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Abstract

We develop and test a theory of firm size and scope centered on the scalability of a firm’s
expertise, i.e. the extent to which its knowledge can be applied across multiple units (products,
markets, or locations). In the model, heterogeneous firms choose scope along with the level
and scalability of its expertise. A central mechanism of the model is the two-way feedback
between scope and scalability, which amplifies the firm’s response to changes in demand in
a heterogeneous fashion. Firms whose expertise is more scalable have endogenously higher
returns to scale, i.e. exhibit stronger responses to the same changes in demand. This also
implies that when scalability and size are positively correlated, a rise in industry demand
can increase concentration. Despite its parsimony, the model generates a rich set of testable
predictions about which firms respond more to common shocks and the margins along which
they adjust. We provide support for these predictions using data on multi-product and multi-
establishment firms across several different contexts. We show that, in line with the theory,
firms with higher size and scope exhibit stronger responses to demand changes. We also
construct a novel measure of firm-level scalability using detailed product characteristics and use
it to perform deeper and more direct tests of the theory. Finally, we show that innovations by
scalable firms tend to diffuse more quickly to other firms, suggesting that changes in scalability
can have larger effects on productivity beyond the firm.

Keywords: Firm size, multi-unit firms, scalability, returns to scale, market concentration,
diffusion
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1 Introduction

The cross-sectional distribution of firms shows enormous variation, not only in size but also in the
extent and nature of product offerings. The largest firms in an industry are often several orders of
magnitude larger than the median firm. Some firms offer a large number of relatively standardized
products while others have more limited scope with products quite distinct from each other. What
explains this type of variation? What considerations/factors shape a firm’s decision about the scope
and nature of its product offerings? Similar questions about the range of firms’ activities arise in
other contexts. For example, a firm has to decide how many and what types of markets (similar or
unique) to enter. Similarly, firms can choose between R&D or advertising outlays that have broad
impact (i.e. will be useful throughout the firm) and more targeted ones (e.g. ones that promote
or improve a particular product line or unit). Some firms are managed centrally, whereas others
provide affiliates with more autonomy. What are the implications of these decisions for the firm size
distribution and industry concentration? How do these forces shape firms’ responses to changes in
the environment?

Motivated by these questions, we embed a novel theory of firm size and returns to scale into
an otherwise canonical model of monopolistic competition in the tradition of Hopenhayn (1992)
and Melitz (2003). Heterogeneous firms optimally choose scope (the number of ‘units’), expertise
(profitability-enhancing knowledge) and scalability (the extent to which the firm’s expertise can be
applied across its units). Higher productivity (or demand) sets off mutually reinforcing increases
in scope and scalability, which amplify the usual direct effect of higher productivity /demand. Intu-
itively, a larger scope increases incentives to invest in scalable expertise. And if expertise becomes
more scalable, adding units requires less of an investment in unit-specific expertise and therefore,
becomes more attractive. Crucially, this mechanism is more potent for firms that rely more heavily
on scalable expertise, implying that these firms have a more elastic scope margin. These more scal-
able firms tend to be larger when scalable and unit-specific expertise are gross substitutes, which
we argue is the empirically relevant case.

The model makes a number of predictions. First, total revenue is a convex function of idiosyn-
cratic productivity (both in logs). Without our mechanism, size is log-linear in productivity, as in
Melitz (2003). The intuition stems from marginal returns to scale (MRTS), which captures how
marginal costs change with scale. Here, MRTS is endogenous. For scalable firms, the ability to
increase scope with a smaller ‘cost’ in terms of foregone expertise moderates the rate at which
marginal costs rise. This induces them to make larger adjustments to overall size in response to
a given change in demand and/or productivity. Under some conditions, amplification is so power-
ful that it can generate a power law distribution in size even when the distribution of exogenous
productivity /demand is bounded.

The second prediction follows directly from this intuition — scalable firms exhibit stronger re-

sponses to common shocks. We show that, faced with a symmetric rise in industry demand, such



firms increase their size, scope, and the scalability of their expertise by more than their less scalable
counterparts. This result has important implications for the evolution of the firm size distribution
in response to changes in the environment: to the extent that scalability and size are positively
correlated in the cross-section, a rise in industry demand leads to an increase in the relative size of
large firms, or equivalently in market concentration.

The key firm-level variable driving these results is scalability. In fact, scalability remains a suf-
ficient statistic for marginal returns to scale and responsiveness to demand shocks even when we
augment the model with additional dimensions of heterogeneity and curvature. In order to test the
theory with ‘standard’ data, we also express the predictions in terms of more easily observed vari-
ables, i.e. size and scope, making use of the theory’s predicted connection between these variables
and scalability. The model predicts that firms with higher size or scope are the most responsive to
common demand shocks.

We test these predictions using detailed establishment and product-level data from two distinct
sources. We use the Kilts-Nielsen database covering firms and products in the consumer goods
industry, and the National Establishment Time Series (NETS) covering firms and establishments
for the entire economy. The definition of scope is different depending on the data source. In the
Nielsen dataset it is defined as the number of distinct products that the firm sells and in the NETS
it is defined as the number of establishments the firm operates. We construct multiple proxies for
sectoral demand shocks. Our first proxy is based on the intensity of competition from Chinese
imports, following Autor, Dorn and Hanson (2013). Our second proxy exploits variation in home
prices across regions in the US during the housing boom and bust cycle in the 2000s, following
Mian and Sufi (2011, 2014). In all these cases — across different interpretations of scope and various
shifts in demand — we find support in the data for the central prediction of the theory: higher size
or scope is associated with a larger elasticity of size and scope with respect to the demand shock.

Next, to perform a deeper and more direct test of the theory, we construct a measure of the
scalability of expertise embedded in a firm’s product portfolio, exploiting the detailed information
about attributes of products in the Kilts-Nielsen dataset. Intuitively, our measure captures the
extent to which the products in a firm’s portfolio share common characteristics. We confront the
model’s predictions with respect to scalability, both in the cross-section and in response to shocks
and show that they line up well with the observed patterns. In particular, we show that, as predicted
by the theory, scalability is positively correlated with overall size and scope. Moreover, firms with
high scalability exhibit a greater responsiveness to shocks across three margins — size, scope and
scalability. Finally, we use this measure to test whether the pattern of scalability is informative
about the effects of demand on market concentration. We show that, in line with the theory, sectors
where scalability covaries more strongly with size experienced larger increases in concentration in
response to rising demand.

Taken together, these results reveal the ability of the model, despite its parsimony, to successfully

match a number of facts, both cross-sectional patterns as well as responses to shocks, across a



range of settings. We also argue that the theory offers a unified framework to interpret patterns
documented by other researchers in the firm dynamics and trade literature. For example, Aghion,
Bloom, Lucking, Sadun and Van Reenen (2021) show that during the Great Recession, firms with
more decentralized management outperformed their more centralized counterparts, even controlling
for size. We view centralization of management as one manifestation of scalable, rather than
unit-specific, expertise. Our theory then predicts that centralized firms would be more sensitive
to changes in demand, in line with the observed patterns. Holmes and Stevens (2014) find that
competition from China had a more muted impact on small, specialty firms. Our model suggests
that one potential reason is that these firms use production techniques and/or knowledge that is
less scalable, making them less sensitive to demand changes.

Scalability also has implications from a policy perspective. First, the model predicts that, as with
demand and productivity changes, scalable firms also respond more to taxes/subsidies. As such,
measures of scalability can inform targeted policy interventions. Second, scalability can interact
with, and amplify the effects of, distortions impeding resource allocation. This is particularly
relevant when scalable firms face larger distortions (e.g. due to a size-dependent policy, which
applies to larger firms but exempts smaller ones). Third, scalability of expertise can also be a
mechanism that generates spillovers across markets. A change in one market that alters a firm’s
incentive to invest in scalable expertise would also affect its activities in other markets.

Our last empirical exercise documents an interesting connection between scalability and diffusion
of knowledge. Specifically, we show that product attributes first introduced by scalable firms are
more likely to subsequently appear in their competitors’ product portfolios. This is consistent with
a simple and intuitive idea: scalability is achieved by organizing and codifying knowledge in order
to make it more readily usable across multiple products/locations/units within the firm. But, such
codification also likely makes it easier for the knowledge to be used outside the boundaries of the
firm where it originated. This positive association between scalability and diffusion has important
implications, both normative and positive. First, may lead to an externality in the choice of
scalability, if firms do not internalize benefits accruing to other firms from their expertise choices.
Second, changes in the environment which affect firms’ incentives to alter the mix of expertise (e.g.
industry demand shocks) can have additional aggregate consequences.

We make several contributions. First, we uncover a novel mechanism — centered on the en-
dogenously chosen scalability of expertise — and show that it implies heterogeneous returns to scale
and responsiveness to shocks, even in a canonical model of monopolistic competition with CES
demand and CRS production (at the product level). Second, we show that a parsimonious model
augmented with this mechanism has the potential to explain a wide range of patterns in the data,
both old and new. Third, on the empirical side, we document new facts about heterogeneity in
long-run responses to changing demand conditions. We also devise a novel measure of scalability

and demonstrate its connection to various margins of adjustment as well as diffusion of knowledge

I'For more examples, see Section 5.1.



across firms. Our analysis points to the value of incorporating such measures when forecasting the

heterogeneous effects of market-wide shocks.

Related Literature: Our analysis is related to a number of different strands in the literature on
firm heterogeneity and dynamics. On the theory side, we contribute a novel theory of endogenous
size, scope and returns to scale to the firm dynamics literature in the tradition of Hopenhayn (1992)
and Melitz (2003). A strand of this literature studies models of endogenous scope, interpreted either
as multiple product lines — as in e.g. Klette and Kortum (2004), Akcigit and Kerr (2018), Peters
(2020), Garcia-Macia, Hsieh and Klenow (2019), Bernard, Redding and Schott (2011), Dhingra
(2013), and Nocke and Yeaple (2014) — or multiple establishments, as in e.g. Luttmer (2011),
Holmes (2011), and Cao, Hyatt, Mukoyama and Sager (2020). In some of these models (though
not all), firms invest along the intensive margin (e.g. in improving the productivity/quality of each
unit). We emphasize scalability of expertise and show that scalable firms are more responsive (on
the margins of scope and overall size) to the same shock. We also show the interaction between
scope and scalability amplifies the responses to demand shocks and present new evidence in support
of this mechanism.

On the empirical front, we paint a rich and nuanced picture of heterogeneous responses to
demand shocks, complementing the well-known studies of, e.g., Mian and Sufi (2011, 2014), and
Autor, Dorn and Hanson (2013). Other papers studying the effects of demand shocks on firms
include Aghion, Bloom, Lucking, Sadun and Van Reenen (2021), Mayer, Melitz and Ottaviano
(2020), Hyun and Kim (2019), Lileeva and Trefler (2010), Bustos (2011), and Baldwin and Gu
(2009). We contribute to this body of work both by documenting new facts on the heterogeneity
in responses and by presenting a simple theory that can help explain a number of the empirical
patterns, both existing and new.

Our interest in heterogeneous responses is shared by a few other papers including Moscarini and
Postel-Vinay (2012), Fort, Haltiwanger, Jarmin and Miranda (2013), and Crouzet and Mehrotra
(2020). The object of interest in these papers is the cyclicality of large versus small firms, i.e. in
whether total employment of large firms exhibits a stronger correlation (usually, unconditional)
with aggregate economic activity than that of small firms at business cycle frequencies. We, on the
other hand, focus on medium- to long-run responses to identified demand shocks and show, both
theoretically and empirically, how these responses vary by scalability, scope and size. Our finding
that large, scalable firms are the most responsive echoes that of Holmes and Stevens (2014). We also
connect to the recent literature on rising concentration in the US economy, e.g. Autor, Dorn, Katz,
Patterson and Van Reenen (2020) and Barkai (2020). Rossi-Hansberg et al. (2021), Hsieh and Rossi-
Hansberg (2020), and Benkard, Yurukoglu and Zhang (2021) show that this rise has been fueled
by expansion of scope (across geographic or product markets) by the largest firms. Several recent
papers argue that advancements in information and communication technologies (ICT) may have

facilitated the rise of large firms, e.g. Hsieh and Rossi-Hansberg (2020), Aghion, Bergeaud, Boppart,



Klenow and Li (2019), De Ridder (2019), Mariscal (2018), Rubinton (2020), and Lashkari, Bauer
and Boussard (2018). Indeed, ICT is one example of scalable investment. While these papers have
focused on the consequences of a reduction in the cost of ICT technologies, we highlight a different
mechanism—that a common increase in demand can, on its own, increase concentration because
more scalable firms respond more strongly to the increase in demand. Further, we view our notion of
scalable expertise as capturing a broader variety of investments beyond ICT, including management
practices, brand building, customer capital, or product features (as we pursue in our own empirical
exploration). Our theory is tied concretely to scope, which helps to provide an intuitive way to

map the theory to data, and allows us to test the theory directly and indirectly.

The rest of the paper is organized as follows. Section 2 presents our theoretical model and its
predictions. We discuss the data and construction of key variables in Section 3 and confront the
predictions of the theory with the data in Section 4. Section 5 discusses the role of the theory of
scalable expertise within the literature studying firm heterogeneity and dynamics as well as its policy

implications, and explores the relationship between scalability and diffusion. Section 6 concludes.

2 Model

This section presents a simple theory in which heterogeneous firms choose the scope and size of
their operations. The model makes a number of predictions about features of the cross-sectional
distribution, how firms differ in their responses to shocks, and the relationship between scalability
and concentration. In the following sections, we take these to data on multi-product and multi-
establishment firms.

Our starting point is the canonical model of monopolistic competition by heterogeneous firms
widely used in macroeconomics and trade. Firm ¢ in sector j produces a composite output that is

a CES aggregate of a continuum of products (index: u):
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where (,;; denotes the quantity of product u, N;; the (endogenous) measure of products and e is
the elasticity of substitution across products.
The composite output of sector j is also a CES aggregate of the firm-level composites, with

elasticity of substitution #. This structure implies that firm ¢ faces the following demand function
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where (); denotes sector-wide output while P; and F;; are the ideal price indices for the sector and

for product wu:



the firm respectively. Production is linear in labor input L,;, i.e.
Quij = AijZuijLuij -

The productivity of the firm has an exogenous (firm-specific) component, A4;; and an endogenous
part, Z,;;, which we will refer to as expertise and describe in detail later. The firm also incurs a
fixed cost of operating that depends on the measure of products it offers, F;(N;;). Appendix A.1

shows that the profits of the firm (revenues net of wages) are given by:
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where G; is a common (i.e. sector-wide) equilibrium coefficient that scales firms’ profits.

In what follows, we lighten notation by suppressing the sector subscript j.

Expertise We model expertise as a productivity shifter, but interpret it more broadly as capturing
all forms of knowledge that allows the firm to operate more efficiently, i.e. extract more value from
their inputs. Importantly, the expertise relevant to a particular product is a combination of two
types of knowledge — scalable (or firm-wide) or local (u-specific). The former, denoted w;;, is
applicable to all the products of the firm, while the latter, denoted y,;, reflects knowledge that is
unique to a particular product.

Formally, Z,; = Z(x;, yui), where Z(z,y) is increasing in both arguments. This flexible formula-
tion can accommodate various interactions between the two forms of knowledge. One feature that
will play a prominent role in our analysis is the extent to which the two are substitutable.? We
impose that Z(z,y) is homogeneous of degree 1, i.e. it can be expressed as Z(z,y) = yz(k) where
k=% and z(k) = Z(k,1). We refer to the ratio k as a firm’s scalability ratio.

Expertise is costly. In the next subsection, we consider a tractable specification for these costs

— a capacity constraint — before turning to a more general formulation in Section 2.2.

2.1 Special Case

In this subsection, we make a number of simplifying assumptions that allow us to demonstrate the
key economic forces at work in a clean and transparent fashion. In the next subsection, we will relax

these assumptions and show that the key results obtain in a more general setting as well. First, we

2The formulation Z(z,y) can also accommodate other interesting cases. For example, consider a setting where a
firm’s expertise is embodied in product characteristics. Scalable expertise might then correspond to characteristics
that are common across products. In such a setting, if consumers value variety in product characteristics, they will
place a lower value on a product portfolio weighted towards scalable expertise.



set 0 = € = 2 and F(N;) = FN,;, which simplifies the expression for profits in (1) to
N;
0

Next, the cost of expertise is assumed to take the form of a capacity constraint:

N;
xi+/ Yus du < 1 (3)
0

One interpretation of this formulation is that expertise requires managerial attention, which is
limited. Finally, we assume that scalable and local components enter a firm’s expertise with a

constant elasticity:

Assumption 1 FEzxpertise is a constant elasticity function of scalable and local components
o1 o1\ 527
Zui = Z(Q?l,ym) - (.Z'Z 7 + yuig > g < 2 .
The upper bound on ¢ is necessary for an interior solution.

The firm’s problem Firm ¢’s problem can thus be written as:

N; N;

Jnax G / AiZ (24, yui)du — F'N; s.t. x; + / Yui du < 1 (4)
L1 Yui 0 0

We begin by noting that, at the optimum, the firm will choose the same level of expertise for

all its products, i.e. Z,; = Z;, or equivalently, y,; = y;, which simplifies the problem to

Jnax G A;N;Z(x;,y;)du — FN; s.t. x; + Nyy; < 1 (5)
LY
We next reduce the firm’s problem as a choice over two dimensions Since the constraint x; + N;y; =

yi(k; + N;) < 1 will bind at the optimum, we can set y; = where k; = x;/y; is the scalability

ki+N; +N

ratio. This implies that expertise can be expressed as Z(z;,v;) = y;iz(ki) = ;(JFL]\), The firm’s

problem thus reduces to a choice over scope and the scalability ratio:

z(k:)
G A;N;——— — F'N; 6
Nk ki + N; (6)
The solution is characterized by the following first-order conditions:
z(k;) N, z(ki)

ki+N; ki + N ki + N; (®)



Equation (7) equates the cost and benefits of making expertise more scalable (for a given scope

N;). The right hand side of the equation is the share of capacity devoted to scalable expertise,
ki i
ki+N; -Ti"!‘xNiyi

, which we denote as S;. At the optimum, 5; is equated to the elasticity of expertise

kiz'(ki) _ aZs _ e
z (ki) Z ke 41

elasticity of substitution between the two forms of expertise, o, is larger (smaller) than 1. In other

to scalable knowledge, . This elasticity is increasing (decreasing) in k; if the
words, the share S; and the scalability ratio k; are positively (negatively) related when x and y are
gross substitutes (complements).

