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Abstract

Why are economic activities concentrated in space? What are the policy implications
of this concentration? And how do we expect it to change in the future? We revisit these
classic questions in the context of non-tradable services, such as restaurants and retail,
in Seoul. To understand the spatial concentration of services, we first causally identify
positive spillovers across services stores. We microfound these spillovers by incorporating
the trip-chaining mechanism—whereby consumers make multiple purchases during their
services travel—into a quantitative spatial model that endogenizes the spatial distribution of
services. When calibrated to an original survey on trip chaining, this mechanism explains
about one-third of the observed concentration. However, unlike standard agglomeration
mechanisms, it does not lead to inefficiency nor it exacerbates welfare inequality. Finally,
we show that spatial linkages of services consumption play a crucial role in shaping the
impact of the rise of work from home and of delivery services on the distribution of services.
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1. Introduction

It is well documented that economic activities are highly concentrated in space. An extensive empirical
literature documents the agglomeration of various economic activities, and a corresponding theoretical
literature analyzes the mechanism that leads to such agglomeration.! However, much of this literature
focuses primarily on manufacturing industries. Services, which are of comparable importance in terms
of expenditure and employment shares, show an even higher degree of concentration. However, the
agglomeration of services has been less studied, both theoretically and empirically.

To fill this gap, this paper studies the concentration of non-tradable consumption services, such
as restaurants and retail stores. Unlike tradable goods, non-tradable services require that consumers
travel to the location where the services are provided.? Consumers mainly travel to nearby regions due
to spatial frictions, and often make multiple purchases per travel—that is, they exhibit trip-chaining
behavior. For example, a consumer may first visit a retail store to shop and then go to a restaurant, or
visit a nearby grocery store while waiting on a car repair.

Our paper demonstrates the importance of trip-chaining behavior in the concentration of the non-
tradable services sector and its implications for efficiency and welfare. Trip chaining suggests that stores
in a given location benefit from the presence of other stores, since a purchase at one store increases the
likelihood of purchases at a nearby store.> We develop a theory of the non-tradable services market that
incorporates trip chaining. To quantify the model, we use an original survey of trip chaining and micro
datasets from Seoul. We find that spillovers generated by the trip-chaining mechanism account for about
one-third of the observed concentration of non-tradable services. Furthermore, we show that despite its
importance in concentration, trip-chaining behavior does not lead to inefficiency or exacerbate welfare
inequality, which distinguishes it from standard agglomeration mechanisms.

We begin our analysis by documenting the presence of spillovers in the services sector, which is
expected given the spatial concentration of services stores. Using a shift-share instrument approach, we
causally identify positive spillovers across sectors. Specifically, we find that a 10% exogenous increase
in the number of stores in one sector leads to a 3.6% increase in the number of services stores in
other sectors in the same region, which indicates substantial positive spillovers. We then discuss the
plausibility of the exclusion restrictions and relevance of the instruments in our setting.

Next, we develop a quantitative spatial model that endogenously determines the distribution of
services stores. Central to our model is a novel microfounded demand spillover mechanism that arises
from trip-chaining behavior in services travel. To incorporate this mechanism, we adopt a dynamic
discrete choice framework and exploit its recursive structure to maintain tractability and a gravity
equation. We also incorporate scale economies—a standard reduced-form approach for modeling
spillovers—which capture the idea that the productivity of services stores in a region increases with

! See Combes and Gobillon (2015), Rosenthal and Strange (2004), and Duranton and Puga (2004) for reviews.

2 This is commonly referred to as trade in services (e.g., Lipsey, 2009; Eaton and Kortum, 2018; Agarwal, Jensen, and
Monte, 2020). Another type of trade in services, examined by Mufioz (2023), involves the migration of workers employed by
services firms.

3 We use the term services stores or simply stores to refer to firms providing non-tradable consumption services.



the size of the services market. Both trip chaining and scale economies provide potential explanations
for the observed spillovers in the services market. An exogenous increase in the number of stores in a
particular sector benefits nearby stores, either by stimulating demand through increased foot traffic or
by raising productivity levels.

However, we show that the trip-chaining mechanism and scale economies possess distinct efficiency
properties. Trip chaining itself is not a source of inefficiency and does not exacerbate or mitigate
underlying monopolistic distortions. This result holds regardless of the specific modeling approach used
for trip chaining, as long as the model features a constant elasticity of substitution between individual
stores. In contrast, when spillovers arise from external economies of scales, the decentralized economy
is generically inefficient in terms of both interregional and intraregional resource allocation, and scale
economies exacerbate monopolistic distortions. This inefficiency calls for further policy intervention.
These findings highlight the importance of distinguishing between the specific mechanisms behind
spillovers. To this end, we turn to estimation of the quantitative model, which proceeds in several steps.

First, we estimate the spatial friction parameters by fitting the model-implied gravity equation to
the observed patterns of services travel. In the second step, we calibrate a subset of the parameters
directly using our data. Importantly, we calibrate the degree of trip chaining based on the results of
an online survey we conducted, which is specifically designed to collect information on the number
of stores visited per travel. Third, we estimate the remaining structural parameters associated with
non-tradable services, including the degree of economies of scale, using Bartik-motivated generalized
method of moments estimation. This estimation strategy exploits exogenous variation from the shift-
share instrument constructed from structural residuals and accounts for spatial linkages. Our results
indicate that the trip-chaining mechanism explains a large fraction of the observed spillovers, which
suggests that the non-tradable services market operates close to efficiency.

Our estimated model suggests that the spillovers generated by the trip-chaining mechanism explain a
significant portion of the concentration of services stores, comparable to the role of location fundamentals
or access to consumers. When we turn off the possibility of trip chaining, the dispersion of services,
as measured by the standard deviation of the log number of stores, decreases by about 35%. However,
trip chaining does not exacerbate inequality in services market access (SMA), which represents the
value consumers in each region derive from services travel. Although trip chaining leads to an uneven
distribution of services stores, which increases SMA inequality, the trip-chaining behavior itself reduces
SMA inequality when the distribution of services is held fixed, and thus offsets the first channel. This
occurs because trip chaining effectively reduces the travel disutility per purchase.

Finally, we conduct counterfactual exercises to examine the impact of the rise of work from home
and delivery technology for non-tradable services on urban structure. Results indicate that the effect of
work from home on the concentration of services depends heavily on the spatial linkages of services
consumption between residential and business areas. Even after the rise of work from home, many
business areas in Seoul remain highly concentrated due to their strong spatial linkages with residential
areas, which attract a significant number of consumers who work from home. In contrast, the emergence
of delivery technology has a significant effect on reducing the concentration of services stores. As
spatial frictions decrease, stores in concentrated areas that are close to consumers lose their advantage.



Interestingly, trip chaining also reduces concentration in industries that do not use delivery services.
When fewer consumers visit concentrated areas, all stores are negatively affected by a decrease in
potential customers who would otherwise make subsequent purchases.

Related Literature. This paper is related to several strands of the literature. First, the paper contributes
to the literature on the agglomeration of economic activities, particularly in the context of the services
sector. Studies have provided suggestive evidence of spillovers, such as the colocation of services
stores and the increase in rental prices in areas with higher services store densities (e.g., Leonardi and
Moretti, 2023; Koster, Pasidis, and van Ommeren, 2019). In addition, several studies have provided a
microfoundation for these spillovers, such as consumer benefits from the agglomeration of stores due
to imperfect information or the desire to compare goods (e.g., Konishi, 2005; Takahashi, 2013; Eaton
and Lipsey, 1979). However, these mechanisms operate primarily within individual sectors. In this
paper, we provide direct evidence of spillovers across sectors and introduce a microfounded spillover
mechanism that is consistent with both our empirical findings and the travel behavior of consumers in
the data.

The literature on trade in non-tradable services extensively documents customers’ travel patterns
when purchasing non-tradable goods and services, and shows that spatial frictions are a first-order
concern in consumption choices (e.g., Couture, 2016; Davis et al., 2019; Monte, Jensen, and Agarwal,
2020). Some studies specifically examine the determinants of customers’ trip chaining patterns, and
focus on how they are affected by agglomeration of services or transportation costs (e.g., Anas, 2007;
Primerano et al., 2008; Bernardin Jr, Koppelman, and Boyce, 2009; Arentze, Oppewal, and Timmermans,
2005; Relihan, 2022). In contrast, our analysis focuses on how consumer behavior shapes the spatial
distribution of services. Moreover, it goes beyond the typical sector-specific or localized analyses found
in the literature by examining the entire spatial distribution of general non-tradable services goods in a
city.

Finally, we build on the literature that has developed quantitative urban models (e.g., Ahlfeldt et al.,
2015). This literature provides a framework for studying the internal structure of cities, including the
population distribution of residences and workplaces, the impact of transportation infrastructure, and
the effects of agglomeration economies. In this paper, we focus on the distribution of non-tradable
consumption services within a city, which has been less studied despite its importance as a main
advantage of cities, as shown by Glaeser, Kolko, and Saiz (2001), Couture and Handbury (2020), and
Handbury and Weinstein (2015). Recent studies have used quantitative urban models to examine how
the distribution of services is shaped, focusing on the effects of the spatial distribution of consumers
(e.g., Couture et al., 2021; Almagro and Dominguez-lino, 2020). Instead, this paper focuses on the
importance of non-tradable services travel with trip-chaining behavior for the distribution of services.
Miyauchi, Nakajima, and Redding (2022) also model trip chaining in a quantitative urban model and
show the importance of the travel itinerary between home and work, which translates the concentration
of tradable sectors into the concentration of services. We focus instead on how trip chaining creates
spillover forces that operate across nearby services stores, especially within regions, and their impact
on the concentration of services.
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Figure 1. Number of Services Stores Per Area

The rest of the paper is organized as follows. Section 2 discusses the background and data, provides
reduced-form evidence on the spillover mechanism, and presents stylized facts on services travel.
Section 3 develops a structural model that features the spillover mechanism, which is estimated in
Section 4. In Section 5, we use the estimated model to investigate the importance of spillovers that arise
from the trip-chaining mechanism. Finally, in Section 6, we perform counterfactual exercises on the
urban structure in the future.

2. Motivating Evidence

We analyze the non-tradable services market in Seoul Special Metropolitan City, the capital of South
Korea. With a population of approximately 10 million, Seoul accounts for 18.7% of the country’s total
population and contributes to 22% of its GDP. The geographic unit of this paper is the zone (dong) which
is contained within a larger spatial unit called the district (gu). We use zone or region interchangeably
in this paper. The zone is a granular geographic unit. Seoul consists of 425 zones distributed across
25 districts, and covers an area of 605.21 km? (or 233.67 mi?). This results in an average zone size of
about 1.4 km? (or 0.55 mi?).

