to depend
on fixed effects that are specific to each firm and year, but common across countries that are
located in the same continent, share an official language, or have similar income per capita.

Our estimates show that extended gravity has a significant effect on entry costs. Previously
serving a market that shares a border with a destination (e.g. Poland and Germany) reduces
entry costs by 25% to 38%.5 Sharing a continent without sharing border (e.g. Poland and
France) reduces entry costs by 19% to 29%, and sharing only language (e.g. Portugal and
Brazil) by 29% to 36%. Our estimates for having similar income per capita are less informative;
they indicate that the reduction in entry costs may be any number smaller than 29%. The
combined effect of all four extended gravity covariates is between 69% and 90%, which implies
that, for example, a Chilean firm exporting to Germany will face subsequent entry costs in
Austria that are between a tenth and a third of the costs faced by a firm that is exporting
only to destinations that do not share any extended gravity covariates with Austria.

Our paper is related to several strands of the literature. First, it relates to papers that
estimate export entry costs. Das et al. (2007) estimate fixed and sunk costs of breaking
into exporting generally. Dickstein and Morales (2016) estimate fixed and sunk costs by
destination, but ignore the presence of extended gravity effects.® In contrast to this prior
literature, we estimate the impact of extended gravity on export entry costs.

Second, our paper relates to previous work showing that firms tend to export to countries
similar to their prior destinations; e.g. Eaton et al. (2008); Lawless (2009, 2013); Albornoz
et al. (2012); Chaney (2014); Defever et al. (2015). Except for Chaney (2014), none of these
papers structurally estimates a model of forward-looking firms that incorporates a mechanism
rationalizing this export behavior. We build such a model, emphasize the importance of entry
cost dynamics to explain observed export dynamics, and identify extended gravity effects
under weak assumptions on firms’ information and consideration sets and planning horizons.

Third, our paper introduces a new moment inequality procedure to deal with multiple
discreteness problems (Hendel, 1999). These are decision problems in which agents violate
the single-choice assumption inherent to multinomial discrete choice models. These problems
feature in the store-network choice literature (Jia, 2008; Holmes, 2011; Ellickson et al., 2013;
Zheng, 2016), in the demand estimation literature (Allenby et al., 2002, 2007; Dubé, 2004),

and in the work on multinational companies (Tintelnot, 2016) and on the sourcing decisions of

SWe report here projections of a 95% confidence set. See Section 5 for details on estimation.

5 Additional export cost estimates are provided in Roberts and Tybout (1997); Arkolakis (2010); Moxnes
(2010); Aw et al. (2011); Eaton et al. (2014); Arkolakis et al. (2015a); Irarrazabal et al. (2015); Eaton et al.
(2016); Fitzgerald et al. (2016); Ruhl and Willis (2016); Bai et al. (2017).



importers (Antras et al., 2017). In these papers, the set including all bundles of alternatives an
agent may choose is very large. The literature contains three approaches to dealing with these
large-dimensional discrete choice sets: first, exploiting the increasing or decreasing differences
property of the agent’s objective function (Jia, 2008; Antras et al., 2017; Arkolakis and Eckert,
2017); second, modeling multiple discreteness problems as an aggregation of simple discrete
choices happening at different points in time (Hendel, 1999; Sieg and Zhang, 2012; Arcidiacono
et al., 2016); and third, using moment inequalities (Holmes, 2011).

Fourth, our paper contributes to an empirical literature on moment inequalities (Katz,
2007; Ishii, 2008; Ho, 2009; Pakes, 2010; Ho and Pakes, 2014; Eizenberg, 2014; Pakes et al.,
2015; Pakes and Porter, 2015; Wollmann, 2016; Illanes, 2016; Dickstein and Morales, 2016).
Our approach is closest to that in Holmes (2011), but differs from it in that we do not form
inequalities by changing the order in which we observe firms entering markets. We implement
instead an analogue of Euler’s perturbation method (Hansen and Singleton, 1982; Luttmer,
1999), building thus inequalities that are valid under weak restrictions on firms’ expectations.

Fifth, extended gravity has implications for the interpretation of gravity parameters. The
standard gravity equation (Tinbergen, 1962) predicts that trade flows between two countries
depend only on their size and measures of trade resistance between them. Anderson and van
Wincoop (2003) take into account third country effects through multilateral resistance terms:
given two countries, higher barriers between one of them and the rest of the world raises
imports from the other one. Extended gravity works in the opposite direction: it creates
benefits for firms from directing their exports towards markets that share characteristics with
a large number of countries, especially if those markets require high adaptation costs to enter.

The rest of the paper is organized as follows. Section 2 describes our data and presents
stylized facts that motivate the rest of the paper. Section 3 introduces a model of entry into
export markets, and Section 4 derives moment inequalities from it. Section 5 describes our

estimation approach, and sections 6 and 7 present the results. Section 8 concludes.

2 Data

In this section, we describe our sources of data and provide evidence suggestive of the impor-

tance of extended gravity in determining firms’ export destinations.

2.1 Data Sources

Our data covers the period 1995-2005 and comes from two separate sources. The first is the
Chilean customs database, which covers the universe of exports of Chilean firms. The second is
the Chilean Annual Industrial Survey (Encuesta Nacional Industrial Anual, or ENIA), which

includes all manufacturing plants with at least 10 workers. We aggregate the plant-level



information in ENIA to obtain firm-level information, and merge it with customs using firm
identifiers. We thus observe both the export and domestic activity of each firm.

Our dataset includes all firms operating in the chemicals sector (sector 24, ISIC rev.
3.1), which is among the top two Chilean manufacturing sectors by volume of exports in
every sample year. We observe both exporters and non-exporters, and use for estimation an
unbalanced panel that includes all firms active for at least two consecutive years between 1995
and 2005. An observation is a firm-country-year combination. The per-year average number
of firm-country pairs with positive exports is approximately 650, out of which around 150
correspond to firms that were not exporting to the same country in the previous year, and
around 125 correspond to firms that did not continue exporting to the same country in the
following year. These export events are generated by a per-year average of 110 firms exporting
to around 70 countries in total. For each firm-year-country combination we have information
on the value of goods sold in US dollars, and we transform them into year 2000 values using
the US CPL

We complement our customs-ENTA data with a database of country characteristics. We
obtain information on the primary official language, continent, and names of bordering coun-
tries of each possible destination market from CEPII (Mayer and Zignago, 2011). We collect
data on real GDP per capita from the World Bank World Development Indicators. We con-
struct our gravity and extended gravity variables from these country characteristics.

The gravity variables relate Chile to each destination. We create four individual dummy
variables that equal one if these destinations do not share border, continent, language, or
similar income per capita with Chile.” We denote them as “Grav. Border”, “Grav. Cont.”,
“Grav. Lang.”, and “Grav. GDPpc”.® The extended gravity variables relate each potential
destination to a firm’s prior export bundle. We define separate dummies for sharing border,
continent, language, or similar income per capita with at least one country the firm exported
to in the previous year, and not with Chile itself. We denote them as “Ext. Grav. Border”,
“Fxt. Grav. Cont.”, “Ext. Grav. Lang.”, and “Ext. Grav. GDPpc”. Thus, an extended
gravity dummy equals one for a given firm-country-year observation if the country does not
share the corresponding characteristic with Chile but shares it with some other country to
which the firm exported in the previous year.” For example, in the case of Austria, all four

extended gravity variables equal one for a firm that exported to Germany in the previous year.

"Using 2002 data, the World Bank classifies countries into four groups according to their GDP per capita.
Low income is 735 USD or less, lower middle income is 736 to 2,935 USD, upper middle income is 2,936 to 9,075
USD, and high income is 9,076 USD or more. Chile belongs to the upper middle income group. Whenever two
countries belong to the same group, we refer to them as “sharing similar income per capita”.

8Formally, (Grav. Cont.); = 1 — continent(h, j), where continent(h, j) is a dummy variable that equals one
if countries h and j share continent. The other two gravity variables are defined analogously.

9Formally, (Ext. Grav. Lang.);jz = (1—dije—1) x (1—language(h, ")) x 1{3>", dijrs—1 x language(j, j') > 0},
where d;j; is a dummy variable that equals one if firm i exports to destination j in year ¢, language(j,j’) is a
dummy variable that equals one if countries j and j' share language, and 1{A} is an indicator function that
equals 1 if A is true. The other three extended gravity variables are defined analogously.



2.2 Motivating Evidence

We provide here descriptive evidence suggestive of the relevance of extended gravity. We also
discuss alternative economic mechanisms that may generate similar export behavior.

As an illustration of the export patterns suggestive of the presence of extended gravity,
Figure 4 shows the 2000 to 2005 export path of a firm in our sample.!’ Prior to 2000, this
firm’s single export destination outside South America was the United States. Its export
destinations in this time period were thus consistent with gravity: they are either large (the
United States), or close to Chile (Bolivia and Peru), or both (Argentina). However, from
the year 2000 onwards, this firm entered markets that are small and far away from Chile, but
related to its prior destinations. The firm expanded through Central America by consecutively
entering countries bordering prior destinations: it entered Mexico (which borders the United
States) in 2000; Guatemala (which borders Mexico) in 2001; Belize, Honduras, and El Salvador
(which all border Guatemala) in 2003; and, finally, Nicaragua (which borders Honduras) in
2004. Simultaneously, the firm also expanded through Europe. While Mexico and Guatemala
(the Central American countries geographically close to the United States) appear to be the
firm’s gateway into Central America, the United Kingdom (the European country linguistically
close to the United States) seems to be its gateway into Europe. From the United Kingdom,
the firm jumped successively into France (in 2003), the Netherlands (in 2004) and Spain (in
2005). Given the short export spells in each of these countries, it is hard to square this export
behavior with the hypothetically large sunk entry costs that gravity forces would predict.

By systematically entering markets similar to its prior destinations, the firm in Figure 4
exemplifies patterns present in our data. Table 1 shows export entry probabilities computed
using all observations in our sample.'’ The overall entry probability is 0.66%. If our extended
gravity story holds, the entry probability in a potential destination will be larger among firms
that exported in the previous year to markets that share some extended gravity covariate
with it. This prediction matches the evidence in Table 1. The probability of entering a
destination conditional on previously exporting to a connected market is always larger than
the unconditional one. This probability increase depends on the characteristic shared between
both markets: it is more than twofold if both markets share income per capita or language,
more than fourfold if they share continent, and approximately tenfold if they share a border.

The evidence in Table 1 is only suggestive of the presence of extended gravity. Other
economic forces can also explain these findings. The discussion of these other forces informs the
specification of the model introduced in Section 3, written with the aim of guiding us towards
an identification approach that controls for these alternative explanations when measuring

extended gravity effects.

10Table A.1 in Appendix A.1 lists all destinations of this firm for every year between 1995 and 2005.
" The entry probability in a country equals the number of firms exporting to it in year ¢t and not in t — 1,
divided by the number of non-exporters in t—1. Table 1 presents averages across countries of these probabilities.



Figure 1: Export Path of an Individual Firm

(b) Year 2001

(a) Year 2000

(d) Year 2003

(c) Year 2002

(f) Year 2005

(e) Year 2004

Note: Export destinations of an illustrative firm between years 2000 and 2005.



Table 1: Entry Probabilities

Probability of Entry Number of Entries

Overall: 0.66% 1638
Extended Gravity:
If Ext. Grav. Border = 1 6.74% 397
If Ext. Grav. Cont. = 1 2.79% 525
If Ext. Grav. Lang. = 1 1.59% 205
If Ext. Grav. GDPpc = 1 1.53% 588
If All Ext. Grav. =0 0.31% 770

First, suppose that firms rank countries by proximity to Chile and spread out gradually to
more distant markets (i.e. exports are only determined by standard gravity). Two countries
ranked consecutively are likely to belong to the same continent and, thus, in this case, a firm
already exporting to a continent will be more likely to subsequently enter other countries in
the same continent. This correlation in export entry, however, would be driven by distance
between Chile and each destination, not by distance between destinations. It is thus key to
account for gravity in order to correctly identify extended gravity. Consequently, in our model,
we allow firms’ export decisions to depend flexibly on gravity forces.

Second, the higher probability of exporting to a country among firms previously export-
ing to related markets could reflect similarity in firm-specific demand or supply across these
markets. Under this interpretation, for example, the higher probability of exporting to a mar-
ket for a firm previously exporting to a bordering country would not be due to a reduction
in entry costs caused by this export experience (state dependence), but due to similarity in
preferences for this firm’s output among customers living in these two countries (unobserved
heterogeneity). While our benchmark estimates account only for firm-year unobserved het-
erogeneity, we also show that these are largely robust to allowing firms’ export decisions to
depend on serially correlated firm- and year-specific unobserved covariates that are common
across groups of countries that share any of the extended gravity variables we consider.!?

Third, the patterns documented in Table 1 could also be due to the combined effect of two
forces: (a) most firms do not export at all or export only to a small number of destinations,
while a few firms export widely; (b) the more countries a firm exports to, the more likely it
is that every new destination shares some characteristic with one of its previous destinations.
Thus, correctly identifying extended gravity requires accounting for factors that make some
firms, ceteris paribus, more likely to export to any country, as well as for the set of potential

new export destinations that each firm has in each time period. We exploit our data to account

12For example, some firms may be more likely to export to European countries and others more likely to
export to Asian countries, and these patterns may be entirely due to factors unobserved to us (e.g. firms sell
different varieties that are differentially demanded in different continents) and correlated over time.



for as many determinants of firms’ exports as possible. Additionally, we impose only minimal
assumptions on the sets of countries that firms consider exporting to in each period.

Finally, even if one can conclude that exporting to a country does indeed cause an increase
in the probability of subsequently exporting to other destinations that share some character-
istic with it, there are still different mechanisms that may generate this path dependence
in export decisions. In our structural estimation, we show that one mechanism present in
the data is the reduction in export entry costs due to extended gravity. When identifying
this channel, we control for two alternative sources of path dependence. First, we allow our
extended gravity variables to also impact exports through other channels. Second, we allow
firms’ information sets to flexibly evolve as they enter foreign markets. This second mechanism
accounts for the possible presence of learning by exporting: as firms export to a country, they
gain information about the demand for their products both in that country and in countries
similar to it. Our estimates of the impact of extended gravity on export entry costs thus
control for the possible presence of learning and should not be attributed to it.

As an intermediate step between the motivating evidence presented in this section and the
structural estimates presented in sections 6 and 7, Appendix A presents additional reduced-

form evidence on the relevance of extended gravity in determining firms’ export destinations.'?

3 Empirical Model

In this section, we present the model that guides our identification of the impact of extended
gravity on the costs that firms face when entering a new destination. Time is discrete and
indexed by t. All firms are located in a country h and choose which export markets to export
to.!* We index all firms active in year t by i = 1, ..., N, and the potential destination markets

by j=1,...,J. The creation and destruction of firms is treated as exogenous.

3.1 Demand, Variable Trade Costs, and Market Structure

Firms face an isoelastic demand in every country: g;;; = p;j?Pﬂlejt. The quantity demanded,

qijt, thus depends on the price the firm sets, p;;, the total expenditure in the market, Y,

and the price index, Pj;, which captures the competition that the firm faces in this market.
A firm produces one unit of output with a; bundles of inputs. The cost of each bundle

is wy, and the marginal production cost is thus a;w;. When firms sell abroad, they also pay

13In Appendix A.2, we present entry probabilities similar to those in Table 1, separately for firms of different
size and firms with different number of prior export destinations; in Appendix A.3, we present estimates from
logit models of export participation that control for gravity; in Appendix A.4, we additionally control for firm-
specific unobservables that are common to countries that share a continent, language or similar income per
capita; and, in Appendix A.5, we show that the direct impact of extended gravity on export participation is
unaffected by whether we allow it to also impact firms’ export revenues.

11 our empirical application, the market h is Chile. For ease of notation, we eliminate the subindex h.



“iceberg” trade costs: they must ship 7;;; units of output for one unit to reach market j.
These costs account for transport costs and for ad valorem tariffs charged by country j on
goods originating from h. The marginal cost to the firm of selling in market j is thus 7;;1a;;ws.

Conditional on entering a foreign market, exporters behave as monopolistically competitive

firms and, thus, the revenue firm i obtains if it exports to market j in period ¢ is

1-n
_ N TijtQitWe
= DOy — Yo, 1
Tijt = Pijtdijt |:77 1 Pj :| jt ( )

We model the impact of variable trade costs 7;;; on export revenues as

1].;" = exp(§t + & + X[;,67) + €l (2)

T

where {;; is a country-year term, ; is a firm-specific term, and X,

Tt = (dijt—1, X5, In(at)).

gt

The variable d;;;—1 is a dummy that equals one if firm 7 exported to country j in year ¢t — 1,
and X7, is a vector that accounts for the extended gravity variables introduced in Section 2.1:
“Ext. Grav. Border”, “Ext. Grav. Cont.”, “Ext. Grav. Lang.”, and “Ext. Grav. GDPpc”.

Finally, £7;, is unobserved and we assume that
Ejilei;e| X dijes Tit] = 0, (3)

where [Ej[-] denotes an expectation conditional on a destination-year pair jt, and J;; denotes
the information set of the firm when deciding where to export to. Equation (3) thus implies

that the unobserved trade costs, Eijts do not affect the decision of whether to export to market
J in year t, as captured by the dummy variable d;j;.

As we show in Appendix B.1, equations (1) to (3) imply that
rijt = exp(aje + a; + X[a") + 55“ (4)

where «j; is a country-year component common to all firms, «; is a firm-specific term, and

X7 = (diji—1, X3, In(rint)). The variable Ef}t is unobserved and satisfies

Ejt[5£t|X¢Tjta dijt, Jit) = 0. (5)

As described in Section 5, our estimation procedure uses equations (4) and (5) to generate a
proxy for the potential export revenues 7;;; for every firm, country, and year.'® Equation (4)

allows export revenues to depend on gravity (through ajt), extended gravity (through Xf,),

15While our data includes information on export sales for firm-country-year triplets with positive exports,
rijidiji, estimating extended gravity effects requires a proxy for r;;; in all remaining cases. Equations (1) to
(3) play no role in our analysis except by providing a microfoundation for the relationship between Xj;; and
ri¢ in equations (4) and (5). We attach no structural interpretation to the parameters entering equation (4).

10



firms’ domestic sales, 74, and firms’ lagged export status, d;j;—1, in a way that captures

prevalent features of our data.'%17 The term Ef}t

variation in export revenues across firms, countries and years (Eaton et al., 2011).

makes our model compatible with any residual

As discussed in Section 2.2, flexibly modeling the determinants of export revenues is desir-
able for the identification of extended gravity: any variation in r;;; that affects firms’ export
participation decisions, is not controlled for explicitly in the export revenue equation (4), and
is correlated with our extended gravity covariates would be confounded in our estimation with
the true impact of these covariates on export entry costs. However, in practice, the predicted
export revenues in our setting are similar across many different specifications of the vector of

observed covariates X/, and fixed effects included in the revenue equation (4).18

3.2 Fixed and Sunk Export Costs

Exporters also face fixed and sunk export costs. Fixed costs are independent of both the
firm’s export history and how much it sells to a destination. They account for the cost of

advertising, updating information on a market, and participating in trade fairs. We assume
fijt = [} + tic;e + sf}t, (6)

where index ¢; represents a group of countries to which j belongs, and u;c;; thus denotes factors
that are firm- and year-specific but common to a group ¢; (e.g. common to all countries sharing

both continent and language). The observable part of fixed costs, f;-’, is modeled as

f7 = & +~F (Grav. Cont.); 4+ f (Grav. Lang.); + 'yj(GraV. GDPpc);, (7)

where each gravity term is defined in footnote 8. Both Wit and 5f;t are unobserved to the

researcher. While we impose no assumption on the distribution of Uic;t, WE assume that
F _
E[gijt’dijh Jit] = 0. (8)

Sunk costs are independent of the quantity exported to a destination, and a firm only has to

pay them if it was not exporting to this destination in the previous year. They account for

16 As shown in Table B.1 (Appendix B.2), the elasticity of r;;; with respect to r;n: is 0.4. Our model
rationalizes this estimate by allowing 7;;: to depend on a;; in equation (2). A model in which 7;;¢ is a demand
shifter is isomorphic to ours. Thus, one can interpret the relationship between 7;;; and a;; as a relationship
between productivity and “quality” (Verhoogen, 2008; Kugler and Verhoogen, 2012; Fieler et al., 2016).

"The dependency of ;5 on d;j:—1 is consistent with Ruhl and Willis (2016). This dependency may be due to
firms’ learning (Albornoz et al., 2012; Berman et al., 2015), partial-year effects (Bernard et al., 2015; Gumpert
et al., 2016), or customer capital accumulation (Fitzgerald et al., 2016; Piveteau, 2016).

18 As we show in Appendix B.2, the key predictors of export revenues are: (a) the firm fixed effect a;; (b)
the firm’s domestic sales, r;n¢; (c) the distance between home and destination markets; and (d) the aggregate
sectoral imports of country j in year ¢. Covariates (c) and (d) are accounted for by the country-year effect a;
in equation (4). All other covariates have little additional explanatory power for export revenues in our data.
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expenses in building distribution networks, hiring workers with specific skills (e.g. knowledge
of foreign languages), and adapting the exported products to destination-specific preferences

and legal requirements. We model them as
. _ 0 _ L0 S 9
SZ]t = Sj eijt + E’L'jt' ( )

The observable part of sunk costs depends both on gravity, s?, and extended gravity, eg’jt. We

model the gravity term as
57 = v§ +~2(Grav. Cont.); + 4 (Grav. Lang.); + ’ygS(Grav. GDPpc);, (10)
and the extended gravity term as

efjt = fyf(Ext. Grav. Border);;; + 'yf(Ext. Grav. Cont.);;; + ’ylE(Ext. Grav. Lang.);;;
+ 75(Ext. Grav. GDPpc);jq, (11)

with each extended gravity variable defined in footnote 9. The term e7j; thus depends on all
export destinations of firm ¢ in year ¢ — 1: it accounts for the possibility that entry costs in a
market are smaller for those firms that have previously exported to countries similar to it. We

assume that 5z$jt is unobserved to the firm when it is deciding on its set of export destinations,
Elef;|dije, Tit) = 0. (12)

As discussed in Section 2.2, correctly identifying extended gravity requires controlling for
the impact on firms’ export decisions of firm-specific unobserved (to the researcher) covariates
that are correlated over time and across countries that share characteristics giving rise to
extended gravity relationships. We allow for such unobserved covariates through the term w;c;
in equation (6). We do not restrict the correlation in ujc;t across firms, groups of countries,
and time periods, nor its relationship to firms’ export decisions. Thus, our model is consistent
with firms conditioning on u;c;+ when deciding where to export to. Our baseline results in
Section 6 assume that c¢; = ¢ for all j. In Section 7, we present additional results in which we

clasify countries into groups c; according to their continent, language, or income per capita.

3.3 Export Profits

The assumptions on demand, variable production costs and market structure in Section 3.1,
and the assumptions on fixed and sunk costs in Section 3.2, imply that the potential static

profits of exporting to a destination j are
_ -1
Tijt = Tijt — Tijt@atWeQije — fijt — (1 — dije—1)sije =0~ 7ije — fije — (1 — dije—1) 850, (13)
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and the total potential static profits of exporting to a bundle b of destinations are

Tibt = Zﬂ'ijt- (14)

jeb
Through the dependency of export revenues and sunk costs on last period’s exports, the static
export profits in period ¢, m;, will depend on the export bundle chosen in t — 1. However,
conditional on the t — 1 export bundle, all prior years’ export destinations have no impact on
the static profits in period ¢.' The export bundle in ¢t — 2 will thus directly affect the static
profits in ¢t — 1, but it will affect those in ¢ only indirectly through the optimal set of export

destinations in ¢ — 1. Thus, the dynamic problem of the firm exhibits one-period dependence.