Equation (7) can also be rearranged as a relationship between scope and the scalability ratio:

2(ki) — ki’ (ki)

N = JR 9

The expression on the right-hand side of (9) is the marginal rate of substitution g—z Thus, at the

optimum, the firm equates the marginal benefit of increasing the scalable component of expertise,

NZ,, to that of the non-scalable component % = Z,. Note that the marginal rate of substitution

% is increasing in the scalability ratio k;, so this equation describes a positive relationship between

scope and scalability. Let K(N) denote the optimal choice of k for a given choice of scope. Note

In K dlnk
that 4ok — dink _
din N dln Zy

Given a scala%ility ratio, equation (8) determines the optimal scope. Here, the firm faces a
tradeoff: larger scope means more units to bring in profit (net of fixed costs), but at the cost of
lower expertise. Since capacity is fixed, raising scope (holding the scalability ratio constant) requires

cutting back on expertise. This equation can be rearranged to yield the following relationship

F K

between scope and k;:

The left panel of Figure 1 shows the two curves, (9) and (10), on a log-log plot. The solid line
displays (9), while the dashed ones show (10) for two levels of A;. As mentioned earlier, the slope
of the solid line is % The dashed line can be hump-shaped, but, an interior solution will always be
in the upward sloping part.

The panel also depicts how the optimal choice of scalability and scope amplify exogenous differ-
ences in productivity (or equivalently, demand). A higher A; leads the dashed line to shift upward
(note that the solid line, which depicts equation (9), is independent of A;). The arrows show suc-
cessive rounds of adjustment. Higher productivity induces a larger scope, holding the scalability
ratio fixed (the first vertical arrow). This in turn leads to an increase in the scalability ratio (the
first horizontal arrow), which feeds back into further scope increases and so on.

This amplification mechanism can turn explosive under some conditions — specifically, for high
enough o and/or A;. In these cases, the firm finds it optimal to set k;, N; — oo. Intuitively, if the

two types of expertise are very substitutable and the exogenous productivity is sufficiently high, the



Figure 1: Scalability and Scope

Substitutes (o > 1) Complements (o < 1)
(a) Scalability Ratio and Scope (a) Scalability Ratio and Scope
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(b) Scalability Ratio and Total Revenue (b) Scalability Ratio and Total Revenue
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Note: The dashed line in panel (a) plots (9), while the solid lines plot (10) for two values of A;. The solid lines in
(b) plot revenue R (k,N(k; A;); A;), as a function of the scalability ratio for two different values of A;. In the left two
panels (Substitutes), we use ¢ = 1.5 and % = 0.2 and % = 0.4 for the two solid lines. For the right two panels,

the corresponding values are o = 0.67, Glff' =10 and % = 20.

incentives to substitute towards scalable expertise are very strong, to the point where we no longer
have an interior solution. For now, we abstract from this possibility — in the more general version,
this will be precluded with appropriate restrictions on primitives.

To show this amplification formally, we first express the optimal scope using the functions, K(-)

and N(-), as N; = N(K(N;); A;). Differentiating implicitly with respect to A; and rearranging gives:

dinN 8lnN+6lnN dinKdln N
dinA  9lnA  Olnk dlnN dln A

dln N gnK
= dlnA 1 881r11nNAdan (11)
I " 9lnk dinN
The denominator in the expression in (11) shows the amplification. Since ji‘:% > 0 and, at any
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interior optimum, Z—S > 0, an increase in A; sets off the sequence of mutually reinforcing changes

we saw in the figure.

We can use (10) to derive®

OlnN 1

olnk 2 (12)
OlnN 1 1

OlnA  21-8;° (13)

Equation (13) shows that firms who use a relatively larger share of their capacity for scalable
expertise (high S;) adjust their scope by more in response to changes in A (holding the ratio k;
constant). Intuitively, increasing scope involves not only an additional fixed cost F' but also requires
an investment in unit-specific expertise. Since capacity is fixed, this leads to a trade-off between
scope and expertise. When capacity is used mostly for scalable expertise (.S; is high), increasing
scope exerts less pressure on the capacity constraint, i.e. induces a smaller reduction in expertise.
In other words, high S; firms face a lower effective cost of adding units and, therefore, have a more
elastic scope margin. As we will show, this intuition extends to a more general setting: firms that

devote a larger share to scalable expertise will adjust their scope by more in response to changes in

demand.
Finally, we note that 42X = 5. Using this, (12), and (13), (11) can be expressed as:
dlnN  oib 1 1
= Qo4 _ > 0. 14
dinA  1-35 2-0\1-35; (14)

Thus, the elasticity of scope w.r.t productivity is increasing in the scalable share, .S;. Recall that
when o > 1, the scalable share .S; is positively related to the scalability ratio k;. In this case, the
empirically relevant one, the elasticity of scope is increasing in ;.

This intuition directly extends to the responsiveness of the scalability ratio itself:

dnk din N o ( 1 )
= > 0.

=0 =
dln A dlnA  2—-0c\1-5;
Next, we turn to the effect of productivity on revenue R; = GAZ-%%"_) = R(k;, N;; A;). Changes
3To derive (12), re-arrange (8) as % = %, take logs and differentiate implicitly to obtain 2’”;1% —
1— % = 0. Solving for gllﬁll\j and noting that kzz(/l(c’;) =S from (7) yields

olmN  3(1+8-gfx 101+85-5 1
_N_ B

dlnk o~ 1-8 2
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in productivity has both direct and indirect effects on this object:

dln R B OlnR OlnR dlnk OlnR dInN

dnA  OmA  omkdmA  ImN dinA
=1 =0 >0 >0 >0

The first term is the direct effect, while the other two terms capture the indirect effects (arising

through induced changes in scope and scalability). Since k is chosen to maximize 20 an envelope

k+N>
OlnR __
> 9lnk 0

The last term reflects the effect of a change in scope on revenue. Scope directly raises revenue,

JIlnR
Oln N

the reduction in expertise from increased scope is smaller when the share of scalable expertise is
high.

argument implies that, at the optimum

but also comes at the cost of lower expertise. The former dominates, so > (0. More importantly,

6mN_1_h+M_&'

Along with (14), this implies the total effect of productivity on revenue is given by:

dinR N 1 S,
dlnA 2—01-5;

Thus, scalable firms, i.e. those with high S;, adjust their overall size by more to a given change
in productivity. This will play an important role in shaping the firm size distribution, as we will
discuss in more detail below.

We summarize these results in the following proposition:
Proposition 1 Firms with higher productivity have higher scalability, scope, and total revenue.

The impact of productivity on revenue per unit is more subtle. As with total revenue, there are
direct and indirect effects. The direct effect is equal to g%% = 1. The indirect effect (stemming
from the change in scope) is negative. If o < 1, the direct effect dominates so revenue per unit
rises with productivity. On the other hand, if & > 1, the feedback mechanism amplifying scope and
scalability changes is so powerful that the indirect effect dominates. However, when we move to the

more general model below, revenue per unit may rise even if o > 1.

Response to Common Shocks

Next, we show that the forces discussed above also influence how firms respond to a common shock.
Specifically we will analyze the effects of an increase in GG, the sector-wide profit shifter. This can
stem, for example, from an increase in industry demand (which is not entirely absorbed by the
entry of new firms). We will show that firms differ systematically in their responses to this common

shock, both in terms of the magnitude and the margins of the response.
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Figure 2: Response to a Shock

Substitutes (o > 1) Complements (o < 1)
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Note: The dashed lines in (a) plot (16), while the solid line depicts (15). Panel (b) shows (9) in logs, while the

relationship in (c¢) is derived from (7). In the left panels (Substitutes), we use o = 1.5 and Glﬁf‘i = 0.2, % =04

and % = 0.8 for the Low G, Mid G and High G lines. For the right panels, the corresponding values are o = 0.67,
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Figure 2 shows the response of key variables to a change in GG. The three left panels show the
case where o > 1, while the right panels show the same variables when o < 1. In each panel, the
dashed lines correspond to three equally spaced levels of (log) industry demand: going from the
Low G line to the Mid G line represents the same change in In G as going from Mid G to High G
4 The horizontal axis of each panel is the scalability ratio, k.

The top panels show the effect of G on the (logs) of the scalability ratio and the scalable share
S. The solid line shows combinations of k£ and S that are consistent with the optimal choice of
scalability, i.e. equation (7). The dashed lines show the combinations of k and S consistent with

the optimal choice of scope. Formally, the lines are obtained by expressing (7)-(8) as follows:

InS; = In (15)

InS;, = —21n( m AZ> —2ln (F) , (16)

The right hand side of (15) is the elasticity of expertise to the scalable component, i.e. % This is

increasing (decreasing) in the scalable ratio k; when the two types of expertise are relatively com-

plementary (substitutable). In other words, (15) defines a positive (negative) relationship between
k and S when o is smaller (larger) than 1. These two cases are depicted in the two top panels of
Figure 2. The right hand side of (16) is increasing in k; for all o, so the dashed lines are increasing
in both panels. Their curvature does depend on ¢ — the curves are concave (convex) when o is
larger (smaller) than 1.

What happens when G rises? Equation (15) remains the same. Since G enters (16) log-linearly,
increases in In G induce parallel, downward shifts in the dashed line. In both the left and right panels,
this raises the scalability ratio, working through the same channels we discussed in the context of
changes in idiosyncratic productivity. However, the effect on the scalable share S; depends on
o: when o > 1 (the left panel), the incentives to shift capacity towards scalable expertise are very
strong, resulting in their share rising with G. The opposite happens when the two types of expertise
are relatively complementary (o < 1, the right panel).

More importantly, the figure shows that these adjustments are systematically larger when the
share S is high to begin with. This occurs in both panels — towards the right side of the graph,
i.e. at higher levels of k£ in the substitutes case, and at lower k£ when the two forms of expertise are
relatively complementary. The intuition is closely related to the one discussed above — a larger share
of capacity being used for scalable expertise implies that increases in scope come at a relatively
lower cost in terms of foregone expertise, which makes the scope margin relatively more elastic.
This intuition is displayed in the remaining panels of the figure. The middle panel shows that the
magnitude of the changes in scope are increasing (decreasing) in the scalability ratio k& when the

two types of expertise are substitutable (complementary). The bottom panel depicts the changes in

4The parameter values are the same as for Figure 1.
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scope and a transformation of the share S. It shows that, for all o, a higher share (or equivalently,
a higher -2< = (0 — 1) k) is associated with larger percentage changes in scope (as well as in 25).

The above discussion focuses on the differences between going from Low G to Mid G and from
Mid G to High G. But, it is easy to see that the same logic also extends to the cross-section: these
forces also induce heterogeneous responses to a common change in G. Specifically, firms with a high
scalable share S; make larger adjustments to scope and scalability ratio in response to common

shocks. Formally,

dinN; 1 1 dink; o 1 (17)
dnG  2—0\1-25; dnG  2-0\1-5;
Finally, we can also characterize the effects of the common shock on total size.
dIn R, 1 Si
dlnG_1+2—a(1—Si)' (18)

Thus, the response of total revenue also rises with .S;. The intuition is similar to the effects of

the firm-specific productivity shifter A;. The following proposition collects these results.

Proposition 2 Firms with a higher scalable share exhibit higher elasticities of scalability, scope,
and size to common demand shocks. If o > 1, these firms have higher k;, so the elasticities of

scalability, scope, and size are rising in scalability.

Marginal Returns to scale

Underlying these results is the way in which scalable expertise determines a firm’s marginal returns

to scale. We define this as the negative of the elasticity of marginal cost with respect to output:

MRTS,; = _QiIC;/(Qi) :
ci(Q:)
where ¢;(Q;) denotes firm ¢’s cost function.
A higher M RT'S means that marginal cost rises more slowly with output, which in turn implies
a larger response of output and revenue to demand. To see this formally, consider a firm that faces
an iso-elastic demand function Q); = Diﬂ_e, where D; is a demand shifter. The firm chooses output
Q; to maximize profit, Df@j%l — ¢i(Q;). The optimality condition is %D?Q;% = (Q;). The

change in output in response to a change in the demand shifter is

dlnD; 1+9%§?;> ~ 1—60-MRTS; "
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It follows that the response of total revenue to a change in D; is given by

0 1—60- MRTS;

1 o—
dnD}Q,” 1 §-1dmQ 1 0-1 1
dnD;, 0 6 dmD, 0 0 ’

That is, for a given the curvature of demand, returns to scale are sufficient to determine responses
of output and revenue to a change in demand.’

In our setting, each firm has many products so output here refers to the composite good @); =

< fONZ Q. du) " Noting the symmetry across products, the cost of producing @); solves:

ci(Qi) = pg, NWL;+ FN;,
subject to the capacity constraint z; + N;y; < 1, technology A;Z(z;,y;)Li < Qiu, and within firm
aggregation Q; > N, " Qy,. In this version of our model (with € = 2), the marginal returns to scale
is given by (see Appendix A.3 for details):
i (Qi Si 1

Q)  2—(1-5)0 2;;’ +o

which is increasing in S;. Intuitively, a higher S; means the firm can increase scope with a smaller
‘cost” in terms of foregone expertise. This moderates the rate at which its marginal costs rise with

scale. This is stated formally in the following result:

Proposition 3 Firms with higher scalable share of expertise have higher marginal returns to scale.

The Size Distribution

The cross-sectional distribution of firms shows enormous variation in size. Understanding the
sources of this variation is a classic question in economics, and has attracted renewed interest given
recent increases in concentration.

In this subsection, we show how scalability of expertise shapes the firm size distribution. It
essentially amplifies the effects of productivity on size: as productivity rises, firms endogenously
change the composition of their expertise (as well as scope), which results in a more pronounced
increase in size. This effect is more powerful at higher levels of productivity, inducing a convex
relationship between size (total revenue) and productivity (both in logs). In contrast, the standard
Hopenhayn-Melitz framework with iso-elastic demand leads to a log-linear relationship between

total revenue and productivity. The following result states this formally.

5There are other notions of returns to scale in the literature. One common measure, used e.g. by Lashkari et
al. (2018), is the ratio of average cost to marginal cost, or equivalently the reciprocal of the elasticity of total cost
with respect to output. As discussed in Lashkari et al. (2018), this object, along with the markup, determines
the revenue-to-cost ratio for the firm. Our notion of returns to scale, on the other hand, is the relevant one for
characterizing responsiveness to demand shocks.
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Proposition 4 If o > 1, size is strictly convez in productivity (both in logs), i.e. ;@}—@@ > 0.

Under some conditions, this mechanism can even generate an unbounded size distribution — in
particular, one following a power law — from a bounded productivity distribution. This requires

additional assumptions on the productivity distribution. We begin with the following definition.

Definition 1 A probability distribution function H(A) has a constant right elasticity at upper bound

A if1 _log[1-H(A)] _
A thmA/(Am = K.

One example of a such a distribution function is the beta distribution with bounds A and A and

parameters 1 and x.° The next result states the conditions under which we obtain a power law

distribution in size.

Proposition 5 Suppose that o > 1 and that A; is distributed according to a distribution with a
constant right elasticity at upper bound A, where A < A* = #(1’0). Then,

1. If A < A*, then the distribution of revenue is bounded.
2. if A= A*, then the size distribution is unbounded and follows a power law:

. logPr(Size > R)
lim
R—oo log R

= —kr(oc—1)

Thus, the amplification from the optimal choice of scalability and scope generates firms of
unbounded sizes despite a finite upper bound for productivity. Of course, this result is somewhat
special”, but it serves as a stark illustration of the potential of scalable expertise to amplify small

differences in productivity into enormous differences in firm size.

Growth and Concentration

There has been much interest in rising concentration of late, driven by recent trends in the US data
over the past few decades. Here, we show how scalability of expertise induces a rise in concentration
in response to a common increase in demand. This occurs because, when the two types of expertise
are gross substitutes, the largest firms are also the most scalable and therefore, respond most to the

higher demand and gain market share at the expense of their smaller, less scalable counterparts.

Proposition 6 Let o > 1. For a fixed set of firms, an increase in G leads to a first order stochas-

tically dominant shift in the distribution of revenue shares among those firms.

6The beta distribution has density h(A) = rr(%&)) (A_(Ag)i Al)(nﬁ:ﬁ)m "

“In the general model presented below, the power law result requires, in addition to the restriction on the upper
bound A, two knife-edge assumptions on curvature parameters, % + % =1land ¢ = % Nevertheless, the underlying
force remains present in the more general setting, leading to larger size gaps among higher productivity firms than

among lower productivity firms (for the same productivity gap).
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This follows directly from two facts (i) firms with more revenue have expertise that is more scalable
(Proposition 1) (ii) firms whose expertise is more scalable experience a larger increase in revenue
in response to the common shock (proposition 2).

This naturally has important implications for concentration. In particular, it implies that a
symmetric demand increase will raise concentration — more precisely, any measure of concentration
that depends only on the distribution of sales shares and rises with a shift in sales from a lower-
ranked firm to a higher-ranked firm. This includes several commonly used measures like the Gini

coefficient, the Herfindahl-Hirschman Index, and concentration ratios.

Corollary 1 Let o > 1. Among a fized set of firms, a common increase in G raises the concentra-

tion of sales among those firms.

2.2 General Model

In this subsection, we analyze a more general version of the model. Specifically, we relax the
assumptions on curvature and heterogeneity made in the previous subsection. The firm’s problem

is now given by:

max GN? (A Z(xs,y:)) — FN® — H - [z + Nyt . (20)
There are several differences relative to the version analyzed in the previous subsection: (i) arbitrary
elasticities of substitution both across products of a given firm as well as across composite goods of
different firms within a sector (these are not necessarily equal to each other, so ¢ = £=1 # 1)® (i) a
more flexible specification for the fixed operating costs, F(N;;) (iii) expertise is now subject to an
explicit cost (instead of a capacity constraint) and (iv) the function Z(z,y) is no longer restricted to
be of the CES form (the only restriction is that it is CRS). Note that this more general formulation
nests the previous one with the parameters ¢ =19 =w =1 and v — oo.
We begin by imposing regularity conditions. Let o(x/y) be the elasticity of substitution between
x and y — note that for a general CRS function Z(x,y), the elasticity is a function of the scalability
ratio x/y. Let 6 (Z/g) be the elasticity of substitution associated with the transformed CRS function

Z (z,9) = Z (:%1/“, ~1/“)“. As we show in Appendix A.6, the two objects ¢ and & are related by
s(k)-1 _ 1o(k/)-1
a(k) T pnoo(kl/m)

. Note that ¢ is between 1 and o, and approaches 1 as u grows large.
Assumption 2 The parameters of the model satisfy
; [N
(i) 1>5+ .

(i) 6 <1+w.

8In Appendix A.2, we present a version in which a firm’s productivity varies exogenously across its products.
When such variation follows a power law, consistent with the evidence in Bernard, Redding and Schott (2011), the
firm’s objective takes the same reduced form as (20).
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(iii) If o > 1 then ¢ > ¢/ p.

These restrictions are sufficient to guarantee there is a unique solution to the problem and that
the solution is interior (see Appendix). Assumption 2 (i) ensures that the curvature of cost of scope
and expertise is larger than the curvature of the corresponding benefit. Assumption 2 (i) ensures
that the feedback between increasing scope and increasing scalability is not explosive. Assump-
tion 2(411) ensures that the feedback between reducing scope and increasing local knowledge is not
explosive.