The supply of services is spatially concentrated and shows strong correlation among sectors. In
Figure 1, we plot the number of services stores per area of each zone on the map of Seoul. We can
see that the distribution of services across zones is highly uneven. Moreover, zones with high services
supply are clustered together in a few areas. In addition, we observe a high correlation in the spatial
distribution of services stores in three sectors: Food, Retail, and Other. The correlation coeflicients of
the log number of stores between each pair of sectors are all above 0.79. This indicates that if a region
has many stores in one sector, it is likely to have many stores in the other sectors as well.

This concentration suggests the presence of spillovers, which we define as any forces that increase
economic outcomes (here, services stores) as the size of the local economy increases (Combes and
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Figure 2. Spatial Distribution of Services in Seoul

Gobillon, 2015). Two observations lend support to the idea that the concentration is not easily explained
by differences in local demand or location productivity alone, which suggests the existence of spillover
forces.* First, even after normalizing the number of stores by the total income of the population in
each zone, the distribution of services remains highly concentrated, as shown in Figure 2a. In addition,
Figure 2b shows that regions with a higher number of stores per total income tend to have a higher share
of consumers from other zones. In the most concentrated areas, more than 80% of consumers travel
from other zones for services consumption. Second, since we are analyzing the internal structure of
a city, it is unlikely that local productivity differences are large enough to account for all the spatial
disparity.

In this section, we begin by describing the datasets we use in this paper. We then provide reduced-
form evidence on spillovers in the non-tradable services sector. Using a shift-share instrument approach,
we causally identify positive spillovers across sectors. The goal of the next section is to develop a
structural model of the services sector that can explain these spillovers. To guide the modeling choice,
we conclude this section by establishing two stylized facts about the demand for services.

2.1 Data Description

We rely on three main datasets from Seoul: the Korean Household Travel Survey and Online Household
Services Travel Survey on the services demand side, and Seoul commercial area data on the services
supply side. Before explaining details of the data, we will clarify the concepts of travel and trip chaining,
which we will refer to throughout the paper. Consumers’ services travel exhibits trip-chaining behavior
in the sense that it consists of a sequence of trips (or purchases) that begin and end at locations unrelated

to services consumption, such as home or workplace.

* Zoning laws in Korea have limited impact on the distribution of services stores because of mild and narrow restrictions
that are mostly confined to a few designated areas. In addition, the process of opening and closing services stores is quite
efficient, with average quarterly entry and exit rates of 2.5% to 3.5%.



Data 1: Korean Household Travel Survey. The first dataset is the Korean Household Travel Survey,
a representative travel survey conducted by the Korea Transport Database. The survey asks individuals
to report all of their travel on a given day. The sample includes approximately 200,000 travel instances
from 43,000 individuals within Seoul. We use weekday and weekend surveys conducted in 2010 and
2016. The dataset provides detailed information on travel, including origin and destination zones, mode
of transportation, and demographic information. Importantly, the survey asks in detail about the purpose
of the travel, which allows us to focus only on services travel and not on other travel such as commuting.
We divide services travel into three categories: Food, Retail, and Other. The last category, Other,
consists of recreational activities, exercise, touring, leisure, and private education.

Data 2: Seoul Commercial Area Data. Our second main dataset comes from the Seoul Commercial
Area Analysis Service, which is a publicly available big data hub operated by the Seoul Metropolitan
Government. It contains a rich set of variables, such as the number of services stores in each region
and estimates of their sales and rents. These variables are constructed from confidential cell phone
data, credit card transactions, and more. Most of the variables are provided at quarterly frequency
starting in 2014, and we aggregate them to an annual frequency. The geographic unit of this dataset is a
commercial area which is a smaller unit than a zone. There are 1,496 commercial areas in Seoul, so
there are about 3.5 commercial areas in each zone.> We map each commercial area to a zone using the
mapping table provided. A key advantage of this dataset is that variables are provided at subsector level:
We have three sectors (Food, Retail, Other) and within each sector there are 9, 8, and 14 subsectors,

respectively.® This allows us to use subsector composition to construct shift-share instruments.

Data 3: Online Household Services Travel Survey. To complement the Korean Household Travel
Survey, which lacks certain details necessary to accurately quantify the strength of the trip-chaining
mechanism,” we conduct a supplementary online survey that closely follows the structure of the Korean
Household Travel Survey but includes additional questions on trip-chaining patterns. The survey
specifically asks respondents about their trip-chaining experiences, including information on the total
number of stores visited with at least one purchase, the location, sector, and subsector of each purchase
made, and the origin and destination of the travel. We mainly ask about services travel experiences on
2 specific days within the last 7 days—1 during the week and 1 on the weekend. The complete survey
questions can be found in Appendix E. We use a survey provider called Embrain—the largest online
survey company in Korea—to recruit respondents and conduct the survey online. We collected a total

> One limitation of this dataset is that commercial areas do not completely cover all of Seoul: Only 375 of the 425 zones
appear in the dataset. However, this is not a serious concern because it covers most of the services stores in Seoul. For example,
it contains more than 96% of all restaurants in Seoul.

®In the raw data, there are 10, 47, and 43 subsectors, respectively, which amounts to a total of 100 subsectors. However,
the effective number of subsectors in our dataset is 63 because we do not observe either the number of stores or sales estimates
for the other subsectors. We aggregate some of the subsectors if they have no sales estimates or if they appear in only a few
zones. After redefining the subsectors, we have a total of 31 subsectors.

7 Respondents are instructed not to report trips that take less than 5 minutes on foot. In addition, the survey does not provide
explicit guidelines on how to report consecutive trips, which may lead to an underreporting of such trips, especially if they are
made for the same purpose. This is evidenced by the fact that 90% of the trips in the data are followed by return trips.



of 2,000 responses in August 2022.2 To ensure that the sample is representative of Seoul residents, we
use a proportional stratified sampling approach based on gender and age group (6 groups for ages 14 to
64) to match the population in the census.” We carefully designed the survey to ensure that respondents
understand concepts such as trip chaining and provide valid responses. Before the survey begins, we
define important variables and provide examples, and respondents are required to read this information
for at least 1 minute. To further improve response quality, we check for consistency across different
questions. If we detect inconsistent answers, we display a message that encourages respondents to
answer carefully and ensure consistency in their responses.

Others. In addition to the three main datasets, we use distance data between each pair of zones. We
use the travel time between two zones to best approximate the effective distance. The geographic
coordinate of each zone is identified by the location of the zone’s community service center, which is a
widely used reference point. By using Seoul Bus Open-API, we obtain the expected travel time for the
optimal combination of public transportation options. These data can be considered to be similar to the
Directions API available on Google Maps. We also use Seoul Business Survey and Seoul Population
and Income data, which are discussed in more detail in Appendix C.3.

2.2 Reduced-form Evidence on Spillovers

To provide suggestive evidence of spillovers in the services sector, we estimate the effect of a plausibly
exogenous increase in the number of stores in one sector on the number of stores in other sectors within
the same zone.!? For example, suppose there is an exogenous increase in the number of Retail stores in
a zone. If this increase can somehow benefit the Food and Other sectors through spillovers, those two
sectors would also experience an increase in the number of stores. To quantify cross-sector spillovers,
we start with the following specification:

Alog Njsqg = a1 + B1Alog Njg + Xjeqm1 + €jsds (D

where Alog N is the growth rate of the number of stores in zone j, sector s, and subsector d between
years t = 2015 and ¢ = 2019. The explanatory variable A log N;y is the growth rate of the number of
stores in zone j and sector s’ # s, defined by the weighted sum of subsector-level growth rates,

A IOg stl = Z Sjs’d/Alog st/d”
d/

% We believe that any potential bias in the results due to the Covid-19 pandemic is minimal. The Korean government lifted
strict regulations in response to the pandemic in April 2022, and by the time of the survey, daily foot traffic had returned to
pre-pandemic levels.

? Our sample may not be fully representative due to the use of an online survey platform. But given the high internet
penetration rate in Korea (over 95%), we believe that the online survey method remains a reasonable approach for data
collection in this context. However, we cannot rule out the possibility that the recruitment methods used by the survey
company may cause a problem. Individuals with higher incomes may be less inclined to participate in online surveys due to
the opportunity cost associated with their time.

10 In this section we do not attempt to distinguish between the various mechanisms underlying spillover. For this purpose,
we will combine a structural model with the survey data on trip chaining in the following sections.



where weight s, is the revenue share of subsector d’ in sector s’ in year ¢ = 2015. The covariate X4,
which will be explained later, contains a group of controls.

One threat to identification is the possibility of common regional shocks that simultaneously affect
the number of stores in all sectors in the same direction. In such cases, the OLS estimate of specification
(1) would be biased upward and falsely indicate strong positive spillovers across sectors. To address this
endogeneity concern, we use the shift-share instrument approach of Bartik (1991) to isolate exogenous
variation in A log Nj¢.!' As an instrument, we use the predicted local growth in the number of stores in
a sector, which is computed by interacting the initial subsector composition with city-level subsector
growth rates:

Alog NP = Z Sjs'd 0A 108 Nseoul,s'd’s
7

where 544 ¢ is the revenue share in the initial year ¢y = 2014, and A log Nseoul s/a 1S the growth rate in
the number of stores in subsector d’ in all of Seoul.'> Our instrument exploits how differential exposure
to common city-level preference shifts affects the growth of the number of stores in a sector. For example,
suppose that Japanese restaurants became popular throughout the city, and bars became unpopular. If
a region initially had a higher share of Japanese restaurants and a lower share of bars, then it likely
has a comparative advantage in the former. As a result, a larger share of the gains from the citywide
change in preferences would tend to accrue to that region and lead to a higher growth in the fotal number
of restaurants, including both Japanese restaurants and bars.!®> We report citywide subsector trends in
Table A.5 and show in Figure A.2 that our Bartik instruments exhibit sufficient spatial variation.

In this regard, our research design is closely related to that of Goldsmith-Pinkham, Sorkin, and
Swift (2020) (hereafter, GSS).!* For our instruments to be valid, the growth trend of sector s, the term
€;sa in specification (1), should be uncorrelated with the initial subsector composition of sector s’ # s,
{8 s @.0}a conditional on controls X;,q. In many papers that use shift-share instruments (e.g., Autor,
Dorn, and Hanson, 2013), the exclusion restriction requires orthogonality between a sector’s trend and
its initial composition (in our context, this can be written as €54 L {s;s4,0}q4). Our requirement is
much less demanding than such exclusion restrictions. Moreover, we can even control for the subsector

composition of sector s, in which case our exclusion restriction becomes

{sjsa0ta L ejsa| {8jsdotd Xjsd, Vs # s, (2)

"' This approach is widely used in the trade and urban literature; examples include Topalova (2010), Autor, Dorn, and
Hanson (2013), and Dix-Carneiro and Kovak (2017). However, it is rarely used in studies on agglomeration economies. One
notable example is Diamond (2016), who uses a shift-share labor demand shock

12 In practice, we exclude the number of stores in j when calculating city-level growth, although this does not change the
results because we have a sufficiently large number of zones.