3.4 Optimal Export Destinations

While we use b to denote a generic bundle of countries that a firm may choose to export to, we
use o0;¢ to denote the export bundle actually chosen by firm ¢ in period t. Formally, o is a vector
that indicates the export status in each of the J export markets: o = (di1t, - - ., dijt, - - -, dige),
where, as a reminder, d;;; equals one if firm 7 exports to market j in year ¢, and zero otherwise.

Assumption 1 indicates how firms choose the vector o;; in every time period.

Assumption 1 For every firm i and period t, let 0;; denote the observed bundle of export

destinations, J;; denote the information set, and By denote the consideration set. Then

oy = argmax I [Tl 1., [ it (15)
beB;t

where B[] denotes the expectation consistent with the data generating process and

Li
Hibt,Lit = Tpt + 6lﬂ—ioit+l(b)t+la (16)
I=1
where 0 is the discount factor and 0;11(b) denotes the optimal export bundle that firm i would

choose at period t + 1 if it had exported to the bundle b in period t.

Assumption 1 characterizes the firm’s observed export bundle as the outcome of an optimiza-
tion problem defined by three elements: (1) the L; periods ahead discounted sum of profits
gt ,,; (2) the consideration set Bj or set of export bundles among which the firm selects

its preferred one; (3) the information set J;; or set of variables the firm uses to predict its

19This would not be true if sunk costs in a country for firms that had exported two periods ago to it were
lower than those for firms that had never exported to it. Extending our methodology to allow for such entry
costs is straightforward. However, Roberts and Tybout (1997) provide evidence consistent with the assumption
that export entry decisions exhibit only one-period dependence.
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potential export profits in each of the bundles included in B;;. Identifying the impact of ex-
tended gravity on sunk costs requires imposing some restrictions on these three elements of

the optimization problem. Assumptions 2 to 4 indicate the restrictions we impose.
Assumption 2 L; > 1.

We impose only weak restrictions on how forward-looking firms are when deciding their opti-
mal export bundle. Our model is compatible with firms that take into account the effect of
their current choices on future profits in any of the three following ways: (a) only one period
ahead, L;; = 1; (b) any finite number p > 2 of periods ahead, L;; = p; or, (¢) an infinite num-
ber of periods ahead, L;; = oo (i.e. perfectly forward looking firms). Furthermore, different
firms may have different planning horizons, and the planning horizon of a firm may change
over time; i.e. L may be different from L;y for i # i’ or t # t'. This heterogeneity in planning
horizons accommodates differences across managers in their investment preferences.?’

Equation (15) imposes that firms’ expectations are rational but leaves their information

sets unrestricted. Assumption 3 indicates the restriction we impose on them.
Assumption 3 Z;; C J;;, where Z;; is a vector of observed covariates.

We thus impose that the researcher observes a vector Z;; that is included in the firm’s infor-

mation set J;;.2! Specifically, to compute our estimates, we specify the vector Zj; as

Zit: (Zijt,j: 1,...,J), (17&)
Zije = ([}, 85, €5, diji—1), (17b)
where, as a reminder, J‘-’, s? and eg’jt are components of fixed and sunk costs that depend

exclusively on gravity and extended gravity variables, and d;j;—1 captures the lagged export
status of the firm in country j. Equation (17) thus only requires firms to know whether each
foreign country shares continent, language or similar income per capita either with Chile or
with at least one country to which they exported to in the previous year. It is reasonable
to assume that all potential exporters have this information. Beyond this minimal content,
we do not impose any assumption on firms’ information sets. The variables not in Z;; that
complete the information set J;; may thus vary flexibly across firms and years.

Assumption 3 and the definition of Z;; in equation (17) allow for a large degree of unob-
served heterogeneity in the uncertainty firms face when deciding which countries to export to.

They are compatible with firms having different information both on the export revenue they

20Bandiera et al. (2015) find that managers have heterogeneous utility functions. Pennings and Garcia (2008)
show that this heterogeneity matters for their investment decisions, and Cheng and Steinwender (2016) show
that different managers react differently to trade shocks.

21Whenever we indicate that a random vector Z;: is included in the true information set Jit, Zit € Tit, we
formally mean that the distribution of Z;; conditional on J;: is degenerate.
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would obtain in each market, 7;;;, and on the fixed cost component Wic;t- These differences
may be due to firms’ investing differentially in acquiring information or having different prior
export experience across markets (consistent with within-firm learning).?2

Equation (15) also leaves unrestricted the consideration set Bj. The potential choice
set among which firms may choose their optimal export bundle includes all combinations of
foreign countries. Given that the number of countries J to which at least one firm in our data
exports is over 100, it is unrealistic to assume that firms evaluate the trade-offs, as captured
by the function E[M 1, |Jit], of exporting to each of these 27 bundles of countries. The
firm’s consideration set B;; is thus likely smaller than the potential choice set. However, the
lack of data on firms’ consideration sets makes it hard to correctly specify the set Bj of every
firm and period in our sample. For this reason, we do not specify a consideration set B;; for

every firm and year, but just impose a minimal content requirement on it.
Assumption 4 A;; C B, where Ay is known to the researcher.

This assumption imposes that the researcher must list the elements of a subset A;; of the true

consideration set B;;. Specifically, to compute our estimates, we specify the set A;; as

A = {ouyU{o,7 Wi =1,...,J, and j'=1,...,J such that j' € Ay}, (18a)
Aijv ={j'=1,...,J such that [P =7 and wic;r = uicj,t}, (18b)
where 0{7 7" is the bundle constructed by swapping the observed destination j for the alter-

native one j’. Formally, for a bundle o; with dijt = 1 and d;j; = 0, the bundle 0{7 -

(diygs - - -+ diyy) is constructed as: (a) dijmy = dijn, if j" # j and j” # j's (b) dije — 1 = djjy;

c) dijy +1 =d.,,. The set A;; includes the observed bundle, o, plus all other ones built
J 13t

by swapping an observed destination j for an alternative one j’ that belongs to the set Aj;j.

and

According to the definition of A;j;, destinations j and j’ must share: (a) the component of
fixed costs f7, defined in equation (7); and (b) the unobserved fixed costs term u;c;¢, defined
in equation (6). Requirement (a) implies that both j and j* must have the same gravity
relationship to the home country of the firm: either both or none of them share continent,
language or similar income per capita with country h. Depending on how we define the groups
of countries assumed to share the value of u;c,;, requirement (b) may additionally require j

and j' to share a continent, language or similar income per capita with each other.?? Con-

Djickstein and Morales (2016) find that large firms have more information relevant to predict 7;;: than small
firms, and their evidence suggests that this informational advantage is due to larger investments in acquiring
information. Multiple papers provide evidence consistent with within-firm learning (Albornoz et al., 2012;
Berman et al., 2015; Arkolakis et al., 2015b; Timoshenko, 2015a,b; Bastos et al., 2016; Fitzgerald et al., 2016).

23For example, if we assume that Uic;t is common to all countries located in the same continent (¢; = ¢;s if j
and j’ belong to the same continent), requirement (a) implies that either both or none of j and j’ have Spanish
as official language (Chile’s official language) and share similar income per capita with Chile; and requirement
(b) requires both j and j' to be located in the same continent. In this case, we could thus hypothetically swap
the United Kingdom for Germany, but not for the United States, as they are located in different continents.
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sequently, Assumption 4 and equation (18) imply consideration sets that include at least the
observed choice, o5, plus small perturbations around it. The set of bundles not in A; that

complete the consideration set B;; may vary flexibly across firms and years.

3.5 Parameters to Identify, Identification Approach and Prior Literature

The unknown model parameters are the demand elasticity 7; the discount factor §; the export

revenue parameters entering equation (4),

a = ({aji}je {aiti,a”); (19)
the fixed and sunk costs parameters entering equations (7), (10), and (11),

v= 08 A AL AL A A A A AL AL AE A E); (20)
the planning horizon L;;, information set J;;, and consideration set B;; of every firm ¢ and year
t in the sample; and the joint distribution of the unobserved determinants of export revenues,
fixed and sunk costs, defined respectively in equations (4), (6), and (9).

Prior literature that has estimated single-agent export entry models has done so by as-
suming away extended gravity effects, ’yf =~F = *ylE = 'yf = 0; fixing the value of § to a
number close to 1; specifying the exact planning horizon, L;;, and the precise content of both
the information and the consideration sets, J;; and Bj, of every firm and year in the sample;
and imposing parametric restrictions on the distributions of the unobserved determinants of
export profits. Given these assumptions, the remaining parameters are point identified. This
approach cannot be applied in our setting. Once we allow the extended gravity parameters
to differ from zero, computational feasibility forces us to impose strong assumptions on plan-
ning horizons and information and consideration sets so that we can estimate the remaining
parameters through maximum likelihood or a method of moments approach.?*

Even if computational feasibility was not a constraint, computing extended gravity es-
timates that depend on precise definitions of the firm’s planning horizon, information and
consideration sets would be undesirable. As the simulation in Appendix D.2 illustrates, ex-
tended gravity estimates are biased if these model elements are misspecified. Given the lack
of data on firms’ planning horizons, information and consideration sets and our aim of cor-
rectly identifying the extended gravity parameters, we opt for imposing only the relatively
weak restrictions indicated in assumptions 2 to 4 and equations (17) and (18). Imposing only
these weak restrictions is not without costs: they are not strong enough to point identify the

extended gravity parameters and, furthermore, the resulting model is not suitable to analyze

24 A method of moments approach is feasible if L;; = 0 for all it pairs and J;; is such that firms have perfect
foresight; see Jia (2008), Tintelnot (2016), Antras et al. (2017), and Arkolakis and Eckert (2017).
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how firms’ export decisions change in response to counterfactual changes in the environment.
We quantify the importance of extended gravity in reducing export entry costs by identi-

fying bounds on the following vector of relative extended gravity parameters

E _E .E AF
Y% Ye Vi Vg
S 5§58
Yatr Vall Vait Vall

Kk = (Kb, Ke, KI, Kg) = < ), N =8 S AP —1—75. (21)
The parameter x; captures the relative reduction due to extended gravity in border in the sunk
costs of entering a country that differs from Chile in all three gravity variables included in our
analysis. The parameters k., x; and k4 capture analogous relative reductions due to extended
gravity in continent, language and similarity in income per capita. For example, for a firm
entering Germany, k4 indicates the relative reduction in sunk costs if previously exporting
to the United States, k. indicates the corresponding reduction if previously exporting to
Romania, k. + kg4 if previously exporting to Spain, sy + K. + kg4 if exporting to France, and
Kp+Ke+K+kg if exporting to Austria. Focusing on identifying the parameter vector s, instead
of the parameter vector -, has several advantages. First, the value of k is independent of the
units in which export sales are measured and, thus, is easier to interpret. Second, identifying
bounds on k does not require fixing any parameter to a normalizing constant and, thus, these
bounds are scale-invariant. Third, the assumptions required to identify x are weaker than

those needed to identify all elements of 7.2> Fourth, it is computationally much simpler.26

4 Deriving Moment Inequalities

In Section 4.1, we derive conditional moment inequalities from the model described in Section
3. In Section 4.2, we transform these conditional moment inequalities into unconditional
ones. In Section 4.3, we illustrate how these unconditional moment inequalities may be used

to compute bounds on the elements of the extended gravity parameter vector k.

4.1 One-period Deviations

We apply an analogue of Euler’s perturbation method to derive inequalities: we compare the
stream of profits along a firm’s observed sequence of bundles with the stream along alternative

sequences that differ from the observed one in just one period. Denoting the observed sequence

25E.g. identifying v{" requires parametric restrictions on the distribution of Uie;t, and identifying V& AE A
and 'yf requires expanding the set A;; to include alternative export bundles that differ from the observed one
both in the number of export destinations and in the gravity characteristics of the countries included in them.

26Ho and Rosen (2016) discuss how the computational cost of standard moment inequality inference proce-
dures increases with the dimensionality of the parameter vector to estimate: these procedures require evaluating
whether each point in the parameter space verifies a condition determining its inclusion in the confidence set.
As v includes 12 parameters, computing a confidence set for it is computationally expensive: a grid covering a
12-dimensional space requires a very large number of points in order to keep the discretization error small.
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Figure 2: Actual and Counterfactual Path: Example

Actual Path Alternative Path One-period Deviation Path
A — A A A A A A A A A A A
B B\B%B B \\JB\ B B B "B--B-——B
¢ (¢ C C ¢ ¢ “o-—-o0 c C C C

The left panel describes the actual export path: the firm chooses destination A in periods ¢ — 1 and ¢, and
destination B in periods ¢t + 1 and ¢ + 2. The middle panel describes the path that would have been optimal
conditional on choosing destination B in year t. The right panel describes a one-period deviation path from the
actual one: it is identical to the actual path except for swapping destination A for destination B in period t.
The solid arrows denote transitions observed in the data; the dotted arrows denote counterfactual transitions.

as o;fpl ={...,0it—1,0it, Oit+1, - - - }, we form inequalities by comparing the expected discounted
sum of profits generated by it to that generated by an alternative sequence that differs from
o}, in the bundle chosen in t, {..., oit,l,og?j/, Oit+1, - - - }» where, as a reminder, oi?j/ is the
bundle that results from swapping destination j by j in 0;;. Given the one-period dependence
in export profits imposed in our model (see Section 3.3), the difference in the discounted sum
of profits generated by the observed and the alternative paths depends only on the difference

in static profits in periods ¢, m;;;¢, and ¢ + 1, 551441,

J

=3’
Tijt — Tijre + 0 E i1 (Tijrier — Tigmiyg)s (22)
§"=1

Mijs't Mijs't+1

where Wi]7tj—l|-1 are the potential profits of 4 in country j” and year ¢ + 1 if it chooses 0{7 7

in .

To provide intuition on equation (22), we present in Figure 2 the example of a firm that
must choose which of three possible markets to export to. The left panel describes the firm’s
observed path: it chooses market A in periods t — 1 and ¢, and market B in periods t + 1 and
t + 2. From Assumption 1, these are the firm’s optimal export destinations in each period.
The middle panel describes the choice that would have been optimal in ¢t + 1 and ¢ + 2 if the
firm had deviated from the optimal path and chosen destination B in period t. The right
panel describes an alternative path built as a one-period deviation from the observed one: it
deviates from it only in that market B is chosen in period t. Using the model’s notation:

oit = (diae,dipt,dict) = (1,0,0) and 03_”9 = (0,1,0). The static profits of exporting to
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market B in period ¢ + 2 are independent of the choice made by the firm in period ¢: profits
exhibit one-period dependence and, thus, they depend on export history only through the
export bundle in the previous period. This is why period t + 2 static profits do not enter
equation (22). Conversely, the difference in static profits in periods ¢ and ¢ 4+ 1 between the
actual and the period-t deviating path will generally be different from zero.

Proposition 1 shows how we use one-period deviations to derive moment inequalities.

Proposition 1 Suppose assumptions 1, 2, and 3 hold; then, for any pair of countries j and
j" such that ogfj/ € By, and any Zy,

B (it + 0mijjrs |dige(1 — dijn) = 1, Zy| > 0. (23)

The proof of Proposition 1 is in Appendix C.1. Equation (23) indicates that, conditional on
any vector of covariates included in the firm’s information set, Z;;, and firm ¢ exporting to
country j and not to j" in period ¢ (dij;(1 —d;jrr) = 1), the expected discounted sum of profits
along the observed export path is weakly larger than the expected discounted sum along
an alternative path that swaps the observed destination j for the alternative j' in period t.

j—j'
it

Equation (23) is a revealed preference inequality and, thus, for it to hold, the bundle o
must belong to the consideration set of the firm in period ¢, B;.

To gain intuition on the inequality in equation (23), we use again the example in Figure 2.
Since, according to the left panel, destination A was chosen in period ¢, Assumption 1 implies
that, conditional on the information available to the firm in period ¢, the firm weakly prefers
the optimal export path that includes destination A in ¢ (in the left panel) to the optimal path
that includes destination B in ¢ (in the middle panel). However, once country B is selected
in period t, choices in subsequent periods that are optimal conditional on this choice (in the
middle panel) must be preferred over choices that would have been optimal only if destination
A had been selected in ¢ (in the left panel). Transitivity of preferences thus ensures that the
optimal path described in the left panel is, given the information available to the firm in ¢,
weakly preferred over the one-year deviation path described in the right panel.??

The inequality in equation (23) illustrates how the general approach in Pakes (2010) and
Pakes et al. (2015) can be applied to single-agent dynamic discrete choice models. Our strategy
of using one-period deviations to build estimating equations follows the methodology in Hansen

and Singleton (1982) and Luttmer (1999), but is adapted to our moment inequality setting.?®

27 According to Proposition 1, it need not be the case that the realized or ex post difference in profits is
positive. Formally, our model does not imply that dsj¢(1 — d;jre) (75500 + 6mi550041) > 0 for every 4, j, j' and ¢.

28 Arcidiacono and Miller (2011); Scott (2013); Aguirregabiria and Magesan (2013, 2016); and Traiberman
(2016) also use one-period deviations to estimate dynamic discrete choice models. These papers, however, fully
specify the agents’ planning horizon, and information and consideration sets. Also, for every realization of these
information sets, these procedures require estimating nonparametrically the probability that any alternative
in the consideration set is chosen. Given the dimensionality of any reasonable specification of the information
and consideration sets in our setting, performing this nonparametric estimation is infeasible in our case.
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Thus, our inequalities do not condition on choices that the firm makes in periods later than the
deviating period ¢. This differentiates our inequalities from those in Holmes (2011) and Illanes

2016), and it is important for our purposes because conditioning on the firm’s subsequent
g

R 29

choices would rule out the definition of (Sijw 551‘» 5%9]'7&) as expectational errors.

4.2 From Conditional to Unconditional Moment Inequalities

The inequalities in equation (23) have two properties that complicate their applicability in
estimation. First, they condition on a particular pair of destinations j and j’, implying that
the number of inequalities that one can construct is larger than the sample size. Second, they
condition on the vector Z;;, which may take many values. These two characteristics imply
that the sample analogue of most of the moments in equation (23) will average over very few
observations. To facilitate estimation, we exploit the many conditional moment inequalities in
equation (23) to derive a finite number of unconditional inequalities that aggregate across pairs
of actual and counterfactual destinations and across observations with different values of Z;;.3°
Conditioning on a finite set of moments, while convenient, may entail a loss of information
relative to the many conditional moment inequalities in equation (23). However, as Section
6 shows, the inequalities we employ nonetheless generate economically meaningful bounds on

the parameters of interest. Proposition 2 characterizes our unconditional inequalities.

Proposition 2 Suppose equation (23) and Assumption 4 hold; then, for any function ¥(-)
such that

U (Zijt, Zijit) 2 0 (24)

for all values of (Ziji, Zijr) in their support, it holds that

J
E Z Z V(Zijt, Zijre)dije(1 — dijrg)(mijj0e + 0Tigjre1) | = 0. (25)
J=1j'€Aijt

The proof of Proposition 2 is in Appendix C.2. The inequality in equation (25) sums over all

pairs (j, j') such that j is an actual export destination, d;j; = 1, and j’ is a market to which the

29Bquations (4), (6) and (9) assume that the vector (sﬁt,sfjt,sfjt) is mean independent of 7;¢, but do not
restrict its relationship to any information set J;;» such that ¢’ > t. This is consistent with the interpretation
of (5%, 5fjt, efjt) as expectational errors. If we were to apply the inequalities in Holmes (2011) to our setting,
we would need to assume that the vector (sﬁt, sfjt,sfjt) is mean independent of the information sets ;s in
every period t'. If were to apply the inequalities in Illanes (2016) to our setting, we would need to assume that
the vector (5&, Efjt, sfjt) belongs to the information set 7;:. We opt for our approach because, as discussed in
Dickstein and Morales (2016), allowing for expectational errors is key to the estimation of export entry costs.

30Menzel (2014); Chernozhukov et al. (2014); Bugni et al. (2016b) introduce inference procedures in settings
with many moment inequalities. Andrews and Shi (2013); Chernozhukov et al. (2013); Armstrong (2014, 2015);
Armstrong and Chan (2016) study conditional moment inequality models.
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firm does not export, d;;; = 0, but that is included in the set A;;; specified by the researcher,
j' € Ajjr. Assumption 4 requires all bundles formed by swapping country j for an alternative
j" included in A;j; to belong to the consideration set Bj;;. This motivates our choice of A;j; in
equation (18b) as including only countries that are similar to the observed destination j; i.e.
countries that the firm is likely to have considered when selecting j as destination.

When summing over pairs of destinations j and j’, the inequality in equation (25) weights
them according to a function W(-) that must satisfy two restrictions: (a) it is weakly positive;
(b) it is a function only of variables observed to the researcher and assumed to belong to the
firm’s information set ;. This motivates our choice of Z;;;, described in equation (17b), as
including only variables that every firm is likely to know.

Without additional restrictions on the set A;j; and the instrument function W(-), the
profit differences ;;;» and m;;;141 in equation (25) will depend on all observed and unobserved
determinants of export revenues, fixed and sunk costs, and all parameters included the vectors
a and 7y defined in equations (19) and (20). For our aim of computing bounds on the extended
gravity parameters in the vector x defined in equation (21), inequalities that depend on all
elements of v or on the unobserved determinant of fixed costs Uijc;t are problematic. As
discussed in footnote 26, computing a confidence set for all elements of v is very costly.
Additionally, if the moments we use for estimation depend on the unobserved term Wic;t,
then we would need to either assume that it is mean independent of the firm’s information
set, J;t, or impose parametric restrictions on its distribution. Either of these distributional
assumptions on w;,t, if inaccurate, will bias our estimates of k. The following proposition

indicates how we solve these two problems by restricting the set A;;; and the function W(-).

Proposition 3 Suppose equations (5), (8), (12), and (18b) hold, and that

U(Zije, Zin) =0 if 89 Yoy or $% # Yaus (26)
then the moment
J
E|Y " > Y Zijt, Zijn)dije(1 — digro) (migoe + 6mijjreen) (27)
J=1j'€Aijt

depends only on the distribution of a vector of observed covariates and the parameter vector

* = (a,ﬁ,nﬁfﬂ).

The proof of Proposition 3 is in Appendix C.3. Importantly, this proposition indicates that,
if we restrict A;j; according to equation (18b), W(-) according to equation (26), and the
distribution of the vector (5515755‘1&75%1&) according to equations (5), (8), and (12), then the

moment in equation (27) does not depend on unobserved determinants of export profits, and
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depends on the vector v only through the parameters 75” and « defined in equation (21).3!
The following corollary indicates how we derive the finite set of unconditional moment

inequalities we use to estimate bounds on k.

Corollary 1 Given propositions 2 and 3 and any K functions {Vy(Zj1, Zijw)}5_ | satisfying
equations (24) and (26); then, for every k =1,..., K, it holds:

Z Z \I}k: Zz]ty ’t)dz]t(l - dzy’t)(ﬂ-qj’t + 57FZ]]’t+1) > 0. (28)
] 1] EAzgt

Appendix C.4 lists the K = 10 instrument functions we use in our estimation. Let’s define a
vector 6 of unknown parameters whose true value is 6*. Then, denoting by © the set of all
values of 6 such that mg(0) > 0, for all k =1,..., K, Corollary 1 implies that §* € ©.

4.3 Using Inequalities to Bound Extended Gravity Parameters: Intuition

We illustrate here how, by properly selecting alternative destinations to compare to the ob-
served ones, one can construct inequalities that bound the parameters of interest.