As in the special case, firms with higher productivity or that face increased demand raise size,

scope and scalability ratio. Whether they raise the share of scalable expertise, S; = —&

W depends

on whether scalable and local expertise are gross substitutes or complements.
Proposition 7 Suppose Assumption 2 holds. Then

1. Firms with higher A; have higher size, scope, and scalability ratio. They also have higher

scalable shares if o > 1.

2. Firms respond to an increase in demand by raising size, scope, and scalability ratio: 42E

dnely fame > 0
din N dlnz/y
S >0, and =55 > 0. The scalable share S also rises if o > 1.

Note that the primitive heterogeneity is in the form of a ‘level’ shifter, A;, which interacts with
the various sources of curvature (which are assumed to be homogeneous across firms) to generate
endogenous heterogeneity in effective curvature (rather than imposed exogenously). Moreover, even
with all these rich interactions, responses to shocks are governed by a single variable, the scalable
share of expertise. That is, a firm’s scalable share of expertise is a sufficient statistic for how its

size, scope, and scalability change with demand.’

Proposition 8 Scalability ratio is a sufficient statistic for the elasticities of scope, size, size per

unit, scalability ratio, and the scalable share of expertise to demand.

We now restrict attention to the empirically relevant region of the parameter space
Assumption 3 We assume that1 < o < 1+ﬁ, and that o is non-decreasing in scalability ratio.
el
Proposition 9 Suppose Assumptions 2 and 3 hold. In response to the same change in G, firms

with higher scalability ratio (or, equivalently, higher scalable share) have larger changes in size,

scope, scalability ratio, and the scalable share:
dln ==
d dln R -0, d dln N -0, d dlnz/y -0, d [ I
d(x/y) \dInG d(z/y) \dInG d(z/y) \ dInG dz/y) \ dlnG

d (dinR d (dlnN d (dlnz/y d [dn;
ds (dlnG) ST (dlnG) >0, ﬁ( dlnG > >0, ﬁ( img )"

9As we will show in Section 2.3, this property turns out to be robust to richer heterogeneity in level shifters.
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In many settings, it may not be possible to directly observe a firm’s scalability ratio or scalable
share. Nevertheless, if ¢ > 1, then firms with higher scalability also have higher size and scope.
A simple consequence of Proposition 9 is that firms with higher size or scope will exhibit stronger

responses to the same increase in demand.

Corollary 2 Suppose Assumptions 2 and 3 hold. In response to the same change in G, firms with
higher size or higher scope have larger changes in size, scope, scalability ratio, and scalable share of

knowledge:
d (dinR d (dlnN d (dinz/y d (dn55
R (dlnG) =V R (dlnG) >0, ﬁz( dIn G ) ~ ViR ( ima | 7!

d [(dlnR d (dlnN d (dinz/y d [dn;
dN (dlnG) =N (dlnG) >0, W( dInG ) >0, W( ima |~V

2.3 Adding More Heterogeneity

In this subsection, we allow for richer heterogeneity across firms. The firm’s objective is now

assumed to be given by:

¢ » T H y MY
;= GN®(A; Z(x, —FENY —H; || = N (=
mi = ax GN®(A:Z(x, ) [(af) * (a?)]

Relative to the baseline version in Section 2.1-2.2, now firms are also allowed to vary in the cost of
introducing additional units, F;, in the overall cost of expertise, H;, as well as in the cost of each
type of expertise, through the parameters af and a.

These additional dimensions of heterogeneity break the one-to-one mapping between size, scope,
and scalability in the cross-section. Nevertheless, the respective elasticities of size, scope, scalability
ratio, and the scalable share with respect to demand are exactly the same as in Section 2.2. In
particular, the scalable share of expertise (or equivalently scalability ratio) remains a sufficient
statistic for these elasticities. Under Assumptions 2 and 3, in response to the same change in
demand, firms with higher share of scalable expertise (or equivalently more scalable firms) have
larger increases in size, scope, and scalability ratio. That is, Propositions 8 and 9 continue to hold.

We next turn to the implications for concentration of rising industry demand. Recall that, in
the general model with ¢ > 1, a common rise in demand had a disproportionate effect on the largest
firms because they were the most scalable. With additional dimensions of heterogeneity, scalability
still drives responsiveness to demand but is not necessarily tightly linked to size. Nevertheless,
how scalability covaries with size carries information about the effect of demand on concentration.
Loosely speaking, the stronger the positive association between scalability and size, the larger is

the response of concentration to a common demand shock.
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To state this formally, we first define a partial ordering of how scalability covaries with size.
We will say that scalability covaries more strongly with size in industry 1 compared to industry 2
if the marginal distributions of size and of scalability are the same, and if for any level of size, R,
the distribution of scalability among firms in industry 2 with size weakly less than R first order
stochastically dominates the distribution of scalability among such firms in industry 1. The ordering
is strict if the stochastic dominance is strict for some R. Intuitively, this ordering captures the effect

of moving scalability from smaller to larger firms holding the marginal distributions fixed.

Proposition 10 For any admissible measure of concentration of size, the same increase in G will
raise concentration of size (among a fized set of firms) by more in the industry in which the scalable

share of expertise covaries more strongly with size.

3 Data

We use product and establishment-level data to validate the theory. In this section, we provide
details on the datasets, the various measures that characterize firms’ heterogeneity, and the con-

struction of measures of common shocks.

3.1 Datasets
3.1.1 Product data

We use comprehensive data for firms and products sold in the consumer goods industry from 2006 to
2015 collected by the Nielsen Retail Measurement Services (RMS) and provided by the Kilts-Nielsen
Data Center at the University of Chicago Booth School of Business. This data set is collected from
point-of-sale systems in grocery, drug, and general-merchandise stores. The consumer product goods
industry accounts for 14% of the total consumption of goods in the U.S.!® The Nielsen RMS data
set covers about 40% of the sales of the industry, and nearly the universe of firms and products in
the industry.

We link products to firms by using information obtained from GS1 US, the single official source of
barcodes. Appendix B provides detailed information on the Nielsen RMS and GS1 US datasets. The
combined data set includes detailed information about the characteristics of each firms’ product;
most notably, it includes information on the product’s attributes, well-measured quantities, and
revenue. The original RMS data set consists of more than one million distinct products identified
by barcodes, making it possible to track product sales and prices over time and at a very detailed
level. Barcodes are organized into a hierarchical structure. Each barcode is classified into one

of the 1070 product modules, that are organized into 104 product groups. We follow Hottman,

0This industry includes non-durables (also known as consumer packaged goods) and semi-durable goods. It
excludes consumer durables, producer intermediates, and producer capital.
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Redding and Weinstein (2016) and Argente, Lee and Moreira (2020) and define sectors based on
the classification of product group, which is more detailed than a 4-digit level of Standard Industrial
Classification (SIC). We use the detailed product attributes, such as information about a product’s
size, packaging, formula, and flavor to measure the degree of scalable expertise across firms.

For our analysis, we explore changes in size over time at the firm-level within sector. Thus,
for each firm-sector-year combination, we compute total sales, total products and average sales per
product. We also make use of various measures capturing entry and exit of firms and products, as

well as data on location of stores selling the products when creating measures of shocks.

3.1.2 Establishment data

We use data covering firms and establishments covering all sectors from 1990 to 2016 obtained from
the National Establishment Time Series (NETS). The NETS data set consists of longitudinally
linked Dun & Bradstreet establishment-level data.!’ NETS provides yearly employment and sales
information for ‘lines of business’ in a specific location (similar to the definition of an establishment).

Each establishment is assigned a data universal numbering system identifier that makes it possi-
ble to track its sales and employment over time. For each establishment, we know location, industry
classification, and parent company. We use parent company information as our definition of firms.
In our main analysis we characterize the industry of establishments at the 4-digit level of SIC and
the locations are mapped to Metropolitan Statistical Areas (MSAs). We apply some sample restric-
tions and robustness exercise that makes us confident that our results are representative of U.S.
business activity in the static cross section.'?

As with the product data, we mostly explore changes in size over time at the firm-level within
sector. To do so, we create for each firm-sector variables capturing total employment (or total
sales), the number of establishments, and the average employment (sales) per location, and study
how these variables evolve over time. We also use geographic information when creating measures

of shocks and various measures capturing entry and exit of firms and establishments.

3.2 Sectoral shocks

The theory of scalable expertise has predictions on how different firms respond to common shocks,
both in terms of the magnitude of the response and the margins they adjust. We explore two
distinct shocks to the industry demand. Our first shock is sector-specific and capture a sector’s

exposure to Chinese import competition. Our second shock is firm and sector-specific and exploits

1 The data is provided by Walls & Associates. The dataset is the result of a large-scale data collection effort
involving interviews, mailings, private third-party sources, and public data sources. Appendix B provides detailed
information on the data.

12We follow Crane and Decker (2019), who recently compared NETS to sources based on administrative records.
Their paper describes potential limitations with regard to the inclusion of non-employee firms on NETS and imputed
observations, and shows that applying some sample restrictions leads to high correlations in the distributions for the
level of employment between NETS data and U.S. Census Longitudinal Business Dataset.
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firms’ heterogeneous exposure to regional variation in home price appreciation during the housing

boom and bust cycle in the 2000s.

3.2.1 China import penetration shock

Our measures of trade exposure follow closely Autor, Dorn and Hanson (2013) and Acemoglu,
Autor, Dorn, Hanson and Price (2016) by capturing the change in the import penetration ratio.
We collect data on trade between China and the US from UN Comtrade, NBER-CES and UNIDO.
Our baseline measure of the change in the Chinese import penetration ratio for a given sector j
over the period 2006-2015, is defined as

M5 — Mo
Y06 + Mjo6 — Ejo6

AIP; 615 = x 100 (21)
where M;, is the imports from China into the U.S., Ej, is the exports, and Y}, is the industry
shipments. We use 2006 as the baseline year since it is the earliest period for which we have
simultaneously trade, product and establishments data. Intuitively, the measure AI P, o615 captures
group-level changes in imports from China. In order to address endogeneity concerns, we also work
with an alternative measure that uses imports in other high income countries as an instrument,
following Acemoglu, Autor, Dorn, Hanson and Price (2016). The motivation for the instrument is
that high-income economies are similarly exposed to a Chinese supply shock, but are unaffected by
US-specific shocks that affect US import demand.'?

We map the import penetration measures to changes in residual demand for equivalent products
produced by US firms. Thus, we define the shocks of the different sectors as the additive inverse of
the import penetration measures to proxy a positive demand shock: AG; = —AIP;ps_15. For the
establishments data, we use standard SIC mapping to trade data to create sectoral shocks at the
4-digit SIC level. For the product data, we use the concordance developed by Bai and Stumpner
(2019) to map Nielsen’s product groups to trade data, and obtain shocks at the product group level.

This shock allows us to use variation across manufacturing sectors affected by trade. There
is substantial heterogeneity in import penetration across sectors. As of 2006, imports from China
were already important for some sectors. Nevertheless, between 2006 and 2015 there was substantial
acceleration in many sectors. Figure B.2.1 in Appendix B.2 shows the measure of Chinese import
penetration by sector. There is a substantial amount of heterogeneity within the consumer product
industry, and within manufacturing more generally. As expected, on average, sectors that produce
semi-durables and durable products were more affected by import penetration of China products

and thus have more negative demand shocks than sectors related to food products.

13See Appendix B.2.1 for more details on the instrument AT Pj 06—15 and measures of import penetration for other
time periods.
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3.2.2 House price shock

Our measure of house price shock allows us to construct a firm-sector specific demand shock Gj;,
by exploring geographical variation in consumer demand arising from the evolution in the housing
market and firm-sector specific pre-existing exposure to different locations. The inspiration for this
shock builds on the work of Mian and Sufi (2011, 2014) that document the role of the housing net
worth channel in suppressing consumer demand either through a direct wealth effect or through
tighter borrowing constraints driven by the fall in collateral value. We build two shocks covering
the housing boom and bust cycle in the 2000s.

We start by measuring changes in house prices across-locations and instrumenting for them using
variation in housing supply elasticity proposed by Saiz (2010). The intuition for this instrument
is that for a fixed housing demand shock during the housing boom, house prices should rise more
in areas where housing supply is less elastic. During the housing bust, it is then precisely those
areas where house prices rose most that see the largest declines in house prices.!* For each MSA,
denoted by m, we compute changes in house prices indices (HP) and estimate the following equation
separately for the housing boom (2001-2006) and bust (2006-2011), denoted as 7:

Alog(HP)r = p SupplyElasticity,, + dX,, + €, (22)

where X, is a vector of controls that control for other changes in the local economy as in Stroebel
and Vavra (2019). We obtain house price indices at both the MSA level from the FHFA House
Price Index. Table A.Il in Appendix presents results from the first-stage regression and various
robustness. The instrument is highly predictive of house price changes over both periods, with low-
elasticity MSAs experiencing larger house price gains during the housing boom, and larger house
price drops during the housing bust.

—

After retrieving the predicted change in price index across different locations Alog(HP)7 , we

build firm-specific shocks separately using information on the location of firms. In particular, we

measure housing price shocks faced by firm ¢ in sector j in either the housing boom or bust as

follows:
MD giem
1€, —_—
AD]; =Y ———" Alog(HP);, (23)
m=1y .2 Size;

where the variable Size;;;s refers to measures of size in the baseline years 75 (2001 for boom period,
and 2006 for bust period). In the establishment NETS data, size is measured as total employment
of establishments in a particular location (with robustness with sales measures), and we are able
to cover both the housing boom and bust. Our baseline analysis includes firms in sectors where

the location of the establishment likely reflects where the demand occurs. For this reason, in our

14Saiz (2010) uses information on the geography of a metropolitan area to measure the ease with which new housing
can be constructed. The index assigns a high elasticity to areas with a flat topology without many water bodies,
such as lakes and oceans.
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baseline sample, we exclude manufacturing businesses, where the location of a plant likely reflects
where the production occurs, and not necessarily the demand.'® In the product Nielsen data, size
is measured as total sales in stores in a particular MSA, and thus a location is directly associated
with the demand channel. The product data, however, is only available starting in 2006, and thus
we are only able to cover the bust period. Throughout the paper, we report the results for each

period and dataset independently.'

3.3 Mapping Model to Data
3.3.1 Measuring size and scope

In the establishment NETS data, we have variables capturing size and the number of establishments.
Our baseline measure of size is defined as the total employment a firm ¢ in sector j in year t,
and our measure of scope is the total number of distinct establishments. We use employment as
baseline because it is better measured on than revenue on NETS, but we also use total revenue
as robustness.!” The measure of scope based on number of establishments aligns well with the
more traditional measures capturing the intensive and extensive growth of firms as in Cao, Hyatt,
Mukoyama and Sager (2020).

The product Nielsen data allows us to define alternative measures using more detailed data. We
define size as the total revenue of a firm ¢ in sector j in year t, and scope as the total number of
distinct barcodes sold across all stores. These measures are similar to the ones used in Hottman,
Redding and Weinstein (2016). Barcodes are by design unique to every product — changes in any
attribute of a good (e.g. forms, sizes, package, formula) results in a new barcode, and thus allows

us to have a close map to the theory.

3.3.2 Measuring scalability

In this section, we propose a measure that captures the extent to which knowledge can be applied
across multiple products. In particular, we leverage the detailed information on product-level char-
acteristics in the Kilts-Nielsen data to construct measures of scalability. The underlying intuition of
our measure is that products are bundles of characteristics, and specific characteristics can be shared
across multiple products. Thus, firms that have products that have many common characteristics,
are more likely to have more scalable knowledge.

We build the measure using detailed descriptions of products. The original data classifies prod-

ucts into modules and within each module products are described using various “attributes” vari-

15We consider several alternative samples, including using all sectors to evaluate the sensitivity to this baseline
sample. In Appendix, we show that the results are qualitatively similar and are not dependent on these assumptions.

16In Appendix B.2, we provide more details on the distribution of these shocks.

In Appendix D.1 we show that using total revenue rather than employment does not affect our findings. This is
not surprising given that revenue is, for the most part, imputed from employment.
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ables, such as package, size, flavor, formula.!® These attributes can take different values, which we
term “characteristics”. Consider the product module: razor blades. The products in this module
have the following five attributes: form, consumer type, scent, skin condition, and generic. The
attribute “form“ can take the following characteristics: “adjustable”, “assorted”, “injector”, “mov-
ing”, “pivoting” etc. The product module of powder detergents, on the other hand, is described
by the following four attributes: form, container, type, and generic. The attribute “form” for
detergents could be “pack”, “pod”, “refill”, “table”.

With these data, we are able to describe products as a bundle of characteristics, some of which
it shares across multiple products, while others are only used by one or a small number. The
distinguishing feature of scalable expertise is its applicability to multiple products, in contrast to
‘local’” or product-specific expertise. In line with this interpretation, we map the scalability of
expertise of firm ¢ to the fraction of common attributes across its product portfolio. In particular,
we propose a scalability index of firm ¢ in sector 7 in product module m at time t is defined as

follows: )
Unique

mijt

STmiji=1— ,
et Scope,,;i; X NumAttributes,,;

where the variable Unique,,,;; counts the number of distinct characteristics in the portfolio of prod-
ucts of the firm in module m. This is normalized by the total number of attribute-cells to be filled,

i.e. module-level scope Scope times the number of attributes for each product in that module

mijt
NumAttributes,,;;. The index captures the share of common characteristics within the portfolio of
products of the firms, i.e. the likelihood that the characteristics of products are shared within the
portfolio of a given firm. If no characteristic is repeated across the products of a firm, the scalability
index equals 0. For example, a single-product firm will have a number of different attributes equal
to the number of distinct characteristics. By contrast, when products of a single firm share many
characteristics, the scalability index converges to 1. Note that the index is a relative measure, in-
tended to measure the composition of expertise, not its level. This leads us to the following mapping

between the index (or more precisely, a simple transformation thereof) to scalability in the theory:

Lmijt SImijt

Ymijt 1 ST it
We aggregate this measure to the firm-sector level using revenue-weights, to be at the same aggre-
gation level of our size and scope measures.

A potential concern is that the scalability index might increase mechanically as firms add prod-
ucts and, thus, biased towards 1 for firms with a large number of them. We address this using
a bootstrap procedure. For a firm with N products in a module, we compute what its scalability
index would be if its portfolio had N randomly selected products from that module. The measure of

scalability that we use in the regressions is a firm’s scalability relative to the scalability of a random

18This information is available for approximately 61% of all barcodes in the data. We use a total of 20 distinct
attributes. Each product module has between 4 and 8 active attributes.
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portfolio of the same size. In Appendix C, we provide additional details on the construction of this

measure, including examples and robustness.

4 Validating the Theory

Our theory has multiple testable implications. We divide them into two sets. The first set uses
only “standard” measures: size and scope. Second, we test predictions that incorporate scalability
directly. We evaluate how scalability covaries with size and scope in the cross-section, assess whether
scalable firms are more sensitive to shocks, and how the distribution of scalability affects changes

in concentration.