3 Tt is worth noting that a higher initial share may result in more intense competition, leading to smaller growth in the
number of Japanese restaurants in this region. Nevertheless, as long as this cannibalization effect is not excessively strong,
the higher initial share of Japanese restaurants still has a positive impact on the fotal number of restaurants. The results of
first-stage regressions in Table 1 confirm that this is the case in our data.

4 For a different approach to shift-share instruments, see Borusyak, Hull, and Jaravel (2020) and Adao, Kolesar, and Morales
(2019).



Table 1: Estimation Results
dependent variable: Alog Njgq

ey (2) (3) 4)
OLS v v v
Alog Nj o 0.181*** 0.341** 0.356** 0.337**
(0.027) (0.145) (0.161) (0.149)
Sector FE, subsector trend v v
Subsector, district FE v v
Additional controls v v
FIRST STAGE ESTIMATES
Alog Nﬁg{ﬁk 0.627*** 0.660***
(0.112) (0.115)
First-stage F’ stat 31.32 32.80 .
Observations 18,773 18,773 17,665 17,665

Notes: Equation estimates based on Seoul Commercial Area data for 2014, 2015, and 2019. We use
the longest time period before emergence of the first Covid-19 case in January 2020. Observations are
growth rates at zone-sector-subsector level. Standard errors are clustered at zone-sector level. We drop
observations with A log N;sq more than 5 standard deviations from the mean for each subsector. Results
remain largely unchanged when we do not implement this trimming, although the coeflicients tend to be
slightly larger in absolute terms.

which is even easier to hold. A possible concern is that zones with high shares of fast-growing subsectors
may be affected by other positive growth shocks, which could confound our estimates of spillovers with
these zone trends. In Appendix A.2, we conduct the diagnostic tests GSS recommend to further ensure
the validity of our instruments.

In Table 1, we report results of the estimation of spillovers. In all specifications, we control for
sector s and s’ fixed effects, the subsector composition of sector s and of the third sector s”. In practice,
instead of including the full vector of subsector shares {s;s40}qU {557 0}a~ as controls, we control for
> a8isd,0A1og Nseoul,sq and Dy jsq7 0 10g Nseoul s7q7. In addition, to control for subsector-specific
trends, we include as controls either the city-level growth rate of each subsector, Alog Nseoul sq, OF the
subsector fixed effect.

In Column (1), we report the result of ordinary least squares estimation. We find significant positive
effects, but this result may be biased, as discussed. Therefore, in Column (2), we report the result from
the instrumental variable estimation with the same set of controls as in Column (1). In the bottom
panel, we report the result of the first-stage regression, where we find a statistically significant positive
coeflicient despite the presence of cannibalization effects indicated by a coefficient much smaller than
1. The IV regression coefficient is statistically and economically significant, which suggests that an
exogenous 10% increase in the number of stores in one sector leads to an average 3.4% increase in the
number of stores in other sectors.!®

15 We find that an OLS coefficient is smaller than IV coefficients, which could be due to measurement errors.



In Column (3), we show that the result is robust to the inclusion of additional controls. We include
subsector fixed effects and district fixed effects, as well as controls for the growth rates of income, rents,
and density. In addition, we control for the levels of these variables in 2015 to address concerns about
the exclusion restrictions. We control for these as a precautionary measure, even though the correlations
with the instruments are not statistically significant. See Appendix A.2 for a more detailed discussion.
We find that the spillovers remain significantly large. From our preferred specification in Column (3),
we find that a 10% exogenous increase in the number of stores increases the number of stores in other
sectors by 3.6%.1¢

In Column (4), we use the theory-consistent specification implied by our model in Section 3 and
include the same controls as in Column (3). See Appendix B.3 for how we can derive the specification
using a first-order approximation of the model in Section 3. The theory-consistent specification requires
that we regress A log Nj 44 not only on Alog N but also on Alog N and A log NB4, where we
define quasi-Bartik instruments {A log N sta“ik}s by interacting ¢ = 2015 (instead of initial) subsector
composition with city-level subsector growth rates. It also requires that we jointly instrument these three
regressors using (A log NjB;,‘rﬁk, Alog N fsar‘ik, Alog Nﬁ;}{ﬁk). We find that the result is quantitatively
similar to that in Column (3).

In Appendix A.3, we examine the within-sector effect of an exogenous increase in the number of
stores. In particular, we estimate the effect on the number of stores in a subsector when there is an
exogenous change in the number of stores in other subsectors in the same sector. As in the across-sector
specification, we exploit the differential exposure to city-level preference shifts to identify exogenous
variation in the number of stores. Our results suggest that the number of stores in a subsector decreases
by 4.6% on average in response to a 10% exogenous increase in the number of stores in other subsectors
within the same sector. This negative effect is likely due to competition between stores within the same
sector (e.g., between Korean restaurants and Japanese restaurants) because consumers can more easily
substitute between subsectors within a sector. There could be also spillovers that operate within sectors,
but our results suggest that the competition is strong enough to produce the negative net effect within
sectors. In Section 4.1, when we estimate the model, both of the patterns across and within sectors
become crucial moments.

The results in Table 1 consistently suggest that an exogenous increase in the number of services
stores has significant positive spillovers to other sectors. So far, we have remained agnostic about the
specific mechanism that generates these results. In Section 3, we propose a novel mechanism that can
explain them.

2.3 Stylized Facts on Services Travel

Before developing a model that microfounds the spillover mechanism, we conclude this section by

documenting two stylized facts about consumers’ services travel using the Korean Household Travel

16 We also compute Conley HAC standard errors, which allow for arbitrary spatial correlation of errors within 3 km, and
find that estimates remain statistically significant at the 5% level.

10
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Figure 3. Stylized Facts

Survey and the Online Household Services Travel Survey. These facts will discipline our structural

analysis in the next section.

Fact 1: Consumers travel to other zones for services—and mainly to nearby zones—which accounts
for a significant portion of travel.

Of all types of travel, services travel accounts for 26.1%. This makes it the second most common type of
travel after work- and school-related travel, which accounts for 59.8% of all travel. Consumers travel to
other zones with a probability of 60%, which indicates that a significant part of the demand for services
comes from other regions. However, services travel is often limited to nearby regions. In Figure 3a, we
plot the cumulative distribution of distance (in minutes) for both services travel and work and school
related travel. The cumulative distribution function for services travel increases in distance much faster
than for work- and school-related travel. Nearly 90% of services travel is concentrated within 30 minutes
of distance. The average distance of services travel is about 12.5 minutes, which is only one-half the
distance of work- and school-related travel (24.8 minutes). Our findings suggest that people are more

sensitive to distance when traveling for services than when commuting for work or school.

Fact 2: Consumers make purchases at multiple stores during their services travel.

To assess the extent of trip chaining, we ask the following question on the online survey: “In total, how
many purchases did you make per travel? Please write down the total number of stores that you visited
with at least one purchase”. Figure 3b shows the distribution of the number of stores. About one-half of
consumers reported visiting multiple stores with at least one purchase, and about 20% visited three or
more stores per travel. On average, consumers made purchases at 1.72 stores per travel. Additionally,
our survey reveals that the majority of travel—approximately 70%—originates from the consumer’s
home. Furthermore, in about 70% of travel, consumers return to their initial location after completing
their purchases.!” Finally, we find that the sector of the initial purchase does not significantly influence
the choice of the sector for the subsequent purchase. About 53% of consumers purchase services goods
in the same sector for their first and second purchases, which is similar to the expected probability of

7 We define the end of travel We define the end of travel as when a consumer visits any locations that are not intended for
the purchase. Services travel during commuting is not frequent, at least in Seoul, and accounts for only 16% of total travel.
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51% if they decide what to buy independently across purchases. These results guide our modeling
choices for trip chaining in Section 3. More details on the results of the online survey can be found in
Appendix A.1.

3. Theoretical Framework

In this section, we develop a structural model of non-tradable services that explains the positive spillovers
across services stores. The key features of the model are services travel and trip-chaining behavior,
and the stylized facts discussed earlier guide us in how to model these features. To capture consumers’
frequent travel to nearby regions, we assume that consumers can travel to other regions for services
consumption, but they are subject to disutility from distance. We also model consumers’ trip-chaining
behavior explicitly, while maintaining tractability by using a dynamic discrete choice framework as in
Rust (1987) and Aguirregabiria and Mira (2010). In the model, the spatial distribution of non-tradable
services supply is endogenously determined by local characteristics, the spatial distribution of consumers,
and their services travel. We also assume that the non-tradable services sector is subject to external
economies of scale, which is the most common reduced-form way to model spillovers in the literature.

In our model, both trip chaining and external economies of scale can generate positive spillovers.
On the one hand, when consumers make more than one purchase, they are likely to visit nearby stores
for successive purchases bedcause they face the disutility from distance. Thus, an exogenous increase
in the number of stores in one region attracts potential customers and increases demand for stores in
the same and nearby regions, which generates positive spillovers.'® On the other hand, this exogenous
increase also generates positive spillovers by raising the effective productivity of nearby stores through
external economies of scale. In Appendix B.2, we formalize this intuition by showing analytically that
these two mechanisms contribute to positive spillovers.

However, distinguishing between different spillover mechanisms is crucial because they can have
different implications for the efficiency of decentralized services markets and for regional inequality
in access to services markets. In Section 3.3, we show that consumers’ trip-chaining behavior is not
a source of inefficiency. In addition, we show in Section 5 that trip chaining does not lead to greater
regional inequality in access to services markets, despite its contribution to higher concentration. These
findings are in stark contrast to the implications of external economies of scale. External economies
of scale are generically inefficient and always lead to greater regional inequality. In Section 4, we use
an original survey on trip chaining to disentangle the role of the trip-chaining mechanism. The result
suggests that the trip-chaining mechanism alone explains a large fraction of the spillovers observed in
the data.

For expositional purposes, we introduce a model of non-tradable services in the main text in which
we take input costs and the spatial distribution of consumers as given. Appendix B.5 describes how we

endogenize input prices and the spatial distribution of consumers—who optimally decide where to live

¥ BEconomists have long recognized that spatially clustered firms can potentially increase profits from larger aggregate
demand—a market size effect that encourages clustering.
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and where to work within a city—in our baseline model in a way that does not change our estimation
procedure. In our counterfactual exercises, we will allow these general equilibrium forces to operate.