In the example in Table 2, a firm enters the United Kingdom in year 8, and we consider an
alternative path in which it enters Germany instead. Both countries are in Europe and have
similar income per capita, but differ in that the former is English-speaking and the latter is
German-speaking. Assume that the firm exported only to the United States in year 7 and does
not export anywhere in year 9. Therefore, in terms of extended gravity effects, the actual and
counterfactual paths differ only in that the firm benefits from extended gravity in language in
the former but not in the latter. Indexing the observed destination with j and the alternative

one with j/; the difference in year 8 static profits between actual and counterfactual paths is:

Tijirs =N 'Tijs — fijs — Sijs — (N 'rijrs — fijrs — Sijrs) (29)
-1 F s S
=" (rijg — Tijrg) — (Uic;8 — uz’cjls) - (%‘8 - 51;3"8) + (efjs - e%'s) - (%‘8 - 51’]”8)
- F
=0 (rijs — rigrs) — (Uie;s — Uicys) — (ehjs — eijig) + 11 — (s — €hyg)
-1 R R F F E s S
=1 (Tfjs - T%/s + €ijs — %'8) - (Uicjs - Uz’cj/S) - (EijS - %‘/8) + - (EijS - %‘/8):
where the first line uses equation (13); the second line applies equations (6) and (9), and takes

into account that Germany and the United Kingdom share all gravity variables affecting the

observable components of fixed costs, f]" = jo,, and sunk costs, s7 = s;?,; the third line exploits

31The intuition behind Proposition 3 is the following. First, according to equation (18b), destinations j and
j' must satisfy that ff = f7; thus, the moment in equation (27) differences out all terms that depend on
(Y AE AL E). Second, also according to equation (18b), j and j/ must also satisfy that Uic;t = Uic,,t, Which
are thus also differenced out. Finally, according to equation (26), j and j° must share no gravity characteristic
with Chile; thus, equation (27) depends on (v5,72,7;,7;) only through the scalar ;.
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Table 2: Example of a 1-period Export Event

t=7|t=8|t=9
United Kingdom 0 1 0
Observed Germany 0 0 0
. United Kingdom 0 0 0
Alternative Germany 0 1 0

that the firm’s single export destination in year 7 shares language with j but not with j’; and
the fourth line uses the expression for export revenues in equation (4), with the notational
simplification r7;, = exp(aj + oy + X[jta’”). As the firm does not export in year 9, its export

profits in this year are zero both in the actual and counterfactual paths, and then
dij“g(ﬂ-ij”Q — 71'5]73,) =0, for all j” e J. (30)
Therefore, the equivalent of the difference in profits in equation (22) is

Tijj’8 + 0Tijjr9 = (31)

-1 R R F F E S S
n (7“%8 - T;L)j’S + &g — 6ij’8) - (Uich - Uic,-/S) - (EijS - 5ij’8) +n - (EijS - %’fs)-

However, not every possible pair of observed and alternative destinations may be used to
build our inequalities. As propositions 2 and 3 show, our inequalities compare an observed
destination j only to those alternative ones included in the set A;;; defined in equation (18b).
By restricting in this way the set of alternative destinations, our inequalities include only
profit differences between destinations j and j’ such that Uicjt = Uicjt for every firm 7 and
year t. Therefore, Germany is a valid alternative to the United Kingdom only if we assume
that Uijc;t 18 common across countries that share continent and similar income per capita.

Imposing this assumption, the difference in profits in equation (31) becomes

-1 R R F F E s s
Tijj'8 + 0Mijjr9 =10 (Tz‘ojs - Tz'oj's + €ijs — 52‘]"8) - (%’8 - 5z'j'8) +tv - (Ez‘js - %‘/8)
S (=1 R R F F s s
= Yau (7~ (rfjs — Ty + Eijs — €ijrs) + K1) — €i58 + Eiyrs — Eijs T Eiyrss (32)
where the second line rewrites the difference in profits as a function of the relative extended
gravity parameter of interest x; and 7 = nfyfll. If we additionally assume that 55} = Ef;t =
efjt = 0 for every 4, j, and ¢, and 'yf” > 0, then equation (32) defines a lower bound on x; as

a function of observed determinants of export revenue and the parameter vector (7, a):

Yan (7 1(7"%8 —ripg) + ) >0 — K> 77_1(7’%'8 —riig)- (33)

Our model however allows &£

it Ef;t and Efjt to differ from zero: equations (5), (8) and (12)
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impose only that these terms are mean zero conditional on the firm’s information set. There-
fore, deriving bounds on k; that depend only on observed covariates requires averaging profit
differences such as those in equation (32) across sets of firms, observed and alternative des-
tinations, and years, selected on the basis of variables that belong to the firms’ information
sets. For each inequality in equation (28), the instrument function W (Z;;, Zi;¢) selects the
observations that the corresponding moment averages over. How can we define a function
U (Ziji, Zijre) such that the corresponding inequality identifies a lower bound on x;?

A moment inequality will help identify a lower bound on k; if it averages across paths
such that, as in Table 2, the firm benefits from extended gravity in language more in the
observed than in the alternative path. An instrument function that satisfies the requirements

in equations (24) and (26) and that selects observations likely to verify this condition is:
Ui(Zije, Zijn) = 1{s§ = s = vy dije—1 = dijny = 0, €55 — €0y = 1} (34)

This function takes value one if three conditions are satisfied, and zero otherwise. The first
condition requires that neither j nor j’ share continent, language or similar income per capita
with Chile. The second one requires that firm 7 is exporting to neither j nor j' in year ¢t — 1;
and the third one requires that countries j and j’ are identical in every extended gravity
covariate other than language, which benefits only the observed destination j.

The function in equation (34) guarantees that, for all observations entering the moment
inequality defined by it, the difference in static profits in period ¢, m;;;/, is analogous to that in
equation (29). However, it does not guarantee that the difference in period ¢+ 1 static profits,
mijj't+1, will equal zero as in equation (30). Imagine that, instead of the path described in
Table 2, we observe the one in Table 3, in which the firm exports to the United Kingdom also

in year 9. In this case, the difference in export profits in year 9 in the United Kingdom is

j—j’ S E E S
dijo(Tijo — 79" ) = Yau — Yo — Vg + Eijos (35)
or, in words, the sunk costs of entering the United Kingdom for a firm that only exports to

Germany in year 8. Therefore, the equivalent of equation (32) for the example in Table 3 is

355’8 + (571'1']‘]'/9 = (36)

S (=—1 R R F F S S S
Yau (M (rijs — rijs + €ijs — Eirs) + K1+ 0(1 — Ko — Kg)) — €558 + €ijis — 58 + E5yrs + 0550
The examples in tables 2 and 3 assume that the firm does not export to any country other
than the United Kingdom in year 9. More generally, when swapping an observed destination
by an alternative one in a year t, one needs to keep track of how this change affects, through
extended gravity effects, the sunk costs in any other country to which the firm starts exporting

in year t + 1. We illustrate this case through an example in Appendix C.5.
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Table 3: Example of a 1-period Export Event

t=7|t=8|t=9
United Kingdom 0 1 1
Observed Germany 0 0 0
. United Kingdom 0 0 1
Alternative Germany 0 1 5

As equations (32) and (36) illustrate, the instrument function Wx(-) in equation (34) does
not fully determine the shape of the difference in profits m;;;; + 075,441 for the observations
that enter the corresponding moment myg(-). This shape depends on the observed export
destinations in years t and ¢t + 1. However, all profit differences corresponding to observations
that make the instrument function in equation (34) equal to one will share the feature that
their derivative with respect to the parameter k; is likely positive. Consequently, the resulting
moment inequality is increasing ; and, thus, identifies a lower bound on ;.32

The examples above also show that expectational errors always enter additively in the
function 7,4 +07;51041. As Wi (+) is a function of variables included in the firms’ information
sets, the average of these expectational errors across the observations that make Wg(-) equal
to one will equal zero asymptotically. Consequently, the resulting moment inequalities will

depend exclusively on observed covariates and a finite number of parameters to estimate.

5 Estimation

Our parameter vector of interest is , defined in equation (21). We treat all other parameters
as nuisance parameters. For estimation, we use the inequalities {mg(f) > 0,k = 1,...,10}
described in equation (28) and Appendix C.4. As the examples in equations (32) and (36)
illustrate, and Appendix C.3 proves, we can rewrite these moments as a function of k, the
vector of revenue parameters «, the rescaled elasticity of demand 7, and the sunk cost fyf”.
Furthermore, these moments are homogeneous of degree one in 'Y(fll and, thus, we can set this
parameter to any arbitrary positive constant without affecting the bounds on (o, k, 7).

We estimate bounds on (a, k,7) in two steps. First, we use data on export revenues and
moment equalities to obtain point estimates of «. Second, we use moment inequalities and
these estimates of « to obtain confidence sets for (x,7). This two-step estimator is preferred
over an alternative approach that uses only the inequalities {mg(6) > 0,k = 1,...,10} to
estimate bounds on (o, k,7). First, the two-step approach uses different sources of variation
to identify a and x: we use data on export revenues conditional on export participation to

identify «, and data on foreign market entry and exit to identify . If we had estimated both «

321f the partial derivative of my () with respect to ki, is positive, then, holding all other parameters constant,
my(-) increases with x; and, thus, the inequality my(0) > 0 will be violated at very low values of x;.
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and x using only our inequalities, then separate identification of o and x would be exclusively
due to the functional form restrictions we impose on revenue, fixed and sunk cost in equations
(4), (7), (10) and (11). Second, if we were to identify « using only inequalities, then it would
also be set identified (instead of point identified). Finally, due to computational constraints,

identifying o using inequalities would force us to limit its dimensionality.?3

5.1 First Step Estimation

Following equations (4) and (5), we estimate a using data on revenues, r;;;, and its determi-

T
nants, X/,

for the subsample of firms, countries, and years with positive exports, d;j;; = 1.
We use nonlinear least squares to compute the estimates &; we provide additional details in
Appendix B.2. As X1t 1s observed independently of the value of d;ji, we use & to define a

proxy for the potential revenues of every firm, country and year: 7;j; = exp(d¢ + G + X [jté/“).

5.2 Second Step Estimation

Given 7;j; for every firm, country, and year, we use the sample analogue of the ten moment
inequalities described in equation (28) and Appendix C.4 to compute a 95% confidence set
for the vector (k,7). When computing this set, we apply the procedure described in Section
10.2 of Andrews and Soares (2010) to account for the fact that our moments depend on the
preliminary estimate &. Specifically, we apply the Generalized Moment Selection procedure

34

and adjust the variance matrix of the moments to account for their dependency on @.°* In

sections 6 and 7, we report confidence sets for different linear functions of the elements of x;

we compute these as projections of the 95% confidence set for (x,7).3°

6 Results

We present estimates of bounds on linear combinations of the four extended gravity param-

eters: the relative reduction in sunk costs due to extended gravity in border, k;, continent,

33See the discussion in footnote 26. A third possible approach is to combine in one step the equalities we use
to identify o and the inequalities that identify (x, 7). This approach has the same computational limitations as
using only inequalities to estimate («, &, 77): we still need to limit the dimensionality of « so that a grid covering
all feasible values of («, k, 7) neither is too coarse nor incorporates an infeasibly large number of points.

34Section 8 in Andrews and Shi (2013) contains a similar adjustment for the case of a conditional moment
inequality estimator. We thank the authors of Andrews et al. (2016) for sharing with us an unpublished version
of their work that includes details on the implementation of the estimator in Section 8 of Andrews and Shi
(2013); we adapt their implementation procedure to our combination of a nonlinear least squares first step
estimator and an unconditional moment inequality second step estimator. All details are in Appendix C.6.

350ur projected confidence sets are conservative. Instead of applying the procedure introduced in Bugni et
al. (2016a) (which has better power properties), we report these projected sets for two reasons. First, they
are sufficiently tight to provide economically meaningful information on the effect of extended gravity on sunk
costs. Second, as we report confidence sets for many functions of «, it is computationally more convenient to
compute a single confidence set for (k,7) and then project it multiple times.
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Table 4: Bounds on Individual Extended Gravity Parameters

Border Continent Language GDPpc

[5.71%, 13.33%]  [19.05%, 28.57%)] [28.57%, 36.19%]  [0%, 28.57%]

Notes: This table reports bounds on the vector x defined in equation (21). It uses
the regression results described in column I of Table B.1. The confidence intervals
are projections of a confidence set for (k,7) computed following the procedure in
Section 10.2 of Andrews and Soares (2010).

ke, language, k;, and income per capita, k4. To compute these estimates, we assume here
that the unobserved heterogeneity in expected fixed export costs is common across countries:
Wic;t = Wity for all j. We impose no other restriction on the distribution of w;;.36

As described in Section 5, our extended gravity estimates depend on prior estimates of
the revenue parameters «, which we use to compute a proxy of the potential export revenue
of every firm, country and year, 7;;;. Our estimates of o, reported in Table B.1 in Appendix
B.2, reveal that: new exporters sell small amounts; firms’ exports increase in the size of
the destination market and generally decrease in any measure of distance between home and
foreign markets; and more productive firms, as proxied either by value added per worker or
by domestic sales, export larger amounts. For the purpose of computing confidence sets on
extended gravity parameters, the main characteristic of the nine revenue regressions reported
in Table B.1 is that, as we show in Table B.2 in Appendix B.2, they all generate very similar
predicted export revenues 7;j;. Our moment inequality estimates are thus robust to several
different specifications of the export revenue regression. To confirm this, we report here and
in Appendix C.7 two sets of extended gravity estimates that differ in the number of covariates
used to compute the corresponding predicted export revenues.” No matter which specification
we use to construct 7;;¢, the moment inequality estimates are very similar.

As shown in Table 4, we estimate the extended gravity effect due to border to be between
approximately 6% and 13%, the effect due to continent to be between 19% and 29%, the
effect due to language to be between 29% and 36%, and the effect due to similarity in income
per capita to be lower than 29%. Panel A in Figure 3 represents these estimates graphically:
except for the case of similarity in income per capita, our estimated bounds are tight and

reject the null that extended gravity effects are zero. One should not conclude from these

36Tn Section 7, we relax this assumption and allow Ujc;t 1O vary across countries that differ in the continent
of location, in official language, or in income per capita.

3TWe report here results that rely on the “long” revenue regression described in column I of Table B.1. It
includes: firm and year fixed effects; the firm’s value added per worker, share and average wages of skilled and
unskilled workers; a large set of distance measures between foreign and home countries; this same set interacted
with a dummy for first year of exports to a country; extended gravity covariates; and a measure of the foreign
market’s size. We report in Appendix C.7 results that use the “short” revenue regression described in column
VI of Table B.1. This one includes only: firm and year fixed effects; the firm’s domestic sales; the physical
distance between foreign and home countries; and the aggregate imports in the foreign market. Besides fixed
effects, the “long” regression includes 28 regressors, while the “short” one only 3.
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Table 5: Bounds on Combinations of Extended Gravity Parameters

Border + Language + Continent + Continent + Continent + Continent + Continent + All

Continent GDPpc GDPpc GDPpc + Language Language + Language +
Border Border GDPpc
[24.76%, [32.38%, [24.76%, [34.29%, [47.62%, [55.24%, [57.14%, [68.57%)
38.10%]  60.95%)] 49.52%) 57.14%] 62.86%)| 74.29%)| 81.90%) 89.52%]

Notes: This table reports bounds on sums of elements of the vector x defined in equation (21). It uses the regression
results described in column I of Table B.1. The confidence intervals reported in this table are projections of a 5-
dimensional confidence set for (k,7) computed following the procedure in Section 10.2 of Andrews and Soares (2010).

estimates that linguistic factors matter more than geographic ones. Contiguous countries will
also generally share continent and, as shown in Table 5 and Panel A in Figure 3, their joint
effect is between 25% and 38%, comparable to the effect of sharing common language.

Table 5 and Panel B in Figure 3 present bounds on combinations of extended gravity
parameters. Noticeably, firms that have export experience in a country that shares border,
continent, language and similar income per capita with a new export destination will pay
sunk export costs 69% to 90% smaller than those paid by a firm that has no prior export
experience (or experience only in countries unrelated to that new destination). This result
puts into question the standard assumption that firms consider different foreign countries as
independent export markets. Our results suggest that this equivalence between markets and
countries is, in some cases, inaccurate. When two countries are very similar to each other,
firms that jump between them face barriers only slightly larger than those they would face
when jumping across regions of the same country.

Panel C in Figure 3 illustrates our estimates through the example of a firm that enters
the United States. If this firm was previously exporting to Canada, a country that shares
border, continent, language and similar income per capita with the United States, it will
pay only between one tenth and one third of the entry costs paid by a firm that was not
exporting in the prior year. Similarly, Panel D of Figure 3 shows that the cost of starting
to export to Germany for a firm whose only export destinations in the previous year are, for
example, China or Argentina will be between four and ten times larger than the corresponding
cost for a firm that exported to Austria instead. These results reflect that, once a firm
has adapted its products or workforce to successfully export to Austria, the additional cost
required to enter Germany is relatively small. Furthermore, firms are forward-looking and,
thus, when considering whether to enter a country like Austria, they take into account that the
investment required to break into this market will also eventually allow them to enter other
similar countries such as Germany. Therefore, the decision of whether to make the investment
needed to enter a foreign country will depend on how similar it is to other markets.

The difference in the entry costs in Germany of previous exporters to Austria and of

previous exporters to France reflects the role of language in generating extended gravity effects.
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Once the linguistic connection is not present, the total reduction in entry costs due to extended
gravity effects is at most 57%. If we further omit the income per capita connection and consider
the sunk costs in Germany of previous exporters to Poland, then the advantage is between
25% and 38%. Finally, sharing only continent (as is the case of Greece and Germany) implies,
as discussed above, an approximate reduction in entry costs of 19% to 29%.

Is it easier to enter the United States from Mexico or from the United Kingdom? Mexico
shares all geographic factors (border and continent) with the United States, while the United
Kingdom shares all non-geographic factors (language and similar income per capita). While
we cannot reject that the extended gravity effects enjoyed by a firm previously exporting
to Mexico are the same as those experienced by a firm previously exporting to the United
Kingdom, most parameter values in our confidence set indicate that the combined effect of
language and income per capita is larger than the combined effect of border and continent.

Two features of our estimates are worth noting. First, although we identify s from firms’
discrete export decisions, our estimates do not depend on a normalization by scale. The
reason is that x captures not the absolute but the relative reduction in sunk costs. Second,
our estimates show that, even though the confidence interval for a parameter may be large,
confidence intervals for linear combinations of this and other parameters can be smaller. For
example, the confidence interval for k4 is nearly 30 percentage points wide; however, the
confidence interval on the sum of all four extended gravity parameters, xy + k¢ + K1 + Ky, is 21
percentage points wide. Combinations of parameters may thus be better identified than each
of them by itself; estimates will have this property whenever the covariates that multiply these
parameters are positively correlated. Panel (e) in Figure 4 illustrates this: the projection of
the confidence set for (k,7) on the space (ke, kq) slopes negatively and, thus, includes both
parameter values that combine high values of . with low values of x4, and values that combine
low values of k. with high values of k4. The bounds on k.4 k4 are thus narrower than those on
kg. The reason why the projection of the confidence set for (x,7) on the space (k¢, kq) slopes
negatively is that countries that belong to the same continent tend to have similar income per
capita: if a firm enters a country that shares a continent with a prior export destination, this
country will also likely share similar income per capita with that destination. In these cases,
our estimator cannot determine whether the firm’s entry decision is due to extended gravity
in continent or in income per capita, but it can determine that the sum of both effects must

be large enough to explain the observed export decision.?®

38Tis is one of the reasons why we do not aim to identify the effect of each gravity variable on sunk costs
(the other one being an increase in the dimensionality of the parameter vector to estimate). In the case of
Chile, gravity variables are very correlated: most Spanish-speaking countries are located in South America and
have similar levels of income per capita. For example, if we observe firms entering Argentina instead of the
larger US market, our model will indicate that export costs in Argentina are lower; however, we cannot discern
whether this is due to Argentina sharing continent, language or similar income per capita with Chile. For this
reason, we estimate extended gravity effects relative to the sunk costs of exporting to a country that differs
from Chile in all gravity variables: we identify bounds on k; = ’yf/’yf”, but not, for example, on 'yf/'yf.
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Figure 3: Bounds on Extended Gravity Parameters

Panel A: Individual Extended Gravity Parameters
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Notes: These figures represent the projected confidence intervals reported in Panel A of tables 4
and 5.
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Figure 4: Projected Confidence Set
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Notes: These confidence sets are two-dimensional projections of a 5-dimensional confidence set for (k, 1)
computed following the procedure in Section 10.2 of Andrews and Soares (2010).
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7 Robustness

In this section, we present estimates consistent with the unobserved heterogeneity in export
profits, u;c;¢, varying across groups of countries. We treat u;c;¢ as a firm i, year ¢, and group-
of-countries c¢; fixed effect, and define the groups c; by the countries’ continent, language, or
income per capita. We thus impose no restrictions on the distribution of u;c;; across country
groups, firms, and time periods. This implies that only those inequalities in which we swap an
observed export destination for an alternative one belonging to the same country group will be
useful to identify x: any difference in the firm’s export decisions in two countries j and j' that
do not belong to the same country group, ¢; # c¢js, can be explained by specific realizations
of Wit and Uic t- Our approach to build inequalities is thus based on differencing out the
unobserved heterogeneity that affects firms’ export decisions, and we do so by choosing actual
and counterfactual destinations j and j’ such that ¢; = c; and, therefore, Uicjt — Wicyt = 0.

Inequalities that compare export profits in countries that share continent, language, or
similar income per capita create challenges for the identification of extended gravity param-
eters. For example, consider the case in which we treat u;.;+ as a firm-year-continent fixed
effect and, thus, build inequalities that compare destinations that belong to the same conti-
nent. This complicates the identification of the continent extended gravity parameter, k.. A
firm that benefits from extended gravity in continent when entering country j in year ¢t would
have equally benefited from it if it had entered an alternative destination j’ located in the
same continent: if the firm is exporting in ¢ — 1 to a country sharing continent with j, it is
also then exporting to a country sharing continent with j’. The difference in static profits in
t, m;j;¢, Will thus not depend k.. While the difference in static profits in year ¢ + 1, m;;;r¢11,
may still depend on k., inequalities that difference out a firm-year-continent fixed effect will
have low identification power for k.. However, as long as there is variation in language and
income per capita across countries sharing a continent, these inequalities may still be useful
to identify extended gravity effects due to language, x;, and income per capita, k4. Similarly,
when we allow for firm-year-language or firm-year-income-per-capita-group fixed effects, our
inequalities lose identification power for the corresponding extended gravity parameters.