4.1 Testable implications with size and scope measures

The theory describes how firms differ systematically in their responses to a common shock, both
in terms of the magnitude and the margins of the response. Corollary 2 implies that in response
to the same change in G, firms with higher size or higher scope have larger changes in size and
scope. In this section, we develop statistical tests to evaluate if the predictions fit well the data
using establishment and product data, and two distinct shocks. Our first shock is sector-specific
and captures different exposure to the intensity of competition from Chinese imports. We also use
a second shock that exploits cross-regional variation in home prices during the housing boom and
bust cycle in the 2000s, and the pre-existing exposure of firms to different locations.

We first test whether firms with higher size or higher scope are more sensitive to changes in

demand, using the following regression specifications:

Asize;; = arp AG;; + Brr (AGi; X size;;) + Yrr size;j + Yrrj + €rnrij
Ascopeij = anp AG;; + Byr (AGi; x size;;) + Ynr sizej + Unrj + €nrij
Asize;; = apy AGij + Bryv (AGy; X scope;;) + Yry ScOpe;; + YrNj + €rnij
Ascope;; = any AG; + Byn (AGy; X scope;) +Yvn scope;; + Uy + enni (24)

where Asize;; and Ascope;; refers to difference of log size and scope during the period of the shock,
respectively. AG;; refers to either the Chinese import penetration, or the housing price shocks."
The control variables size;; and scope;; are log of total sales/employment and scope measured
before the shock, and they allow us to control for potential systematic associations between size
and growth, as well as mean reversion effects. We also account for differences in average sensitivity
to shocks across sectors by using sector-specific fixed-effects (10;). We standardize the variables

size;; and scope;; within sector j, to help compare the magnitudes across regressions and samples.

YNote that in the case of the China shock, the shock is sector specific, AGj;, and thus, when we use these
specifications with sector fixed effects, we cannot identify the coefficients o on the shock.

26



The key parameters of equations 24 are the interaction terms Srgr, Bnvr, Bry, and Byy. These
coefficients measure differences in degree of sensitivity to shocks. A key prediction of the model is
that all these coefficients should be positive.

Table 1 presents our baseline results for the estimates of Sgrr (columns 1, 3, 5, 7, 9), Syr (columns
2,4, 6,8, 10), fry (columns 11, 13, 15, 17, 19), and Syy (columns 12, 14, 16, 18, 20), across five
different versions. These five different versions correspond to different combinations of datasets and
shocks: (i) establishment data with China import penetration shock (2006-2015); (ii) establishment
data with housing price shock during boom (2001-2006); (iii) establishment data with housing
price shock during bust (2007-2011); (iv) product data with China import penetration shock (2006-
2015); (v) product data with housing price shock during bust (2007-2011). In regressions using
establishment data, we use employment as our benchmark measure of size, and scope refers to the
number of establishments of a firm. In regressions using product data our measure of size is the
total sales of a firm-sector, and scope is measured as the number of distinct barcodes.

Our results show that larger size firms exhibit greater size sensitivity to common shocks (8gr),
and also greater scope sensitivity (OSygr). Likewise, firms that operate multiple units are more
likely to make larger changes to size (Brn) and scope (Syn) when affected by common shocks.
These results indicate that the predictions of the theory align remarkably well with our results,

independently of the datasets and nature of shocks.
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Table 1: Heterogeneous Response to Common Shocks

(1) (2) (3) (4) () (6) (7) (8) (9) (10)

A size A scope A size A scope A size A scope A size A scope  Asize A scope

AG x size  0.042%  0.023%%  0.020°FF  0.002%F%  0.003%F  0.001%F  0.123%F%  0.010%%*  0.666***  0.066*
(0.024)  (0.012)  (0.002)  (0.000)  (0.001)  (0.001)  (0.017)  (0.004)  (0.161)  (0.037)

Obs. 321,525 321,525 5,933,769 5,933,769 6,968,641 6,968,641 24,146 24,146 27,930 28,137

R-squared 0.047 0.023 0.053 0.006 0.036 0.011 0.154 0.069 0.088 0.031

Sector Y Y Y Y Y Y Y Y Y Y
(11) (12) (13) (14) (15) (16) (17) (18) (19) (20)

A size A scope A size A scope A size A scope A size A scope  Asize A scope

AG x scope 0.116%F%  0.059%%  0.004* 0.000  0.006%*  0.004%% 0.057FFF 0.030%F*%  0.246%  0.147F*
(0.023)  (0.018)  (0.002)  (0.002)  (0.002)  (0.002)  (0.016)  (0.004)  (0.143)  (0.038)

Obs. 321,115 321,115 5,933,769 5,933,769 6,968,641 6,968,641 24,146 24,146 27,930 28,137
R-squared 0.043 0.242 0.008 0.071 0.015 0.091 0.073 0.136 0.055 0.077
Sector Y Y Y Y Y Y Y Y Y Y
Sample China China Housing  Housing Housing  Housing China China  Housing Housing
Period 06-15 06-15 01-06 01-06 06-11 06-11 06-15 06-15 06-11 06-11
Data NETS NETS NETS NETS NETS NETS Nielsen  Nielsen  Nielsen  Nielsen

Note: The table reports the results of estimating equation 24. The dependent variable is the log change in the total employment/sales of firm 4 in sector
J in the period of the shock or the change in the number of plants/products of firm ¢ in sector j in the period of the shock. The reported coefficients are
Brr (columns 1, 3, 5, 7, 9), Bygr (columns 2, 4, 6, 8, 10), Bry (columns 11, 13, 15, 17, 19), and Byn (columns 12, 14, 16, 18, 20), across five different
versions. Columns 1/2/11/12 use the NETS data and the China import penetration shock 2006-2016. Columns 3/4/13/14 use NETS data and the housing
price shock from 2001-2006. Columns 5/6/15/16 use NETS data and the housing price shock from 2006-2011. Columns 7/8/17/18 use Nielsen data and
the China import penetration shock 2006-2016. Columns 9/10/19/20 use Nielsen data and the housing price shock from 2006-2011. All the specifications
include sector effects and robust standard errors.



The magnitudes of the estimates differ across the five different combinations of datasets and
shocks. To interpret the magnitude, consider a positive demand shock induced by a decline in
China’s import penetration. A firm that is one standard deviation larger than average in its sector
increases its size by 4.2 percentage points and scope by 2.3 percentage points more than the average
firm in its sector. Notice that the implied changes in total size are larger than the changes in
scope. This indicates that larger firms also exhibit greater sensitivity of size per unit to demand.
The magnitudes tend to be larger when we interpret scope as number of products (as opposed to

number of establishments) and measure size using revenue (as opposed to employment).

Robustness — We evaluate the robustness of our results with respect to the samples and measures
of growth. In our baseline results, we measure growth as log changes among the sample of surviving
firms. In particular, we do not take into account the effect of differences in the cyclical sensitivities
of the rate of entry and exit of small and large size/scope firms. Thus our results should be perceived
as capturing the intensive margin differences. We re-estimate the equations above using a sample
that also includes exits by using the bounded growth rates of Davis and Haltiwanger (1992), our
results are all qualitatively similar.?’

We evaluate the impact of the inclusion of different sectors in the results. For example, in our
baseline results with establishment data and the house price shocks, we use the sample of non-
manufacturing firms. We consider several alternative samples, including using all sectors and more
restrictive samples of establishments to evaluate the sensitivity to this baseline sample. In Appendix,
we show that the results are qualitatively similar and do not depend on these assumptions.?!

We also evaluate how our results are affected when we use different samples of firms. One
potential limitation of the results with establishment data is that they may be affected by the large
number of non-employer single-unit establishments (in line with evidence in Crane and Decker
(2019)). We study how our results are affected when we exclude these establishments and focus
on variation coming from medium-sized and large firms. In Appendix, we show that most of the
results are qualitatively similar.??

Finally, we also explore alternative specifications to equation 24. We consider a non-parametric
specification in which we study the differential impact of the shock in different parts of the size
and scope distribution. Figure 3 presents the results for the establishment data, when we estimate
the impact for the China shock on four size/scope quantiles: below median, 50-90 percentile, 90-99
percentile, and top 1%. The results indicate monotonicity on the impact of the shock aligned with
the results of Table 1. For example, results studying impact on size as a function of size indicate

that larger firms tend to respond more strongly than small and medium firms.

20Tables D3, D7 and D12 in Appendix D.1 provides the results for the establishment-level data, and Table D16 in
Appendix D.2 provides the results for the product-level data.

21Tables D9 and D14 in Appendix D.1 provides the results for the establishment-level data.

22Tables D10 and D15 in Appendix D.1 provides the results for the establishment-level data.
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Figure 3: Heterogeneous response to China import penetration shock: non-parametric
specification
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Note: The figure shows the impact of shocks for different size/scope quartiles. We plot Bk’s from estimating the
specification AY;; = a4+ >, B (AGi; X diij) + > Ve (dk,ij) + €, where di ;; are dummies for four size/scope
quantiles: below median, 50-90 percentile, 90-99 percentile, and top 1% (for the scope quantiles, we aggregate the
first two dummies because more than 90 percent of firms have only one establishment). The dependent variable
AY;; refers to changes in log size/scope. Panel (a) plots the results of changes in size as a function of size quantiles,
comparable to Srg. Likewise, panel (b), (¢) and (d) plots the results comparable to Sy r, Sng, and Sy, respectively.
The estimates are computed using establishment-level data and the China import penetration shock.

Related literature — There is a more established literature studying whether the growth of large
or small firms covary more with business cycles. For example, Crouzet and Mehrotra (2020) recently
documented that the largest firms are less cyclical than other firms. There are two important
differences between our results and this body of work. First, we are interested in firms’ responses to
changes in demand, either idiosyncratic or common. As such, we exploit variation in demand that

is external to the sector. The literature on size cyclicality, in contrast, has focused on unconditional
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covariation with aggregate conditions.?® Second, we focus on firms’ longer-run responses to shocks
(10 years for the China shock and 5 years for the housing shocks), rather than adjustments at

business cycle frequencies (typically quarterly or annual changes).

4.2 Testable implications with scalability measures
4.2.1 Correlation between scalability, scope and size

Given the central role played by scalability in the theory, it is natural to ask: how well are the
predictions with respect to scalability borne out by the data? In particular, Proposition 7 predicts
that scalability is positively related to size and scope in the cross-section. We evaluate if this

relationship is consistent with data by estimating:

In (y ]t) = ap + Pr sizeij + Ari + Trjt + €rije
ijt

T4
In (y ]t) = an + B scope;j + Ani + e + envije (25)
ijt

where ”;—j: is scalability as defined in Section 3.3, and size;; and scope;; are log of total revenue and
scope of firm ¢ in sector j at time t. We control for firm effects ();) and a set of sector x time fixed
effects (I'j,).

The results are presented in Table 2. In line with Proposition 7, columns (1) and (3) show that
Br > 0 and By > 0, which indicates that large size and large scope firms have relatively more
scalable knowledge. Columns (2) and (4) indicate that these findings are robust to including firm
effects, consistent with the fact that as firms increase their size and scope, they also increase the
scalability of their product portfolio.

We also evaluate how the results compare across different types of consumer product sectors.
Table D17 in the Appendix shows that these results are robust across different categories in the

Nielsen data and to disaggregating sectors further.

23 An exception is Park (2020), who also uses establishment NETS data and studies changes in China import
penetration between 1991-2007. His results are consistent with our estimates of the size sensitivity captured by a
positive estimate of the coefficient Sggr in equation 24.
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Table 2: Cross-Sectional Relationship: Scalability, Scope and Size

(1) (2) (3) (4)

size 0.145%** (. 172%**

(0.021) (0.013)
scope 0.258%**  (0.240%**

(0.027) (0.018)

Observations 235,674 233,004 235,671 233,001
R-squared 0.021 0.405 0.054 0.417
Firm N Y N Y
Period-Sector Y Y Y Y

Note: The table shows the results estimating equation 25 in the product-level data. The dependent variable is (the
log of) scalability from (25) and the independent variables are (the logs of) size (revenue) and scope. All the variables
are standardize relative to the mean of the sector and time period (year). Scalability index is adjusted relative to
the alternative (bootstrapped) index.

4.2.2 Heterogeneous response to symmetric shocks with scalability measures

Next, we explore how scalability affects how firms respond to the same sectoral shock. Proposition
9 predicts that in response to the same shock, firms with higher scalability have larger changes in

size, scope, scalability. We study these prediction using the following specifications:

A size;; = aps AG; + Brs <AG x In —) + Yrs In (y ) + YRrs; + €Rsij
ij

v

A scope;; = ang AG; + Bns (AG x In —) + Ynvs In (y > +Yns; + ensij
ij

2

Aln (ﬁ) = (g9 AGJ + ﬁgs (AG X In y—) + vVss In (y ) + wSS] + €SSij (26)
ij

Yij i

where the dependent variables A size;;, A scope;,
ij

scalability, respectively. G; is the China import penetration shock from 2006 to 2015 for sector j.**

or Aln (;”) are changes in size, scope and

We control for sector fixed effects I'; to account for differences in response that are heterogeneous
across sectors. The coefficient of interest is Srs, Sng, and Bss measures the heterogeneous response
of firms with different scalability — the theory predicts all three coefficients should be positive.
The results are presented in Table 3. Column (1) shows that, in response to common shocks,
firms with higher scalability adjust size by more (relative to the average firm, whose response is
now picked up by the sector fixed effects). The sign of the coefficient is consistent with the theory
although it lacks statistical power in this specification. Column (2) shows that firms with higher

24For the housing shock, these specifications lack statistical power and we are unable to sign the impact of scalability
on the response to shocks. We present these results in Table D18 in Appendix D.4.
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Table 3: Scalability and Responsiveness to Shocks

(1) (2) (3) (4) () (6)
A size A scope Aln <§> A size A scope Aln <§>

AG x In (5) 0.0187 0.0187***  (0.0119*** 0.0073 0.0099* 0.0117***
(0.014) (0.006) (0.003) (0.014) (0.006) (0.003)
AG x scope 0.0329%**  (0.0242*** 0.0016
(0.012) (0.005) (0.003)
Observations 14,186 14,186 13,467 14,186 14,186 13,467
R-squared 0.049 0.044 0.256 0.063 0.097 0.256
Sector Y Y Y Y Y Y
Shock China China China China China China
Period 2006-2015 2006-2015 2006-2015 2006-2015 2006-2015 2006-2015

Note: The table shows the results of estimating equation 26. The dependent variable in Columns (1) and (4) is
the change in the (log of) size (revenue) of firm ¢ in sector j. The dependent variable in Columns (2) and (5) is
the change in scope and in Columns (3) and (6) is the change in scalability of firm ¢ in sector j. The independent
variable is the demand shock interacted with the baseline level of scalability in 2006 or the same shock interacted
with the levels of scope in 2006. In all specifications we use the China import penetration shock from 2006-2015. All
specifications include sector fixed effects.

scalability do indeed adjust their scope by more in response to a positive import penetration shock.
Lastly, our theory also predicts that, in response to common shocks, firms with higher scalability
adjust scalability by more. Column (3) shows that scalability responds positively to changes in
demand captured by the China import penetration shock. Columns (4)-(6) show that our measure

of scalability still captures sensitivity of shocks when controlling for firm scope.?®

4.2.3 Concentration

Lastly, we show suggestive evidence that the covariance between scalability and size carries infor-
mation about the response of concentration among a fixed set of firms. Recall that Proposition 10
indicates that the same increase in G will raise concentration of size (among a fixed set of firms) by
more in the sector in which scalability covaries more strongly with size. In order to determine the
industries where scalability is more concentrated, for each sector j, we calculate the covariance be-

tween scalability and size in 2006 (W 2006), while focusing on firms active in the period 2006-2015.2

25While the theory implies that scalability is a sufficient statistic for a firm’s sensitivity to shocks, we find that
scope still explains some variation in the size and scope regressions. A possible reason that the scope still has
predictive power is that our proxy measures true scalability with noise, and that our bootstrap procedure removes
some of the variation in scalability. Nevertheless, we find it remarkable that our measure of scalability still carries
information about sensitivity to shocks even controlling for scope.

26More specifically, we estimate In (%) = \j + Wj scope;; + € for each sector, where ;;: is scalability and

scope;; is log of number of products of firm i in sector j in 2006. For over 80% of the sectors, the coefficient of a
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Table 4: Market Size and Concentration

(1) (2) (3)

A HHI A Share -Aln # firms
Top 5 80% share
AG xWagos 0.0063* 0.0096** 0.0547***
(0.003) (0.005) (0.018)
Observations 112 112 110
R-squared 0.065 0.080 0.099

Note: The table reports the results of estimating equation 27. The dependent variable in Column (1) is change in
the Herfindahl index in sector j from 2006-2015. The dependent variable in Column (2) is the change in the market
share held by the top 5 firms in the sector and in Column (3) is the log change in the total number of firms with
80% of the market share times minus one. Wj)goo@ is the covariance between scalability and size in 2006 estimated
using a reduced form approach for each sector separately and considering firms with positive sales both in 2006 and
2015. Both columns use the China import penetration shock. The data used is the Nielsen data.

To test Proposition 10, we then estimate the following specification:
AY; = a AG; + 8 (AG; x W) + 97, + ¢ (27)

where AY}; is an outcome variable measuring the change concentration in sector j between 2006
and 2015. We use the Chinese import penetration shock, AG;, which is common across firms in
a sector, to capture long term differences in market concentration. The coefficient of interest is
£ which measures if market concentration changes more in sectors in which scalability is more
concentrated.

Table 4 assesses this prediction using several different measures of concentration. Column (1)
measures concentration as Herfindahl Index in the sector, and the results indicate that concentration
increased in sectors where the covariance of scalability and size is larger. Column (2) measures
concentration as the share of revenue held by the top 5 firms in the sector (the concentration ratio of
the top 5 firms) and also finds results consistent with the fact that concentration also increased more
in sectors where the covariance is higher. Lastly, Column (3) measures concentration by the additive
inverse of the total number of firms with 80% of the market. Consistent with the previous columns,
using this measure we find an increase in concentration. Overall the table provides suggestive
evidence that the covariance between scalability and size carries relevant information about the

response of concentration to a common demand shock.

regression of scalability on size is positive.
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5 Discussion

5.1 Other Evidence

The theory in this paper also offers a useful, unified framework to interpret a number of facts —
both cross-sectional and in response to changes in demand — documented by other papers studying
firm heterogeneity and dynamics. In this subsection, we discuss a few of them and relate them to
the effects of scalable expertise.

Holmes and Stevens (2014) find that Chinese import competition had a disproportionate im-
pact on larger plants relative to smaller, more ‘specialty’ plants with more knowledge about local
customer needs. Through the lens of our model, specialty plants can be thought of as having rela-
tively lower scalability.?” The theory predicts that this will make them less responsive to demand
conditions. Aghion, Bloom, Lucking, Sadun and Van Reenen (2021) show that during the Great
Recession, firms with more decentralized management outperformed their more centralized coun-
terparts, even controlling for size. It seems natural to conjecture that centralized firms have more
of their knowledge in a scalable form, which makes them more sensitive to turbulence.