3.1 A Model of Non-Tradable Services

Consider a city that consists of a set of discrete zones j € J = {1,2,-- -, J}, with many consumers and
stores in each zone. Zones differ in their distance to other zones, rent, wages, the location fundamentals
of services sectors, and the number of consumers nearby. A measure M, ;» of workers with an average
income of I; reside in zone 7 € J and work in zone i’ € 7. These workers serve as consumers in the
services market. In this section, we focus on the services market and assume that the distribution of
workers is fixed. However, in Appendix B.5, we close the model by allowing workers to choose their
places of residence and work.

The services market consists of three sectors indexed by s € S = {1,2,3}: Food (s = 1), Retail
(s = 2), and Other (s = 3). Each sector s consists of a finite number of subsectors indexed by d € D;.
For each zone-sector-subsector pair (7, s, d), there is a continuum of monopolistically competitive firms
with measure N4 that supply corresponding services goods. For the services market, we will use the
terms firm and store interchangeably, but we need to distinguish them from firms that produce tradable
goods.

We first characterize the utility maximization problem of consumers, which determines the demand
for services stores. In doing so, we present a tractable model of services travel with trip chaining. We
then characterize the profit maximization problem of stores. The free-entry condition endogenously
determines the spatial distribution of services stores. All omitted derivations and proofs in this section
can be found in Appendix B.

Consumers. Consider a worker who lives in zone ¢ € J and works in zone i’ € J with total income 1.

The consumption utility of this worker is given by’

N\ Me M Hw He
=, (G () (©) o
C7C7‘7Cwace /’I’é /"LT' lu”ll) /’l’e
s.t. ptradable . p.C 4+ PyChy +1iCp < T

where C and C are the consumption of tradable goods and floor space, which we discuss in more detail
in Appendix B.5. Workers consume services goods through their services travel, which can start from
either their residence or workplace zone. Consumption amounts are denoted by C,. and C,,, respectively,
with the corresponding price indices P; and Py, which will be specified shortly when we model services
travel. We assume that Cobb-Douglas shares sum to 1, pz + py + oy + e = 1.

Services Travel. We model services travel with trip-chaining behavior in a way that can easily be
embedded in quantitative urban models. We draw on the data patterns of services travel and trip

chaining we document in Section 2 to inform our modeling choices. Our priority is to maintain

19 The final utility depends on both consumption utility and residential amenity. See Appendix B.5.
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Figure 4. Timeline of Services Travel

tractability and gravity equations, which we achieve by the extreme value assumption and the recursive
structure of the dynamic discrete choice framework.?’

We consider a consumer who starts her services travel from zone ¢, which can be either her residence
zone or workplace zone, with a slight abuse of notation. The services travel consists of multiple
purchases, and the timeline is as follows. The consumer’s first decision is to determine the sector
and location of the initial purchase. We assume the consumer randomly draws a sector s € S with
probability o, where ) s as = 1, and then chooses a region j € J for her initial purchase. After the
first purchase, the consumer decides whether to continue her services travel with probability 5 € [0,1)
or return to region ¢ with probability 1 — 3. If she chooses to continue her services travel, she randomly
draws a new services sector s’ € S, independent of the previous sector choice s, then chooses a new
region k € J for her second purchase.?! In this case, she travels from region j to region k. Importantly,
her disutility from distance is measured with respect to the previous region j, not the initial region

i. This continues until the consumer decides to end her services travel.??

The timeline and a specific
instance of services travel are illustrated in Figure 4.

We first formulate the consumer’s problem for each purchase. Consider a consumer who visits
zone j to make a purchase in sector s. Given spending e for this purchase, she maximizes the effective

consumption gj:

7 P

. 1 1_; o—1 std 1_1 p—1
Ijs = 1Hax Z ¢qud ’ qjsd(7 where gjsq = (/ std(w) ’ dw)
{QJsd(w)}d,w deD. 0
=4qjs
jsd
s.t. Z / p]sd QJsd( )dw < €,
deDs

2 An alternative modeling approach, following Gentzkow (2007), involves modeling consumers’ discrete choice while
allowing them to choose any subset from the choice set, which can create complementarities between goods. However, this
approach requires solving a combinatorial problem, which can be challenging to achieve tractability and gravity equations.
Moreover, when applied at region level, this approach does not permit consumers to visit the same region multiple times,
which limits its ability to explain spillovers within a location.

21 The assumption that the new sector choice is independent of the previous sector is consistent with the services travel
pattern documented in Section 2.3. In Appendix A.1, we demonstrate that other assumptions on services travel we make in
this section are also supported by the data.

22 Although consumers usually do not plan their entire travel in advance, they are forward-looking and consider the
possibility of continuing their travel when deciding where to go for their first purchase.
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where ¢;54(w) is the quantity purchased in a store w in (7, s, d) pair; pjsq(w) is the corresponding price;
and ¢;,q 18 an exogenous preference shifter. The utility function has a nested CES structure in which
the upper tier aggregates quantities across subsectors and the lower tier aggregates quantities across
individual stores within a subsector.?> We assume that stores in different subsectors are substitutable,
and stores within a subsector are even more substitutable, 1 < o < p. As is standard with nested CES
utility, the maximized effective consumption is given by ¢}, = ﬁ where pj; is the corresponding CES
price index,

1

1 o Niod 1 =
Djs = Z @Z)jsd ‘pjs_da where Djsd = </ pjsd(w) -r dw> .
0

deDs

We now turn our attention from individual purchases to services travel. Let sequential purchases
be indexed by t = 0, 1, 2, .... For each purchase ¢, a realization of idiosyncratic shocks, &; = (5{ )7, and
a realization of the sector, s;, together define the state variable oy = (£}, s;). We use o' to denote the
history up to time ¢, which has unconditional probability 7(c*). The expected value from services travel
starting from ¢ with expected total spending equal to F is given by

VG.B) = max ZﬁtZ( 0(0) - Al (o). 3" + v nle)

{at(-) gt (-

5.t. Zﬁtht )Pji(ot)s(etyT(0") < B (5)

where j_1(0c7!) = i. We assume U(-) = log(-), which is a common choice in the dynamic discrete
choice literature.?* After drawing a sector for purchase ¢, the consumer observes the idiosyncratic
component of utility £;, which follows a type I extreme value distribution. The consumer then chooses
where to visit, j;(c'), and how much to consume, ¢;(c?), for purchase ¢. Traveling between regions
j and j’ entails disutility cZ(j, j), which represents the spatial frictions in services consumption. We
assume that d(7, j') is given by 7d(j, j') + @1+, where d is the distance between two regions, and the
second term captures the border effect. In Appendix B.2, we show that we need to assume 1 + % < pto
guarantee the stability of the equilibrium. We maintain this parameter restriction throughout the paper.

In Appendix B.1, we prove that it is optimal for consumers to equalize the expenditure across
purchases, independent of the regions and sectors they visit. Using this fact, we show that the

maximization problem (4) can be recursively expressed as

V(i,E)=V(ie)=E

> a <m?X{U(€/pjs) —d(i,5) + BV (j,e) +V6j}>] (6)

S

2 An alternative interpretation of the nested CES utility structure is that once a consumer arrives in zone j to make a
purchase in sector s, they observe preference shocks correlated within sectors and choose the individual store (d,w) that
provides the highest utility. See Verboven (1996) for the equivalence between nested logit models and nested CES models.

2% Note that log utility with a type I extreme value distributed additive error term is equivalent to linear utility with a Fréchet
distributed multiplicative error term.
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where V (i, e) is the expected value from services travel starting from ¢ with an equalized per-purchase

expenditure e, and e and E are related by £ = e + fe + B2e + - = The expectation is taken

1— ﬁ
over realizations of the idiosyncratic shocks. We borrow this recursive formulation from the dynamic
discrete choice literature, but with g representing the probability of continuing services travel, rather

than the discount factor. Using standard extreme-value algebra, we can further simplify this value to

Z asvlog (Z exp ( (e/pjs) — d(i,5) + BV (4, e)) l/V). (7)

Finally, we define the consumption index for services travel starting from zone i with per-purchase
spending e as®

C(i,e) = exp ((1 — B) - V(i,e)). (8)

We can show that this consumption index is linear in spending e. This allows us to define the price index
of services travel from zone 4, denoted by P;, as the amount of per-purchase spending e needed to buy
one unit of consumption index. In other words, in the consumption utility maximization problem (3), a
worker who lives in zone 7 and works in zone ¢’ has to pay P,C,. + P;C,, in order to consume C,. and
C units of consumption goods from services travel.

Services Stores. Within each zone-sector-subsector pair (j, s, d), there is a measure N;z4 of homoge-
neous stores indexed by w. Under monopolistic competition, the stores choose how much to produce
given the inverse demand function they face. In particular, they maximize the following profits net of
operating costs:

_1\o—1
s X ( ) Pjsa(@)gjsa(w) = Y (rjHjsa(w) + w; Ljsa(w)) — % - Cjsa
Js djs .
Ljs

Tjsd = ma
) J

subject to the inverse demand function and production function. Here, ¢;q4(w) is the quantity produced,;
pjsd(w) is the price they set; Hjgq(w) and L;s4(w) are the land and labor they use in production; 7; and

w; are corresponding input prices; and C}4, is a fixed operating cost with a convenient normalization
(p=1)7~

p°
be characterized. The technology is given by

. The inverse demand function comes from the consumer’s utility maximization and will soon

Gjsa(w) = Ajsq - Hjsq(w)" Ljsa(w)' ™7,

where Aj;q > 0 is the common productivity of stores in (j,s,d). The measure of stores N;q is
determined by the free entry condition, 7;sq = 0. Note that we allow for the possibility of A5 = 0, in
which case we have N,z = 0.

% By applying the exponentiation operation to counteract the logarithmic operation in U, we achieve the linearity necessary
to define the price index for services travel. We also multiply the expected value by (1 — 3) to offset the impact of continuation
probability 8 on the expected number of purchases, —p , This isolates the effect of combining purchases through trip
chaining, holding fixed the expected number of purchases
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External Economies of Scale. We introduce external economies of scale as an additional force of
agglomeration beyond the trip-chaining mechanism. We allow the productivity A;,4 and fixed operating
cost Csq of a region to depend on the size of its services sector. In the literature on agglomeration, size
is often measured in terms of total employment. However, in our model, the production of services
goods requires not only labor but also land and fixed costs for store creation. Therefore, we assume
that productivity and fixed operating costs depend on the total resources spent on production and store

creation in region j:

Ajsa = Ajsa(T1y, Toj)
Cjsa = Cjsa( Y15, Toj)

where T1; = Zs’d f{jsji (fON"Sd ¢jsd(w) dw) and Yo; = ng CjsalNjsq represent the total resources

expended on production and variety creation for region j, respectively.