The results we obtain when we allow u;;+ to vary across groups of countries, reported in
Table 6, are consistent with those we obtain when we assume that this term is common to
all countries, reported in Table 4. When we allow Uic;t tO differ across continents, the border
extended gravity effect is estimated to be between 10% and 23%, the one due to language to
be between 12% and 27%, and the one due to similarity in income per capita to be between
9% and 21%. As expected based on the discussion above, the continent extended gravity effect
is not identified in this case. Allowing Uic;¢ tO vary across countries that differ in their official
language yields a border extended gravity effect between 3% and 9%, a continent extended

gravity effect between 12% and 24%, and an extended gravity effect due to similarity income
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Table 6: Bounds on Individual Extended Gravity Parameters

Panel A: Firm-Year-Continent Fixed Effects
Border Continent Language GDPpc

[10.37%, 22.70%] [ -] [11.85%, 26.67%]  [8.89%, 20.74%)

Panel B: Firm-Year-Language Fixed Effects
Border Continent Language GDPpc

[2.96%, 8.89%]  [11.85%, 23.70%] [, -] [14.81%, 34.07%)

Panel C: Firm-Year-GDP Per Capita Fixed Effects
Border Continent Language GDPpc

[4.10%, 7.18%]  [18.46%, 28.72%)]  [18.46%, 28.72%] - -]

Notes: This table reports bounds on the vector s defined in equation (21). It relies on
the regression estimates in column I of Table B.1. The bounds in panels A, B, and C
are computed under the assumption that wuic;¢ is, respectively, a firm-year-continent,
a firm-year-language, and a firm-year-income-per-capita-group fixed effect. The con-
fidence intervals are projections of a confidence set for (k,7) computed following the
procedure in Section 10.2 of Andrews and Soares (2010).

per capita between 15% and 34%. Finally, when allowing for firm-year-income-per-capita-
group fixed effects, we obtain a border extended gravity effect between 4% and 7%, and
extended gravity effects due to continent and language between 19% and 29%.

Our inequalities do not allow for firm-, year-, and country-specific unobserved hetero-
geneity in export profits known to the firm when deciding on its set of export destinations.
However, as the simulation in Appendix D.3 shows, if substantial unobserved heterogeneity
impacts the firm’s export decisions, the identified set defined by inequalities that ignore such
heterogeneity is likely to be empty. We use the model specification tests in Andrews and
Soares (2010) and Bugni et al. (2015) to test the null hypothesis that the identified sets de-
fined by the inequalities employed in tables 4 and 6 are nonempty: the p-values for both the
“test BP” and the “test RS” are always larger than 10% (see Appendix C.6.2 for details). One
should not interpret our results as suggesting that export profits do not differ across firms for
unobserved reasons. Such unobserved determinants are accounted for in our model through

3

F
€ gt

ij
equations (5), (8), and (12), our estimates do not contradict the assumption that these terms

the terms Xt

ijt» €ije and g7, defined in equations (4), (6), and (9). However, consistent with

are also unobserved to the firm when deciding which new destinations to enter.

8 Concluding Remarks

We use moment inequalities to estimate a dynamic model of firm entry into spatially related

export markets. The traditional approach assumes that the firm’s export decision in a market
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is independent of the decision taken in any other market. Conversely, our model allows for
dynamic complementarities across markets in the firm’s export decisions. These decisions are
thus potentially very complex, and this complexity makes moment inequalities ideal.

Our results show that extended gravity is an important determinant of firms’ entry costs.
A firm that exports to countries that share border, continent, language and similar income
per capita with a particular market will face sunk costs in it that are between 69% and 90%
smaller than those faced by a firm whose export destinations do not share any of these four
characteristics with this market. Among the four extended gravity factors we consider, border
and language are to be the most important. Exporting to a country located in the continent
of a subsequent new destination reduces sunk costs by 19% to 29% if both countries do not
share border, and by 25% to 38% if they do. This effect is similar to the impact of sharing
language, which reduces entry costs by 29% to 36%. The impact of sharing similar income
per capita is imprecisely estimated to be below 29%.

Although our estimator has the advantage of being consistent with a flexible specification
of the firm’s information and consideration sets, and planning horizon, it also has limitations.
In particular, our benchmark estimates assume away the existence of firm-year-country specific
factors that influence firms’ entry decisions but are not in our data. If these unobserved factors
are correlated across countries connected through some extended gravity variable, then our
extended gravity estimates will not be capturing only state dependence in trade costs but also
the effect of unobserved heterogeneity in potential export profits. To address this concern,
we also present estimates that allow for firm-year-group-of-countries specific fixed effects. No
matter whether we define country groups by their continent, language or income per capita,
the resulting estimates are generally consistent with the benchmark ones.

Given that sunk costs are important determinants of firms’ export decisions (Das et al.,
2007) and that the extensive margin of firms drives much of the variation in aggregate trade
across destinations (Bernard et al., 2010), our findings suggest that shocks to the profitability
of exporting to a market will have important effects on neighboring countries and in countries
that share a language with them. For example, our analysis suggests that an increase in trade
barriers between the United States and China will impact Chinese exports to Mexico and
Canada. Quantifying this impact, however, requires correctly specifying firms’ information
and consideration sets and planning horizons, as well as solving the resulting combinatorial
dynamic discrete choice problem. This requires dealing with computational challenges still

unsolved in the literature, and, thus, we leave this quantification for future work.
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A Reduced-Form Evidence

In this section, we present reduced-form evidence on the relevance of extended gravity in determining firms’
export destinations. Specifically, we complement the motivating evidence presented in Table 1 in Section 2.2
by addressing some alternative explanations for the transition probabilities documented in that table.

A.1 Export Path of an Illustrative Firm

For the same firm illustrated in Figure 1 in Section 2.2, this table lists all countries to which the firm exported
in each year in our sample. Country names listed in italics have English as their primary official language.
Countries are listed in increasing order according to their distance to Chile. We refer the reader to Section
2.2 for a description of the export behavior of this firm that illustrates how extended gravity forces may be an
important explanation of its choice of which foreign countries to start to export in each year.

Table A.1: Export Path of an Individual Firm

Countries 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Argentina X X X X X X X X
Bolivia X X X X X
Peru X X X X X X X X X
Ecuador X X X X X X X X
Brazil X X
Colombia X

Venezuela X

Panama X X X X X
Nicaragua X

El Salvador X X X
Honduras X X X
Belize X

Guatemala X X X X X
Mexico X X
United States X X X X X X X X X X
Spain X
France X

The Netherlands X
United Kingdom X X

Australia X

Notes: For the same firm illustrated in Figure 1, this table lists all countries to which the firm exported in each year
in our sample. Country names listed in italics have English as their primary official language.

A.2 Transition Probabilities by Firm Size

As discussed in Section 2.2, extended gravity effects are not the only economic mechanism that can rationalize
the transition probabilities reported in Table 1. An alternative explanation is the joint effect of the following
two forces: (a) most firms either do not export at all or export to a very few destinations, while a small set of
firms export widely; (b) the more countries a firm exports to, the more likely it is that every new destination
shares some characteristic with a previous destination of the firm.

The model reported in Section 3 and the results presented in sections 6 and 7 account for this alternative
explanation both by allowing observed and unobserved firm characteristics to determine the number of countries



Table A.2: Transition Probabilities By Firm Size

Overall Large Firms Small Firms
Prob. of Num. of Prob. of Num. of Prob. of Num. of
Entry  Entries Entry  Entries Entry  Entries

Overall: 0.53% 1638 1.03% 1264 0.30% 374
Extended Gravity:
If Ext. Grav. Border =1  6.74% 397 6.78% 321 5.94% 76
If Ext. Grav. Cont. =1 2.79% 525 2.86% 391 2.88% 134
If Ext. Grav. Lang. =1 1.59% 205 1.46% 145 1.83% 60
If Ext. Grav. GDPpc =1 1.53% 088 1.59% 453 1.52% 135
If All Ext. Grav. =0 0.31% 770 0.69% 585 0.16% 185

Notes: Large Firms have domestic sales above median; Small Firms have domestic sales below median. Median
domestic sales in our sample equal approximately 1.8 million dollars.

Table A.3: Transition Probabilities By Number of Exporters

Overall Many Destinations Few Destinations
Prob. of Num. of Prob. of Num. of Prob. of Num. of
Entry  Entries Entry  Entries  Entry  Entries

Overall: 0.53% 1638 1.97% 871 0.38% 767
Extended Gravity:
If Ext. Grav. Border =1  6.74% 397 7.22% 361 1.21% 36
If Ext. Grav. Cont. =1 2.79% 525 3.23% 497 0.95% 28

If Ext. Grav. Lang. =1 1.59% 205 1.87% 196 0.34% 9
If Ext. Grav. GDPpc =1 1.53% 588 2.31% 498 0.57% 90
If All Ext. Grav. =0 0.31% 770 0.99% 134 0.33% 636

Notes: Many Destinations probabilities correspond to firms with above median number of destinations; Few Des-
tinations probabilities correspond to firms with number of destinations below or equal to the median. The median
number of destinations in our sample is equal to 4.

a firm exports to in every time period and by flexibly modeling the set of export destinations to which each
firm considers exporting (i.e. its consideration set).

As preliminary evidence that the transition probabilities reported in Table 1 are not entirely due to this
possible alternative explanation, tables A.2 and A.3 report transition probabilities analogous to those in Table
1 for subgroups of firms that differ both in their domestic sales (interpreted here as a proxy for the firm’s
productivity) and in their total number of export destinations in the previous year. To facilitate the comparison,
the first two columns in both of these tables include the overall numbers reported in Table 1.

The first row in tables A.2 and A.3 shows that the overall probability of entry is larger for large firms and
for firms already exporting to a large number of destinations. The remaining rows in these tables show that,
for all the four subgroups of firms considered in them, the general finding that firms are more likely to enter a
country when previously exporting to similar destinations survives. For example, the relative increase in the
entry probability associated to previously exporting to a bordering country is: approximately thirteen when
considering all firms; seven when considering firms with large domestic sales; close to twenty when considering
firms with low domestic sales; and slightly below four no matter whether we look at firms with above or below
median number of export destinations in the year prior to entry. As the remaining rows in tables A.2 and A.3
illustrate, similar patterns hold for the relative increase in export entry probabilities associated to previously
exporting to countries located in the same continent, sharing the same official language or having similar income



per capita as the potential new export destination.

A.3 Accounting for Gravity Forces

As discussed in Section 2.2, an alternative explanation for the transition probabilities reported in Table 1
is the importance of gravity variables in determining the entry behavior of potential exporters. If firms rank
countries by proximity to Chile and spread out gradually to more distant markets, then a firm already exporting
to a continent would be more likely to start exporting to other countries in the same continent. Similarly, if
Chilean firms enter destinations with languages more similar to Spanish before entering those with more distinct
languages (e.g. French speaking countries are prioritized over German speaking ones), the fact that we observe
firms successively entering countries that share language would be exclusively due to their ranking in terms of
linguistic distance to the country of origin (gravity) and not due to their linguistic distance to prior destinations
of the firm (extended gravity).

The model described in Section 3 accounts for this alternative explanation by allowing the export profits
that a firm would make in any given destination upon entry to flexibly depend on several measures of distance
between that destination and the firm’s home market, Chile. Specifically, as equation (2) in Section 3 shows,
we allow marginal trade costs in our model to vary flexibly by destination country. Additionally, as equations
(7) and (10) show, we also allow fixed and sunk costs to depend on whether the destination shares continent,
official language or similar income per capita with Chile. Therefore, we allow any measure of similarity between
countries that we use to define extended gravity effects (similar geographic location, language or income per
capita) to also impact export decisions through standard gravity effects. Based on this model, sections 6 and 7
present the moment inequality estimates of those model parameters that determine the importance of extended
gravity effects on export entry costs.

As a preliminary step, we show in Table A.4 how reduced-form export entry probabilities depend on
extended gravity variables while simultaneously controlling for standard gravity covariates. Specifically, we
present in Table A.4 estimates of several binary logit models of the probability that a firm exports a positive
amount to a destination in a given year.

Besides the extended gravity covariates of interest (described in Section 2.1), we allow in the baseline
specification (column I) the probability that a firm exports to a potential destination to depend on: (a)
measures of distance between the potential destination and Chile (gravity); (b) measures of previous export
experience of the firm in this potential destination; and (c) interactions of the measures in (a) and (b). The
covariates in (a) account for gravity; those in (b) account for persistence in export status; and those in (c)
account for heterogeneity in this persistence across potential destinations.

As measures of gravity, we include dummy variables that equal one for those potential destinations that
do not share any border (“Grav. Border”), continent (“Grav. Cont.”), language (“Grav. Lang.”), similar
income per capita (“Grav. GDPpc”), or any free trade agreement (“Grav. FTA”) with Chile. As measures of
previous export experience of a firm in a potential destination, we include a dummy variable that equals one
for those firm-destination-year triplets for which the firm was not exporting to the corresponding destination
in the previous year (“Entry”).

The results of the baseline specification in column I of Table A.4 show that: (a) the most important
determinant of export participation is prior export participation (as indicated by the large negative coefficient
on “Entry”); (b) all our measures of distance between the destination and the origin countries have a negative
impact on the probability that firm exports to that destination (as indicated by the negative coefficients on
all gravity variables); (c) the persistence in export status is generally stronger in destinations that are further
away (in the gravity sense) from the country of origin of the firms (as indicated by the negative coefficients on
the interactions of “Entry” with both “Grav. Border” and “Grav. Lang.”); (d) all extended gravity variables
have a large and statistically significant positive impact on export participation.

A shortcoming of the specification in column I of Table A.4 is that it does not control directly for the
heterogeneity across firms that differ in productivity (or domestic sales) in their probability of exporting to any
given destination. This heterogeneity is documented in Table A.2 in Appendix A.2. The productivity of a firm
is likely to impact its export probability by affecting its potential export revenue; i.e. the sales revenue that it
would obtain if it were to export. In columns IT to IV of Table A.4, we account for this impact by expanding
the baseline specification in column I with an additional proxy for this potential export revenue. Specifically,
we include either domestic sales as an additional control (in column II) or a predicted measure of potential
export revenues that we construct by projecting the observed export revenues (of those firms, countries and
years with positive exports) on a wide set of firm and country characteristics that we observe for every firm,



Table A.4: Logit

Variables: (B) I II 111 IV \Y% VI VII VIII
Domestic Sales 0.215¢ 0.207¢
(42.367) (41.071)
Revenue 3.075%  2.625% 3.508%  2.749¢
(13.597)  (13.636) (15.588)  (14.306)
Grav. Border -0.578% -0.525% -0.478% -0.544%
(-5.795) (-5.682) (-4.774)  (-5.477)
Grav. Cont. -1.131¢ -1.049* -1.075% -1.135% -1.718* -1.662¢ -1.601% -1.681¢
(-10.559)  (-9.545) (-9.945) (-10.658) (-19.228) (-17.711) (-17.501) (-18.666)
Grav. Lang. -0.576% -0.488% -0.747* -0.683* -0.667% -0.639% -0.889% -0.826%
(-6.639) (-5.237) (-7.611)  (-7.939)  (-7.928)  (-6.921) (-10.245)  (-9.698)
Grav. GDPpc -0.792% -0.636% -0.721% -0.728% -0.773% -0.641* -0.709% 0.723%
(-9.871) (-7.254) (-8.912)  (-9.313)  (-9.840) (-7.364)  (-8.838)  (-9.112)
Grav. FTA -0.383% -0.504% -0.441% -0.415“
(-6.455)  (-8.264) (-7.303)  (-6.939)
Entry -3.532% -3.087* -3.975% -3.401% -4.643% -4.398% -4.569%* -4.614°
(-6.877) (-5.923) (-7.583)  (-6.605) (-67.538) (-62.513) (-65.600) (-66.992)
Entry x -0.104 -0.128¢ -0.042 -0.120¢
Grav. Dist. (-1.535)  (-1.844) (-0.609)  (-1.755)
Entry x -0.303% -0.343* -0.304%* -0.300¢
Grav. Border (-2.379) (-2.662) (-2.339)  (-2.357)
Entry x 0.156 0.053 0.018 0.166 0.059 -0.069 -0.022 0.055
Grav. Cont. (1.178)  (0.395)  (0.134) (1.248) (0.554) (0.636)  (-0.207) (0.519)
Entry x -0.544% -0.603% -0.448% -0.445% -0.606% -0.695% -0.482% -0.518“
Grav. Lang. (-4.828)  (-5.025) (-3.900)  (-3.940)  (-5.385)  (-6.223)  (-4.527)  (-4.945)
Entry x 0.217% 0.129  0.205° 0.195®°  0.184° 0.095  0.158° 0.154¢
Grav. GDPpc (2.352)  (1.350) (2.177)  (2.107)  (2.018)  (1.012)  (1.702)  (1.676)
Entry x 0.923%  0.873% 0.845% 0.829% 0.746* 0.697* 0.695* 0.667%
Ext. Grav. Border (15.705) (14.944) (14.298) (14.307) (13.807) (12.779) (12.509) (12.231)
Entry x 1.293¢ 1.211¢ 1.307¢ 1.280¢ 1.403% 1.314¢ 1.390¢ 1.371¢
Ext. Grav. Cont.  (19.703) (17.814) (19.694) (19.743) (22.423) (19.744) (21.379) (21.585)
Entry x 0.411* 0.353% 0.387* 0.363% 0.427* 0.391¢ 0.417* 0.402¢
Ext. Grav. Lang. (5.598)  (4.802) (5.233)  (5.068)  (6.096)  (5.373)  (5.663)  (5.661)
Entry x 1.027¢  0.870% 1.005% 0.989%  0.949¢ 0.794* 0.941* 0.923¢
Ext. Grav. GDPpc (16.778) (13.093) (16.243) (16.288) (16.042) (12.109) (15.437) (15.421)
Num. Obs. 234,896 234,896 234,896 234,896 234,896 234,896 234,896 234,896

Notes: a denotes 1% significance, b denotes 5% significance, ¢ denotes 10% significance. Estimates are obtained by MLE,
and t-statistics are in parentheses. The dependent variable is a dummy variable for positive exports. All specifications
include year fixed effects. “Domestic Sales”, “Revenue”, and “Grav. Dist” are in logs. All other covariates are dummy

variables.

country and time period (in columns III and TV).?? The results in columns IT to IV in Table A.4 show that

39 Using different firm and country characteristics as covariates in this projection yields different revenue proxies. Table
B.1 presents projection estimates for six different sets of covariates. In spite of the differences across these sets, Table B.2
shows that the pairwise correlation coefficients between the export revenues generated by these six specifications are close
to one. Therefore, for the sake of interpreting the results in Table A.4, it is not very important what the exact vector
of observed covariates we use to construct our measure of predicted revenues is. Specifically, column IIT in Table A.4
uses a proxy for revenue consistent with the specification in column VI of Table B.1 (which projects export revenue on a



adding either domestic sales or a measure of potential export revenues as an additional covariate in our logit
model does not significantly affect the estimates of the different gravity and extended gravity measures. All
the resulting estimates are very similar to those in column I, which we have already described above.

The specifications in columns V to VII differ from those in columns I to IV only in that they exclude those
gravity measures that we will also be excluding from the specification of the fixed and sunk export costs in our
structural model (see equations (7) and (10) in Section 3): “Grav. Border”, “Grav. FTA”, and “Grav. Dist”.
As the results in Table A.4 show, eliminating these covariates from the logit model reduces the coefficient on
“Entry” and “Grav. Cont” but has nearly no impact on the four extended gravity coefficients. Given that our
moment inequality estimates focus exclusively on estimating bounds on these four extended gravity coefficients,
we find their robustness to the specific set of gravity variables we control for reassuring.

A.4 Accounting for Unobserved Heterogeneity Across Country Groups

As discussed in Section 2.2, an alternative explanation for the transition probabilities reported in Table 1 is
the importance of unobserved (to the researcher) demand and supply conditions that are correlated across
destinations with similar geographic location, language, and/or income per capita. Under this alternative ex-
planation, for example, the higher probability of exporting to a market among those firms previously exporting
to a different market located in the same continent would not be due to a reduction in entry costs generated
by this previous export experience. Instead, it would just be the consequence of export profits being similar
across these two markets.

The model described in Section 3 accounts for this alternative explanation by allowing export profits
to flexibly depend on unobserved covariates that are firm- and year-specific and correlated across groups of
countries that share continent, language and/or similar income per capita. We thus allow firms to have some
unobserved features that, for example, make some more likely to export to English-speaking countries and
others more likely to export to French-speaking countries. For example, firms may specialize in different
varieties of a product that are differently demanded in different destinations, or firms’ workforce may include
workers with different skills (e.g. linguistic skills) that specifically valuable to break into certain markets, or
firms may have access to distributors that specialize in different sets of countries. Specifically, as equation
(6) shows, we allow the export fixed costs of firm 4 in country j and year ¢, fij¢, to depend on an unobserved
component u;c;+ common to all countries j in the same group or “cluster” c;. In Section 7, we present results in
which we define clusters of countries by their continent, language or income per capita group. When computing
these results, we treat these unobserved terms u;c;+ as firm-, year-, group-of-countries-specific fixed effects and,
thus, we impose no assumption on their distribution.

As a preliminary step, we present here results in which we allow for an unobserved term w;c;: to affect
the probability that a firm i exports to country j in year ¢ but, relative to our moment inequality estimation,
restrict its distribution in two ways: (a) we assume that it is constant over time, wic;+ = uic;; (b) we assume
that it is distributed normally and independently across firms and clusters of countries. Specifically, we assume
here that

dijr = 1{B1 revenue,;; + 2 gravity; + B3(1 = diji—1) + Bal(1 — dije—1) x gravityj]
+ B5[(1 — dije—1) x ext.gravity, ;] + wic; + €ij¢ > 0}, (A1)

where d;j; is a dummy variable equal to 1 if firm ¢ exports to country j during year ¢, “revenue” is a proxy
for the potential export revenue, “gravity” and “ext.gravity” are vectors of observed of gravity and extended
gravity covariates, and both u;c; and €;;; are unobserved to the researcher. We assume that ¢;;: is independent
across firms, countries and time periods, and follows a logistic distribution with location parameter equal to
zero and scale parameter equal to one. Concerning the term wu;c;, we assume that it is independent across firms
and country clusters c = 1,...,C, and follows a normal distribution with mean equal to zero and variance equal
to an unknown parameter 2. Jointly with these distributional assumptions, the definition of dij¢ in equation
(A.1) implies a mixed logit model for d;;:. The correlation structure in this mixed logit is such that

o240 ifi=i,j=4,andt =1,

2 P . . ./ /
cov(uicj + €ijt, Uic, + €ijre) = o ifi=1i,c;j=cp,and j#j ort #t,
0 otherwise,

large set of firm and country characteristics) while column IV in Table A.4 uses a proxy for revenue consistent with the
specification in column I of Table B.1 (which projects export revenue on a minimal set of characteristics). Consistently
with the high correlations in Table B.2, the estimates in columns III and VI of Table B.1 are very similar to each other.



where o2 = var(es;¢) is the variance of the standard logistic distribution; i.e. o2 = 72/3.

We present estimates of the vector (81, 82,83, 04,0s5) and o. in Table A.5. In all columns, we use the
same measures of “revenue”, “gravity”, and “ext.gravity” as in column III in Table A.4. The only difference
across the different columns in Table A.5 is the definition of the country clusters ¢ = 1,...,C. These different
definitions of country clusters imply different cross-country correlation patterns in the unobserved determinants
of the firm’s export status. As an example, the estimates in column I in Table A.5 are based on the assumptions
that two different countries j and j' belong to the same group or cluster, ¢; = ¢;s, if they share continent,
language, and similar income per capita. Column II defines broader groups: ¢; = ¢, if countries j and j’
share continent and language, independent of their income per capita. Columns III to VII allow for other
partitions of countries. Specifically, column III includes firm-, continent-, income-per-capita-specific random
effects; column IV includes firm-, language-, income-per-capita-specific random effects; column V includes firm-,
continent-specific random effects; column VI includes firm- language-specific random effects; and column VII
includes firm-, income-per-capita-specific random effects.