Hyun and Kim (2019) also look at spillovers within firms during the Great Recession. Specifi-
cally, they find that when a firm faces reduced demand in one location (e.g. due to a local housing
shock), its sales fall in other locations as well. This is suggestive of scalable investments: a demand
decrease in one location reduces the firm’s incentives to invest and, to the extent that such invest-
ment is scalable, the effects (e.g. a decline in sales) are seen across the firm (i.e. in other locations
as well). In line with our results, they also find that large firms respond more than small firms.

Lileeva and Trefler (2010), Bustos (2011) and Lashkari, Bauer and Boussard (2018) show that
firms facing higher demand (e.g. due to an foreign tariff cut, a domestic decline in input tariffs
or increased export demand) were more likely to improve productivity by adopting technologies
like manufacturing information systems and information and communication technologies, which
are suggestive of increased scalability, consistent with the predictions of our model. Bustos (2011)
further shows that such adoption was accompanied by larger increases in product and process inno-
vation. Mayer, Melitz and Ottaviano (2020) also find that export demand shocks induce increases
in product scope (in addition to sales per product).

Cao, Hyatt, Mukoyama and Sager (2020) find that changes in scope (number of plants) are more
important for large firms compared to small firms. Rossi-Hansberg, Sarte and Trachter (2021), Hsieh
and Rossi-Hansberg (2020), Smith and Ocampo (2020) and Benkard, Yurukoglu and Zhang (2021)
also find that increases in scope (number of locations or product markets served by a firm) are
important for understanding the recent increase in national concentration. This is consistent with
larger firms having higher scalability and, therefore, a more elastic scope margin in response to

demand or productivity.

2"In our data as well, we find that smaller firms tend to have lower scalability.
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5.2 Policy

Our analysis also yields insights that are relevant for policy. First, the economic forces that make
scalable firms more responsive to demand and productivity changes also make them more sensitive
to policy interventions (such as revenue taxes or subsidies). As such, measures of scalability can
inform targeted policy interventions.

A second insight pertains to the effect of distortions that affect allocation resources across
firms. These are widely regarded as an important contributor to allocative inefficiencies and lower
aggregate productivity, especially in developing countries — see, e.g., Hsieh and Klenow (2009).

8 Scalable firms will

Scalability can interact with, and amplify the effects of, such distortions.?
respond more strongly, which could result in a more acute allocative inefficiency (and a larger drop
in aggregate TFP) relative to the one that might be inferred using a model with homogeneous
returns to scale. In other words, when assessing the aggregate effects of a distortion, it is important
to account for its covariance with returns to scale (or equivalently, with scalability). This becomes
even more salient when the underlying distortions are size-dependent.? Specifically, if larger firms
are more scalable and subject to greater restrictions, the misspecification is especially acute.
Finally, scalability of expertise can also be a mechanism that generates spillovers across markets.
A change in one market that alters a firm’s incentive to invest in scalable expertise would also affect

its activities in other markets.

5.3 Diffusion

Lastly, in this subsection, we document an interesting link between scalability and diffusion of
knowledge across firms. The underlying hypothesis is an intuitive one: scalable expertise, i.e.
knowledge that can be more readily used across different products of a given firm is also more likely
to be useful to other firms in the industry. One interpretation of this assumption is that scalability
is the result of practices that enhance the applicability of knowledge to different products (e.g.
standardization or codification of procedures). These practices also will make it easier for such
knowledge to be used outside the firm. Alternatively, one could think of scalable expertise as
innovation along dimensions that are fundamentally more attractive for other firms to learn.

To do this, we first construct a novel measure of diffusion across firms. This leverages the
same attribute-level information from the Nielsen data. We start from the introduction of a new
characteristic by a firm and then count the number of products by other firms that share that
characteristic and were introduced after that date. This is a simple, ez-post measure of how broad-

based a given characteristic becomes within the market after its introduction. Formally, for a

28Endogenous scope and scalability also complicate measurement of distortions: inference using a model with
homogeneous returns to scale & la Hsieh and Klenow (2009) may be misleading.

2Gee Restuccia and Rogerson (2008) and Guner, Ventura and Xu (2008). Aghion et al. (2008) and Garcia-Santana
and Pijoan-Mas (2014) provide evidence on industrial licensing and small scale reservation laws in India. Gourio and
Roys (2014) and Garicano, Lelarge and Van Reenen (2016) provide evidence from France on regulation that applies
to larger firms but exempts smaller ones.
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characteristic ¢ introduced by firm ¢, we define diffusion as follows:

Num. of products with ¢ introduced by firm —¢ between ¢ and ¢t 4+ 7

D, ., =
ettt Num. of products introduced by firm —i between ¢ and ¢ + 7

where the numerator counts the number of times a characteristic ¢ introduced by firm ¢ in module
m is observed in products introduced by other firms in the same module between time ¢ and time
t + 7. The denominator counts the total amount of products introduced by other firms between n
t and t 4 7. Clearly, D, - is always between 0 and 1.

Our main empirical specification takes the form:
]D)cmz'tT =a+ B SIamitfl + Y SCOPEmit + >\amt7— + eami + €amitr (28>

where ¢, a, m, 7, and t denote the characteristic, attribute, product module, firm and time period,
respectively. Thus, the dependent variable D, is the diffusion measure described above, while
ST mir—1 1s our Scalability Index measured for a given attribute a in firm ¢ and module m in period
t — 1. Our coefficient of interest is [3: in other words, we are interested in how the diffusion of
a particular feature introduced by firm i over (¢,¢ + 7) relates to the scalability of that firm in
t — 1. We lag scalability to mitigate potential endogeneity concerns. We estimate this relationships
controlling for the total number of products of the firm in the same module, N,,;, and under
several specifications of fixed effects; the most saturated one has both attribute x module x time
X age, Agmtr , as well as firm x attribute x module effects, 0, ,, ;.

Our results, presented in columns (1)-(2) Table 5, show that the level of scalability is indeed
positively associated with the level of diffusion. In particular, column (2) shows that the relationship
is strong and significant after controlling for attribute x module x time x age effects.

Our strategy for measuring diffusion also points to an alternative way of defining scalability
as a ‘forward-looking’ measure: specifically, by treating scalability as diffusion within a firm, we
can construct an ex-post measure of how scalable a new feature turns out to be. Formally, this

alternative Scalability Index for a characteristic ¢ introduced by firm ¢ is defined as:

Num. of products with ¢ introduced by firm ¢ between ¢t and ¢t + 7

‘/S\icmi T = B -
! Num. of products introduced by firm ¢ between t and ¢ + 7

We repeat our earlier analysis with this alternative measure of scalability, i.e. estimate the

following specification:
DcmitT =a+ 6 S:-:iamit—lr + 7Y SCOPEmit + )\amtT + eami + €amitr (29)

where, as before, the scalability measure ST is aggregated to the attribute level and lagged. Again,
as before, we include the total number of products sold by the firm, N,,;; and various fixed effects

as controls. The results are shown in columns (3) and (4) in Table 5 and confirm that the strong
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Table 5: Diffusion and Scalability
(1) (2) (3) (4)

Diffusion
ST 0.0599***  0.0097***
(0.000) (0.001)
ST 0.1326%%*  0.0282%**
(0.000) (0.001)
scope -0.0292***  _0.0057***  -0.0013*** -0.0028%**
(0.000) (0.000) (0.000) (0.001)
Observations 3,319,518 3,234,863 3,269,030 3,183,439
R-squared 0.808 0.914 0.812 0.913
Firm-Attribute-Module N Y N Y
Attribute-Module-Time-Age Y Y Y Y

Note: The table shows the results of estimating equation 28. The dependent variable is D¢, the diffusion of
characteristic ¢, launched in module m, by firm ¢ between periods ¢t and t + 7. The independent variable in column
(1) and (2) is the scalability SZqmit—1 of a given attribute ¢ in module m, firm ¢ and period ¢ — 1. Details on the
construction of these variables can be found in Section 3.3. The independent variable in column (3) and (4) is the

scalability ﬁcmit,h of a given attribute @ in firm ¢ and module m in period ¢ — 1. All the specifications include a
control for the total number of products sold by firm 4 in module m at time ¢.

positive relationship between diffusion and lagged scalability is robust to this alternative measure.
Overall, we find a positive relation between scalability and diffusion implying that shocks in-
creasing the diffusion of knowledge within the firm also increase the diffusion of knowledge outside

the firm to the entire industry.

6 Conclusion

The paper develops and validates a rich model of firm size, based on the idea of firms as composite
of multiple ‘units’. Central to the forces at work is the concept of scalability of the firm’s expertise.
The analysis delivers a simple, yet empirically relevant, insight: the effects of changes in the external
environment can depend on a firm’s scope and unit-level fundamentals.

There are many promising directions for future research. Our theoretical framework was kept
intentionally simple and abstracts from many realistic elements (e.g. within-firm heterogeneity). We
also abstracted from dynamics and stochastic fundamentals, both of which are no doubt essential to
paint a complete picture of firm heterogeneity. Incorporating these elements and undertaking a full-
fledged quantitative analysis is a natural, if ambitious, next step. Finally, exploring the aggregate
implications of the link between scalability and diffusion (demonstrated in the previous section) is

another interesting direction.
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A Proofs and derivations

A.1 Derivation of the General Equilibrium Shifter, G,

With wage w, firm ¢’s unit cost of variety u is The firm is infinitesimal relative to the

49
AijZuij

—€ —0
industry, so given demand Q,;; = (P“”> (Pi) ();, the optimal price is % T The price

9
Pi; P; ij uij
index summarizing ¢’s output satisfies

pl-e — Ploeq :/ - du.

Firm ¢’s profit is thus
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A.2 Heterogeneous Products

In this section, we explore a version of the model in which a firm’s productivity varies exogenously
across its products. Firm ¢ in industry j chooses a set U;; of products, and its productivity in

producing product u € U;; is By;jZyi;. Its profit is

w
mij = Puij = ) Quigdu — F; (U3
! /ueU--( ! Buiquij) ! ! !

)

1

where the demand curve is Qy;; < QijPfj_eP&; and the price index is P;; = < I, evs; Pulifdu> o

[ w [% w

The optimal price for product u is Py;; = 377 55, so the price index satisfies P;; = 575 —.
wij “uij T
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Profit is therefore
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We make two assumptions. First, expertise is the same across products, so that Z,;; = Z;;. Second,

we assume that the distribution of productivities follows a power law. In particular, ¢ can produce
with productivity higher than B is A7;B~". Then the cutoff associated with choosing N products
is AijN_l/T. Profit is

my = G207 </ Bf;ijldU> — F; (Nij)
uelU;;

o0 e—1
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A.3 Returns to Scale

€

.o ezl —
In our multi-product setting, output refers to the composite good @Q); = ( fONl Qs du> " Noting

the symmetry across products, the cost of producing Y; is the solution to

©i,Yi,Niy Li,Qiu
subject to the capacity constraint x; + N;y; < 1, technology A;Z(x;,y;)L > @y, and within firm
aggregation Q; > N, ' Q;,. Substituting for L and Y,, yields

W N;Q;
ci(Qi) = min e “
x3,Yi,Ni ]\fié_1 AzZ<xmyl)

+ F'N; subject to x; + N;y; < 1

Finally, eliminating y, gives

W N,;Q;
Cz(Qz = in}\lfl e Q(k) FN;.
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= % Marginal returns to

Using the envelope theorem and ¢ = 2, marginal cost is ¢;(Q;) N
PN,

scale can be found by differentiating once more:

N;z(k;)

Qi) (Q;)  dInF=5

MRTS; = —%i%\%i) _ 77 "N,
RTS; c(Qy) dInY;

_8lnIZiN din N, 0l i=CD g,
OlnN; dln@Q; Olnk; dlnQ;
=S, =0

The envelope theorem implies that changes in k; do not directly affect the marginal cost — we only
need to consider changes in N;. As before, let K(XV;) denote the relationship between scalability
ratio and scope from (7). The optimality condition (8) yields the optimal scope as a function of

desired output (); and scalability ratio, denoted Ni(Qi, k;). Differentiating gives

dinN; 9N, 9N, NK'(N;) dIn N

= (30)
din@Q; 0ln@Q; OJlnk; K(N;) dln@;
nQ H/Q ns (Vi) dln@
=1/2 :1—2i =0
1
e 1

Together, these imply that the elasticity of marginal cost with respect to the firm’s output is

Qic} (Qi) _ S
Q) 2-(-5)0 (32)

MRTS; = —

A.4 Power Law Example

1 (k) 2 (k)2
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Proof 1 As an intermediate step, we first show that limk_m% exrists and has a finite,
ak\k %

strictly positive magnitude. To do this, note first that the homogeneity of Z implies that limy_,, 2’ (k) =

limy oo Zx(k, 1) = limy oo Z, (1, %) = Z,(1,0). Second, 2" = —ZI(Z];:Z/)%. With these we can derive
expressions for the numerator and denominator
P 2/2
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Together, these imply that
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Proposition 11 Let the support of A is distributed according to the distribution function H(A)

with support (A, A). Suppose further that limy »z % =k IfA=A"= #(10), then the

distribution of revenue follows a power law:

. logPr (Revenue > R)
lim
R—00 log R

=—k(ad—1)

where & = limy_ o0 0(k). If A < A*, then the distribution of revenue is bounded. If A > A*, then

there is a strictly positive fraction of firms that can earn infinite profit.

Proof 2 Consider the problem

max GAN 2(k)

— FN
kN k+ N

The first order conditions imply that scalability solves

GAkZ (k)?
Foz2(k)

and revenue 18

Revenue = GA (2(k) — kz'(k))

The optimal choice of scalability defines a strictly increasing function A(k) and its inverse, k(A)

A ’ k(A2 (k 2 7
that satisfy G‘;(S) kzz ((:))2 =1 and %% = 1 respectively. Using k, we can express revenue



as a function of A:
Revenue = E(A) = GA <z (l%(A)> — /%(A)Z/ <k<A))>

If A < A*, then scalability for the largest firm will satisfy % = %' Since % 18

% = 1, the optimal choice of scalability, l%(/_l), will be finite.
Thus the largest firm’s revenue would be finite, and the distribution of revenue would be bounded.
If A > A*, revenue for all firms with A € (A*, A) can attain infinite profit and infinite revenue by
setting y = 0 and letting N — oo.

We now turn to the case of A = A* = #(1,0)' We are interested in how the right tail of the

decreasing in k and limg_,

distribution of revenue varies. This is:

. logPr (Revenue > R) . logPr(E(A) > R) . logPr(A > E~YR))
lim = lim = lim
R—oo log R R—00 log R R—o0 IOg R

We assumed a condition on distribution of productivity as it approaches the upper bound A, and we

can use that to get

im log Pr (Revenue > R) lim logPr(A > E7Y(R)) lim log (1 — E7Y(R)/A*)
R—o0 log R R log (1 — E-1(R)/A*) Roo log R
. —1 *
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Since B (A(S)) approaches infinity as scalability k approaches infinity, we can express this as
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Using A* = #(10) and rearranging gives
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We can rearrange the limit into four terms. as follows
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Lemma 1 shows that By = lim,_, o (=) = 1. Since limy_,o 2’ (k) = Z,(1,0) € (0, 00),
(0] E_Z
lo Z?(l,O)
B = limkﬁm% = 0. Finally, noting that L’Hopital’s rule and the definition of o give
lo z(k)7kz/(k)
limy oo gb% = limy_,oo o (k) = G, the limits of By and By are, respectively,
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Together, these imply that
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A.5 Intermediate Model

In this section we study an intermediate version of the model. We later will show that more general
model in the next section can be mapped exactly into this intermediate model.

Consider the problem of a firm with a fixed capacity of attention

™ = max GN;z> (AiZ (x, yi))‘b — FN? subject to x; + Nyy; < 1
Ty Yi Vg

As in the simple model, we can express the firm’s problem in terms of scalability and scope. Let

_ oz _ _ 2Z(z—k2

ki =5t and z(k) = Z(k,1). Let o(k) = —= 7

and local knowledge, and let S; = — fNy be the share of knowledge devoted to scalable expertise.
The firm’s problem can be expressed as

) be the elasticity of substitution between scalable

1
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Substituting in the constraint by eliminating y; gives

P
wo [ Z(Ki) _ w
= max GAYN; (—k?z TN, FN; (33)

Abusing notation, we can express the firm’s profit as
T = mj\efxxw(N; GAY)

where

¥
W(Mﬂ_mwQﬁN%?&%)—FNﬂ

Given N, this is a strictly concave problem with an interior solution, so the first order condition

z/((:)) = H;N is necessary and sufficient to characterize the choice of k. This first order condition

defines a function K(N). Note that Y& (J)V) = o (K(N)).?® We can thus express the firm’s decision

as

()
_ AV — oo [ AEA) N e
m; = max T(N;GA]) max GA/N <K(N) TN FN

This is a unidimensional problem and we are interested in finding conditions under which there is

a unique solution that is interior. To do this, we examine the first order condition

1 ? v 1 z(K(N)) v w—l
GGATN? QMN>+N) “¢Kmo+A#”ﬁN¢QmN)+N> B

Define the function

GAY z(K(N)) \Y N
H(N) = /L No—w | 22V —
() Fuw (K@O+N) <¢ me0+N)
The first results about the existence and uniqueness of a solution concern finding conditions under
which limy_,o H(N) > 1, limy_o H(N) < 1, and such that H(N) is strictly decreasing for any N*
such that H(N*) = 1.

To find how a change in demand affects firm choices, we can differentiate the first order condition

H(N) = 1 with respect to G. This gives the following claim

Proposition 12 Suppose that there is a unique optimum that is interior. Then

dinN; 1

= 34)
= (
dnG o — ¢+ (1 - 5) + o0y Sill — o)
where S; = %leyl = kz-k%Nl 1s firm i’s scalable share of knowledge and o; is the local elasticity of
30Differentiating Z((k) = v gives jf;f]’f, {kj,” — ’“72'} = — iy ik — Ay Using 2y = Z(l(j), this can be
rearranged as jllr‘:}f, = [ } =k’



substitution.

Proof 3 Let N <GA?’, k;) be the optimal choice of scope given productivity, demand, and the choice

of scalability, which satisfies the first order condition

(]

N (GA?’ k> — WFN (GA;*, k)”

]
¢ — wk T (GA% k) GAYN (GA;Z’, k:>

z(k)
k+ N (GA;?, k)

The optimal choice of N satisfies the fized point problem of
N, =N (GA;", K(NZ-)>

How does the choice of scope change with demand? Taking logs, differentiating, and rearranging
gives (and using the notation Ng and Ny to denote partial derivatives with respect to the first and

second arguments, respectively):

dnG ~ N N  K({N,) dnG

GNg

N

K(V;)Ng
N

1—0'2'

These derivatives are:

N
Y (GN N GN GN N GN GN
wk+l§ G G Y146 G_l/} ¢ _ te
o UN  k+N N N k+N N N
Vg (FNe kN kN oM (kS kN RN kN
o—v s \N  k+N k+N N N z(k) k+N k+NN / 7N

Solving for % and %, evaluating at the optimal N and k, and using S = HLN gives

GNg 1
N w—¢+¢(1—s)+¢f$(f?g)5
$(1-5)
kNp -5
N w—o+9(1-9)+ 724525



Plugging these in and rearranging gives

1

dInN  w-o+v(1-9+ ;%7285
dnG AU s
w—ptp(1-9)+ 525720 S
1

T w— gt 8)+ I 51— o)

The responses of other outcomes to a shift in demand can also summarized in terms of scalability.