3.2 Equilibrium

We start with the definition of equilibrium. Given input prices {r;, w; }, the consumer distribution { A/;; },
and their average income {I; }, the equilibrium of the non-tradable services market consists of a set of
allocations {¢;jsq(w)}, prices {pjsq(w)}, the distribution of stores { N,54}, and the values of productivities
and fixed operating costs {A;,4, Cjsq} such that (i) consumers optimally choose their consumption plans
given prices and the distribution of stores; (ii) stores optimally choose their production plans and prices
given the demand they face; (iii) productivities and fixed operating costs are endogenously determined,
(iv) all markets clear; and (v) the free entry condition is satisfied. We first characterize the solution of the
consumer’s utility maximization problem and then use the result to solve the store’s profit maximization
problem.

Consumer Problem. Consumers solve a standard discrete choice problem (6), and it is well known
(e.g., see Train, 2003) that the probability of choosing region j for sector s consumption from region ¢
is given by

exp (—logpjs — d(i, ) + BV (7))

>~ exp (—logpys — d(i. §') + BV ()))
Jeg

Ty =Pr(i — jls) =

v )

where V(j) = V(j,1). This yields a structural gravity equation for services travel flows for each
sector. In Sections 4 and 5, we assess the level of regional inequality, with respect to access to the
services market and examine how it is affected by the economic environment. To this end, we define
services market access (SMA) for zone 7 as the inverse of the price index 1/P;. Services market access
summarizes the impact of the spatial distribution of services stores on the attractiveness of zone ¢ as a
starting point for services travel (Donaldson and Hornbeck, 2016). For instance, a zone with high SMA
indicates that there are many stores located in or around the zone, which makes it a more desirable

starting point for services travel.
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Definition 1 (Services Market Access). The services market access SM A; for zone i is recursively
defined as

8 J

Store Problem. With this characterization of consumer choices, we turn to the store’s problem. We
start with two observations. First, consumers spend a share p, (a share p, respectively) of their income
on services travel that starts from their residence zone (workplace zone, respectively). Second, consumer
demand is homogeneous of degree one with respect to expenditure. These two observations imply that

what is important for firms is the effective distribution of consumers, { E;}, which is defined as
Ei = py Z Mir - Tip + pay Z M - 1.
i'eg i'eg

Then, it is as if there were a single representative consumer in each zone ¢ who spends E; on services
travel and always starts the services travel from zone i.

In Appendix B.1, we show that the total consumer spending in region j and sector s is given by

o0
Rjs=) (1-B)f'a; E'Il'nS = (1 — B)aE" (I — BII) =5, (10)
t=0
where E = (Ey,--- , Ej)" is the vector of the effective distribution of consumers; ™= (7§ G T )’

denotes the vector of location choice probabilities; and II is a J x J matrix with (i,i')-element

i =y, asT;,. Given the aggregate demand on (7, s), the demand for an individual store, g;sq(w),

is isoelastic, which results in constant-markup pricing, pjsq(w) = —£; 52

P A where the unit cost ¢;q 18

1—
given by ¢;uq = (%)7 (;%) ", See Appendix B.1 for details.
The number of stores, N;4q, is determined by the free-entry condition, which equates profits with

operating costs. We summarize the result in the following proposition.

Proposition 1 (Number of Stores). The number of stores in (j, s, d) is determined by firm optimization
and the free-entry condition:

1—go=1

= —1 7—(1— —o_ —(1— _
stdp b= stilAjs(d U)c}sdapjs( U)(l _B)QSET(I_BH) 17‘-;

where fljsd = Ajsq- qﬁji‘sé is the composite productivity of stores in (j, s, d), which combines productivity
and consumer preferences.

In Section 4, we will confront our structural model with the data by nonlinearly estimating the
structural parameters. Before moving to the estimation, however, a first-order approximation analysis
similar to those in Costinot et al. (2019) and Fajgelbaum et al. (2021) would be helpful to understand
the role of trip chaining and external economies of scale. Following their approach, Appendix B.2

18



presents analytical results that characterize the effects of these mechanisms on the spatial distribution
of services stores. In particular, we find that a favorable shock in a sector s’ # s has a positive effect on
the number of stores in sector s in the same region. This effect vanishes as the degree of trip chaining
and the external economies of scale approach zero. In Appendix B.3, we use these results to establish
a theory-consistent specification for the reduced-form estimation of spillovers, which corresponds to
column (4) of Table 1. This specification yields an IV coefficient of interest that converges in probability
to a positive value, which again vanishes as the degree of trip chaining and the external economies of
scale go to zero. In sum, through the mechanisms of trip chaining and external economies of scale, our
structural model can qualitatively match the reduced-form evidence of spillovers presented in Section 2.2.
In Section 4, we further show that this model can quantitatively match these patterns.

3.3 Efficiency Properties of Equilibrium

In this section, we demonstrate the different efficiency properties of trip chaining and external economies
of scale, although both are potential explanations for spillovers in the services market. On the one
hand, trip chaining itself is not a source of inefficiency. Trip-chaining behavior only affects the mapping
from underlying quantities to utility, as formalized in Appendix B.4, so in a hypothetical world with
no underlying inefficiencies, we could invoke the first welfare theorem to conclude that trip chaining
does not introduce inefficiency. However, the presence of monopolistic distortions complicates the
efficiency implications of trip chaining. Nevertheless, we can show that trip-chaining behavior neither
exacerbates nor mitigates monopolistic distortions, which implies that trip chaining does not introduce
any additional inefficiency. On the other hand, when spillovers arise from external economies of scale,
the decentralized economy is generically inefficient. This observation suggests that the presence of
spillovers in the data does not necessarily indicate inefficiency in non-tradable services markets. Indeed,
in Section 4, we find that the trip-chaining mechanism largely explains the observed spillovers, which

implies that the non-tradable services market is close to efficient.

Efficiency Properties of Trip Chaining. Our argument proceeds in two steps to show that trip-chaining
behavior does not lead to additional inefficiency. For the purpose of this discussion, we assume for the
moment the absence of external economies of scale. We start with a constrained social planner problem
that focuses on resource allocation within the services market. The social planner maximizes social
welfare under the constraint that the resource allocation between tradable goods consumption and the
services market cannot be changed. We assume that the social planner maximizes the Pareto weighted
sum of the log utilities of consumers, where the Pareto weight is proportional to their income. This
particular choice of Pareto weights guarantees that the decentralized allocation is constrained efficient
when trip chaining is not allowed (8 = 0). By considering this benchmark social planner problem, we
can exclusively examine the potential inefficiency that arises from the trip-chaining mechanism.

In this economy, there are two potential sources of inefficiency in resource allocation. The
first is the inefficient allocation of resources across consumption regions, and the second is the

inefficient allocation of resources between production and store creation within a consumption region,
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which reflects the quantity-diversity trade-off discussed by Dixit and Stiglitz (1977). The first part
of Proposition 2 shows that the decentralized resource allocation within the services market—across
regions and between production and variety creation—remains efficient regardless of the presence of
trip chaining. Further details and formal proofs of the results presented in this section can be found in
Appendix B.4.2° Importantly, the proof does not rely on the specific modeling of trip chaining, as long
as the model features a constant elasticity of substitution between individual stores. For example, the
result holds when consumers plan their entire itinerary, including the number of trips and where to visit,
before starting their services travel.

In addition, we consider an unconstrained social planner problem that involves resource allocation
between tradable goods consumption and the services market. Due to the underlying monopolistic
distortions in the services sector, the unconstrained social planner would reallocate resources from
tradable goods consumption to nontradable services consumption and store creation, consistent with
the finding of Dixit and Stiglitz (1977). However, this inefficiency does not interact with trip chaining,
which means that the amount of resource reallocation is independent of the value of 3. In particular,
the second part of the proposition shows that the social planner increases the number of non-tradable
services stores proportionally more than the decentralized number of stores, but this proportionality
does not depend on the presence of trip chaining. Based on these observations, we conclude that the

trip-chaining mechanism does not represent an additional source of inefficiency in this economy.
Proposition 2 (Efficiency Properties of Trip Chaining).

(1) When trip chaining is not allowed ( = 0), the decentralized equilibrium coincides with the solution
to the constrained social planner problem, where the Pareto weights on the log utilities of consumers
are proportional to their income. Even when trip chaining is allowed (3 > 0), the decentralized
equilibrium still aligns with the solution to the same constrained social planner problem with

exactly the same Pareto weights.

(2) The unconstrained social planner chooses the number of non-tradable services stores { N s 4} given
by
d
fsd =X sted’
where N j‘-ised represents the number of stores in the decentralized equilibrium and x > 1 is a constant
that is unaffected by the presence of trip chaining. The optimal allocation can be implemented

by the combination of a tax on tradable goods and a subsidy on non-tradable services, which are

again independent of the presence of trip chaining.

Efficiency Properties of External Economies of Scale. Again, we consider both constrained and un-
constrained social planner problems to illustrate the inefficiency of the services market with external
economies of scale. The first part of Proposition 3 shows that the non-tradable services market with

external economies of scale is generically constrained inefficient, except for the special case of isoelastic

% These results extend the CES efficiency results established by Dixit and Stiglitz (1977) and Dhingra and Morrow (2019)
by incorporating nested aggregation, heterogeneous consumers, and external economies of scale.

20



external economies of scale. We define external economies of scale as isoelastic when they take the
form of either
Ajsd = Ajsd . Ti] and std = std . TEJE

or
A 2 —
Ajsd = Ajsd ’ Y; and std = std : Tj )

where T; = T1; + YT»;. In Appendix B.4, we characterize the inefficiency in terms of both interregional
and intraregional resource allocation. In addition, the presence of external economies of scale exacerbates
the inefficient allocation of resources between tradable goods and non-tradable services. In particular,
the second part of the proposition shows that the extent of resource reallocation increases with the
degree of external economies of scale. Taken together, these findings highlight the inherent inefficiency

that arises in the non-tradable services market with external economies of scale.
Proposition 3 (Efficiency Properties of External Economies of Scale).

(1) With isoelastic external economies of scale, the decentralized equilibrium solves the social planner
problem. However, beyond this special case, the non-tradable services market is constrained

inefficient in terms of both interregional and intraregional allocation.

(2) With isoelastic external economies of scale, the unconstrained social planner chooses the number

of non-tradable services stores {N. ;‘S 4t as
* de
jsd = x(€) - Nisas

de
where std

increasing function of €. The optimal allocation can be implemented through a combination of a

represents the number of stores in the decentralized equilibrium, and x(¢) > 1 is an

tax on tradable goods and a subsidy for non-tradable services.