Given a definition of the clusters of countries ¢ = 1,...,C, the log-likelihood function corresponding to
each of the models in Table A.5 is

N C
(NO) Y3 g [ [ Bt /opptue /v (A2)

ic

with
J
Lic(uic) = H { H{[r(dithdij’tfl;j/ =1,..., J}vxijtauic; 5)}50(‘11'3'0‘951'3'07 uic;’Y)}v (A-3)
j=1, t=1
c=cj
where szl,c:cj denotes the product over all countries j included in the cluster c; the vector z;;; includes the

observed measures of “revenue”, “gravity”, and “ext.gravity”; 8 = (81, B2, 83, 4, B5); v is a vector of reduced-
form parameters; and ¢(-) denotes the standard normal density. The variable N denotes the total number of
firms that appear at least one year in the sample, and the variable C' denotes the total number of clusters of
countries that we allow for. The individual likelihood function £(-) equals

L(digel{dijre—155" =1, .., T}, ije, wics B) = (A.4)

(P(dijt = 1|{dij’t71;j/ =1,...,J} Tijt, Uic; 5))dm (1 — P(dijt = 1|{dijrt,1;j/ =1,..., J} Tije, Wic; ﬁ))l_dma
with

P(dijt = 1{dijre—1;3 = 1,..., J}, @ije, tic; B) = (A.5)

exp(f1 revenue;j; + B2 gravity; + B3(1 — dije—1) + Ba(l — dm_l)gravity]- + Bs5(1 — diﬁ_l)ext.gravityijt + uicj)
1 + exp(B1 revenue; ;¢ + B2 gravity; + B3(1 — dije—1) + Ba(l — dijtfl)gravityj + Bs(1 — dijtfl)ext.gravityijt + uicj)'

The individual likelihood function Lo(-) equals
»CO(dij0|-Tij07Uic§’7) = (Po(dijo = 1‘$ij07uic§7))di'jo (1 - PO(dijO = 1‘mij07uic;’7))1idijo7 (A-6)

for some unknown probability function Py(-). Our model does not have a prediction for the functional form
of the function Py(-). This function determines the probability of the initial conditions {d;jo;7 =1,...,I, j =
1,...,J} as a function of the exogenous covariates included in the vector {z;j0;¢=1,...,I, j=1,...,J} and
the firm- and group-of-countries specific effects {uic,;i =1,...,I, j = 1,...,J}. Following Heckman (1981),
we approximate Py(-) through a reduced-form function of the exogenous variables included in the vector x;j¢
and the unobserved effect u;c,; specifically, we assume that*°

exp(y1 revenue;jo + y2 gravity; + wic; )
Po(dij() = 1|$ij07uic§7) = p . 3

_ - . (A7)
1 + exp(y1 revenue;jo + 2 gravity,; + uicj)

40 An alternative approach to model Py(-) is to assume that all firms are in steady state in the first year of our sample
(e.g. Card and Sullivan, 1998). Not only is this assumption unrealistic in our setting but, additionally, computing the
steady state export probability of each firm in each destination country is particularly complicated in our case due to
the presence of the extended gravity effects.



For any given value of the parameter vector (8,0.), computing the log-likelihood function in equations
(A.2) to (A.7) requires numerically computing the integral

/ Lie(uie) (1/00)$(ue o) dutie, (A.8)

ic

for every firm ¢ in the sample and every cluster ¢ in which we partition the J possible export destinations.
To compute this integral, we use the Gauss-Hermite quadrature (e.g. Butler and Moffitt, 1982) and, thus,
approximate it as

[ i) fo)otuse o) duse w5 S fie( VB, (A.9)
Uje =1

where w; and 4; are the Gauss-Hermite quadrature weights and nodes. In our approximation, we fix n = 10
and use the weights and nodes reported in Table 7.4 in Judd (1998).

A comparison of the estimates of the different models presented in Table A.5 to those of the model presented
in column IIT in Table A.4, shows that, while the estimates of the coefficients on gravity measures are sensitive
to the introduction of firm- and group-of-countries-specific random effects, the estimates of the extended gravity
effects are generally robust to the introduction of these random effects u;. in the statistical model. As in Table
A.4, the coefficients on the four extended gravity covariates are always positive and generally statistically
significant at 1%. The only exception happens in those cases in which the random effect is defined exactly
at the same level as the extended gravity covariate. In columns V to VII, we allow for random effects at the
continent-, language- and income-per-capita groups and the corresponding extended gravity coefficients become
either significant only at the 5% level (in the case of column V) or not statistically significant at any commonly
used statistical level (in the case of columns VI and VII). Conversely, all other extended gravity covariates
remain significant at the 1% significance level.

A.5 Accounting for Extended Gravity in Marginal Costs

As discussed in Section 2.2, even if one can conclude that exporting to a country does indeed increase the
probability of subsequently exporting to other destinations that share some characteristic with it, there may
be different economic mechanisms that can generate this path dependence in export destinations. Specifically,
the transition probabilities reported in Table 1 could be due to extended gravity variables impacting not the
costs that a firm must pay upon entering a new market (sunk export costs) but the per-unit transport cost
that firms must pay to sell abroad.

As we discuss in Section 3, the per-unit transport costs that a firm faces in a destination affect the
probability that the firm exports to such destination by impacting the potential export revenue that such firm
would make in such destination upon entry. Therefore, to show that our measures of extended gravity effects,
understood as changes in sunk export costs, are not sensitive to whether we account for the possible impact
of the same extended gravity variables on per-unit transport costs, we compute predicted potential export
revenues allowing different vectors of covariates to impact such revenues. The estimates on these different
specifications of export revenues are in Table B.1. Among the six revenue projections in Table B.1, those in
columns I, IT and IV account for the possible impact of extended gravity effects on per-unit transport costs
(and, thus, on export revenues), while those in columns III, V and VI do not. The six columns in Table A.6
use the measure of predicted revenues generated by the specification described in the corresponding column
of Table B.1. As the results in Table A.6 show, the differences in the maximum likelihood estimates of the
parameters on the four extended gravity are very small. These estimates are thus robust to whether we account
for the potential impact of the same extended gravity covariates on potential export revenues.*!

“ITable A.6 shows the robustness of the estimates in column I of Table A.5 to different specifications of the predicted
export revenues. For each of the specifications in columns II to VII of Table A.5, tables analogous to Table A.6 are
available upon request. They all show that the mixed logit estimates are not affected by the particular statistical model
used to predict the potential revenue from exporting, revenue;;;, among those in Table B.1.



Table A.5: Mixed Logit

Variables: (53) I I 11 v A% VI VII
Revenue 0.014¢ 0.013* 0.015* 0.013* 0.015* 0.017* 0.016°
(5.415)  (5.126)  (6.100)  (5.088)  (5.897)  (6.343)  (6.444)
Grav. Border -0.315¢ -0.268% -0.123  -0.183% -0.193" -0.057 -0.054
(-3.188)  (-2.757)  (-1.278)  (-1.918)  (1.936)  (-0.597)  (0.559)
Grav. Cont. -0.037  -0.050  -0.246® -0.263* -0.055 -0.334¢ -0.327%
(-0.356)  (-0.481)  (-2.513)  (-2.600)  (-0.035)  (-3.488)  (-3.399)
Grav. Lang. -0.724%  -0.669* -0.651* -0.619* -0.623* -0.578% -0.586¢
(-7.659)  (-7.255)  (-7.611)  (-6.769) (-7.028)  (-6.851)  (-6.901)
Grav. GDPpc 0.179°  0.141¢  0.153® 0.197¢ 0.077 0.055 0.052
(2.338)  (1.933)  (2.145)  (2.719)  (1.055)  (0.773)  (0.727)
Grav. FTA -0.338%  -0.259* -0.306* -0.304* -0.319* -0.505% -0.376%
(-4.978)  (-4.288)  (-5.162)  (-5.146)  (-5.349)  (-5.770)  (-6.404)
Entry -2.180%  -2.356% -2.652% -2.940% -3.354% -2.906% -2.608¢
(-3.877)  (-4.232)  (-4.913)  (-5.416) (-5.905)  (-5.446)  (-4.962)
Entry x -0.124¢  -0.128¢ -0.075 0.036 0.014  -0.068 -0.091
Grav. Dist. (-1.655)  (-1.726)  (-1.049)  (0.497)  (0.187)  (-0.595)  (-1.291)
Entry x -0.919* -0.910* -1.097* -1.086* -1.168% -1.153* -1.182¢
Grav. Border (-6.791)  (-6.793)  (-8.243)  (-8.191) (-8.512)  (-8.722)  (-8.873)
Entry x -1.032% -0.864* -0.703* -1.032* 0.278° -0.734% -0.915¢
Grav. Cont. (-6.930)  (-5.854)  (-4.898)  (-7.223)  (1.921) (-5.374)  (-6.629)
Entry x -0.145  -0.165  -0.395* -0.173 -0.380* 0.001  -0.428¢
Grav. Lang. (-1.149)  (-1.319)  (-3.313)  (1.404) (-3.169)  (0.006)  (-3.656)
Entry x -0.727¢  -0.623% -0.567% -0.694® -0.273° -0.388*  0.019
Grav. GDPpc (-6.504)  (-5.902)  (-5.158)  (-6.285)  (-2.588)  (-3.766)  (0.171)
Entry x 0.761¢ 0.830* 0.793* 0.872% 0.699* 0.942* 0.889¢
Ext. Grav. Border (9.814)  (11.140)  (10.822)  (11.931)  (9.552) (13.334) (12.576)
Entry x 1.552¢  1.263* 1.307* 1.465° 0.201° 1.180®  1.467“
Ext. Grav. Cont. (17.001)  (14.224)  (14.570) (17.029)  (2.271) (14.468)  (18.380)
Entry x 0.277%  0.293%  0.251* 0.224® -0.130  -0.111 0.236¢
Ext. Grav. Lang. (2.843)  (3.117)  (2.735)  (2.409) (-1.353)  (-1.244)  (2.668)
Entry x 0.708%  0.657* 0.573%  0.576% 0.229*  0.429* -0.056
Ext. Grav. GDPpc (7.810)  (7.719)  (6.287)  (6.495)  (2.767)  (5.301)  (-0.602)
Firm RE Yes Yes Yes Yes Yes Yes Yes
Continent RE Yes Yes Yes No Yes No No
Language RE Yes Yes No Yes No Yes No
GDPpc RE Yes No Yes Yes No No Yes

Std. Dev. RE: (o¢) 9.374%  8.908*  9.169%  9.272% 5.714*  8.199¢  &8.826%
(9.227)  (8.762)  (9.022)  (9.133)  (5.620)  (8.033)  (8.665)

Num. Obs. 234,896 234,896 234,896 234,896 234,896 234,896 234,896
Num. Obs. per (i, c;) 23 40 46 40 133 93 232

Notes: a denotes 1% significance, b denotes 5% significance, ¢ denotes 10% significance. Estimates are obtained by
MLE, and t-statistics are in parentheses. The dependent variable is a dummy variable for positive exports. The
explanatory variable Revenue denotes predicted revenue (in logs), as generated by the estimates in Column I of Table
B.1. Column I includes firm-continent-language-GDPpc specific random effects. Column II includes firm-continent-
language specific random effects. Column III includes firm-continent-GDPpc specific random effects. Column IV
includes firm-language-GDPpc specific random effects. Column V includes firm-continent specific random effects.
Column VI includes firm-language specific random effects. Column VII includes firm-GDPpc specific effects.
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Table A.6: Mixed Logit With Different Predicted Export Revenues

Variables: () I 11 111 v A% VI
Revenue 0.014*  0.014* 0.012* 0.018* 0.027*  0.022¢
(5.415)  (4.439)  (4.970)  (6.021) (11.701)  (9.001)
Grav. Border -0.315  -0.317* -0.310* -0.318* -0.313* -0.245¢
(-3.184)  (-3.207)  (-3.136)  (-3.219)  (-3.169)  (-2.479)
Grav. Cont. -0.037  -0.057 -0.033  -0.036  -0.050  -0.029
(-0.356)  (-0.535)  (-0.317)  (-0.342)  (-0.479)  (-0.272)
Grav. Lang. -0.724%  -0.713%  -0.719* -0.749% -0.762* -0.748%
(-7.660)  (-7.477)  (-7.567)  (-7.931)  (-8.237)  (-7.948)
Grav. GDPpc 0.179¢  0.148® 0.174> 0.181¢ 0.177¢  0.179%
(2.334)  (1.910)  (2.284)  (2.375)  (2.325)  (2.320)
Grav. FTA -0.302¢ -0.299* -0.308* -0.302% -0.284% -0.321¢
(-4.978)  (-4.801)  (-5.075)  (-4.982)  (-4.665)  (-5.200)
Entry -2.179¢  -2.205%  -2.165% -2.160* -2.164% -2.780°
(-3.875)  (-3.901)  (-3.847)  (-3.844)  (-3.858)  (-4.883)
Entry x -0.124°  -0.121¢  -0.127° -0.127° -0.128" -0.049
Grav. Dist. (-1.657)  (-1.603)  (-1.691)  (-1.695)  (-1.713)  (-0.639)
Entry x -0.919%  -0.934% -0.917% -0.909% -0.924% -0.925%
Grav. Border (-6.794)  (-6.883)  (-6.776)  (-6.715)  (-6.828)  (-6.785)
Entry x -1.032¢  -1.036* -1.034* -1.029* -0.975% -1.080¢
Grav. Cont. (-6.930)  (-6.913)  (-4.898)  (-6.912)  (-6.557)  (-7.213)
Entry x -0.145 -0.160 -0.149 -0.121 -0.177¢  -0.231°
Grav. Lang. (-1.149)  (-1.244)  (-1.174)  (-0.951)  (-1.428)  (-1.832)
Entry x -0.726* -0.717* -0.722* -0.727* -0.715* -0.707°
Grav. GDPpc (-6.498)  (-6.341)  (-6.458)  (-6.504)  (-6.188)  (-6.246)
Entry x 0.761*  0.791*  0.749* 0.765% 0.696* 0.739¢
Ext. Grav. Border  (9.814) (10.001)  (9.657)  (9.865)  (8.950)  (9.328)
Entry x 1.552%  1.517*  1.560% 1.495%  1.523° 1.508¢
Ext. Grav. Cont.  (17.003) (16.345) (17.091) (16.969) (16.621)  (16.159)
Entry x 0.277%  0.269%  0.284°  0.275%  0.224°  0.226°
Ext. Grav. Lang. (2.847)  (2.669)  (2.914)  (2.828)  (2.266)  (2.218)
Entry x 0.708*  0.751*  0.709*  0.706* 0.701* 0.732¢
Ext. Grav. GDPpc (7.810)  (8.177)  (7.826)  (7.782)  (7.704)  (7.932)
Firm RE Yes Yes Yes Yes Yes Yes
Continent RE Yes Yes Yes Yes Yes Yes
Language RE Yes Yes Yes Yes Yes Yes
GDPpc RE Yes Yes Yes Yes Yes Yes
Std. Dev. RE: (o4) 9.374* 9.380¢ 9.372¢  9.365%  9.346%  9.375¢
(9.227)  (9.236)  (9.224)  (9.218)  (9.202)  (9.232)
Num. Obs. 234,896 234,896 234,896 234,896 234,896 234,896

Notes: a denotes 1% significance, b denotes 5% significance, ¢ denotes 10% significance. Estimates are
obtained by MLE, and t-statistics are in parentheses. The dependent variable is a dummy variable for
positive exports. The explanatory variable For each column, “Revenue” denotes predicted revenue (in
logs), as generated by the estimates in the corresponding column of Table B.1. All columns include
firm-continent-language-GDPpc specific random effects.



B Export Revenue: Details
B.1 Export Revenue Equation: Details

In this section, we show that the assumptions on demand, variable trade and production costs, and market
structure introduced in Section 3.1 imply the expressions for r;;; in equations (4) and (5).

Given the constant elasticity of substitution demand function ¢;;: = pi_j;’Pft_let in every market, the con-
stant marginal production cost a;;w;, the constant variable trade costs 7;;;, and the monopolistic competition
assumptions, we can write the potential revenue that firm ¢ would obtain in market j at period ¢ as indicated
in equation (1); i.e.

1—-n
N TijtQitWt
i = Yi,.
it L)*l P; ] "

Assuming that trade costs in h are common across firms, 7;,t = Tht, We can similarly write the potential revenue
that firm ¢ will obtain in the home market at period t as

1-n
N ThtGitWt
it = | —— ——— Yht. B.1
Tiht [7771 Py :| ht ( )

Taking the ratio of these two expressions, we can express the potential export revenues of firm ¢ in market j
and period t relative to its domestic sales in the same time period as

rigt _ {Wf P’“ijt (B.2)
Tint The Pj Yot '
and, multiplying by r;5: on both sides of the equality, we obtain
1-n
Tize Phe Y
it = — —Tint. B.3
ek |:7'ht P]t:| Yht fint ( )

Given the expression for variable trade costs 7;5: in equation (2), we can rewrite potential export revenues as
in equation (4),

o R
Tijt = Tijt + €ijts

with the observed component of revenue being equal to,

o T T 1 Ph o Y;

rije = exp(&e + & + Xij€T) {Tfm Pi,f] ﬁriht’ (B.4)

J

and the unobserved component being equal to

1 P 'Y

R T ht jt
it = it | — —— —Piht. B.5
Eijt 5at[7_ht P]J Yy, it (B.5)

Using the expression for ;¢ in equation (B.1), the definition X7;; = (dije—1, X{jt,1n(ai)) and additionally
defining £7 = (€4, &, &), we can further rewrite rf;; as

(n—1)Phe
NThtWt

5 Tiht-

Lﬂ} Y
Yt

1 1 €a
i = exp(&je + &i) {Tfh_t" Y, " } exp(adije—1 + & Xijt) {

Tht Pj

Defining the country-year and firm unobserved effects entering the export sales equation,

= (p=DPw]*[ 1 Py
exp(a;t) = exp(7;t) [Ym e %} {EPfht] ﬁ’
3 .+ Pj

exp(ai) = exp(Ti),
and the parameter vector

:§a+1_77

a" = (&q4,&e, &), & 1-1n

I
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we can rewrite rf;; as in equation (4); i.e.
o T 3 e e
rije = exp(age + ai + Xijar), with it = (dije—1, Xije, In(rint)).

Concerning the unobservable component of export revenues, aﬁt, the following derivation shows that, given
its definition in equation (B.5) and the mean independence condition in equation (3), the variable Eﬁt must
satisfy the mean independence condition in equation (5):

]Ejt[Eﬁth:jty dije, Tit) = Ejt[55t|dijt717Xiejt7rihta dije, Jit]
[ 1 P T Y
B[l e
1 Phty"’yjt

= Eﬁ[Eth|dijt—17ijt7riht:dijt,.jit] X {**

e
dijt—1, Xije, Tint, dije, L7it:|

The Pt YTLtTW
= Ejileijeldiji—1, Xije, ait, dije, Tie] X {%ht 1;—:] 1_n%rim
= Bje[ei;e] Xije, dije, Jie] ¥ {Tiht %lt} l_n%riht
=0x {TLM%] 1_n%riht =0,

where the first equality uses the definition of X7}, the second equality uses equation (B.5), the third equality
takes into account that price indices and market sizes are constant conditional on a country-year pair, the
fourth equality takes into account that r;,: is a deterministic function of a,;; and variables that vary only at
the country-year pair level, the fifth equality uses the definition of X7;;, and the last equality applies the mean
independence restriction in equation (3).

Summing up, this section shows that the description of potential export revenues in equations (4) to (5) is

a consequence of the assumptions imposed in equations (1) to (3).

B.2 Revenue Regression

Table B.1 contains the Nonlinear Least Squares (NLS) estimates of the parameter vector entering the expression
for potential export revenues in equation (4). Let’s denote the observed measure of export revenues for a firm
¢ in market 7 and year t as Tf}’f. We assume that observed export revenues equal potential export revenues for
those firm-market-year triplets with positive exports. Therefore,

o = dijirije = diji(exp(aje + ai + X{0") + eib),
where the second equality uses equation (4). Combining this expression with equation (5), we can derive the
following moment condition

Ejt[rfjbf —exp(aje + oi + X0 )| X, dije = 1] = 0. (B.6)

obs

Notice that, if present in the data, measurement error in observed export revenues rf;; is also likely to be mean
zero conditional on the vector of observed covariates X;;; and the export dummy d;j;. Therefore, the mean
independence condition in equation (B.6) is also likely to hold in the presence of additive measurement error
in export revenues.

Table B.1 presents the estimates of the parameters entering the moment condition in equation (B.6) under
several different specifications of the vector of observed covariates X;;; and the vector of fixed effects entering
the export revenue equation. Columns I to VI include firm and year fixed effects, while columns VII to IX
include firm and country-year pair specific fixed effects. Specifically, the regression equation whose estimates
are shown in column IX corresponds exactly to that in equation (4) in Section 3.1 in the main text: it includes
firm and country-year fixed effects and, as observed covariates, it includes the firm’s domestic sales, an indicator
of lagged export participation in each country (“Entry” equals 1 the firm did not export to the corresponding
market in the previous year), and the vector of extended gravity covariates X ;.

While the assumptions on demand, variable trade costs and market structure in Section 3.1 suggest that

country-year specific fixed effects should be included in our revenue regression, its inclusion is problematic when
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Table B.1: Revenue Regressions

Variables: (3) I 11 II1 v vV VIII IX
log(Dom. Rev.) 0.386% 0.388% (.384°
(29.186) (20.892) (32.016) (32.241) (32.767)
Emp. x Chile 0.444% 0.142% (.380 0.184®
(13.476) (7.201) (11.504) (5.301)
Sk. Emp. 0.057° 0.103% 0.258¢ (.236%
(2.184) (4.413) (14.207) (9.775)
Unsk. Emp. -0.002 0.015  0.078% 0.091*
(-0.145) (1.339) (8.128) (8.182)
Avg. Sk. Wage 0.643% 0.816% 0.069* 0.063%
(4.736) (5.591)  (5.146) (4.386)
Avg. Unsk. Wage  0.009% 0.004¢ -0.003 -0.008*
(2.751) (1.286) (-0.978) (-2.411)
VA /Emp. 0.369% 0.341% 0.333% 0.307%
(24.400) (22.632) (22.244) (19.589)
Grav. Dist. -0.638% -0.526% -0.538% -0.617% -0.596%
(-8.100) (-6.461) (-8.096) (-7.768) (-8.285) (-46.453)
Grav. Border 1.206¢ 1.157% 0.839¢ 1.195% (.978¢
(11.504) (10.722)  (9.221) (11.219) (10.044)
Grav. Cont. -0.079 -0.089 -0.421¢ -0.208" -0.531
(-0.706) (-0.795) (-4.047) (-1.827) (-4.788)
Grav. Lang. -0.084¢ -0.311¢ 0.122¢ -0.059 -0.030
(-1.614) (-6.188) (2.493) (-1.118) (-0.567)
Grav. GDPpc -1.013% -1.388% -0.143> -0.999* -0.170°
(-3.352) (-2.968) (-1.839) (-2.925) (-2.110)
Grav. FTA 0.202% -0.182% 0.237% 0.200® 0.199%
(4.439) (-4.101) (5.241) (4.332) (4.274)
Landlocked -1.234¢ -1.289% -0.991¢ -1.127¢ -1.267
(-1.447) (-1.856) (-1.334) (-1.494) (-1.247)
Agg. Imports 0.857% (.871% -0.782% (.849% (.833°
(30.755) (31.649) (29.503) (30.241) (29.788)
GDPpc 20.067% -0.109% -0.055% -0.067% -0.523¢
(-3.440) (-5.616) (-2.899) (-3.449) (-2.488)

Ext. Grav. Border
Ext. Grav. Cont.
Ext. Grav. Lang.
Ext. Grav. GDPpc
Entry

Entry x
Grav. Dist.