For other outcomes:

dlnk  dlnz/y  dlnN

dnG  dinG  ‘dnG (35)
din S5 din 585 amk k2" k2 —2"k\ dlnN (p_ 1y (36)

= — o = (g —
dinG dlnk dlnG 2! z— k2 dinG din G

P

dmp  AnGAYN® (Z5) e gy MmN -
dinG dlnG - dlnG
din R dln N

=1+[p—1-9v(1-29) (38)

dlnG dlnG

A.5.1 Intermediate Model, Case 1: 0 < 1

Assumption 4 The parameters of the intermediate model satisfy
(i) o <1
(1) w = ¢

(iii) If w = ¢ then A; > A, where A satisfies % =1.

Proposition 13 Suppose that Assumption 4 holds. Then there exists a unique solution, and it is

intertor.
Proof 4 First, o < 1 implies that ( ) s strictly decreasing in N. To see this, note that W =
o (K(N))—1<0. As a result ¢ — wm is strictly decreasing in N whenever it is positive. Sec-

ond, % is strictly decreasing in N: since K(N) mazimizes Kgﬂfv()]iw the envelope theorem gives

diN <£E§(ﬁ)},> d”]lv maxy (,ﬁ—%) = —% < 0. Finally N®=“ is weakly decreasing in N. H(N)

18 thus continuous and strictly decreasing whenever it is positive:

GAY z (K(N)) N
H(N) = —~ N [~
N =7, &= \(K(NHN ?TVRW )+ N/
weakly strictly Egcreasmg strictly Egcreasing

decreasing



In other words, if ¢ > ), then H(N) is strictly decreasing for all N. If ¢ < 1, letting N denote
the unique positive solution to ¢ = wﬁ H(N) is strictly decreasing on [O,N}, H (N) =0,

+N7
H(N) < 0 for N > N.

We next show that limy_,oH(N) > 1. o < 1 implies limy_,o w = 00 and lim,_,o Z, (z,y) <
o0, or equivalently hmk_m z(k) = 7Z,(0,1) < oo. The former implies limN_,ow = 0, and
together, they imply limy_o KE () D — = limy_, K(A(Z—N limy_y % =1 x limg_, # = Z,(0,1).

Together, these imply that

lim H(N) = GA} (lim N*=) <hm —]12 (K(N) ) lim (¢_ w_(NN )

N—0 Fw \N->o

If w > ¢, then limy_,o N*°% = oo and hence limy_,oH(N) = co. If ¢ = w then N*™“ =1 and
limy_o FI(N) = SAL 7,(0,1)% ¢ = GALZOD" -

If ¥ > ¢, then we are done: H(N) is continuous and strictly decreasing on N € [O,N} with
H(0) > 1, H(N) = 0, and H(N) < 0 for N > N. Thus there is a unique N* that satisfies
H(N*) =1, and N* € (0, N).

We complete the proof by showing that, in the case of ¢ > 1, lim, IHI(N) =0. 0 <1 implies
€ (0,1). Together,

lim, 00 Zz(x,y) = 0, or equivalently limy_, ' (k) = 0. Since K'(N) >0

) K’(N)+1
these Zmply lirnN—>oo Hzgi()ji)]zf - th—mo % S limN_m Z (K(N)) = hmk_mo z (k)) =0. In
addition, limy_,s m =1 We thus have
i BOV) = S i v g (ZEODN g (o N ) g
Nboo T Fu Nl N \K(N)+ N ) N K(N)+N)
<1 =0 e

Proposition 14 Suppose Assumption 4 holds. Then a firm responds to higher demand by in-

creasing size, scope, and scalability, but decreasing the scalable share of expertise: flll%g > 0,

dink _ dlnz/y dln 755 dln R - ~

e = ame 0, wma <0, 9g > 0. Ifw > 1, then the firm responds to an increase in
- dinR

demand by raising size per unit, G175 > 0.

Proof 5 We begin with the response of scope. With o < 1 and w > ¢, all terms in the denominator
of (34) are weakly positive, as ¢ > (1 —S) at any interior solution. Further, if S € (0,1) then the
dlnN
> 0.
dink — d;rllnxéy > 0, d;—lgs < 0 and 428 > 0 follow directly from (35), (36), and (37) using
€1[0,1) and ¢ > (1 —95).

denominator must be strictly positive. Therefore

10



For size per unit, (38) and (34) give

dnR | [¢0—1—v(1-5)]
dnG w—¢+Y(1-25)+ ¢w1(/,1(1529)8(1_0)
w—l—djwi(pllsé S(1l—0)—1

w—¢+p(1—9) + 7555 (1 o)
which is positive for S € (0,1) if w > 1.

Proposition 15 Suppose Assumption 4 holds. Suppose further that, if ¢ > 1, that w > 1— 0. For

firms with higher scalable share of knowledge, size is more sensitive to a change in demand, 1i.e.,

d dinR
dSdinG > 0.

Proof 6 The response of size to demand is

dink [0 —¢(1 = 5)]
dinG w—¢+p(1—9)+ 4551 - 0)
14 [0 —¢(1=9)]

w= (6= 01 -9+ (556 —1) S~ 0)
Differentiating and letting Denom = w — (¢ — (1 — S)) + <m — 1> S(1— o) gives

d dnR Y ¢ — (1l —
dSdinG Denom

Do {w T wﬁ et (m - 1) [(1 ~9)- S%

mS(l—a)—(l—S) {(1—0)—53—2]}

n
{
Denom?? (¢ wl_ )—1)5(1—0)—(1—5)[(1—0)—53—;”

Denom2 Denom + [¢ — (1 — 5)] +

w+(¢ 01=9) 1)(1—0)+( S)S;l—g}

Denom?

Since S is inversely related to scalability, fl—g is weakly positive as long as o is non-increasing in
scalability. Consider first ¢ < 1. Then m

Consider next ¢ > . Then m € [0,1] and the term in brackets is positive as long as

> 1, so that the term in brackets is positive.

w>1-—o0.

Proposition 16 Suppose Assumption 4 holds. Suppose also that ¢ < 1 and that o is non-

increasing in scalability. Then, in response to the same increase in demand, firms with higher

11



scalable share of expertise raise scope and scalability by more, i.e.,

d (dlnN d (dlnz/y
ﬁ(dlnG) >O’ﬁ( dInG ) =0

Proof 7 The expression for the scope elasticity from Proposition 12 can be rearranged as

dinG — w— ¢+ (1= 5) + (1 = ) gy (1 — o0)

(39)

Note that v > ¢ implies that m is weakly decreasing in S;. Further, if o is non-increasing in

scalability, then (1 — o) is non-increasing in the scalable share of expertise (because S is decreasing
in x/y). Together, these imply that the denominator of 39 is strictly decreasing in S, and hence

dinN; ~ - o
oo s strictly increasing in S.

dinz/y o dn N
> dinG ~ YdhnG

Since o is weakly increasing in S and o € [0,1) 18 increasing in S.

A.5.2 Intermediate Model, Case 2: 0 > 1

Proposition 17 Ifo € (1,1 +w), w > ¢ > 9, and, if w =

there exists a unique solution, and it is interior.

+(1,0)Y < 1. Then

Proof 8 Consider first N — 0. Since limNﬁom = 1. Suppose first that ¢ > 1. Then

limpy_so (gzﬁ — ¢W> = ¢ — . Also, since Z(0,1) > 0, limy_,g égﬂﬁ(ﬁ% = lim,,_,o K(Z]E,O)’BN = 0.
We thus have

lim H(N) = Ay lim N lim (MYM (qs 1/;#) = 00

N=0 Fw N0 N-0 K(g) + N N)+N )
=1 =00 ——>0
Next suppose ¢ = 1. Since o < 1+ w implies that limNHO% = 00. To see this, note that

since 0 (0) < 1+ w, and o is continuous, so that there is a k and a & € (¢(0),1+w) such
that o (k) < & for all k € [0,k]. Since NEWN) — 5 (K(N)) < &, which implies that for k < k,

K(N)
K(N) > kK1 (k) N", so limy_,q N(1+w > limy W = 00. Using this, we have
GAY 1 * K(N)
lim H(N) = —%¢7(0,1)” lim N~
Jim, H(N) oy 92 (0, 1)7 lim, (K(N)+N) K(N) + N
GAY v . K(N)
= T 0200 i S
= o
Consider next N — o0o. Since limpy_o0 K(N]\)[JFN 0, imy_oo ® — 1/1K(N)+N = ¢. In addi-
tion, limy o0 2" (K(V)) = limgeo 2/(k) = Z,(1,0) > We also have th_mo% =1+

12



N

limpy oo W = 1+limpy_ oo Ng,g]jv) = 1. Together, these imply limy_,o Hzgélff()ﬁzf = limy_ o % =
Z.(1,0).

lim H(V) = GAY [ e ) 2 (K(N)) ¢1 . N

im im im [ ———— im —_—

N—00 Fw N—oco N—00 K(N)—{—N ( )+N

7Z:c\(rao)w :;
Aw
i LpZ,(1,0)% lim No—

If ¢ < w, then limy o HI(N) = 0. If ¢ = w, limy_,o FI(N) < 1 only if SALZ,(1,0)* < 1.

Finally, we find conditions under which H(N) is decreasing

H(N) = %WW (%)w <¢ B %{(N)%)

Consider any N such that S € (0,1). Taking logs and differentiating gives

dlnH(N):¢_w+¢dl <%) @DK(NA):LN dIn & +N
din N dln N 6 — ey dlnN
g | EON) NE(N)  KMWSER + N Ve (KOS
Z(K(N)  K(N) K(N) + N - K(N) + N
b > (So+ (1 — YA -5) o,
= ¢~ [So— (So+ (1= )]+ 5= g S~ o)
(1) - YA =5)
- {5 a9 p-va-si-a-ssa-o)

Using ¢ > ¢ and ¢ —w < 0, we can derive an upper bound by substituting ¢ for i inside the

curly brackets:

R e

—_

*L —w— (1 — (L= -0
=ssa—g° (1—S)¢] = (1= 9)(1—0)}
S VS — (et (1— o)) (1 —
=g (@ WS- (Wt 1-0)(1-5)

<0

13



Thus for any N such that S € (0,1) (i.e., and N € (0,00)) dlcllllﬂjg\]fv) < 0. This means that there is

a unique N* such that H (N*) = 1, and it is interior and the global optimum.

Assumption 5 Assume o € (1,14 w) andw > ¢ > .

Proposition 18 Suppose that Assumption 5 holds. Firms respond to increase in demand by in-

creasing size, scope, scalability, and the scalable share of knowledge: Zﬁﬁg > 0, fllfr‘lg > 0, d;rfnxéy >

dln 2.
0, - > 0. If w is sufficiently large (w > o), then firms respond to an increase in demand by
dlnR

raising size per unit, i.e., 1= > 0.

Proof 9 We first show that scope increases with demand. To do this, we rearrange (34) as

dlnN: 1
G e ey (1= 9)] [0 v - 5)]+ (1- 9501 —0))

¢—(1-5)
To show that the term in the curly brackets is positive for S € (0,1), we can use ¢ > 1 to get

28| p-va-s)z 22 a-9)b-sa-9)
-1
= (w—¢)S*+ (1 - 5)Sw

> (1—8)8(o — 1)

+w1—sﬂ¢s

where the last line uses w > ¢ and w > o.

. o - din N
The positive responses of revenue, scalability, and scalable share directly from S3% > 0 and

(37), (35), (36).
For size per unit, (38) and (34) give

din R [ —1—1(1—29)]
dmG LT ¥(1=5)
n w—gb+¢(1—3)+¢_w(1_S)S(1—U)
Y(1-5)
_ w+ g o(l—o)—1
w=¢+p(1—9) + 755 (1 - o)
W(1—S) dln N
- 2 S5(1-0) -1
sl LS beyeve
The term in brackets is positive because ¢7’_Z’$(IE)S)S < (ﬁg&f)s)s =1-5<1, so that ¢7’_Z’S(If29)5’ (1—
o) > (1—0). Thus if w > o, then the term in brackets is strictly positive. This along with 2% > 0

implies that g%ﬁg > 0.

14



Proposition 19 Suppose that assumption 5 holds and that o is non-decreasing in scalability. Then

firms with higher scalability have a higher sensitivity of size to demand, i.e., % (iﬁﬁg) > 0.

Proof 10 The response of size to demand is

dink [0 — (1 = 5)]
dinG w—¢+p(1—9)+ 4551 - 0)
14 [0 —¢(1=9)]

w= (6= b1 -9+ (556 —1) S0~ 0)
Differentiating and letting Denom = w — (¢ — (1 — S)) + <m — 1> S(1 — o) gives

d dnR Y ¢ — (1l —
dSdinG Denom

Do {w T wg Tt (m - 1) [(1 ~9)- S%

mS(l—a)—(l—S) {(1—0)—5%“

n
{

Denom?? (¢ wl_) 1)5(1—0)—(1—3)[(1—0)—53—2}}
{

Denom2 Denom + [¢ — (1 — 5)] +

( 1 S)—l)(1—0)+( S)S;l—g}

Denom? W
»S do
1— 2(1— ——F—— -1 1-8)S—
Denom2 v 7 ( o»—Y(1—=29) (0 =1 +( ) ds
The term in brackets is positive because w+ 1 — o >0 and ¢ > 1 which implies % € [0,1].

Proposition 20 Suppose that Assumption 5 holds. Suppose also that o < 1+ ¢ and that o is
non-decreasing in k. Then firms with higher scalability respond to an increase in demand by raising

scope, scalability, and the scalable share of expertise. i.e.,
d (dlnN d (dnk d [dn2;
— 0, — 0, — — 0.
ds (dlnG) ~ Vs (dlnG) ~ 0 s ( dnG |~

Proof 11 We first show that if 0 < 1+ ¢ then leng is increasing in S. Recall from (34) as that

we can express the response to scope as

dinN 1
Gy g1 -8) f1- g ot

Note that m € [0,1] and is increasing in S. Since (1—S) is decreasing in S and 1—%%
is decreasing in S (because 0771 < 1 and o is weakly increasing in S), so that the denominator is
decreasing in S. As a result, flll“g 1S increasing in S.

15



S
dink _ sdlnN o095 (0 — 1)dN

Since o is weakly increasing in S and o0 > 1, 5 = 055 rIYe Y

increasing in S.

A.6 General Model

The firm’s profit is

T N GN?[AZ (x,y)]” — FN® — HE” subject to 2" + Ny* < E
7x7y7

Let z (k) = Z (k'/», 1)“, where k = (%)M This can be expressed as

7 = max GN?AYz(k)"/*y¥ — FN® — HE? subject to (k+ N)y* < E

N.ky,E

Eliminating y gives

¥/
b AY b H_ w _ Y
GN?A] z(k)k N FN HE

Uy

Il
=
by 4

a
ik,

=

I
=

Z(/f) m
ax GAY N¢ EV/r _ FNY -~ HEY
kE ¢ k+ N

=

The optimal choice of E satisfies

Y/
GATN® (ki—k])v> gt g
1

Tﬁ/#il

1
T=/n
o ﬁ} . Plugging this into the expression for profit yields

_ ” 2(k
or /' = [GAZ- N (A—K,)

6 = o
o0

R ¥

_ 1

]
T

- Af

A = Hl/~

o pgfgf'e”
TR YR

are both



Substituting these into the expression for firm ¢’s profit gives

b
— max GATNG [ ZEL) T e
u I?V?;CXGAZN (k‘+N FN
Note that the maximization problem is the same as (33) of the intermediate model, so the same
analysis applies. Further, as in the medium version of the problem, the scalable share of knowledge

is
zt k

ah + Nyt k+ N

S

2 [

. . = .
Finally, G = {1 — %} [j’—ﬂ] G'7 7 and x/y = kY/* imply

e (1755 T (0
flllig - (1 - %) lezg >0 (41)
=) e (@
5112?; - (1 - %) 51122 >0 (43)
Zﬁgz (1-%) jig>o (44)

Lemma 2 Let o (x/y) be the elasticity of substitution of Z (x,y) and let 6 (Z/y) be the elasticity

of substitution of the production function Z (z,9) = Z (921/“, ~1/“)“. Then o and & are related by
s(k)—1 _ 1o(k/")-1
ak) om oo(kVe)

Proof 12 Note that 0 = ?ZZZ, and o = ZiZ L. Since both Z and Z exhibit constant returns to scale,

their derivatives are linked by

Z (k,1) = Z (k** 1)"
The first derivatives are linked by
Zy = 2" Z k!

kZz(k,1)
Z(k,1) ’

or, letting a =

_kZy  k(Zr'Z kM) keg,
=7 Zn T Z

Constant returns to scale implies

Zy (k1) =Z —kZy, = 2" — Z" 1 Z, kM*

17



Differentiating once more with respect to k gives an expression for the cross-derivative:

ng (k,1) = Zu—lz$kl/#—1 _ <1 _ l) Z“_QZik;l/“kl/“_l _ lZ“_lZwkl/“kl/“_l _ lzu—lzwkl/#—l
2 M 12

Using o = kl/% = 1—%, the fact that constant returns to scale of Z implies that k" Z,, (k‘l/“, 1) =
—Zay (k;l/“, 1), and o = ?ZiZ’ we can rearrange this as

kZsg (k1) Zk'r <1 1) (Z;,;k:l/#)2 O LEVREVRZ e 1 ZENE

Z (k,1) A 1 A I A [T
1 1 47 1
= a—[(1-=)a*+~a(l—- - _ -
( u) 1% )Zny
1 11
N
n)  po
Finally, the ¢ can be expressed as
1 77w 1 1 kZy 1 1 11
=~ = = = = Oz(l—a){(l——)—i———}
g Zng k?i“_j? A 04(1—04) M no
VAR

( 1) 11
= (1—-2)+==
H no
Note that this can be rearranged as
o—1 lo-—1

AT

Note that ¢ is between 1 and o, and approaches 1 as p grows large.

A.6.1 General Model, Substitutes: o > 1

Let ¢ satisfy "7’1 = 12=1 Note that &
nw o
Assumption 6 The parameters satisfy

o Il <o <w

« 0>

S

- - )
e If1-2—L=0andgp="2, then<1—i> iz [i}wGAizxu,(Kd

v
o o e

Proposition 21 Under Assumption 6, there is a unique solution, and it is interior.
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Proof 13 From Proposition 17, there is a unique solution that is interior if if 1 < ¢ < w and

~ ~ ~ ~ ~q) ~
w>¢ >, and, ifw = ¢ = ¥, that Lo Z.(1,0)¥ < 1. These conditions are equivalent to
Assumption 5.