Nonparametrically estimating the specific form of external economies of scale is beyond the scope
of this paper. Therefore, in the next section, in which we estimate the structural model, we make the
assumption of isoelastic external economies of scale and focus on estimating a single parameter .27 It
is worth noting that both forms of isoelastic external economies of scale are isomorphic in terms of the
changes in endogenous variables, because the ratio Yy : To; : ¥; = 1: (p — 1) : p remains constant in
the decentralized equilibrium.

4. Estimation

In this section, we discuss the quantification of the model with particular emphasis on estimating the
degree of trip chaining and external economies of scale. We estimate the former using the results of our
original survey, and the latter is estimated to match residual spillovers. In particular, we introduce a

27 Thus, in the estimated model, external economies of scale do not lead to constrained inefficiency. However, as emphasized
in Proposition 3, this is just a knife-edge case.
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novel Bartik-motivated generalized method of moments estimation approach that allows us to exploit

exogenous variation from a shift-share design, while accounting for spatial linkages.

4.1 Parameter Estimation

We estimate the parameters of the model in four steps. First, the model-implied gravity equation allows
us to estimate the parameters 7 = 7/v and ¢ = ¢/v without solving the full model. Second, we calibrate
a subset of parameters using our data, which includes the degree of trip chaining. Third, we estimate
the remaining parameters for our model of non-tradable services in Section 3.1. As in Ahlfeldt et al.
(2015), we invert the model to back out the values of exogenous variables that rationalize the observed
services market data. We then use these inverted data as input for the GMM estimation, with moments
motivated by the reduced-form evidence. Finally, we calibrate the parameters for the general equilibrium
component of our model introduced in Appendix B.5. In this section, we focus on the first three steps
of the estimation procedure. See Appendix C.3 for estimation of the general equilibrium parameters.

Gravity Equation. From the location choice probability of consumers, we derive a gravity equation for
services travel, which is similar to the conventional gravity equation for trade or commuting flows:
In7f; = —7d(i,j) — p1{i # j} + FEjs + FE” +e5,

where 7; is the probability that a consumer from region ¢ chooses region j when purchasing a good
in sector s, and d(i,7) is the travel time distance between two zones, measured in minutes.?® The
destination—sector fixed effect FE;, captures the price index and the expected continuation value, while
the origin—sector fixed effect FE** measures market access for consumers. The normalized coefficients
7 =7/v and $ = ¢/v represent the semi-elasticity of services travel and the border effect, respectively.
As described in Fact 1, a significant fraction of consumers stay in the same zone when purchasing
services goods. This observation motivates us to include the border effect to improve model fit. Finally,
the error term ¢;; captures the measurement error that is independent of the other variables on the
right-hand side.

Table 2 reports estimation results. Column (1) reports the results of OLS estimation without the
border effect. This estimate implies that an additional 10-minute increase in distance reduces services
travel flows by about 30%. When the border effect is included in Column (2), the estimate drops to
0.016, since the border effect accounts for the significant decline in services travel around zero distance.
In addition, our gravity fit improves with inclusion of the border effect, increasing R-squared from 0.533
to 0.592.

% Travel time varies depending on the transportation mode chosen. But, for simplicity, we assume that consumers choose
the optimal public transportation combination, as explained in Section 2.1. We use the same distance measure for commuting
decisions in the general equilibrium model.
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Table 2: Estimation Results: Gravity Equation

OLS PPML

(1) (2) (3 4)
Distance (7) 0.033*** 0.016*** 0.161*** 0.152***
(0.0011) (0.0010) (0.0014) (0.0025)
Border effect (¢) 1.084** 0.357***
(0.0380) (0.0644)

Fixed Effects v v v v
Observations 8,409 8,409 522,512 522,512

(pseudo) R? 0.533 0.592 0.539 0.539

Notes: Data source: Household Travel Survey (2016) for both weekdays and weekends. Distance is
measured in minutes. Fixed effects represent destination-sector (7, s) and origin-sector (i, s) fixed effects.
Robust standard errors are shown in parentheses, with *** p < 0.001. For PPML, we report pseudo
R-squared in the last row.

Despite the large number of observations in our data, due to the granularity of our geographic unit,
we observe that a substantial fraction of pairs of regions have zero travel between them.?” To incorporate
these zero observations into estimation, in Column (3) we report the results of Poisson pseudo maximum
likelihood (PPML) estimation with the same specification (see, e.g., Silva and Tenreyro, 2006). The
semi-elasticity is 16.1% in Column (3), which is five times higher than that in Column (1) due to the
inclusion of pairs with zero travel in the estimation. In Column (4), which is our preferred specification,
we include the border effect. The result shows that an additional 10-minute increase in travel-time
distance reduces services travel flows by about 80%. The (pseudo) R-squared is reported in the last
row of the table. In addition, we present the fit of the estimated model in Figure A.3, which shows that
services travel flows are well approximated by this gravity equation.

Parameter Calibration. We calibrate five types of parameters: {«s}s, {1, tor, thw, te}, 7, p, and 5. The
most important parameter is travel continuation probability 3, which governs the magnitude of spillovers
from trip chaining. We calibrate this parameter directly from the Online Household Services Travel
Survey. According to the survey, the number of services stores visited for purchases is on average 1.72
per services travel, which implies § = 0.419. We then estimate the Cobb-Douglas share of each sector,
o, directly from the revenue shares of each services sector. To calibrate Cobb-Douglas expenditure
shares of services travel, u, and u,,, we calculate the ratio between the share of services travel from home
and workplace, ;%’ using information on the origin locations from the Household Travel Survey. Next,
we divide the total revenue of services sectors obtained from our commercial data by the total income
of workers in Seoul to compute the total expenditure share of services, u, + . These two moments
allow us to calibrate the values of u, and p,,. The remaining parameters are difficult to calibrate from
our dataset, so we rely on aggregate moments or central values from the literature. For the share of
household spending on housing, we use u; = 25.3% from the Seoul Household Consumption Spending

% Out of approximately 540K pairs of zones and sectors (=424% x 3), we only observe flows for about 10K pairs, which
account for less than 2% of total pairs. We do not use a larger geographic unit because services travel is highly sensitive to
distance.
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Survey from 2006. This estimate is in line with those in the literature, such as Ahlfeldt et al. (2015)
and Davis and Ortalo-Magné (2011). For the Cobb-Douglas share of firm spending on commercial
floor space v, we use 20%, which is the value commonly used in the literature (e.g., Valentinyi and
Herrendorf, 2008; Ahlfeldt et al., 2015). Finally, we set p equal to 9 based on Couture (2016), whose
estimates range from 8.4 to 9.2. He uses detailed information on restaurants and household travel to
estimate the elasticity of substitution across stores.

Bartik GMM. We estimate the remaining parameters of the model of non-tradable services. In
particular, we estimate ¢, o, and v using the generalized method of moments, which proceeds in two
steps. Given the parameterized model of non-tradable services, we first back out local composite
productivity log fljsd by inverting the model (e.g., Berry, 1994; Ahlfeldt et al., 2015). See Appendix C.1
for details on model inversion. Note that composite productivity is a structural residual of our model,
which captures productivity and preferences. We then construct three types of moment conditions
with the composite productivity, which can be used to estimate the three parameters. These moment
conditions are based on the same identification idea as the reduced-form evidence in Section 2.%°

To isolate exogenous changes in the composite productivity of each sector in each region, we compute
the predicted change in composite productivity by interacting the initial subsector composition with the

city-level growth in composite productivity across subsectors:*!3?

A log Aﬁartik = Z Sjsd’,0 * A log ASeoul,sd’-
dl
This variable is defined analogously to the Bartik instruments in Section 2, but using composite
productivity instead of the number of stores. Our first set of moment conditions is given by

Alog Ajeq L; Alog ABSTH  for all (s,s',d) with s # 5. (11)

]S

This condition requires that the change in the composite productivity of a sector is orthogonal to the
exogenous change in the composite productivity of another sector.

For each subsector d in a region, the following instrumental variable captures the exogenous change
in the composite productivity of subsectors other than d in the region:

A Bartik A
Alog Ajs(,lzé = Z Sjsd' 0 Alog ASeoul,sd/-
d'#d

3 A comparison with the approach in Section 2 is in order. In Section 2, we construct Bartik instruments based on
the number of stores, which is an endogenous variable. In this section, we instead construct Bartik instruments based on
composite productivity A, which provides two advantages. First, considering shocks to exogenous variables, we can get a
clearer economic interpretation of estimation results. Second, our structural model allows us to easily incorporate spatial
linkages in a theory-consistent manner. Incorporating spatial linkages in reduced-form shift-share research designs is inherently
challenging, and this limitation is often acknowledged in the literature on shift-share instruments (see, e.g., GSS). Adao,
Arkolakis, and Esposito (2020) also emphasize this point and extend the shift-share design to incorporate spatial linkages and
general equilibrium effects.

31 We estimate the city-level change using leave-one-out averages excluding region j.

32 Qur estimation method requires either A log Ajsd L {sjsrar,0}s7ar» as in GSS, or Alog ASeouLSd being as-good-as-
randomly assigned, as in Borusyak, Hull, and Jaravel (2020).
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The second set of moment conditions is

Alog Ajsq Lj Alog AP for all (s, d) (12)
This condition imposes orthogonality similarly to the first condition, but between subsectors within a
sector instead of between sectors. Likewise, the third set of moment conditions requires orthogonality
across nearby regions. For each region j, we calculate the weighted average of the changes in the
composite productivity of other regions, in which the weights o(j, j') are j-specific:

Alog AP3 =N " o(4, ) - Alog A7+,
J'#7

In particular, we put a higher weight on region ;" if this region is a closer substitute for region j.
Specifically, we use the share of consumers in j who choose j’ for services travel as our weight. Then,
our final moment conditions can be written as

Alog Ajeq Lj Alog AP4T" for all (s, d) (13)

We estimate three parameters using these three types of moment conditions, (11)—(13), which are
stacked in vector form in the following moment condition:

E;[m(X,{e,0,v})] = 0.
GMM estimates solve

{é,6,0} € argmin <}I Z m(Xj, {e,0, 1/})) W(}I Z m(Xj, {e,0, 1/})),

{570'711} ]GJ ]EJ

where # is the efficient GMM weighting matrix. We numerically minimize the objective function to
obtain GMM estimates.