-0.205% -0.282¢
(-6.259) (-8.125)
-0.449% -0.501¢
(-9.590) (-8.671)
0.029 0.395%
(0.883) (10.863)
0.966* 1.617¢
(3.289) (3.492)

-0.202¢
(-6.111)
-0.346“
(-7.136)
0.033
(0.967)
0.954
(2.853)

-11.028% -5.299 -15.916%-10.237¢

(-3.309) (-0.708)
1.464% 0.593
(3.116)  (0.566)

(-6.956)

2.147¢
(6.817)

(-3.095)

1.387¢
(2.997)

-1.693% -1.899¢
(-10.493) (-10.067)

Notes: continues in the next page.
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Table B.1: Revenue Regressions (cont.)

Variables: (/) I 11 11 v A% VI VII  VIII X
Entry x -1.695¢ -1.028 -1.451 -1.251

Grav. Cont. (-1.371)  (-0.793) (-1.153) (-0.993)

Entry x -1.055% -1.452% -1.097¢ -1.075%

Grav. Lang. (-4.053) (-3.146) (-4.083) (-4.030)

Entry x 0.770  2.296° -0.045  0.984°

Grav. GDPpc (1.159)  (2.242) (-0.083) (1.368)

Entry x -1.000* -0.409 -0.954% -0.177¢
Ext. Grav. Border (-2.997) (-0.769) (-2.752) (-5.282)
Entry x 1.264% 1.267¢ 0.782¢ 0.478%
Ext. Grav. Cont. (4.172)  (1.507) (2.635) (14.918)
Entry x 0.394° -0.975 0.357 -0.103%
Ext. Grav. Lang.  (1.307) (-0.884) (1.144) (-2.534)
Entry x -0.734% -2.385% -0.824° 0.534%
Ext. Grav. GDPpc (-2.018) (-2.633) (-2.073) (2.503)
Adj. R? 0.8715 0.8876 0.8632 0.8633 0.8496 0.8216 0.9027 0.9075 0.9099
Num. Obs. 8219 8219 8219 8219 8219 8219 8219 8219 8219

Notes: a denotes 1% significance, b denotes 5% significance, ¢ denotes 10% significance. Heteroskedasticity-robust
t-statistics are in parentheses. The dependent variable is firm-country-year level observed revenue (conditional on being
positive). Firm dummies are included in all specifications. Additionally, specifications I to VI account for year fixed
effects, and specifications VII to IX account for country-year pair specific fixed effects. Interaction terms between year
dummies and a dummy for selling in Chile are also included.

the aim of this regression is to generate predicted revenues for a large number of firm-country-year triplets.
The reason is that we cannot identify the value of the country-year fixed effect o+ for those destination-year
pairs in which we observe no exporters in our sample. This is inconvenient, as it implies that, if we were to
construct our revenue predictions using an specification that includes such fixed effects, we would not be able
to construct a proxy for the potential revenue from exporting r;;; for a large number of observations in our
sample.

The specifications in columns I to VI account only firm and year fixed effects. These fixed effects can
be precisely estimated for all firms and years in our sample and, therefore, its inclusion does not restrict the
set of observations from whom we can construct predicted potential export revenues. To compensate for the
lack of country-year fixed effects in these specifications, we include instead a large set of observable country
characteristics: both time-invariant gravity covariates (e.g. “Grav. Dist” or “Grav. Border”) and time-varying
measures of market size (“Agg. Imports”).

Specifically, the regressions in columns I to VI differ in the exact set of firm and country characteristics they
include. While regressions II and VI include only domestic sales as a summary statistic of all firm characteristics
that matter to predict export revenues, regressions I, III, IV and V include instead information on the number
of employees, average wages for skilled and unskilled workers, and value added per worker. Similarly, while
specifications I to V include a large set of gravity and extended gravity covariates, specification VI only accounts
for distance to Chile and aggregate sectoral imports in the destination market.

As discussed in Section 3.1, we are not intrinsically interested in the estimates presented in Table B.1.
They are useful only as an intermediate step to generate an observed proxy of potential export revenues for
every firm-country-year triplet in the sample. To measure how sensitive our predicted potential export revenues
are to the specification of the revenue equation, we present in Table B.2 pairwise correlation coefficients across
the nine vectors of predicted revenues generated using the estimates reported in the nine columns in Table B.1.

We can extract several conclusions from the correlation matrix in Table B.2. First, there is no evidence
that regressions with country-year fixed effects yield different revenue predictions than those without them.
Therefore, we can approximate well the observed export revenues even if we do not account for these fixed
effects. Second, as long as we include in the revenue regression the firm’s domestic sales, the destination market’s
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distance to Chile and aggregate sectoral imports, and firm and year fixed effects, the resulting predicted revenues
are highly correlated with those that we would obtain if we add other observed firm and country characteristics.

Given that our focus is on estimating the impact of extended gravity on export sunk costs, the main
implication of the high correlation coefficients shown in Table B.2 is that we will obtain very similar estimates
of our parameters of interest independently of the exact model we use to generate predicted export revenues.
In fact, both the mixed logit estimates in Table A.6 in Appendix A.5 and the moment inequality estimates in
Table 4 in Section 6 show that this is the case.

Table B.2: Revenue - Correlation Matrix

Specification I II 11 v \Y vi VIl VIII IX

I 1.000

II 0.938 1.000

111 0.994 0.956 1.000

v 0.908 0.951 0.943 1.000

\Y 0.982 0.948 0.986 0.934 1.000

VI 0.787 0.900 0.832 0.930 0.847 1.000

VII 0.973 0.983 0972 0.974 0.974 1.000 1.000

VIII 0.975 0.985 0.974 0.976 0.972 0.954 0.953 1.000

IX 0.974 0.985 0.973 0.976 0.970 0.953 0.995 0.998 1.000

Notes: Correlation coefficients between the different predicted revenues generated by the corre-
sponding regressions in Table B.1. Pairwise correlations between specifications that do not include
country-year fixed effects (i.e. all except VII to IX) are computed across the 234,896 firm-destination-
year triplets included in our sample. Pairwise correlations involving one of the specifications that
includes country-year fixed effects are computed across the 7,937 firm-destination-year triplets in
our sample that correspond to destination-year pairs in which at least one exporting firm.
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C Moment Inequalities: Details

C.1 Proof of Proposition 1

Equation (15) implies
E [HioittaLit

$t] z E[Hio{fj/t,Lit

Thus, given the definition of Il 1,,, for any bundle b in equation (16), we know that

E[ﬂw”t + Z ) monH(o”)wz’Jn] > ]E[Tr ity F Zgl Py )Jit], (C.1)

o Miosesi (ol ? Yo

where
i—3i’
-,
04410ty 7 )t

denotes the static profits in year t 4 [ of a firm that chose o’ =" in period t but that selected optimally its set

of export destinations in every subsequent period; spec1ﬁcally, 0it41(0); ) denotes the optimal export bundle
in period t + [ conditional on having exported to bundle o]%J in period ¢. Similarly,
Lyt ) Lyt
]E[Wmffj,t * ; o i:il(ojﬂf )t+l‘“7it] 2 E[Wioffj/t * ;5l Z‘:'JH Owt)tﬂ‘jﬁ} (€2)
where
i—i’

T’
10441 (04 )t+1?

denotes the static profits in year ¢t + [ of a firm that chose 07 =" in period t but that, in every subsequent

period, selected the export bundle that would have been optlmal if it had exported to o;¢ in period t instead;
specifically, 0i:+1(0:+) denotes the optimal export bundle in period t 4 I conditional on having exported to
bundle 0;; in period t.

Combining inequalities (C.1) and (C.2), we can derive the inequality

Lt

Lt
E [wioitt + Z 6l7r1-0”+,(0“)t+z ’;Zt] >E |:7T’L,Oj4>]I + 6l S ’;7”] .
— it =

wu+l (0it)t+l

As long as Li; > 1, the one-period state dependence of our model (see Section 3.3 for a discussion of this
property) implies that we can rewrite this inequality as a sum over static profits in periods ¢ and ¢ + 1 only,

j”] >IE[7T i’y +57TJHJ

105441 (04¢)t+1

E |:7Tw et T 67710u+1(0n)t+1 Zt} :

According to the definition of the static profits m: in equation (14), we can rewrite this expression as

J J
E[ Z g + 0 Z dij/’tﬂﬂj”tﬂ’fit] > ]E[ Z Tijir + 0 Z dij"t+1ﬂg]7§+1’$t]a

J'€out J"=1 i1 e i’ J"=1
‘ J" €0y

where, as indicated in Section 4.1,

i—j’
Tjrrta1
denotes the static profits of exporting to destination j” in period ¢ + 1 for a firm that exported to the bundle
J—i’

.7 in period t. Reorganizing terms in the prior inequality, we obtain

J
i—i'
IE[ E Tijire — E Tijire + 06 E digorera (Tigreyr — Wij//t+1)’»7iti| >0,

i €04t //EOJHJ J"’=1

O
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and, taking into account that the bundles 0;; and off 7" differ only in that destination j is swapped by destination

4, this prior inequality simplifies to
J . -/
E |:7Tijt — e + 0 Z dijrpr (Tijrregr — ijjiﬂ)

§r=1

dije(1 —dije) = 1,$t] > 0.

According to Assumption 3, Z;; C Jit, and, thus, applying the Law of Iterated Expectations, we can derive
the following inequality

J o
E |:7Tijt — Mijre + 0 E dijrresr (Tijresr — Tonmiyr)

§=1

d”t(l - dZJt) = 13 th:| 2 Oa

which is identical to equation (23) in Proposition 1 with

Tijj't = Tijt — Tij/t,

J
J—J
> dijrsr (Mg — 7l ). W
=1

Tijj't+1

C.2 Proof of Proposition 2

From the conditional moment inequality in equation (23) and given that the vector (Zsj¢, Z;;/¢) is a subvector
of the vector Z;; (see equation (17)), we can derive the unconditional moment

E[W(Zijt, Zijre)dije(1 = dyjr) (mijjoe + 6m5500401)] >0,
for any specific pair of countries j and j' such that ozt_’ i’ belongs to the consideration set of the firm B;; and
any positively valued function ¥(-).
Given the definition of the sets A;: and A;j: in equation (18), the condition that destination 5" belongs to
the set A+ is sufficient for the bundle
i3’

04t

to belong to B;;. Therefore, we can conclude that the conditional moment inequality in equation (23) implies
that

E[‘I/(Zijt, Zijre)dige(1 — dijre) (mi5500 + (57Tijj’t+1):| >0

holds for every pair of countries j and j' such that j' € A;;;. Summing these inequalities across all pairs of
countries j and j’ € Aijt, we obtain

J
SN EB[W(Zis, Zijr)dige (1= digre) (miggoe + 6mig50041)] >0,
J=1j'€Aq5
and, finally, switching the order of the summatories and the expectation operator yields the inequality in
equation (25). W
C.3 Proof of Proposition 3

From the expression for the static export profits in equation (13), we can rewrite the difference in periods ¢
and t + 1 static profits as:

J
Y4
E J—7 —
Tt — ﬂ—ij’t + (5 dij”t+1(7rij"t+1 — 7Tij”t+1) =
3=1

0 e = figt — (L= dije1)sige =0 " rijre+ figre + (1= dijr—1)sijn+
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L L
Jj—J } : Jj—3
6dijt+15ijt+1 - 6dij’t+15ij’t+1 -4 dij”t+1(1 - dij”t)(sij”tJrl - Sz‘j”tJrl)?
N,
3 #d

where sfj_f,i;l denotes the potential sunk costs of exporting to country j” in period ¢ + 1 for firm i if this one
were to swap destination j by destination j’ in year t. Given the expressions for export revenues and fixed and
sunk export costs in equations (4), (6) and (9), we can rewrite the difference in periods ¢ and ¢+ 1 static profits

as:

J
Y
J—3 _
Tijt — Wijre + 0 E dijrripr (Tijrmipr — Trij//t+1) =
§r=1
-1 o —1_R o F o S
norge TN €ige = f7 = tieyr — e — (1 — dije—1)(85 — €ijr + €55e) —

-1 o0

-1 R o F o S
N Tie =N Eigre [+ Wicy e + €y + (1 — digre—1)(8§r — €qgre + €3 )+
Y
. o 0,j—j S o o S
Odijir(s] — el i + €ijegr) — 0dijreq1 (85 — €fjriq1 + €55rq1)—

2 : o o S o 0,j—j' S
) dij”t-‘rl(l — dij//t)(sj'// — eij//t+1 + Eij”t+1 — Sj// + eij,,t+1 — Eij”t+1)7

and, canceling terms, we obtain

J
. -/
=i’y
it — Mijre + 0 g dijrrepr (Tijrmpr — 7Tij//t+1) =
§r=1

-1 o —1_R o F o o S
N et €ige — f7 = Wicye — €ije — (1 — dije—1) (85 — eije + Eije)—

1 0 —1_R o F o o S
N rie =N €igre [+ Wiey e + €y + (1 — digre—1)(85 — €3y + €3 )+

5(dijt+1(5§ — el Helin) — dijreaa () — €0 + i) + Z dijrey1 (1 —dijire)(€55re41 — 6?#/?1))-
3" #4,
3" #5’
In order to derive this expression, we have not imposed yet any of the restrictions in Proposition 3. We impose
first the restriction that the alternative destination j' must belong to the set A;j; defined in equation (18b).
If we select the counterfactual destination j' in this way, the difference in periods ¢ and ¢ + 1 static profits
simplifies to

J
. 7
=i’y
it — Mijre + 0 E dijrrppr (Tijrrepr — 7Tijut+1) =
§r=1

-1 ~1_R F s
N re T € — €ije — (1= dije—1)(85 — €35 + €550)—
-1 o0 —-1_R F o o S
N T =M Eigre + Eigre + (1= dijre1)(85 — €5y + €550)+
=g’ s s =5
5(dijt+1(5? - eiji:f + 5ijt+1) - dij’t+1(5;’ - e?j/t-ﬂ + €ij’t+1) + Z dij”t+1(1 - dij//t)(egj“tﬂ - 6;}3/:11))-
3l#5,
i"'#5’
Therefore, the restriction that destination j' must belong to the set A;j; defined in equation (18b) implies that
the resulting difference in static profits will depend neither on the observable parts of fixed export costs, f7
and f;’,, nor on the unobserved fixed cost components Wit and Uict- If we additionally impose the restriction
that both destinations j and j’ must share neither continent, nor language nor similar income per capita with
Chile (i.e. s7 = sj = v2,, as imposed in equation (26)), the expression for the difference in in periods ¢ and
t + 1 static profits simplifies to

J
. -/
=i’y
Tijt — Tijre + 6 E dijrripr (Tajrmipr — Wij//t+1) =
§r=1

—1_o —1_R F S o S
N e 0 €ije — e — (L — dije—1)(Yau — €sje + €5¢)—
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1 0 —-1_R F S o S
N rhre =M Eigre + €igre + (L= digre—1) (Vau — €iyre + €55e)+

S 0,j—j’ S S o S ° 0,j—j'
5(dz‘jt+1(%u — €ijt+1 + 5ijt+1) - dij/t+1(%u — €ijt+1 — Eij/t+1) + E dij”t+1(1 - dij”t)(eij’/t+1 - 6¢j«/t+1) .

11

3" #5’

Therefore, the restriction in equation (26) that destinations j and j' must verify s§ = 85 = ~2, implies that the
resulting difference in static profits depends on the parameter vector (v5,~S, ,fygs ) introduced in equation
(10) only through the function 75, = +§ + 72 +7; + 75 introduced in equation (21).
Given the last expression for the difference in periods t and t 4+ 1 static profits and the following mean
independence restriction
_ 7771551 -
77;155’15
Eijt
E | (Ziji, Zijr)dige (1 — d €t =0 C.3
(Zijes Zigre)dije (1 — dijre) X (1— dijtfl)s;sjt = (C.3)
(1= dijre1)esn,
dijt11855111

S
- dij’t+15¢j’t+1 i

we can rewrite the moment in equation (27) as

J
E Z Z U (Zije, Zijre)dije (1 — dij't)(nil(rfjt —rijre) — (1= dijtfl)(%}glz —eije) + (1 dij't—l)(/yasll — €ijrt)

J=1j'€Aj;¢

+5(dijt+1(’Yfzz - efﬂrlj ) — dij’t+1(’Yfll —efirt1)) + 5( Z dijrop1 (1 —dijre)(egjmerr — efﬂ/ﬁl)))} . (C4)

The mean independence conditions in equation (C.3) are implied by assumptions 1 and 3, the definition of
Z;j: in equation (17b), and the mean independence conditions in equations (5), (8), and (12). Equation (C.4)
is still not expressed as a function of the parameter vector (o, k, 7, ’yf”). To do so, one has to realize that,
according to equation (11), for any firm, country and time period, the function ef;; is linear in the parameter
vector (v, vE,~F, 75 ) and, therefore, we can define a function
~0 — 1 o
€ijt = —g Cijts (0-5)
Vall

that is linear in the parameter vector x defined in equation (21). In words, é7;; denotes the extended gravity
component e7;; normalized by the sunk cost of exporting to a country that shares neither continent, nor
language, nor similar income per capita with the firm’s home market, v>,. Using the equality in equation
(C.5), we can rewrite the moment in equation (C.4) as

J
E Z Z U(Zije, Zigre)dije (1 — dijre)vau (ﬁil(rgjt = 1) = (L= dije—1)(1 — €55¢) + (1 = dijre—1) (1 — €7r¢)

Jj=1 j/E.Ath

+0(dijerr (1= €517 ) = dijren (1= €5re 1)) + 5( > dijriear (1= dijim) (&1 — éfﬂ:ﬁ)))] ;o (C6)
3" #3,
i

where 7 = 773,. As indicated in Proposition 3, this moment is a function of the parameter vector a (through
o

Y
¢ and 7,,), of the parameter vector x (through &4, €5/, €771 , €1, and, for every j” distinct from j

0,j—j’

ij”tJrl) and of the scalar parameters 7 and 'yf”. Furthermore, it is multiplicative in 'yf”. |

and j’, €y, and é
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C.4 Specifying Moments: Detalils

The instrument functions we use to compute the results in sections 6 and 7 are:

U1 (Zije, Zigre) = 1{85 = 52 = yau, diji—1 = dijre—1 = 0, (Ext. Grav. Border); = 1, (Ext. Grav. Border);, = 0},
Vo (Zijt, Zijry) = L{s] = 55 = Yo, diji—1 = dijr_1 = 0, (Ext. Grav. Border); = 0, (Ext. Grav. Border);, = 1},
U3 (Zijt, Zijry) = L{s] = 5 = Yo, diji—1 = dijre_1 = 0, (Ext. Grav. Cont.); = 1, (Ext. Grav. Cont.); = 0},
Uy(Zije, Zigre) = 1{s] = 82 = yau, diji—1 = dijre—1 = 0, (Ext. Grav. Cont.); = 0, (Ext. Grav. Cont.); = 1},
Us5(Zije, Zijre) = L{s] = 851 = yau, dije—1 = dijre—1 = 0, (Ext. Grav. Lang.); = 1, (Ext. Grav. Lang.);; = 0},

Ve (Zijt, Zijry) = L{s] = s5 = You,diji—1 = dijri_1 = 0, (Ext. Grav. Lang.); = 0, (Ext. Grav. Lang.);; = 1},

U7 (Zijt, Zijry) = L{s] = 85 = Yo, diji—1 = dijre_1 = 0, (Ext. Grav. GDPpc); = 1, (Ext. Grav. GDPpc);, = 0},
Us(Zije, Zigre) = 1{s = s = yau, diji—1 = dijre—1 = 0, (Ext. Grav. GDPpc); = 0, (Ext. Grav. GDPpc); = 1},
Wo(Zijt, Zijre) = 1{s5 = 85 = yauydiji—1 = 1,dijr_1 = 0},

U10(Zije, Zijre) = 1{s] = s = Yo, diji—1 = 0,dgjre—1 = 1}.

Our instrument functions are thus indicator functions that take value one only when a set of restrictions on
the characteristics of the actual and counterfactual export destinations of a firm are met.

All ten instrument functions include the restriction that s = s7, = 2, neither the actual nor the
counterfactual destinations are in South America, have Spanish as official language, or have similar income
per capita to Chile. In other terms, neither country j nor country j’ share any gravity characteristic with the
country of origin of the firms. This condition implies that the resulting moment inequalities depend on the
vector of sunk costs parameters (75 ,’yf ,’yls ,’yg ) only through the parameter 'yf”, defined in equation (21) as
Yo =76 +75 +717 +5 . Furthermore, as equation (7) shows, the condition that s = s implies that f{ = f,
and, thus, the resulting moment inequalities will not depend on the fixed costs parameters (v¢',vZ, v, fyf; ).

All other restrictions included in the instrument functions W1(:) to W1o(-) have the purpose of creating
moments that identify upper and lower bounds for the parameter vector (x,7). For example, the function
U1 (Zijt, Zijrt) takes value one only for pairs of actual and counterfactual destinations such that firm ¢ benefits
in period ¢ from extended gravity due to border in the actual destination j but not in the counterfactual
destination j'. The resulting difference in profits m;;;/¢ + 0m;;;/4+1 is thus likely to depend negatively on the
parameter that determines the size of the reduction in sunk costs due to extended gravity effects in border,
kp. Consequently, the moment inequality defined by the instrument function ¥1(Zsj¢, Z;;+) is likely to depend
negatively on k;, and, thus, this inequality will help identify an upper bound on k;. Conversely, the moment
inequality defined by the instrument function Vo (Zsj¢, Z;;+¢) is likely to depend positively on xp and, thus, this
inequality will help identify a lower bound on xp.

The functions W3(Zi;¢, Z;jr¢) and W4(Zije, Z;jr+) are analogous to W1(Zsj¢, Z;jr¢) and Vo (Zije, Z;44) for the
case of the extended gravity parameter due to continent, .. The functions ¥s5(Zij:, Z;;7+) and Ye(Zije, Zijre)
play the same role for the case of extended gravity in language, x;, and the functions W7(Zij¢, Z;5r+) and
Ws(Ziji, Zijre) do so for extended gravity effects due to sharing income per capita, rg.

The instrument functions W1(Zsj¢, Z;;r¢) to Us(Zije, Zij4) select observations for which actual and counter-
factual export paths imply the same number of export entries; i.e. the same number of countries to which the
firm ¢ export in period ¢ without exporting to them in period ¢ — 1. The instrument functions Wo(Z;;¢, Z;5/¢) to
W10(Zijt, Zij+) alter the total number of foreign market entries. Specifically, in all cases in which Wo(Zij¢, Z;j14)
equals one, the firm enters the counterfactual destination j' (because d;;/;—1 = 0) while, on the actual path, it
was not entering the actual destination j (because djj+—1 = 1). The opposite is true in those cases in which
\I/1Q(Zijt, Zij/t) equals one.

C.5 Using Inequalities to Bound Parameters: Extra Example

As mentioned in Section 4.3, when swapping an observed destination by an alternative one in a year ¢, one
needs to keep track of how this change affects, through extended gravity effects, the sunk costs in any other
country to which the firm starts exporting in year ¢ + 1.