F

Proposition 22 Suppose that Assumption 6 holds. Firms respond to an increase in demand by

dinR din N dlnz/y

dlnG 7 dlnG > 0’ dinG

>0

increasing size, scope, scalability, and the scalable share of knowledge: >

din 55 ‘ . - . .
0, and C;Tlas > 0. Ifw is sufficiently large, then w > &, then firms respond to an increase in demand

by increasing size per unit, i}ﬁg > 0.

Proof 14 This follows from Proposition 18 and (40), (41), (42), (43), and (44).

Proposition 23 Suppose that Assumption 6 holds and that o is non-decreasing in scalability. Then

firms with higher scalability have a higher sensitivity of size to demand, i.e., % (iﬁﬁg) > 0.

Proof 15 This follows from Proposition 19 and (40).

Proposition 24 Suppose that Assumption 6 holds. Suppose further that ¢ <1+ : d)w and that o

s non-decreasing in scalability. Then firms with higher scalability respond to an increase in demand

by raising scope, scalability, and the scalable share of knowledge by more, i.e.,

d (dlnN >Oi dlnz/y >Oi dIn S -0
dS \dInG "dS \ dinG "dS \dInG

Proof 16 This follows from Proposition 20 and (41), (42), and (43).

A.6.2 General Model, Complements: o < 1.

Again, let ¢ satisfy % = I%UT_l Note that 6 € (0,1), with &(c, 1) approaching 1 as p grows large.

Assumption 7 The parameters satisfy

e o<1

_% v
o If1—2— L =0 then {1 - i}l G [i} WA zonE
YoM ’ ks T A AR

Proposition 25 Under Assumption 7, there is a unique solution, and it is interior.

Proof 17 From proposition 13, there is a unique solution that is interior if if ¢ < 1 and w > QB,

: b GAY
and, if w = ¢, that o

Z (1, 0)1; > 1. These conditions are equivalent to Assumption 4.
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Proposition 26 Suppose that Assumption 7 holds. Firms respond to an increase in demand by

: . - 7 : . dinR
increasing size, scope, and scalability, and decreasing the scalable share of knowledge: G5 > 0,

S
dln N dlnz/y g : :
g >0, =5 >0, and ahG 0. If w > 1 then firms respond to an increase in demand by
mcereasing size per unit, Ziﬁ g > 0.

Proof 18 This follows from proposition 18 and (40), (41), (42), (43), and (44).

Proposition 27 Suppose that Assumption 7 holds and that o is non-increasing in scalability. Sup-
pose further that, if ¢ > %, that w > 1 — ¢. Then firms with higher scalability have a higher

sensitivity of size to demand, i.e., % (Z}Eg) > 0.

Proof 19 This follows from Proposition 15 and (40).

Proposition 28 Suppose that Assumption 7 holds. Suppose further that ¢ < % and that o is non-
increasing in scalability. Then firms with higher scalability respond to an increase in demand by

raising scope and scalability by more, i.e.,

d (dln N d (dnzx/y
ds (dlnG) >0, %( dln G ) >0

Proof 20 This follows from Proposition 20 and (}1) and (42).

A.7 Richer Heterogeneity

The firm’s profit is

2\ H v \"1”
7 = max GN? [A; Z(z,y)]Y — F;N* — H; [(7) +N (—y> ]
Ny a; a;

k= (x/;)“
2(k) = Z(EY*, 1)H

We make the substitutions

Y\ B TR H N
7 = max GAY (a—;) Nz (k)Y/hy¥ — F, (a—l) N¥ — - [k + Nry’w

N,ky i
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pw
Solving for y, factoring out F; <Z—z) , and making the substitutions

~ o
b=—7

Y
- Y/p
¢ - 1_ Ea

wy
o- (-2

i) Lym
_ o H

@@l
Ai = Fl/ﬁzHl/V

yields

a; Nk

a\ " D VR
m = F (—’) {maX GAYN® (k)Y — N“’}
~ Y\ HW
Let R;, N;, z;/y;, and S; be firm i’s size, scope, scalability, and scalable share. Let R; = F; (Z—z> R;
ans S; = kiN Since the problem inside the brackets is identical A.6, we can follow the exact
derivations in Appendix A.6 to get that

dlnN; 1
dnG W _dad(l—G) 4 2U=8) & &
n w—o¢+Y(1—2S5;)+ ¢—w(1—Sz)SZ(1 i)
dlnz/y _dInN
= = 0 =
dlnG dInG
dn 2 dln N
— =(c-1)
dlnG dInG )
dln R -~ - =] dIn N
— =1 — (1 =5 =
dIn G [¢ i ) dinG
o — —*_ — G, and that N; and R; are proportional to N; and

Finally, note that S; = (#)MJFN a%)u P

R; with constants of proportionalii:y that do not change with demand. As a result, the elasticities

of size, scope, size per unit, scalability and scalable share with respect to demand are the same as

in section A.6, and can be expressed in terms of only the scalable share S and parameters that are

common across firms. Y
Since S; = S; = kz:(/k(l’f)z) _ <%Z)<<Z“E§‘y‘z)) )

, these elasticities can be expressed in terms of scalability

Yi
and parameters that are common across firms.
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Lastly, under Assumptions 2 and 3, the elasticities of size, scope, scalability, and scalable share

are increasing in the scalable share, or equivalently, increasing in scope.
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B Data Appendix

B.1 Datasets
B.1.1 Nielsen Data

The product data comes from the Nielsen Retail Measurement Services (RMS), generated by point-
of-sale systems in retail stores, covering the period 2006-2015. Each individual store reports weekly
sales volume and quantities sold of every barcode that had any sales volume during that week.
A barcode is a 12-digit Universal Product Code (UPC) consisting of 12 numerical digits that is
uniquely assigned to each specific good available in stores. UPCs were created to allow retail
outlets to determine prices and inventory accurately and improve transactions along the supply
chain distribution (Basker and Simcoe, 2017).

The main advantage of the RMS data set is its size and coverage. Overall, the RMS data consists
of sales across retail establishments worth approximately $2 trillion, representing 53% of all sales in
grocery stores, 55% in drug stores, 32% in mass merchandisers, 2% in convenience stores, and 1% in
liquor stores. Another key distinctive feature of this database is that the collection points include
more than 40,000 distinct stores from around 90 retail chains, across 371 metropolitan statistical
areas (MSAs) and 2,500 counties. As a result, the data provide good coverage of the universe
of products and firms in the CPG sector. In comparison to other scanner data sets collected at
the store level, Nielsen RMS covers a much wider range of products and stores. In comparison to
scanner data sets collected at the household level, Nielsen RMS also has a wider range of products
because it reflects the universe of all transactions for the categories it covers, as opposed to the
purchases made by a sample of households.

The original data consist of more than one million distinct products identified by barcodes, orga-
nized into a hierarchical structure. Each barcode is classified into one of the 1070 product modules,
that are organized into 104 product groups, that are then grouped into 10 major departments.
The ten major departments are: Health and Beauty Aids, General Merchandise, Dry Grocery (e.g.,
baby food, canned vegetables), Frozen Foods, Dairy, Deli, Packaged Meat, Fresh Produce, Non-
Food Grocery, and Alcohol. For example, a 31-ounce bag of Tide Pods has UPC 037000930389,
is produced by Procter & Gamble, and belongs to the product module ”Detergent-Packaged” in
product group ”Detergent,” which belongs to the ”Non-Food Grocery” department. The product
group " Detergent” includes several product modules, including automatic dishwasher compounds,
detergents heavy duty liquid, detergents light duty, detergents packaged, dishwasher rinsing aids,
and packaged soap.

Nielsen RMS data does not include information on manufacturing firms. However, products can
be linked with firms using information obtained from the GS1 US Data Hub. GS1 is the company
that issues to producers the prefix associates with barcodes. In order to issue a UPC, firms must

first obtain a GS1 company prefix. The prefix is a five- to ten-digit number that identifies firms in
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Table A.I: Summary Statistics of Firms by Censoring

All By Censoring Type
Complete Right Left Right&Left
Total # of firms 22,938 4,425 4,726 6,107 7,680
Duration (quarters)
average 23 11 17 16 40
less than 4 16 35 18 20 0
less than 16 44 81 58 61 0
above 28 43 3.9 18 18 100
Sales (quarterly, $1,000)
mean 1,183 8.4 24 111 3,425
25th percentile .6 .1 1 1.3 8.9
median 6 ) 1.1 6.8 57
75th percentile 52 3.3 7.7 36 366
95th percentile 1,177 32 87 350 7,387
Products (quarterly)
mean 12 2.1 3.2 5.3 27
25th percentile 1 1 1 1.3 2.7
median 2.8 1 1.8 3 6.7
75th percentile 6.6 2.5 3.5 5.5 18
95th percentile 37 5.8 10 16 98
Sectors (quarterly)
mean 1.7 1.1 1.3 1.4 2.4
25th percentile 1 1 1 1 1
median 1 1 1 1 14
75th percentile 1.7 1 1.1 1.5 2.5
95th percentile 4 2 2.3 3 6.6

Notes: The table presents summary statistics of firms included in the baseline pooled sample for the period 2006q1-2015q4.
Firms that are already active in 2006q1 and 2006q2 are left-censored, and firms with sales in 201593 and 2015qg4 are right-
censored. Firms that enter and exit in the period under analysis are classified as “Complete”, firms for which we can determine
entry but not exit are classified as “Right”, firms for which we do not observe entry but we observe exit are classified as “Left”,
and firms for which both entry and exit cannot be determined are both right and left-censored (“Right&Left”). For each of
these categories, we report the total number of observations and statistics on duration, sales, number of firms, and number of
sectors. Under duration, we report the average duration and the share of observations with duration below 4, 16 and above 28
quarters. The duration refers to the number of quarters for which we observe the firms. The statistics for sales are computed
by determining the average quarterly sales (in thousands of dollars), deflated by the Consumer Price Index for All Urban
Consumers. The table presents the average and distribution statistics of the variables total sales, number of products and
number of sectors. Sectors refers to the number of different product groups as classified by Nielsen.

their products’ UPCs. The GS1 data include the name and address of the firm associated with each
prefix, which allows us to append a firm name to the UPCs included in the Nielsen-RMS data. A
“firm” in the database is defined based on the entity that purchased the barcodes from GS1, which
is typically the manufacturer, such as Procter & Gamble. Table A.I presents the characteristics of
firms by type of censoring. Among the approximately 23,000 firms covered in the sample, we can

measure the age of about 9,000, and the remaining 14,000 are firms that were born before 2006.
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B.1.2 NETS Data

The National Establishment Time-Series (NETS) Database is produced by Walls & Associates
teamed up with Dun and Bradstreet to convert their archival establishment data into a time-series
database of establishment information. We use the dataset that comprises annual observations on
specific lines of business at unique locations over the period 1990-2017 operating in the U.S.

The NETS data allow us to observe sales and employment of each line of business identifier.
For each identifier, we can track its sales and employment over time at the 8-digit level of Standard
Industrial Classification (SIC) and at specific latitudes and longitudes. In addition, we can assign
each line of business to a headquarters using firm identifiers. The NETS firm concept is based on
a common headquarters establishment.

Crane and Decker (2019) explores the representativeness of NETS in the cross section, comparing
the data to the U.S. Census Bureau’s datasets, reporting that the static distributions of NETS data
can be made reasonably comparable to official sources, on average, in terms of establishment size,
industry, and geography cells, with some limitations when only covering small firms. The main
limitations of the NETS data regards annual establishment growth and firm lifecycle patterns. Our
focus is on cross sectional differences on long-term growth rates, and thus less likely to be strongly

affected by measurement errors.

NETS data preparation — Our analysis uses changes in size and scope in the periods 2001-2006
and 2006-2011 for the housing shock, and 2006-2015 for the China Shock. Our baseline sample,
includes all firm-sector observations for whom we can measure the shocks. We measure at the firm-
sector-year and firm-sector-location-year, the total size (measures as total number of employees or
total sales), and the number of business lines (scope). Sectors are mapped into broader 4-digit SIC
codes, and locations are mapped into MSAs.

We completed several exercises to ensure robustness of the patterns documented in the paper.
Crane and Decker (2019) makes several suggestions on how to use the NETS data in order to
minimize measurement errors. Following their suggestions, we created samples that exclude small
firm-sector observations (less than five employees) and excludes single-establishment firms (only one
location).

We also explored the role of alternative measures of firm definition. Our baseline exercise uses
an iterative procedure to determine the ultimate headquarters. The original data lists for each
business line a direct headquarters, but some headquarters list some other headquarters, creating
indirect headquarters. We link all establishments that are related through headquarters, either
directly or indirectly, under a single firm identifier by “rolling up” firm identifiers, capturing the
ultimate headquarter. For robustness, we use a procedure that further associates business lines to
ensure that we capture mergers and acquisitions (Crane and Decker, 2019).

Table A.I presents the characteristics of firm-sector observations of the baseline and robustness

samples underlying the results provided in the paper.

25



B.2 Sectoral Shocks
B.2.1 China Import Penetration Shock

In this section we describe the data sources used to update the China Shock measure by Autor et
al. (2013). The U.S. value of shipments (Y] o) at the 4-digit 1987 SIC industry level from NBER-
CES.?! We obtain gross output (YO, 06) at the 4-digit ISIC rev.3 industry level for several European
countries from UNIDO. We pick the five largest European economies: Germany, France, UK, Italy
and Spain following Bai and Stumpner (2019). These countries have the largest coverage at the 4-
digit ISIC rev.3 industry level in the UNIDO data set. We use the trade flows (M o6,E},06) for both
U.S. and European countries from UN Comtrade at the HS 6-digit level, obtained from CEPII-BACI
(Gaulier and Zignago (2010)).3? This data set is slightly different from the trade flows data used
in Acemoglu et al. (2016) since their data on trade flows is directly from UN Comtrade. The data
provided by CEPII-BACI is a harmonized version of UN Comtrade that reconciles the declarations
of the exporter and the importer. This harmonization procedure extends considerably the number
of countries (150 countries in CEPII_BACI) for which trade data are available, as compared to the
original data set. Lastly, we use the PCE deflator provided by the BEA-NIPA for the US and the

PCE deflator provided by Eurostat for the five European countries we consider.

Figure A.1: China import penetration 2006-2015 by sector
(a) NETS (b) Nielsen
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Note: The figure shows the average value of the baseline measure of China import penetration 2006-2015 Al le,06715
and the values of a selective group of sectors: the top and bottom 20 sectors.

3http://www.nber.org/nberces
32http:/ /www.cepii.fr/ CEPII/en/bdd_modele/presentation.asp?id=1
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B.2.2 House Price Shock

Table A.Il: Instrumental Variables Regression - First Stage

(1) (2) (3) (4)

Housing Supply Elasticity -6.709***  -5.243%**  7.260***  4.378%***
(0.838)  (0.825)  (0.980)  (0.947)

Observations 228 223 228 224
R-squared 0.221 0.371 0.195 0.418
Controls N Y N Y
Period 2001-2006 2001-2006 2006-2011 2006-2011

Note: Table shows results from the first-stage instrumental variable regression in equation 22. The unit of observation
is an MSA, the dependent variable is house price growth over 2001-2006 in columns 1-2, and house price growth
over 2007-2011 in columns 3-4. For the Saiz Elasticity Measure, higher values signal an MSA with more elastic
housing supply. The control variables include the change in the number of retail establishments, the change in all
establishments, the change in the construction share of employment, the change in the retail share of employment,
and the change in the share of employment in the non-tradable sector.
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C Scalability

C.1 Illustrative Example
Unique

maijt

STmin=1—
et Scope,,,;;; X NumAttributes,,;;

An illustrative example: Firm A has the following set of products

Table C1: Measuring Scalability: An example (Lamps, incandescent)

Firm Product Attribute

Style Use

Clear Nite Fixture
Halogen Appliance
Clear Bath & Vanity
Clear Ceiling Fan
Frost Chandelier

General Electric
General Electric
General Electric
General Electric
General Electric

QU = W N =

e Unique Characteristics: clear, halogen, nite fixture, etc.

e Attributes: style, use, etc.

Uni Characteristi 3
Style: Seweae = 1-— nique Characteristics _ . 3 _
’ Scope 5
Use: Spocn = 1 Unique Characteristics 1 5 _0

’ Scope 5

Unique Characteristics o+ 3

Firm level: S, = 1- =1—-——=0.2
Hmeve GE Scope x Number of Attributes 5+ 5

C.2 Bootstrap

A potential concern is that our scalability index mechanically increases as firms introduce more
products. In order to minimize this concern, we construct an alternative index where we random-
ize products, within a sector, and assign them to firms of different sizes. Then, we compute an
alternative (bootstrapped) scalability index that we use as reference. This index captures all the
mechanical relationship between the scalability index and the total number of products. Thus, our

baseline scalability index is throughout the paper used always relative to this alternative index.
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Figure C1: Scalability - Alternative (Bootstraped) Version
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Note: Panel (a) shows 5 as a function of the total number of products of the firm. The blue dots show the estimates
using the original measure. The purple dots are the estimates of £ when the sample of products is randomized

within modules and across firms. The red dots are the difference between the original measure and the bootstrapped

version. Panel (b) shows the ratio of the original measure of £ and the bootstrapped version. % is computed using

the entire portfolio of product of the firms using data from 20%6 to 2015.

Panel (a) in Figure C1 shows our measure of § for both the original index and the bootstrapped
version. The purple dots show that part of the positive relationship between % and the total number
of products comes from the fact that, as firms grow, they are more likely to have products sharing
common attributes. Nonetheless, our measure captures a size-dependent relationship that goes
beyond that established by chance. The red dots show the difference between the original measure
and the bootstrapped version. As shown in the graph, the difference is also increasing with size.
Panel (b) shows the ratio between the original and the bootstrapped version. It shows that the ratio
increases as firms add products to the portfolio indicating that larger firms replicate characteristics

across their products.
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D Additional Results

D.1 Heterogeneous response to shocks with size and scope measures

using establishment data

D.1.1 China import penetration shock

Table D2: Heterogeneous response with China import penetration shock for contin-
uing firms (log change): using revenue as proxy for size

(1) (2) 3) (4)

VARIABLES
AGjx size;; 0.127%**  (0.022%*

(0.033) (0.011)
AG; % scope;; 0.119%*  0.059***

(0.051)  (0.021)

Observations 321,518 321,518 321,108 321,115
R-squared 0.096 0.019 0.030 0.242
Within R-Squared .082 .015 .016 .239
Dep. Var. A size A scope Asize A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data and size measures based on revenue.
The dependent variable in columns (1) and (3) is the log change in the total size of firm 7 in sector j (revenue) and
in columns (2) and (4) is the log change in the number of establishments of firm ¢ in sector j. All the specifications
include sector effects and robust standard errors.