Identification. Whereas the model’s complexity makes it difficult to deliver a formal argument of
identification, we can provide an intuitive explanation of how each type of moment condition separately
identifies each of the remaining parameters. First, an exogenous increase in the composite productivity
in (4, ') has a positive spillover effect on (7, s, d) for s # s'. If we postulate a weaker spillover than it
actually is, the spillover alone cannot fully explain the change in the number of stores in (4, s, d). The
remaining part should be explained by an increase in the composite productivity of (j, s, d), which results
in a spurious positive correlation between A log fljsd and A log fl?;‘,“ik. Holding fixed the value of the
calibrated parameter g, the parameter € mainly controls the magnitude of this spillover effect. Thus,
the first set of moment conditions requires selecting € in such a way that these terms are uncorrelated
across sectors. Similarly, an exogenous increase in the composite productivity in (7, s, —d) has both a
spillover effect and a negative competition effect on (4, s, d). Holding fixed the spillover effect controlled

by /3 and ¢, if we assume too small competition effects, a spurious negative correlation arises between
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Alog fljsd and Alog fl?;rfl;. The parameter o mainly controls the magnitude of this competition effect.
Therefore, the second set of moment conditions requires that, with 3 and ¢ held fixed, the parameter o
is chosen to render these terms uncorrelated across subsectors. Finally, an exogenous increase in the
composite productivity in a given zone j has both a positive spillover effect and a negative competition
effect on nearby zones, —j. Holding fixed the spillover effect again, the parameter v mainly controls the
magnitude of the spatial competition. Thus, the third set of moment conditions requires that, with 3, ¢,
and o held fixed, the parameter v needs to be selected to ensure that these terms are uncorrelated across
Zones.

Estimation Results. Table 3 summarizes estimation results.>® First, we find that the estimated degree
of external economies of scale ¢ is not significantly different from zero. This finding suggests that
the trip-chaining mechanism dominantly accounts for spillovers in the services market, and leaves
limited room for other mechanisms to contribute significantly. Although it is difficult to find a directly
comparable estimate, this estimate stands in stark contrast to the tradable goods sector, for which the
literature extensively documents evidence of the presence of strong scale economies, which contribute
to the agglomeration of industrial production. This literature emphasizes several mechanisms at play,
such as sharing, matching, and learning (Duranton and Puga, 2004), but our result indicates that these
mechanisms play a limited role in the services market.>*

We find that the dispersion of taste shocks v is about 0.35. Our estimation results suggest that
consumers’ idiosyncratic preferences are more dispersed than their preferences for residence or workplace
choices, which are estimated by Ahlfeldt et al. (2015). Finally, our estimate of substitution across
subsectors o is about 4.8. This estimate is comparable to that of Couture (2016), who estimate the
elasticity of substitution across different types of restaurant cuisine.

4.2 Estimation Results: SMA Inequality

Equipped with the estimated model, we can compute each region’s services market access (SMA), which
represents the value that consumers in each region derive from services travel. We can compute SMA
only after estimating the model, because SMA depends not only on the spatial distribution of services
stores but also on a number of key parameters—travel cost parameters, elasticities of substitution, and,

33 In this section, we use data from the years 2014, 2015, and 2018, which is different from the data used in Section 2,
where we used data from the years 2014, 2015, and 2019. In 2019, the data sources for constructing sales estimates were
changed, and we find that this caused noise that differs across subsectors. The number of stores does not have the same issue,
since it has been consistently collected. The estimation results in Section 2 would remain qualitatively similar if we had used
the year 2018 instead.

3% This result is perhaps not surprising, given the distinctive features of the services market. First, mechanisms based on
the relationship between firms, such as input-output linkages, are not relevant for the services sector because services firms
mostly cater to households rather than other services firms. Moreover, the geographic unit of analysis in our study is much
smaller than those used in the literature, so the agglomeration mechanism for services should have a higher rate of spatial
decay. In addition, the mechanisms discussed in the literature, such as comparison shopping, tend to operate within a sector
rather than across sectors, which is inconsistent with our findings of across-sector spillovers in Section 2. In contrast, our
trip-chaining mechanism provides a natural explanation for across-sector spillovers with a high rate of spatial decay. This
arises from consumers’ disutility from travel, which is highly sensitive to distance, and from trip chaining, which combines
purchases from different sectors.
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Table 3: Estimation Results

Description Value Source
z Services travel elasticity 0.152 Gravity
(0.002)
2 Services travel border effects 0.357 Gravity
(0.064)
15} Travel continuation probability 0.419 Online Survey
(0.006)
€ External economies of scale 0.006 GMM
(0.045)
o Substitution across subsectors within a sector 4.851 GMM
(0.131)
v Dispersion of taste shocks 0.351 GMM
(0.000)
p Substitution across stores within a subsector 9 Couture (2016)
y Share of firm expenditure on floor space 0.2 Valentinyi and Herrendorf (2008)
Qg Expenditure share on Food, Retail, Other 0.31,0.51,0.18 Revenue shares

tr, by Share on services from home and workplace 0.209, 0.062  Spending share
1o Share on housing 0.25 Literature

Notes: Standard errors from the gravity equation estimation and efficient GMM estimation are in parentheses.

most importantly, the trip-chaining parameter. Together, they map the spatial distribution of services
stores to the spatial distribution of SMA.

In the left panel of Figure 5, we plot the histogram of (log) SMA. The standard deviation of (log)
SMA across zones is 0.22, which indicates limited but nonnegligible variation across regions. For
example, a consumer who begins their services travel in the top 25% zone can enjoy 33% higher welfare
per spending compared with those who begin their services travel in the bottom 25% zone.*>> As an
alternative measure of inequality, we plot the Lorentz curve for SMA in the right panel of Figure 5. The
corresponding Gini coefficient is 0.12.

However, the dispersion of the number of services stores is much larger than that of the SMA. In the
middle panel, we plot the histogram of the (log) number of services stores, which has a much thicker
right tail. The standard deviation of the (log) number of stores is 1.03, which is 10 times larger than that
of the SMA. In addition, the interquartile ratio and the Gini coefficient are 3.29 and 0.56, respectively,
both of which are substantially larger than those of the SMA.3® Thus, we conclude that inequality in
access to the services market is significant, but less than expected from the uneven distribution of stores.
The gap between these inequalities arises from the possibilities of services travel and trip chaining:
consumers can travel to other regions and make multiple purchases in regions with many stores without

incurring additional travel costs.

% For all statistics, we use the effective population distribution—i.e., the weighted sum of residence and population
distribution—and assign 77% weight to the former based on the share of travel starting from home.
3 The Gini coefficient of household income in Korea is 0.314 (World Bank, 2016).
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Figure 5. Spatial Disparity in the Number of Stores and SMA

In Appendix D.1, we show that SMA inequality exacerbates real income inequality between high-
skilled and low-skilled workers. This is because high-skilled workers tend to live and work in areas
with better access to the services market. Since consumers allocate a significant portion of their income
(27%) to services goods, SMA—the inverse of the price index of services goods—has a significant
impact on the price index they face. Indeed, the impact of SMA inequality on real income inequality is
substantial and comparable to that of housing rents.

S. Importance of Spillovers from Trip Chaining

In this section, we examine the importance of spillovers from trip chaining. We first explore their
importance in agglomeration of non-tradable services stores. We then explore the welfare implications,
in which we focus on the distinctive features of trip chaining.

5.1 Spillovers and Agglomeration of Services

To investigate the importance of spillovers from trip chaining in the agglomeration of non-tradable
services, we set 3 to 0 to turn off trip chaining and calculate the concentration of the counterfactual
distribution of services stores. The result indicates that trip chaining plays a substantial role in
agglomeration of services. In the left panel of Figure 6, we present a scatter plot that compares the
log number of services stores with and without trip chaining, and in the right panel, we depict the
Lorenz curves for the distributions of services stores. Without trip chaining, the number of stores in
concentrated areas decreases significantly. The dispersion of services, as measured by the standard
deviation of the log number of stores, decreases by 35% (from 1.03 to 0.67).%” Similarly, the right panel
shows that the Lorenz curve of services stores shifts significantly, and the Gini coefficient decreases by
40%. This suggests that more than one-third of the concentration of services is attributable to spillovers
arising from the trip-chaining mechanism.

37 In Sections 5 and 6, we report the result fixing the distribution of consumers, and focus on reallocation of the services
sector. Results are both qualitatively and quantitatively similar when we use the general equilibrium model presented in
Appendix B.5 to perform counterfactual exercises. For example, turning off the trip-chaining mechanism leads to a 34%
decrease in the standard deviation of the log number of stores when we further endogenize decisions on residential areas and
workplaces, which is only 1 percentage point smaller.
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Figure 6. Importance of Trip Chaining in Agglomeration

Notes: We turn off each mechanism sequentially on top of the previous one. For example, scale
economies represent an economy in which both the trip-chaining mechanism and external economies
of scales are turned off.

In contrast, we find that external economies of scale have limited impact on the concentration of
services, as expected from the estimate of ¢ being close to zero. To examine the role of external
economies of scale, we set parameter ¢ to zero, along with trip-chaining parameter 5. This eliminates all
spillover forces in the services sector. As shown in Figure 6, this causes little change to the counterfactual
distribution of services stores (represented by the red cross markers) and the Lorenz curve (red line).
The standard deviation of the log number of stores decreases by only an additional 2%. Therefore, we
conclude that spillovers explain more than one-third of the concentration in services—and of the two
spillover mechanisms, the trip-chaining mechanism accounts for about 95% of the total contribution of
spillovers.

What explains the remaining 63% of the concentration? We find that location fundamentals explain
about one-half of the rest, or about one-third of the total concentration. If we also turn off the regional
differences in location fundamentals—composite productivity and costs—the standard deviation of the
log number of stores decreases by an additional 29%. In the left panel of Figure 6, the counterfactual
distribution represented by the yellow squares is much less dispersed. Finally, the remaining 34% of
the concentration arises from differential access to consumers, which stems from the combination of
the distribution of effective consumers F; and spatial frictions. If we further assume that there are no
spatial frictions in this economy, all services stores have the same advantage in terms of proximity to
consumers, regardless of their locations. Without differences in fundamentals or access to consumers,
the dispersion of services stores disappears completely, as shown by the purple dots in Figure 6.

The Lorenz curves in the right panel of Figure 6 confirm our results. As we turn off each channel
one by one, the curves approach the 45-degree line. The Gini coefficients decrease to 60%, 59%, 35%,

and 0% of the baseline, respectively.
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5.2 Welfare Implications of the Trip-chaining Mechanism

In Section 3.3, we discuss the efficiency implications of the trip-chaining mechanism. In particular, we
show that the spillovers that arise from trip chaining do not lead to any inefficiency in the decentralized
economy, whereas external economies of scale are generically inefficient.