To illustrate, we consider in Table C.1 an example similar to that in Table 3, but in which the firm starts
exporting to Australia in year 9. In this example, the difference in static profits m;;;/s is identical to that in
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equation (29), the difference in export profits to the United Kingdom in year 9 equals that in equation (35),
but the difference in export profits to Australia, indexed here by 5", in year 9 now equals

dijig(Tijng —wd ) = =1 (C.7)

reflecting the fact that Australia shares language with the firm’s observed destination in year 8, the United
Kingdom, but not with its alternative one, Germany. Thus, the difference in profits between the actual and
counterfactual paths described in Table C.1 is

S5 1~—1, 0 o R R F F s 5 5
Yau (™ (rijs — Tojrs + €ijs — €iyrs) + kit + (1 — ke — kg — K1) — €158 + Eijrs — €8 + Eijrs + 0€3j0-

Table C.1: Example of a 1-period Export Event

t=7|t=8|t=9
United Kingdom 0 1 1
Observed Germany 0 0 0
Australia 0 0 1
United Kingdom 0 0 1
Alternative | Germany 0 1 0
Australia 0 0 1

C.6 Inference: Details

C.6.1 Confidence Set for the True Parameter

We describe here the procedure we follow to compute the confidence set for the true parameter vector (k,7).
This procedure implements the asymptotic version of the Generalized Moment Selection (GMS) test described
on page 135 of Andrews and Soares (2010), corrected following the procedure described in Section 10.2 of
the same paper to account for the fact that our moments depend on a consistent and asymptotically normal
preliminary estimator &.

We base our confidence set on the modified method of moments (MMM) statistic. Specifically, we index
the finite set of inequalities that we use for estimation by kK = 1,..., K and denote them as

mk(d,é)mﬁf,)zo, k=1,.. K,

where 6, denotes the unknown parameter vector whose true value is x and 65 denotes the unknown scalar
parameter whose true value is 7. For each k = 1,..., K, the moment function m(-) is the sample analogue of
the moment in equation (28) after normalizing it by ~2,:

T N,
Mk (G, Or, { ZZ { SN W Zije, Zijr)dse (1= dijoe) (1) van) (g0 + 67rijj’t+1)}}7

i=1 * j=1j'€A;j¢

where, conditional on equation Wy (Zsj¢, Z;;/+) satisfying the restrictions in equation (24) and (26) and A;;; being
defined as in equation (18b), the true difference in static profits normalized by 5, (1/va) (7ijire + 6Tijjre41),
is exclusively a function of the parameter vector (o, &, 7). The number N = Ethl N; denotes the total number
of observations. To simplify the notation for the rest of this section, we define

mi,it(&, Or, 07) Z D Uil Ziges Zigr)dige (L = digra) (1/750) (e + 5iggrein)s (C.9)

J=1j'€Aj ¢
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and, thus, for every k =1,..., K, we rewrite my(&, 0x, 05) as

T N¢

(Ol 01479 N szk it CY 0;@70 ) (ClO)

t=1 i=1

The MMM statistic is therefore defined as

Z (mm{ijg::g;)),()}f, (C.11)

k=1
where

T N¢ 1

G1(@, 0, 605) = (%ZZ (1t (8,0, 07) — (@, 6, 67))°) " (C.12)

t=1 i=1

The total number of moment inequalities employed for identification, K, will depend on the finite number of
unconditional moment inequalities that we derive from the conditional revealed-preference moment inequalities
described in equation (23); Appendix C.4 contains additional details on the unconditional moments that we
employ. Given the set of unconditional moment inequalities £k = 1,..., K and the test statistic in equation
(C.11), we compute confidence sets for the true parameter value (x,7) using the following steps:

Step 1: define a grid O, that will contain the confidence set. We define this grid as an orthotope
with as many dimensions as there are scalars in the parameter vector (6x,05). In the case of the confidence
set for the parameter vector (ky, ke, K1, kg, 1), (0x,05) is a 5-dimensional orthotope. To define the limits of this
5-dimensional orthotope, we solve the following nonlinear optimization

min,. o, ) d- (9,@,9;}) subject to mk(&,ém%) +InN >0, (013)

where d is one of the elements of the matrix

cCooco0cocOoORrR~OO
I

D = (diy,di,doy,do,dsy,ds—,day,da,dsy,ds) =

OO R PR OOOOOoOo

[N e NeNela e NeNo Nl
_ 0O 00O o oo oOo

OO OO OO OO~

Given that ID has ten elements, we will therefore solve ten nonlinear optimizations like that in equation (C.13).
Denote the six 10-dimensional vectors (6, 65;) that solve each of these optimizations as

((em ‘9’77)1+7 (eﬁa eﬁ)l—v (‘9*67 0’77)2+7 (eﬁa eﬁ)Q—v (‘9"67 0’77)3+v (9'47 ‘977)3—7 (0*67 0’71)4+v ('9“7 ‘977)4—7 (0*”»7 077)5+7 (eﬁv ‘9’77)5—)l7

and compute the ten boundaries of the 5-dimensional orthotope ©4 as

diy - (O, 05)1+  di- - (0x,05)1-
doy - (Ox,07)2+  do— - (On, 05)2—
dsy - (0x,05)3+  ds— - (0x,05)3- |,
d4+ . (957 077)4+ da— (amefl)‘l—
ds4 + (O, 05)5+  ds— - (O, 07)5-

where the first column contains the minimum value of the element of (0, 65) indicated by the corresponding
row and the second column contains the corresponding maximum. Once we have these ten limits of the 5-
dimensional orthotope ©4 we fill it up with 400,000 equidistant points.

Step 2: choose a point 0, € ©,4. The following steps will test the null hypothesis that the vector 6, is
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identical to the true value of 6:
Hy : (k,7) = 0p Vs. Hy: (k,7) # 6p.

Step 3: evaluate the MMM test statistic at 6,:

K
N _ . Mg (d7 917) 2

Q(&,0,) = E (mln {7&“@7%) ,0}) , (C.14)

where My (&, 0) is equal to the moment M (&, O,, 05) evaluated at (0, 05) = 0,; and analogously for 6 (&, 6)p).

Step 4: compute the correlation matrix of moments evaluated at 6,:

N[=

Q(é,0,) = Dmg—%(2(@,9P))2(a,9p)pz'ag— (2(é, 60,)), (C.15)

where Dzag( (&,0,)) is the K x K diagonal matrix whose diagonal elements are equal to those of f)(d, 0p),
Diag~ %(E(a, 0p)) is a matrix such that Diag_%(fl(d, Qp))Diag_% (2(é,0,)) = Diag™ ' (2(é, 0,)) and (4, 6,)
is an asymptotic variance matrix computed to reflect the fact that & has been previously estimated. Specifically,
the variance matrix $(&, 6,) is the sum of two terms:

$(é, 0,) = $1(6,0,) + Sa(é, 60,), (C.16)

where the first term takes into account the variance of the moments given & and the second term takes into
account how the variance of & affects the variance of our moments. Generally, the variance matrix (&, 6,)
should include an extra term that takes into account the covariance between both sources of randomness; in
our case, the observations being used to estimate & do not coincide with the observations entering the moments
{mr(&,0.,05),k=1,..., K} and, thus, we set this third term to zero for simplicity. The first term in equation
(C.16) equals:

21(6" '917) = % Z Z (mit (&7 ‘917) - m(dv ep))(mit(dv 917) - m(&7 01’))l7 (C17)

P) = (ml,it(dv 9?)’ s 7mK,it(é‘7 01”—'))7

m(&, 8p) = (Mm1(&,0p), ..., mi(&,0p)).

Let’s denote the element in row k and column k" of matrix $2(&,0,) as 3 g (&, 6,). Then,

Sakwr (6,05) = + ZZM 9 ( Z Z Z i jrorts e (6t 1o (G ))5k, (6,0 )} (C.18)

i=1 t=1 "bsfuf 15/=1

where dy,;: denotes the Jacobian of the function my (e, 6,) with respect to a:

J
Z 1W(Zijes Zigro)dige (1 — dijre)i™ (X150 exp(X7500) — X[ exp(X[j6)). (C.19)

This expression takes into account that the function (1/75”)7rijj/t +67;5j/¢+1 depends on the parameter vector
o only through the term 7" (exp(X/;;&) — exp(X;;/,&)); see equation (C.6) in Appendix C.3 for more details
on the function (1/75,)mijj1e + 0Tijjri41-

The function t;5:(&) in equation (C.18) is such that we can write the following asymptotic expansion for
our estimator of a:

Zzztut ) +op(N, obs%)7

=1 t=1 j=1

(& —

obs
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where NobS denotes the total number of firm-country-year triples for which we observe positive exports; i.e.

Nops = Zl 1 Zt 1 Z diji, which corresponds to the total number of observations used to compute the
estimate &. Given that a is a nonlinear least squares estimate of « (see Appendix B.2 for more details), the
term t;;:(&) is equal to

! -1

J
1 ) N
tiji(6 [ SO3TN (Xrexp(X e (X exp(Xﬁta))/] (X exp(X[,a)) €, (C.20)

Nobs i=1 t=1 j—1

obs

where sgt =71y — exp(X”ta) See page 153 in Cameron and Trivedi (2005) for additional details on the shape
of the function t;;:(&) for a nonlinear least squares estimator of a.

Putting together the expressions in equations (C.16) to (C.20), we construct 3(d,6,). Using equation
(C.15), we construct the correlation matrix of moments evaluated at 6,, (d, 6,).

Step 5: simulate the asymptotic distribution of Q(6,). Take r = 1,..., R draws from the multivariate
normal distribution N(Ox, Ix) where Ox is a vector of Os of dimension K and Ix is the identity matrix of
dimension K. Denote each of these draws as (. Define the simulated criterion function Q(6,) as

Z{mm{[ OF (&,60,)C ]k, 0})° xﬂ{fm'}( >)<“n i}

where [Q%( 0p)Cr]k is the kth element of the vector 02 (&,6p)Cr.

Step 6: compute the critical value. The critical value é(&, 6,1 — ) is the (1 — 3)-quantile of the distri-
bution of Qr(&,0,) across the R draws taken in the previous step.

Step 7: accept/reject 0,. Include 6, in the estimated (1 — 8)% confidence set, ©' =7 if

Q(&,0,) < é(a,0,,1—p0).

Step 8: repeat steps 2 to 7 for every 6, in the grid ©,.

Step 9: compare the points included in the set ©'~? to those in the set O4. If (a) some of the points
included in the set @'~ are at the boundary of the set Oy, expand the limits of ©4 and repeat steps 2 to 9. If
(b) the set of points included in ©'~7 is only a small fraction of those included in O, redefine a set ©, that
is again a 5-dimensional orthotope whose limits are the result of adding a small number to the corresponding
limits of the set ©'~# and repeat steps 2 to 9. If neither (a) nor (b) applies, define 6'~# as the 95% confidence
set for (k,7).

C.6.2 Specification Tests

We describe here the procedure we follow to test the validity of the model defined by our moment inequalities.
This procedure implements the “test BP” and the “test RS”, as described in Bugni et al. (2015). We use the
same notation as in Appendix C.6.1 and thus describe the set of moment inequalities we use for identification
as

mk(d,e,ﬁ,é)ﬁ)zo, k:L...,K,

where 6, denotes the unknown parameter vector whose true value is x and 65 denotes the unknown scalar
parameter whose true value is 7. For each k = 1,..., K, the moment my(-) is defined in equation (28) as:

J
]mk(&y ‘9m 97’;) =E [Z Z \I/k(Zijtv Zij’t)dijt(l - dz‘j’t)(l/’qu)(Wijj’t + 57Tijj’t+1) ,
J=1j5"€ A5

where the difference in profits m;;;/+ + 07;;;/++1 depends on the estimated vector & and the parameter vector
(0x,05). We denote the identified set as ©r, which, by definition, includes all values of the parameter vector
(0x,05) consistent with these K moment inequalities. The model defined by these inequalities is said to be
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correctly specified (or statistically adequate) when ©; is non-empty. Thus, formally, we want to test
Hy:0;:#10 VS. Hy:0; =0.

Therefore, the null hypothesis in our specification test is that the model is correct; i.e. O is non-empty. The
traditional approach to perform this test checks whether a confidence set for 0 is empty: Bugni et al. (2015)
denote this test as the “test BP”. Bugni et al. (2015) suggest two additional specification tests that dominate
the “test BP” in terms of power. They denote them “test RS” and “test RC”. Among these two, we compute
only the “test RS”, as it has better power properties than the “test RC”.

Test BP This test has been proposed by Romano and Shaikh (2008), Andrews and Guggenberger (2009),
and Andrews and Soares (2010). This test arises as a by-product of the confidence sets described in Appendix
C.6.1. Specifically, we reject the model in a test with size 8 if the (1 — 8)% confidence set for the true value
of the parameter vector is empty (see Appendix C.6.1 for a description of how we compute such confidence
set). As pointed out by Andrews and Guggenberger (2009), Andrews and Soares (2010), and Bugni et al.
(2015), this test is conservative, i.e., if the model defined by moment inequalities being tested is correctly
specified, asymptotically, the test with size 8 will actually reject the null hypothesis less than 1008% of times.
Additionally, Bugni et al. (2015) show that this test can have strictly less power than the “test RS”.

Test RS This test has been proposed by Bugni et al. (2015). The steps we follow to compute this test are
the following:

Step 1: define a grid ©, on the parameter space. This step is identical to that in Appendix C.6.1.

Step 2: evaluate the MMM test statistic defined in equation (C.11) at every 0, € O,:
{Q(&,0p); V0, € Og}
where
K
_ mg 9 ) 2
= ; (mln{ig ok 0}) , (C.21)

mi (&, 0p) is equal to the moment my (&, Oy, 0;) evaluated at (6y,65) = 0, and analogously for 6% (é&, 6,). The
functions m (&, 0x, 05) and 64 (&, 0., 05 ) are defined in equations (C.10) and (C.12).

Step 3: compute the minimum of the set of MMM test statistics computed in step 2:

T(&) = Onelg Q(a,0,). (C.22)

Step 4: for every 0, in ©,4, compute the correlation matrix of the X moments, Q(d,ep). For each
0p, this step is identical to that in Appendix C.6.1.

Step 5: simulate the asymptotic distribution of T(&). Take r = 1,..., R draws from the multivariate
normal distribution N(Ox, Ix) where Ox is a vector of Os of dimension K and Ix is the identity matrix of

dimension K. Denote each of these draws as ¢,. Conditional on a value 6, in ©4, define the simulated criterion
function corresponding to the draw ¢, as

Z{ (min{[©2% (&, 6,)C, )k, 0})? x L{VN (( )) <VInN }}
where [Q%(dﬁp)g}}k is the kth element of the vector Q%(o},@p)g}. For each r, compute Q-(&,6),) for every
0, € Oyt
{Qr(&,0,); V6, € Og},
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and compute the minimum of all these values as

T(@) =, inf Qu(@.0,). (C.23)

Step 6: compute critical value. The critical value ¢%°(&,1 — j) is the (1 — 8)-quantile of the distribution
of T, (&) across the R draws taken in the previous step.

Step 7: accept/reject Hy. Reject Hy if

T(a) > &% (a,1 - B).

C.7 Additional Results

We report here results that rely on the “short” revenue regression described in column VI of Table B.1. We do
so with the purpose of comparing the moment inequality estimates in tables C.2 and C.3 to those computed
using the “long” revenue regression described in column I of Table B.1, reported in tables 4 and 5.

The “long” revenue regression includes: firm and year fixed effects; the firm’s value added per worker,
share and average wages of skilled and unskilled workers; a large set of distance measures between foreign and
home countries; this same set interacted with a dummy for first year of exports to a country; extended gravity
covariates; and a measure of the foreign market’s size. The “short” revenue regression includes only: firm and
year fixed effects; the firm’s domestic sales; the physical distance between foreign and home countries; and the
aggregate imports in the foreign market. Besides fixed effects, the “long” regression includes 28 regressors,
while the “short” one only 3.

A comparison of tables C.2 and C.3 to tables 4 and 5 shows that, no matter which specification we use
to construct 7;j;, the moment inequality estimates are very similar. This is consistent with Table B.2 in
Appendix B.2: the pairwise correlation coefficients among the 7;;; computed using different revenue regression
specifications are always very close to one.

Table C.2: Bounds on Individual Extended Gravity Parameters

Border Continent Language GDPpc

[5.71%, 13.33%]  [17.14%, 28.57%)] [30.48%, 34.29%]  [0%, 30.48%]

Notes: This table report bounds on the vector x defined in equation (21). It
reports results for the revenue regression described in column VI of Table B.1.
The confidence intervals are projections of a confidence set for (k,7) computed
following the procedure in Section 10.2 of Andrews and Soares (2010).

Table C.3: Bounds on Combinations of Extended Gravity Parameters

Border + Language + Continent + Continent + Continent + Continent + Continent + All

Continent GDPpc GDPpc GDPpc + Language Language + Language +
Border Border GDPpc
[24.76%, [32.38%, [22.86%, [34.29%, [47.62%, [65.24%, [67.14%, [68.57%)]
38.10%]  62.86%)] 49.52%) 59.05%)] 62.86%)| 72.38%)| 81.90%) 91.43%]

Notes: This table reports bounds on sums of elements of the vector x defined in equation (21). It reports results
conditional on the revenue regression described in column VI in Table B.1. The confidence intervals reported in this
table are projections of a 5-dimensional confidence set for (k,7) computed following the procedure in Section 10.2 of
Andrews and Soares (2010).
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D Simulation

The model described in Section 3 imposes only necessary conditions on the planning horizon, L;;, information
set, Jit, and consideration set, B;:, of every firm and year in the sample. It also imposes only weak assumptions
on the distribution of the unobserved determinants of export revenues Eﬁt, fixed costs Ef;-t, and sunk costs Eisjt:
they are mean independent of any variable affecting the export participation decision of the firm. Similarly, no
restriction is imposed on the distribution of the unobserved determinant of export fixed costs . St

In this section, we simulate data from several models that are consistent with the assumptions on planning
horizons, information and consideration sets, and distributions of unobserved terms introduced in Section
3. The different models we simulate differ thus on the exact assumptions we impose on the firm’s planning
horizon, L;; the firm’s information set, J;:, and the distribution of the unobserved determinants of export
fixed costs, uic;:. We use these different models to explore in Appendix D.2 how sensitive maximum likelihood
estimates of fixed and sunk export costs are to misspecifications of the firm’s planning horizon, information
and consideration set, and the functional form of the distribution of Uicjt-

Additionally, to explore the sensitivity of our moment inequality estimator to the presence of firm-, year-,
and country-specific unobserved heterogeneity in export profits that is known to the firm when determining its
set of export destinations, we extend the fixed costs specification in equation (6) to account for such unobserved
heterogeneity through a term v;;:. We show in Appendix D.3 how sensitive our moment inequality estimates
are to the variance of such firm-, year-, and country-specific unobserved determinant of export participation.

D.1 Simulated Models

Basic characteristics. In every model we simulate, we generate data for N = 500 firms, 7" = 20 years, and
J = 5 foreign markets. The total number of observations in our simulated datasets is thus 50,000. Neither
of the five simulated countries shares neither continent, nor language, nor similar income per capita with the
firm’s home market; i.e.

== +v +7 +, (D.1)
s == +70 +0 - (D.2)

In terms of extended gravity relationships in border, continent, and language, we assume that the indicator
functions border(j, j'), continent(j, j'), and language(j, '), are equal to

v ) { 3, TS (000 o
Continent(j,j') — { (1) ft}(l-zri;zsi {(27 3)7 (37 2)7 (27 4)7 (47 2)7 (37 4)7 (47 3)}7 (D.4)
language(j, j') = { (1) i)ftﬁlj;c’rjx.z;)isi{(&ll)’ (4,3),(3,5),(5,3), (4,5), (5,4)}, 3)

where, as a reminder, any of these functions equals 1 for a pair of countries (j,j’) if and only if these two
countries share the corresponding characteristics. For simplicity, we ignore any extended gravity relationship
due to continent.

Fized and sunk export costs. Fixed and sunk export costs in each of the five simulated countries are
fije = ’thl + Wicjt + Ouvlijt, (D.6)
Sijt = ’Yfll + edjes (D.7)

with v;;, distributed logistically with location parameter equal to zero and scale parameter equal to one, and
eg;+ depends on equations (D.3), (D.4), and (D.5). We define u;c;+ as a variable that is common to all countries
located in the same continent (uicjt = Uic 1t if continent(j, 7')=1) and, to explore how sensitive the maximum
likelihood estimates are to the assumed distribution of Ujc;¢, We generate different datasets in which we explore
different distributions for it. The key fixed and sunk costs parameters in our simulated models are thus

F S E E _E
(Yalts Yatl> Yo s Ve s Vi »Ov)-
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In all simulated datasets, we fix
Yarr = 9; Yan=6.1; oy =093% 47 =186 =12 (D.8)
and, thus, the relative reduction in sunk export costs due to each of the extended gravity effects equals
Ko = [You =015 ke =7 /vau =030, w1 =7 /vau = 0.20, (D.9)
and that due to their combined effect is
Kb + Ke + ki = 0.65. (D.10)
Potential export revenues. Across all simulated models, we assume that
rije = exp(ao + a1Tije)  with Ty = 0.57550—1 + wije, (D.11)

and w;;; is assumed to be independent over time and distributed normally with mean zero and variance af,.
Except otherwise indicated, we build simulated series for 7;;; and 7;;; under the assumption that oo = 14,
a1 = 0.55 and o, = 4.

Elasticity of demand. We assume that n~ ' = 0.2.

Consideration set. All 27 = 32 possible bundles of countries belong to the consideration set B;; of all firms in
every time period.

Planning horizon. We impose in all simulated datasets that all firms have the same planning horizon, L;; = L.
We vary the value of L across the different datasets we generate.

Information set. We impose in all simulated datasets that firms know f;;+ and s;j;:. While in some datasets
we also assume that firms know r;;¢, in others we assume that they only know 7;;:—1 when deciding on their
optimal set of export destinations.

State vector. Given that generating some of the simulated datasets we create requires solving a dynamic
discrete choice problem, we discretize r;;;. Specifically, we assume that r;;; can take six values. Consequently,
the exogenous state space of a firm has 65 = 7,776 elements and the transition matrix of this exogenous state
vector thus has (7,776% —7,776) /2 = 30,229, 200 distinct elements. The endogenous state space determines all
possible lagged export status of the firm in the five destination markets and, thus, includes 2° = 32 elements.
As a result, the complete state space of the firm incorporates 7,776 x 32 = 248,832 elements. Extending
either the set of countries J beyond 5, or the number of distinct values that r;;; can take beyond 6, increases
significantly the size of the state space, causing significant computational complications.

Data available to the researcher. For each firm, country and year in the simulated sample, the researcher only
observes: (a) a dummy determining the export status, d;;+; (b) the exogenous determinant of export revenues,
7i5¢; and (c) realized export revenues, ri;¢d;jt.

D.2 Impact of Model Misspecification on Maximum Likelihood Estimates

In this section, we explore the sensitivity of the maximum likelihood estimator of (1,71}, v AL AE, ) to the
assumptions imposed on: (a) the planning horizon, L;; (b) the information set, Ji:; (c) the consideration set,
Bit; and (d) the parametric distribution of wc;:. We consider the case of a researcher that correctly assumes
that v;;¢ is distributed logistically with location parameter equal to zero and scale parameter equal to one.

