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Abstract

Two aspects of data on international goods trade are not well explained by
existing trade models. First, not all exporters are more productive than non-
exporters. Second, firms export only to a handful of countries, not to all coun-
tries. In the main theoretical part of the paper we present a model which may
explain these two puzzles. To do this, we extend the standard trade model with
firm heterogeneity by a third dimension of product differentiation: first, products
are differentiated by the location of production, which gives rise to intraindus-
try trade. Second, like in the standard trade models with firm heterogeneity,
products are differentiated by the technology they are produced with. Third,
goods are differentiated by their quality. The countries in our model are com-
pletely symmetric with respect to the average firm’s technology. Countries only
differ with respect to size. In this setup, we can show that the firms’ decision
whether to export or not depends on both, a threshold value for their technol-
ogy parameter and a threshold value for their quality. Furthermore, the average
quality supplied to a country depends on that country size. Therefore, we can
show the following: first, exporters indeed may have higher marginal costs than
non-exporters - however, the exporters then also supply a higher quality. Second,
exporting firms do not export to all countries due to the threshold value for the
product quality - since the latter depends on the country size, while all countries
are identical with respect to the average firm’s technology, exporting firms do
not export to all of the technologically identical countries.
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