Table D3: Heterogeneous response with China import penetration shock for contin-
uing and exiting firms (alternative growth rates)

(1) (2) 3) (4)

VARIABLES
AGjx size;; 0.115%**  (.123%**

(0.016) (0.015)
AG;x scope;; 0.051%**  0.046%**

(0.013) (0.011)

Observations 711,264 711,264 710,993 710,993
R-squared 0.035 0.043 0.027 0.031
Within R-Squared .008 .013 0 0
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data. The dependent variable in
columns (1) and (3) is the log change in the total size of firm 4 in sector j and in columns (2) and (4) is the log
change in the number of establishments of firm 4 in sector j. The change in the dependent variables are calculated
as in Davis and Haltiwanger (1992), i.e. 2(y: — yt—1)/(yt + ye—1). All the specifications include sector effects and
robust standard errors.

30



Table D4: Heterogeneous response with China import penetration shock for contin-
uing firms (log change): alternative firm definitions

Employment, firm definition 1

(1) (2) 3) (4)

VARIABLES
AGij X Sizeij 0.065*** 0.015

(0.020) (0.010)
AG;;j %X scope;; 0.091***  0.039**

(0.029) (0.016)

Observations 334,274 334,274 334,044 334,044
R-squared 0.048 0.018 0.028 0.136
Within R-Squared .041 .013 .021 132
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y

Employment, firm definition 2

(1) (2) (3) (4)

VARIABLES
AG;x size;; 0.039* 0.013

(0.023)  (0.011)
AG; x scope;; 0.099***  0.046**

(0.032) (0.018)

Observations 326,049 326,049 325,806 325,806
R-squared 0.045 0.015 0.029 0.134
Within R-Squared .038 .011 .022 131
Dep. Var. A size A scope  Asize A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data. The difference relative to the
baseline results is that we use alternative definitions of firm: (1) uses information on headquarters in 2015, (2) uses
the time-varying definition of headquarters. The dependent variable in columns (1) and (3) is the log change in the
total size of firm ¢ in sector j and in columns (2) and (4) is the log change in the number of establishments of firm ¢
in sector j. All the specifications include sector effects and robust standard errors.
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Table D5: Heterogeneous response with China import penetration shock for contin-
uing firms (log change): excluding micro-firms

Firms with at least 2 plants

(1) (2) 3) (4)

VARIABLES
AGij X Sizeij 0.428* 0.130

(0.221)  (0.110)
AG;;x scope;; 0.244 0.068

(0.258)  (0.132)

Observations 12,564 12,564 12,460 12,460
R-squared 0.085 0.050 0.094 0.142
Within R-Squared .046 .013 .057 11
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data. The dependent variable in
columns (1) and (3) is the log change in the total size of firm 4 in sector j and in columns (2) and (4) is the log

change in the number of establishments of firm 4 in sector j. All the specifications include sector effects and robust
standard errors.
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D.1.2 Housing price 2001-2006 shock

Table D6: Heterogeneous response with housing price 2001-2006 shock for continuing
firms (log change): using revenue as proxy for size

M ) ) @
VARIABLES
AG ;% size;; 0.029%**  0.003***

(0.002) (0.000)
AG ;% scope;; 0.002 0.000

(0.002) (0.002)

Observations 5,931,743 5,931,816 5,931,743 5,933,769
R-squared 0.065 0.005 0.045 0.071
Within R-Squared .021 .004 0 .069
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data and size measures based on revenue.
The dependent variable in columns (1) and (3) is the log change in the total size of firm 7 in sector j (revenue) and
in columns (2) and (4) is the log change in the number of establishments of firm ¢ in sector j. All the specifications
include sector effects and robust standard errors.

Table D7: Heterogeneous response with housing price 2001-2006 shock for continuing
and exiting firms (alternative growth rates)

M ©) ) @
VARIABLES
AG;jx size;; 0.007***  0.003***

(0.001) (0.000)
AGij X SCOpe;; 0.003** -0.003**

(0.001) (0.001)

Observations 4,140,905 4,140,905 4,140,905 4,140,905
R-squared 0.044 0.006 0.008 0.066
Within R-Squared .038 .004 .002 .064
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data. The dependent variable in
columns (1) and (3) is the log change in the total size of firm 4 in sector j and in columns (2) and (4) is the log
change in the number of establishments of firm 4 in sector j. The change in the dependent variables are calculated
as in Davis and Haltiwanger (1992), i.e. 2(y: — y¢—1)/(y: + yt—1). All the specifications include sector effects and
robust standard errors.
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Table D8: Heterogeneous response with housing price 2001-2006 shock for continuing
firms (log change): alternative definitions of firm

Employment, alternative firm definition 1

0 @) ) @
VARIABLES
AGij X Sizeij 0.021*** 0.002%**

(0.002) (0.001)
AG;; % scope;; 0.001 -0.003

(0.003) (0.002)
Observations 5,899,725 5,899,725 5,899,725 5,899,725
R-squared 0.052 0.005 0.010 0.081
Within R-Squared .047 .004 .004 .081
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y
Employment, alternative firm definition 2
0 @) ® @)

VARIABLES
AGij X SiZGij 0.012%** 0.004***

(0.002) (0.001)
AG;;x scope;; 0.003 -0.002

(0.002) (0.002)

Observations 4,140,905 4,140,905 4,140,905 4,140,905
R-squared 0.049 0.005 0.008 0.064
Within R-Squared .044 .004 .002 .063
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data. The difference relative to the
baseline results is that we use alternative definitions of firm: (1) uses Crane and Decker (2019) methodology (2) uses
the time-varying definition of headquarters. The dependent variable in columns (1) and (3) is the log change in the
total size of firm ¢ in sector j and in columns (2) and (4) is the log change in the number of establishments of firm ¢
in sector j. All the specifications include sector effects and robust standard errors.
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Table D9: Heterogeneous response with housing price 2001-2006 shock for continuing
firms (log change): alternative sample of sectors

Employment, All sectors

(1) (2) (3) (4)

VARIABLES

AGi;x size;;  0.019%%%  0.002%%*
(0.002)  (0.000)
AG;;j %X scope;; 0.004* -0.001
(0.002)  (0.001)

Observations 6,430,800 6,430,800 6,430,604 6,430,604

R-squared 0.052 0.006 0.008 0.072
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y
Employment, Non-tradables sectors
1) @) ) @)
VARIABLES
AGij X SiZQZ‘j 0.006** 0.005***
(0.003) (0.001)
AG;; x scope;; 0.009** 0.006**
(0.004) (0.003)
Observations 1,745,126 1,745,126 1,745,126 1,745,126
R-squared 0.044 0.009 0.008 0.082
Within R-Squared .041 .008 .004 .081
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data. Non-tradables are defined as in
Mian and Sufi (2011). The dependent variable in columns (1) and (3) is the log change in the total size of firm 4 in
sector j and in columns (2) and (4) is the log change in the number of establishments of firm ¢ in sector j. All the
specifications include sector effects and robust standard errors.
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Table D10: Heterogeneous response with housing price 2001-2006 shock for continuing

firms (log change): excluding micro-firms

Firms with at least 2 plants

n @  ® @
VARIABLES
AGy;x size;j 0.022**  (0.013**
(0.010)  (0.005)
AG;j%x scope;; 0.005  0.008***
(0.004) (0.003)
Observations 200,924 200,924 200,924 200,924
R-squared 0.030 0.026 0.014 0.026
Within R-Squared .018 .001 .001 .001
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y
Firms with at least 5 employees
M @) ® @)
VARIABLES
AGij X SiZGij 0.031*** 0.006***
(0.005) (0.001)
AG;;x scope;; -0.000 0.001
(0.002) (0.002)
Observations 1,727,617 1,727,617 1,727,617 1,727,617
R-squared 0.041 0.011 0.015 0.074
Within R-Squared .028 .007 .002 .07
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data. The dependent variable in
columns (1) and (3) is the log change in the total size of firm 4 in sector j and in columns (2) and (4) is the log
change in the number of establishments of firm 4 in sector j. All the specifications include sector effects and robust

standard errors.
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D.1.3 Housing price 2006-2011 shock

Table D11: Heterogeneous response with housing price 2006-2011 shock for continuing
firms (log change): using revenue as proxy for size

M ) ) @
VARIABLES
AG ;% size;; 0.000 0.000

(0.002) (0.000)
AG; % scope;; 0.006** 0.004**

(0.003) (0.002)

Observations 6,967,942 6,967,965 6,967,942 6,968,641
R-squared 0.095 0.009 0.028 0.091
Within R-Squared 071 .007 .003 .089
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y
Firm x Sector N N N N
Sample 1 1 1 1

Note: The table shows the results of estimating equations 24 with the NETS data and size measures based on revenue.
The dependent variable in columns (1) and (3) is the log change in the total size of firm ¢ in sector j (revenue) and
in columns (2) and (4) is the log change in the number of establishments of firm ¢ in sector j. All the specifications
include sector effects and robust standard errors.

Table D12: Heterogeneous response with housing price 2006-2011 shock for continuing
and exiting firms (alternative growth rates)

M ) ) @)
VARIABLES
AGij X sizeij 0.017%%* 0.016%**

(0.002) (0.002)
AG,;jx scope;; 0.006***  0.007***

(0.002) (0.002)

Observations 8,022,454 8,022,454 8,022,374 8,022,374
R-squared 0.059 0.065 0.057 0.060
Within R-Squared .003 .006 .001 .001
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data. The dependent variable in
columns (1) and (3) is the log change in the total size of firm 4 in sector j and in columns (2) and (4) is the log
change in the number of establishments of firm ¢ in sector j. The change in the dependent variables are calculated
as in Davis and Haltiwanger (1992), i.e. 2(y¢ — y1—1)/(yt + y¢—1). All the specifications include sector effects and
robust standard errors.
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Table D13: Heterogeneous response with housing price 2006-2011 shock for continuing
firms (log change): alternative definitions of firm

Employment, alternative firm definition 1

0 @) ) @
VARIABLES
AGij X Sizeij 0.002* -0.000
(0.001) (0.001)
AG;j X scope;; 0.012%**  (0.008***
(0.003) (0.002)
Observations 6,947,499 6,947,499 6,947,499 6,947,499
R-squared 0.035 0.013 0.019 0.132
Within R-Squared .028 .011 .012 13
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y
Employment, alternative firm definition 2
M @) @) @
VARIABLES
AGij X SiZGZ‘j 0.003* -0.003***
(0.001) (0.001)
AG;; x scope;; 0.007***  0.006***
(0.002) (0.002)
Observations 5,043,577 5,043,577 5,043,577 5,043,577
R-squared 0.036 0.016 0.017 0.115
Within R-Squared .028 .014 .009 112
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data. The difference relative to the
baseline results is that we use alternative definitions of firm: (1) uses Crane and Decker (2019) methodology (2) uses
the time-varying definition of headquarters. The dependent variable in columns (1) and (3) is the log change in the
total size of firm ¢ in sector j and in columns (2) and (4) is the log change in the number of establishments of firm ¢
in sector j. All the specifications include sector effects and robust standard errors.
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Table D14: Heterogeneous response with housing price 2006-2011 shock for continuing
firms (log change): alternative sample of sectors

Employment, All sectors

) @) @) @
VARIABLES
AGij X Sizeij 0.003*** 0.001

(0.001) (0.000)
AG;j X scope;; 0.004* 0.003**

(0.002) (0.002)
Observations 7,507,106 7,507,106 7,506,895 7,506,895
R-squared 0.036 0.012 0.016 0.095
Within R-Squared .029 .01 .008 .092
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y
Employment, Non-tradables sectors
M @) @) @)

VARIABLES
AGij X SiZGij 0.010%*** -0.002*

(0.002) (0.001)
AG;;x scope;; 0.002 -0.005

(0.004) (0.003)

Observations 1,990,063 1,990,063 1,990,063 1,990,063
R-squared 0.031 0.015 0.017 0.102
Within R-Squared .024 .014 .01 .101
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data. Non-tradables are defined as in
Mian and Sufi (2011). The dependent variable in columns (1) and (3) is the log change in the total size of firm 4 in
sector j and in columns (2) and (4) is the log change in the number of establishments of firm ¢ in sector j. All the
specifications include sector effects and robust standard errors.
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Table D15: Heterogeneous response with housing price 2006-2011 shock for continuing
firms (log change): excluding micro-firms

Firms with at least 2 plants

U ® @) @
VARIABLES
AGU X sizeij 0.038** 0.014
(0.019)  (0.012)
AG;j X scope;; 0.137#%*  0.096***
(0.028) (0.020)
Observations 146,601 146,601 146,601 146,601
R-squared 0.029 0.034 0.043 0.081
Within R-Squared .017 .009 .031 .058
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y
Firms with at least 5 employees
M @) ® @)
VARIABLES
AGij X SiZGij -0.005 0.000
(0.004) (0.001)
AG;; x scope;; 0.006***  0.004**
(0.002) (0.002)
Observations 1,733,121 1,733,121 1,733,121 1,733,121
R-squared 0.016 0.019 0.015 0.098
Within R-Squared .013 .013 .012 .092
Dep. Var. A size A scope A size A scope
Sector Y Y Y Y

Note: The table shows the results of estimating equations 24 with the NETS data. The dependent variable in
columns (1) and (3) is the log change in the total size of firm 4 in sector j and in columns (2) and (4) is the log
change in the number of establishments of firm 4 in sector j. All the specifications include sector effects and robust
standard errors.

D.2 Heterogeneous response to shocks with size and scope measures

using product data
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Table D16:

Rates)

Heterogeneous Response to Demand Shocks - Extensive and Intensive Margins (Alternative Growth

(1) (2)

A size A scope

(3) (4) () (6) (7) (8)

A size A scope A size A scope A size A scope

Agx size  0.027°%%  0.000
(0.005)  (0.004)

Agx scope

Obs. 24,146 25,917
R-squared 0.125 0.041
Sector Y Y
Sample China China
Period 2006-2015 2006-2015

0.112% 0.012

(0.063)  (0.040)
0.015%%%  0.011FFF  0.024  0.098%**
(0.005)  (0.003)  (0.062)  (0.037)

28,137 30,001 24,146 25,917 28,137 30,001

0.075 0.029 0.068 0.069 0.055 0.032
Y Y Y Y Y Y
Housing Housing China China Housing Housing

2006-2011 2006-2011 2006-2015 2006-2015 2006-2011 2006-2011

Note: The table reports the results of estimating equations 24. The dependent variable in Columns (1)-(4) is the log change in the total sales of firm ¢ in
sector j in the period 7 (Asize;; -) or the change in the number of products of firm 7 in sector j in period 7 (Ascope;; ). The change in the dependent

variables are calculated as in Davis and Haltiwanger (1992), i.e. 2(y: — y¢+—1)/(y: + yt—1). The reported coefficient is the effect of changes in exposure to

demand shocks by firm size using the Nielsen data. Column 1, 2, 5, and 6 use the China import penetration shock. Columns 3, 4, 7 and 8 use as demand
shock the housing price shock from 2001-2006. All the specifications include sector effects.



D.3 Relationship between scalability, size and scope

Table D17: Cross-Sectional Relationship: Scalability, Scope and Size (Sectors)

(1) (2) (3) (4) (5) (6)

size 0.214%+* 0.307#+* 0.3527%%*
(0.021) (0.037) (0.014)
scope 0.204 % 0.281*** 0.350*%*
(0.022) (0.031) (0.011)

Observations 143,140 143,140 71,354 71,351 364,592 364,577
R-squared 0.368 0.376 0.446 0.465 0.297 0.331
Firm Y Y Y Y Y Y
Period-Sector Y Y Y Y Y Y
Sample Food Food Non-Food Non-Food Module Module

Note: The table shows the results estimating equation 25 in the Nielsen data. The dependent variable is (the log
of) scalability from (25) and the independent variables are (the logs of) size (revenue) and scope. All the variables
are standardize relative to the mean of the sector and time period (year). Scalability index is adjusted relative to
the alternative (bootstrapped) index. Columns (1)-(2) include departments: dry grocery, frozen food, dairy, deli,
packaged meat, and fresh produce . Columns (3)-(4) include departments health & beauty care, non-food grocery,
and general merchandise. Column (5) defines a sector at the module-level.
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D.4 Heterogeneous Response to Symmetric Shocks with Scalability

Measures

Table D18: Response of Scalability to Shocks - Housing Price Shock

(1) (2) (3) (4) (5) (6)
Ag X% -0.0305 0.0275 -0.0116 -0.0700 0.0003 -0.0176
(0.143)  (0.040)  (0.039)  (0.148)  (0.041)  (0.040)
Ag X scope 0.1445  0.1915%** 0.0245

(0.176)  (0.055)  (0.027)

Observations 19,226 19,344 15,663 19,226 19,344 15,663

R-squared 0.078 0.035 0.234 0.085 0.051 0.236
Sector Y Y Y Y Y Y
Shock Housing Housing Housing Housing Housing Housing
Period 2006-2011 2006-2011 2006-2011 2006-2011 2006-2011 2006-2011

Note: The table shows the results of estimating equation 26. The dependent variable in Columns (1) and (4) is
the change in the (log of) size (revenue) of firm ¢ in sector j. The dependent variable in Columns (2) and (5) is
the change in scope and in Columns (3) and (6) is the change in scalability of firm ¢ in sector j. The independent
variable is the demand shock interacted with the baseline level of scalability in 2006 or the same shock interacted
with the levels of scope in 2006. In all specifications we use the housing shock from 2006-2011. All specifications
include sector fixed effects.
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Table D19: Response of Scalability to Shocks (Alternative Growth Rates)

(1) (2) (3) (4) (5) (6)
Ag X% 0.0094 0.0143***  (0.0108*** 0.0040 0.0074 0.0106***
(0.007)  (0.005)  (0.002)  (0.007)  (0.005)  (0.003)
Ag x scope 0.0152*%%  0.0186***  0.0020

(0.006)  (0.004)  (0.002)

Observations 14,186 14,186 13,488 14,186 14,186 13,488

R-squared 0.049 0.047 0.245 0.059 0.098 0.246
Sector Y Y Y Y Y Y
Shock China China China China China China
Period 2006-2015 2006-2015 2006-2015 2006-2015 2006-2015 2006-2015

Note: The table shows the results of estimating equation 26. The dependent variable in Columns (1) and (4) is the
change in the (log of) size (revenue) of firm ¢ in sector j. The dependent variable in Columns (2) and (5) is the change
in scope and in Columns (3) and (6) is the change in scalability of firm ¢ in sector j. The change in the dependent
variables are calculated as in Davis and Haltiwanger (1992), i.e. 2(y: — ¥+—1)/(y+ + yt—1). The independent variable
is the demand shock interacted with the baseline level of scalability in year 2006 or the same shock interacted with
the levels of scope in 2006. In all specifications we use the China import penetration shock from 2006-2015. All
specifications include sector fixed effects.
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