Misspecification of planning horizon, L;;. To explore how sensitive maximum likelihood es-
timates are to the researcher’s assumptions on the firm’s planning horizon, we assume that the researcher
correctly specifies the firm’s information set, i, the firm’s consideration set, B;:, and the distribution of Uic;t-
Specifically, the researcher assumes an information set 7;: such that,

E[h’jt\[]it] = Tijt, (D.12)
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Table D.1: Robustness to Different Planning Horizons

Correct Wrong
Li=0 Ly=1 Ly=2 Liy=3

n~t  0.201 0.209  0.206  0.209
(0.001) (0.001)  (0.001)  (0.001)
~vE, 9.032 8063  7.133  6.989
(0.157) (0.249)  (0.335)  (0.394)
% 6121 5016 5077  5.390
(0.064) (0.096)  (0.135)  (0.189)
vE 0989 0418 0344  0.458
(0.081) (0.142)  (0.194)  (0.224)
vF 1818  1.063  0.813  0.846
(0.072) (0.132)  (0.191)  (0.242)

vF 1226 0535  0.309  0.248
(0.057) (0.099)  (0.144)  (0.191)

Kb 0.162 0.083 0.067 0.085
Ke 0.297 0.212 0.160 0.157
K] 0.200 0.107 0.061 0.046

Notes: standard errors appear in parenthesis. The un-
derlying data is generated under the assumption that
L;s+ = 0. The model reported in each column is esti-
mated under the assumption on the value of L;; indi-
cated in the corresponding column.

a consideration set B;; such that,
Bit = {all possible bundles of the J = 5 countries}, (D.13)

a planning horizon L;; such that

Ly =0, for all firms and time periods, (D.14)

and sets Wicst
uicJ-t = 07 (D15)

for every firm, country and year. In words, assuming equation D.12 is equivalent to assuming that firms
have perfect foresight; assuming equation (D.13) is equivalent to assuming that firms consider exporting to all
countries (i.e. the consideration set and the potential choice set of the firm are identical); and assuming equation
(D.14) is equivalent to assuming that firms are not forward looking. We simulate four different datasets that
are consistent with the assumptions in equations (D.12), (D.13), and (D.15), but in which L;; takes values zero,
one, two, and three, respectively, for every firm and time period. We present the results in Table D.1.

As the results in Table D.1 show, the maximum likelihood estimates of a model that corresponds exactly
to the data generating process except for the assumption imposed on the firm’s planning horizon may still be
quite different from the true parameter values. As the difference between the true planning horizon (L;; = 0)
and the assumed planning horizon (indicated at the top of each column in Table D.1) increases, all estimates
other than ™! become smaller in absolute value. The intuitive explanation for why this happens is that the
difference between the true value function of the firm and that assumed by the researcher increases with the
difference between the true and the assumed planning horizon. Misspecifying the planning horizon not only
causes a bias in the scale of all parameter estimates, but it also causes a bias in the relative magnitude of these
estimates. This is illustrated by the relative extended gravity parameters, ks, k¢, and x;, which also become
smaller as the difference between the the true and the assumed planning horizon increases. For example, while
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Table D.2: Robustness to Different Information Sets

Correct Wrong With
op=2 o0y,=4 o0,=06

n~' 0201  0.038 0.033  0.028
(0.001) (0.001)  (0.001)  (0.001)
B, 9.032  -1.933  -1.045  -0.269
(0.157) (0.326)  (0.019)  (0.006)
2 6121 5919  5.879  5.663
(0.064) (0.014)  (0.004)  (0.002)
7P 0989 0563  0.846  0.831
(0.081) (0.083)  (0.009)  (0.004)
AP 1818 1777 1721 1.722
(0.072) (0.065)  (0.007)  (0.003)
7P 1.226 1.089  1.143  1.079
(0.057) (0.023)  (0.005)  (0.003)

Kb 0.162 0.095 0.144 0.147
Ke 0.297 0.300 0.293 0.304
Ky 0.200 0.184 0.194 0.190

Notes: standard errors appear in parenthesis. The data
is generated under the assumption that E[r;;:|Ji] =
rijt, which is also the assumed imposed by the re-
searcher compute the estimates in column 1. The esti-
mates in columns 2 to 4 are computed under the wrong
assumption that E[ry;:|Jit] = E[rij¢|rije—1]. From
equation (D.11), as we increase the value of o, we also
increase the difference between r;;; and E[r;¢|riji—1]-

the total reduction in sunk costs due to all extended gravity effects in the simulated model is 65% according
to equation (D.10), the estimated value of this parameter is 40% when the planning horizon is underestimated
by a year, and approximately 29% when is underestimated by either two or three years.

Misspecification of information set, J;;. To explore how sensitive maximum likelihood estimates
are to the researcher’s assumptions on the firm’s information set, we assume that the researcher correctly
specifies the firm’s planning horizon, L;:, the firm’s consideration set, 3;+, and the distribution of the unobserved
term wu;c;¢+. Specifically, the researcher maximizes a likelihood function that relies on the assumptions on
information set, consideration set, planning horizon and distribution of u;;+ indicated in equations (D.12) to
(D.15).

We simulate four different datasets that respect the assumptions in equations (D.13), (D.14) and (D.15),
but that differ in the assumed content of the firm’s information set. While the first dataset is consistent
with equation (D.12), E[r;;¢|Jit] = 7ij¢, datasets two to four are simulated assuming instead that E[r;;:|Ji] =
E[r;j¢|rije—1]. The difference between 7;;: and E[r;;¢|r:j¢—1] increases in the variance of the export revenue shock
wijt defined in equation (D.11). To show how sensitive the maximum likelihood estimates are to differences
between the true firms’ expectations, E[r;;¢|r;jt—1], and the researcher’s assumed ones, 7;;:, datasets two to
four are different only in the value of the variance of the revenue shock wijq, 02. We present the results in
Table D.2.

As the results in Table D.2 show, the maximum likelihood estimates of the coefficient on the expected
potential export revenues, ™!, are very sensitive to the researcher’s assumption on the information set used
by the firm to construct such expectations. If the firm has imperfect information about the potential export
revenue that it would obtain in a country j and period t if it were to export to it, ry;;, but the researcher
assumes that its information is perfect, then the maximum likelihood estimate of the coefficient on r;;¢ will be
downward biased. Comparing the results across columns two to four in Table D.2, we can see that wrongly
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Table D.3: Robustness to Different Consideration Sets

Correct Wrongly Excludes Country:
1 2 3 4 5

n~' 0201  0.188 0.178 0.182 0.179 0.176
(0.001) (0.001) (0.001) (0.001) (0.001) (0.001)
B, 9.032  9.296  8.504 8.470 8.442 8.573
(0.157) (0.033)  (0.029) (0.029) (0.029) (0.029)
2 6121 3.598  4.252  4.435 4.293  3.867
(0.064) (0.001) (0.002) (0.002) (0.018) (0.001)
vF 0989  0.315 0.430  0.279
(0.081) (0.003) (0.001)  (0.003)
vF 1818 0.736  0.715  0.832 0.594  0.872
(0.072) (0.002)  (0.002) (0.001) (0.001) (0.004)
vF 1226 0.396  0.547 0.321  0.418  0.335
(0.057) (0.002)  (0.002) (0.001) (0.001) (0.003)

Kb 0.162 0.088 0.100 0.072
Ke 0.297 0.205 0.168 0.187 0.138 0.225
Kl 0.200 0.110 0.128 0.072 0.097 0.086

Notes: standard errors appear in parenthesis. The underlying data is gen-
erated under the assumption that all possible bundles of the five countries
described in equations (D.3) to (D.5) are included in the firm’s considera-
tion set B;;. The model reported in the first column assumes the correct
consideration set. The models reported in columns 2 to 7 assume a consid-
eration set B;; formed by all possible bundles of a subset of four countries
extracted from the actual set of five countries. The country dropped in
each case is indicated in the corresponding column.

assuming that firms have perfect foresight generates estimates of 7' that are significantly below the true value
of this parameter, 0.2, and the downward bias increases as we increase the variance of the revenue shock, wijz.
Consistent with the results in Dickstein and Morales (2016), the misspecification of the firm’s information set
also biases significantly the maximum likelihood estimate of the export fixed costs, v5;.

Surprisingly, while the estimates of the inverse elasticity of demand, ™!, and fixed export costs, 71}, suffer
from sever bias when the researcher misspecifies the firm’s information set, the maximum likelihood estimates
of the sunk costs parameters v>,;, v&, vZ, vF are not affected by this misspecification. As a consequence, the
estimates of the relative extended gravity parameters sy, k¢, and k; are invariant to the assumptions imposed
on the information set used by firms to predict their potential export revenue upon entry.

Misspecification of consideration set, B;;. To explore how sensitive maximum likelihood es-
timates are to the researcher’s assumptions on the firm’s consideration set, we assume that the researcher
correctly specifies both the firm’s planning horizon, L, the firm’s information set, J;:, and the distribution of
the unobserved term wu;c,;¢. Specifically, the researcher imposes on the firm’s information set, the firm’s plan-
ning horizon, and the distribution of w;.;¢ the same assumptions as in equations (D.12), (D.14), and (D.15),
respectively. Concerning the specification of the firm’s consideration set, we simulate a dataset that imposes
the consideration set described in equation (D.13), but estimate models in which the consideration set assumed
by the researcher is smaller than the actual one. Specifically, we estimate five misspecified models, each of
them characterized by a consideration set that ignores one of the five countries included the actual choice set
of the firm. We present the results in Table D.3.

As the results in Table D.3 show, misspecifications of the firm’s consideration set do not have a large impact
neither on the coefficient on potential export revenues, 7!, nor on the fixed export costs parameter, v5,.
Conversely, they have a large impact on the estimates of the sunk costs parameters. It is interesting to remark
that this bias in the estimated sunk costs parameters caused by misspecification of the firm’s consideration set
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happens even when the excluded country does not share any extended gravity characteristic with any other
destinations; as shown in equations (D.3) to (D.5), the country j = 1 does not share neither border, not
continent, nor language with any of the other four destinations in the simulated data.

When we exclude either country j = 2 or country j = 3, the coefficient on extended gravity due to border
is not identified, as countries two and three are the only ones to share border; i.e. if one of them is excluded, no
firm can enter a country having previously exported to a bordering market. Looking at the estimates of k. and
K1, one can observe that the downward bias in these estimates is larger when the excluded country shares the
corresponding extended gravity covariate with at least one of the other destinations. Specifically, as equation
(D.4) indicates, countries 2, 3 and 4 share continent and, as Table D.3 shows, the estimates of k. are lowest
when one of these three countries is excluded from the consideration set. Similarly, as equation (D.5) indicates,
countries 3, 4, and 5 share language and, as Table D.3 shows, the estimates of k; are lowest when one of these
three countries is excluded from the consideration set.

Misspecification of the distribution of the random effect, Uijc;t- To explore how sensitive
maximum likelihood estimates are to the researcher’s assumptions on the distribution of the firm-continent
random effects u;c;¢, we assume that the researcher correctly specifies the firm’s planning horizon, L;¢, the
firm’s information set, J;+, and the consideration set, B;:. Specifically, the researcher imposes the assumptions
in equations (D.12), (D.13), and (D.14), respectively.

Concerning the researcher’s assumptions on the distribution of the firm-continent random effects wic;:, we
consider two cases. First, a case in which the researcher assumes that Uicyt = 0 for all firms, countries and years
(consistently with equation (D.15)) and, thus, estimates a binary logit model; the results corresponding to this
case are in Table D.4. Second, a case in which the researcher assumes that wic;+ = uic; and that u;; follows a
normal distribution independent across firms and continents; the results corresponding to this case are in Table
D.5. Each of the different columns in tables D.4 and D.5 show the estimates of the corresponding statistical
model for a different dataset, and each of these datasets differ in the actual distribution of w;.;, which may be
the same or different from that assumed by the researcher. In all of these datasets, we generate the random
variable u;c; as a recentered at zero transformation g(-) of an independently and normally distributed random
variable &;c; that has mean zero and a standard deviation equal to o¢; i.e. uic; = g(&ic;) — Elg(&ic;)] with
&ic; ~ IN(O, (J’g). The different datasets we generate to compute the estimates reported in tables D.4 and D.5
differ in the transformation function ¢(-) and the standard deviation parameter o¢. Specifically, we generate
two vectors {&;c;,V 4 and c;} that correspond to values of o¢ in the set {1,3} and, for each of them, we generate
two different vectors {u;c,,V ¢ and c;} that correspond to the following two functions g(-): the normal case

and the Bernoulli case,
9(&ic;) = Jl{.ﬁicj >0} x percentilers(§ic;) + ]l{.ﬁicj < 0} x percentileas (Eic; ), (D.17)

where percentileq(&ic;) denotes the percentile g of &;c;. Additionally, for the specific case in which g¢ =1, we
also generate two different vectors {u;c;,V 4 and ¢;} that correspond the log-normal case,

g(é-icj) = exp(ficj); (D18)
the “chi-squared” case,

g(gicj) = (gicj)Q‘ (D.19)

As Table D.4 shows, ignoring the presence of firm-continent random effects by estimating binary logit
models results in an upward bias in the estimate of the reduction in the export entry costs due to extended
gravity effects in continent, vZ. Simultaneously, the baseline value of these export entry costs, 'yf” is also
upward biased. The consequence is that the relative reduction in export sunk costs due to extended gravity
continent, k., is only slightly biased upwards, but the relative reductions due to extended gravity in border,
Kb, and language, ki, are severely biased downwards. The size of these biases increase as the variance of the
firm-continent random effect increases, as illustrated by: (a) the comparison of the normal and Bernoulli cases
with o¢ = 3 to those with o = 1; (b) the comparison of the log-normal and Chi-squared cases to the normal
case.
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Table D.4: Robustness to Firm-Continent Random Effects: Binary Logit

Distribution Normal Bernoulli Ln-Nrm  Chi-Sq.
o¢ 1 3 1 3 1 1
n~t 0.225 0.454 0.209 0.289 0.334 0.259
(0.003)  (0.010) (0.003)  (0.005)  (0.006)  (0.004)
’ygl 9.816 15.747 9.231 11.190 13.323 10.680
(0.215)  (0.616) (0.193)  (0.345)  (0.357)  (0.265)
'yf” 7.734  23.339 6.829 13.398 12.879 9.627
(0.071)  (0.201) (0.064)  (0.115)  (0.118)  (0.089)
fyf 0.704 1.278 0.732  0.745  0.557 0.708
(0.117)  (0.345) (0.110)  (0.174)  (0.201)  (0.148)
vE 2.559  8.245 2175  3.322  4.983 3.696
(0.098)  (0.268) (0.089)  (0.136)  (0.163)  (0.119)
v 1.032 0511 1181  1.366 0.567  0.530
(0.070)  (0.186) (0.066)  (0.103)  (0.110)  (0.082)
Kb 0.091  0.054 0.107 0.055  0.043 0.073
Ke 0.331  0.353 0.318 0.247  0.386 0.384
Ky 0.133  0.022 0.173 0.102  0.044 0.055

Notes: standard errors appear in parenthesis. All columns estimate a binary logit model
and, to facilitate the comparability across models, all estimates are scaled by the true
standard deviation of Uic; + Ovlijt.

Table D.5: Robustness to Firm-Continent Random Effects: Mixed Logit

Distribution Normal Bernoulli Ln-Nrm  Chi-Sq.
o¢ 1 3 1 3 1 1
77_1 0.213 0.195 0.217 0.213 0.205 0.211
(0.003)  (0.003)  (0.003)  (0.003)  (0.003)  (0.003)
’yﬂl 11.404 12.245 11.327 13.820 10.986 11.205
(0.222)  (0.263)  (0.237)  (0.259)  (0.234)  (0.233)
75” 6.241  6.272  6.273  6.325  6.225 6.338
(0.065)  (0.076)  (0.066)  (0.073)  (0.070)  (0.068)
fyf 0.856  0.831 0.871 0.924  0.767 0.867
(0.104)  (0.119)  (0.108)  (0.096)  (0.114)  (0.116)
~E 1.933  2.242 1.867 1.859  2.051 1.985
(0.090)  (0.101)  (0.095)  (0.081)  (0.101)  (0.100)
’ylE 1.357 0.963 1.395 1.377  1.158 1.256
(0.065)  (0.071)  (0.068)  (0.060)  (0.072)  (0.072)
Kb 0.137 0.132 0.138 0.146  0.123 0.136
Ke 0.309 0.357 0.297  0.294  0.329 0.313
Ky 0.217 0.226 0.222 0.217 0.186 0.198
Num. Obs. per (3, ¢;) 32 32 32 32 32 32

Notes: standard errors appear in parenthesis. All columns estimate a mixed logit model with
normally distributed firm-continent random effects.
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As Table D.5 shows, estimating mixed logit models allows to deal with firm-continent random effects.
Specifically, while the fixed cost component v, is severely upward biased, the estimates of both the baseline
sunk costs 72, and all the extended gravity covariates, 7=, vZ and ~Z, are large unbiased. This results in
the estimates of the relative extended gravity parameters, xp, k¢, and k; being also very close to their true
parameter values. Importantly, this seems to be generally true even in those cases in which the true distribution
of the firm-continent random effect does not follow the distribution imposed when estimating the mixed logit
model: even in the cases in which the firm-continent unobservable is simulated from a log-normal distribution
or from a Chi-squared distribution (both recentered to have mean zero), the mixed logit estimates of ks, ke,
and x; are very close to their true values.

D.3 Impact of Model Misspecification on Moment Inequality Estimates

In this section, we explore how the confidence set for the parameter vector (ks, ke, k1) is affected when there
are unobserved (to the researcher) components that determine the optimal set of export destinations of a
firm. We consider two cases. First, we study the effect of ignoring the presence of a country-, firm-, year-
specific unobserved component in our inequalities; we denote this case below as country-specific unobserved
heterogeneity and model it through the term v;;; in equation (D.6). Second, we study the effect of ignoring the
presence of a continent-, firm-, year-specific unobserved component; we refer to this case below as continent-
specific unobserved heterogeneity and model it through the term wic;: in equation (D.6), with the index c;
defined as the continent to which country j belongs.

In order to focus on the sensitivity of the moment inequality estimator to the assumptions imposed on
the distribution of the unobserved terms v;j¢ and u;c;+, we assume that the researcher’s assumptions on the
firm’s planning horizon, L;:, information set, [Ji:, and consideration set, B;:+ are correct. Specifically, we
simulate data from the simplest possible model that is compatible with the restrictions on the planning horizon
and information set imposed in assumptions 2 and 3 in Section 3.4: firms make decisions at any period ¢
taking into account the impact of these decisions only on periods ¢ and ¢t + 1 (i.e. L;z = 1) and have perfect
foresight about the potential revenues of exporting to any country in the choice set in both periods ¢ and
t+1 (i.e. (rije,rije+1) € Jit). Concerning the consideration set, we assume that the set A;;x imposed by the
researcher when deriving her moment inequalities coincides with the true consideration set, B;+, which includes
all combinations of the five countries described in Appendix D.

Country-specific unobserved heterogeneity. To explore how sensitive moment inequality esti-
mates are to the assumption, imposed in the model described in Section 3, that there are no country-, firm-,
year-specific unobserved determinants of export profits, we apply the moment inequality estimator described
in Section 4 (which is derived under the assumption that o, = 0) to datasets simulated under different values
of o,. The general pattern we observe is that, as the value of o, increases, the estimated confidence set for
the parameter vector (ks, ke, ki) becomes smaller and, eventually, it becomes empty. However, interestingly,
whenever the value of g, is such that the moment inequality confidence set is nonempty, this one does contain
the true value of the parameter vector. The values of o, that we use to generate simulated data are such
oy, = ov/+/var(n~1ri;:) is equal to either 0 (the case corresponding to the model described in Section 3), 0.4,
0.6, 1, or 1.4. The resulting confidence sets are represented in figures D.1 to D.5.

Continent-specific unobserved heterogeneity. To explore the sensitivity of our moment in-
equality estimates to wrongly ignoring the presence of firm-, year-, continent-specific unobserved determinants
of export profits, we apply a moment inequality estimator that assumes that the standard deviation of w;c;+
equals zero, o, = 0, to datasets simulated under different values of o,,. The general pattern we observe is that,
as the true value of o, increases, the estimated confidence set for the parameter vector (ksp, ke, k1) changes its
shape in a way such that the estimated bounds for k. become tighter and the estimated bounds for x; and r;
become wider. However, interestingly, for a very large range of values of 7., the confidence set for (kyp, ke, K1)
still contains the true value of the parameter vector. The values of o, that we use to generate simulated data
are such that the ratio between o, and the standard deviation of the remaining part of export profits nilrijt,
oy, is equal to either 0 (the case corresponding to the model described in Section 3), 0.4, 0.6, 1, 1.4, or 2. The
resulting confidence sets are represented in figures D.6 to D.10.

Number of countries and identification power. The confidence sets in Figure D.1 result from
applying our moment inequality estimator to a dataset that is consistent with the assumptions under which
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such estimator is valid; i.e. (oy,,0;,) = (0,0). However, the resulting confidence sets are much wider than those
reported in Section 6. The reason why this happens is that, in our simulated sample, the set of observed and
alternative export bundles we can choose from to form our moments is much smaller than in the actual data.
This limitation is due to the small number of export destinations (J = 5) in our simulated data. The reason for
limiting ourselves to such a small number of destinations is purely due to computational costs. Simulating a
model consistent with our moment inequality framework requires computing the firm’s value function for each
of the elements in its potential choice set and for each possible value of the state vector. As indicated above,
the state space of our simulated firms already includes 248,832 points. If we had allowed for one more country
in the choice set (i.e. J = 6), then the state space would have included 6% x 26=2,985,984 elements. In fact,
these computational limitations are the main reason why we opted for using a moment inequality estimator on
the actual data in the first place.

What Figure D.1 illustrates is that the identification power of our moment inequality approach increases
significantly with the size of the firm’s choice set, as this facilitates finding alternative export destinations that,
when compared to the firm’s observed destination, help identify the model parameters. To illustrate this point
through an example, notice that, as indicated in Appendix C.4, one of the instrument functions that we use to
define our moment inequalities is

U1 (Zije, Zijr) = 1{s] = s = oy dije—1 = dijri—1 =0, (Ext. Grav. Border); = 1, (Ext. Grav. Border);s = 0}.

This function will take value one only when we observe a firm entering a new destination j in year ¢ that shares
border with a previous destination of the firm and, at the same time, not entering an alternative destination
4’ that does not share any border with any prior export destination of this firm. In our simulated data, only
countries 2 and 3 share border and, thus, the function W1 (Z;j;¢, Z;;¢) will equal one only for those firms that
happen to enter country 2 when they were previously exporting to country 3 (or vice versa). Only a very
small number of firms in our simulated data will have this particular export pattern, meaning that the moment
inequality defined by the instrument function ¥1(Z;j¢, Z;;/+) will average only over very few observations. It is
this small number of observations per moment inequality in our simulation that explains the large size of the
confidence sets in Figure D.1.

Figure D.1: Projected Confidence Set: (o}, 07,) = (0,0)

(a) Border vs. Continent (b) Border vs. Language (¢) Continent vs. Language
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Figure D.2: Projected Confidence Set: (o}, 0;,) = (0.4,0)

(a) Border vs. Continent (b) Border vs. Language (c) Continent vs. Language
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Figure D.3: Projected Confidence Set: (o7}, 07,) = (0.6,0)

(a) Border vs. Continent (b) Border vs. Language (¢) Continent vs. Language

Figure D.4: Projected Confidence Set: (o}, 07,) = (1,0)

(a) Border vs. Continent (b) Border vs. Language (c) Continent vs. Language

Figure D.5: Projected Confidence Set: (o}, 07,) = (1.4,0)

(a) Border vs. Continent (b) Border vs. Language (c) Continent vs. Language
Figure D.6: Projected Confidence Set: (o}, 07,) = (0,0.4)
(a) Border vs. Continent (b) Border vs. Language (c) Continent vs. Language
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Figure D.7: Projected Confidence Set: (o7, 07,) = (0,0.6)

(a) Border vs. Continent (b) Border vs. Language
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Figure D.8: Projected Confidence Set: (o7},
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Figure D.9: Projected Confidence Set: (o7, 07,) = (0,1.4)
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Figure D.10: Projected Confidence Set: (o7,
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Extended Gravity GDPpe

Extended Gravity Continent

y0u) = (0,2)

(c) Continent vs. Language

Extended Gravity GDPpe

Extended Gravity Continent