In this section, we turn our attention to the effect of trip chaining on SMA inequality. As discussed
in Section 5.1, trip chaining increases the concentration of services stores and thus contributes to higher
SMA inequality. However, its total effect on SMA inequality is ambiguous due to a countervailing force.
Trip-chaining behavior allows consumers to make multiple purchases per travel, leading to a lower
disutility cost per purchase. This makes it less costly to live or work in a region with fewer services
stores nearby. Thus, holding the spatial distribution of services stores fixed, trip-chaining behavior itself
reduces SMA inequality.

Despite the significant changes in the concentration of stores we documented above, we find that
the net effect of the trip chaining on SMA inequality is close to zero due to the countervailing force.
In the left panel of Figure 7, we plot for each zone the counterfactual value of the (log) SMA when
there is no spillover from trip chaining against the actual value (with blue circles). The figure clearly
shows that trip chaining has a limited impact on dispersion of the SMA. SMA inequality, as measured
by the standard deviation of the (log) SMA, slightly increases by 4.5%. The right panel also confirms
this finding, by showing that the Lorenz curve and the Gini coeflicient barely change.

To decompose the effects of the two opposing forces, we first isolate the effect of changes in the
distribution of stores. We compute SMA inequality using the counterfactual distribution of services
stores without trip chaining, but still allowing consumers to make multiple purchases per travel. These
results are represented by the red squares in the left panel of Figure 7, which shows that a lower
concentration of services stores leads to a decrease in inequality. The standard deviation of (log) SMA
becomes 12.5% smaller than the actual value.

Our analysis suggests that the trip-chaining mechanism does not exacerbate SMA inequality, despite
its substantial contribution to the concentration of services stores. This finding again highlights the
importance of identifying the mechanisms that derive agglomeration, since their welfare implications
may differ substantially. For example, if agglomeration arises from external economies of scale rather
than the trip-chaining mechanism, the countervailing force related to changes in travel patterns does not
operate. In such cases, spillovers always lead to greater inequality in access to the services market, and
an increase in concentration always goes hand in hand with an increase in SMA inequality.

6. Urban Structure in the Future

Consumption services can play a more important role in the success of cities than production (Glaeser,
Kolko, and Saiz, 2001). Couture and Handbury (2020) demonstrate that non-tradable services have been
a driving force behind recent urbanization in the United States. Our model provides insights into how
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Figure 7. Importance of Trip Chaining in SMA

the urban structure, particularly the distribution of services, may change in the future due to various
factors such as policy changes, transportation networks, or technological advances.

In this section, we focus on the impact of the rise of work from home and delivery technology, which
have unexpectedly been accelerated by the COVID-19 pandemic. In Appendix D.2, we also discuss the
effect of transportation improvements.

6.1 Work from Home

The COVID-19 pandemic has changed the way people work: Between April and December 2020, about
one-half of paid work hours in the US were supplied from home. This shift is not temporary, and
research suggests that work from home will remain at around 20% (Barrero, Bloom, and Davis, 2021).
Similarly, in Seoul, the proportion of remote or hybrid work doubled from 4.5% to 9% between 2016
and 2018, and the pandemic has further accelerated this trend, with around 18% of workers experiencing
remote work in 2022.

Studies provide evidence that work from home may have significant impacts on the distribution of
services. However, its impacts to date have been uneven across cities, and its long-term consequences
remain uncertain. While services stores in large US cities become less spatially concentrated, shifting
from dense city centers to suburban areas (e.g., Althoff et al., 2022; Duranton and Handbury, 2023;
Duguid et al., 2023), Seoul did not experience a decrease in the concentration of services stores during
the pandemic. According to Seoul Commercial Area Data, from 2019 to 2022, about one-half of the top
10% zones with the largest share of working population experienced growth above the citywide median
level. In addition, the standard deviation of the log number of stores across zones did not decrease, but
instead increased by 8%. Which characteristics of cities determine the impact of work from home? And
furthermore, how will it reshape the distribution of services in the long run?

The spatial linkages of services consumption between residential and business areas are critical in
understanding the impact of the rise of work from home. As workers shift to working remotely, the

distribution of consumers also shifts from business areas to residential areas, which are typically less
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Figure 8. Changes in the Number of Stores after Work from Home

concentrated in the data. However, it remains unclear whether this shift will actually lead to a reduction
in the concentration of services, since a significant proportion of purchases involve services travel. If
spatial linkages between residential and business areas are strong, consumers may still travel for services
from their homes to business areas while working from home.

To analyze the long-run effects of work from home, we assume that 20% of workers will work
remotely in the future, as predicted by Barrero, Bloom, and Davis (2021), and compute the counterfactual
distribution of services stores. When working from home, consumers always start their services travel
from home rather than from their workplace. In the left panel of Figure 8, we plot the percentage change
in the number of stores after the rise of work from home against the current number of stores. Although
concentrated areas tend to experience a decline in the number of stores, the magnitude of the change in
concentration is limited, which is qualitatively consistent with the empirical pattern we document above.
The standard deviation of the log number of stores decreases by only 1.7%.

We find that the limited impact on services concentration is due to the strong spatial linkages between
business and residential areas. Specifically, the demand for services in certain concentrated business
areas remains high because they continue to attract a significant number of consumers even when they
work from home. This is confirmed in the right panel of Figure 8, in which we plot (with blue circles)
the change in the number of stores against the share of the workplace population. The figure shows that
regions with a high share of the workplace population do not necessarily experience significant declines
in the number of stores. Although some zones with a workplace population share above 70% experience
a significant decrease in the number of stores (about 10%), many of these zones experience only a minor
decline (less than 1%). To further illustrate this point, Figure 8 also plots (with red circles) the effect of
work from home on the number of stores in a model in which consumers purchase services only in the
zone in which they begin their services travel. In this case, we find a strong relationship between the
share of the workplace population and the change in the number of stores.

The impact of spatial linkages can clearly be seen in Figure 9. We plot the share of the workplace
population and the change in the number of stores on the map of Seoul. We can compare the two largest
business areas in Seoul, Jong-ro in the north and Gangnam in the southeast (see Figure 9a). Although
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Figure 9. Work from Home: Map

Jong-ro has a higher share of the workplace population than Gangnam, it experiences a smaller decline
in the number of services stores after the rise of work from home (see Figure 9b). Jong-ro has stronger
spatial linkages with its surrounding residential areas. As a result, it continues to attract consumers
from nearby regions, which offsets the decline in demand from local consumers who work in the area.
In contrast, Gangnam, which is surrounded by several business areas, faces challenges in attracting

consumers when people work from home.

6.2 Delivery Services

As transportation and internet technology continue to improve, the importance of delivery for non-
tradable services has grown rapidly. Consumers in the U.S. can now buy retail goods online (e.g.,
from Amazon) and order food for home delivery (e.g., Uber Eats). South Korea has also experienced
significant growth in delivery services in the Food and Retail sectors. Online retail sales in South Korea
almost doubled from $94 billion to $150 billion between 2017 and 2021. The share of restaurant sales
that are delivered to consumers has also grown rapidly in recent years, and accounts for 15% of total
sales (Statistics Korea, 2022). Delivery services eliminate the disutility from distance, which renders
non-tradable services effectively tradable. Thus, delivery technology can have a significant impact on
both the spatial distribution of services firms and the welfare of consumers.

To examine the impact of delivery services, we consider a counterfactual scenario in which 6 € [0, 0.5]
fraction of the total demand for the Food and Retail sectors is fulfilled by delivery. We assume that spatial
frictions are completely eliminated in the Retail sector and reduced by 50% in the Food sector when
services are delivered, which is modeled by adjusting distance disutility parameters (i, 7) accordingly.*®

Improvements in delivery technology lead to a substantial reduction in concentration. In the left
panel of Figure 10, we plot how the concentration decreases as we increase the share of delivery services.
For example, when one-half of total demand is fulfilled by delivery (§ = 0.5), the standard deviation

% For the restaurant sector, spatial frictions decrease but still exist even when delivery is available because delivery platforms
typically charge fees based on distance. We choose 50% as an approximation, but the results are qualitatively the same
independent of a specific number we choose. In contrast, for the retail sector, shipping costs are flat within a city.
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Figure 10. Delivery Services: Concentration of Services Stores

of the log number of stores decreases by 19%. Advances in delivery technology help services stores
located in unfavorable geographic locations by reducing spatial frictions. For example, stores located
in remote areas that were previously connected to a relatively small consumer base can now access the
entire market through better spatial linkages.

In the right panel of Figure 10, we plot the change in the number of stores in each region for each
sector. With the increasing use of delivery services, some of the demand for the Food and Retail sectors
is now being fulfilled by these services, which reduces the importance of the geographic location of
stores for revenues. As a result, stores in previously concentrated areas lose their comparative advantage,
which leads to a decline in the number of restaurants and retail stores in such regions. Interestingly, the
decline in concentration is also observed in the Other sector, which is not directly affected by delivery
services. This unique phenomenon is a consequence of trip chaining, which generates positive spillovers
across sectors within regions. As consumers visit concentrated areas less often to eat out or shop for
retail goods due to the rise of delivery services, subsequent purchases from trip chaining decrease. This
reduces demand for the Other sector in these areas, which leads to a decrease in the number of stores.

Finally, the rise of delivery services also leads to a significant decrease in welfare inequality. Welfare
inequality, as measured by the standard deviation of log SMA, decreases by 36%. Access to delivery
technology eliminates the disutility of travel, which disproportionately benefits consumers in remote
areas with previously lower SMA. This suggests that policymakers should consider investments in
delivery services or transportation technologies for nontradable goods as an effective means of reducing
inequality in access to the services market. This is particularly important given the significant impact
of SMA inequality on real income inequality, as discussed in Section 4.2.
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A. Appendix for Section 2

A.1 Online Travel Survey

In this section, we present additional results from the online survey. Although a few recent studies

document travel patterns using credit card transaction data or smartphone data, there is still limited

understanding of the details of services travel. The online survey provides a more in-depth understanding

of services travel, particularly how consumers combine multiple purchases into a single trip when faced

with spatial frictions. In particular, these findings allow us to assess whether our assumptions on services

travel in Section 3.1 are realistic.
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Travel distances. In Figure A.1, we plot the distribution of travel distances for commuting, services
travel for the first purchase, and services travel for trip chaining. First, comparing the travel distances
for commuting and the first purchase with those from the Korean Household Travel Survey in Figure 3a,
we observe that they are comparable, which reassures the quality of the online survey. Any slight
differences between the two datasets might be attributed to variation in the survey year or sampling.
Second, consumers tend to visit nearby regions for the second purchase. This observation implies that
positive spillovers from trip chaining would spatially decay fast. It is worth noting that this observed
pattern aligns with the recursive structure of our structural model. If consumers tend to travel to
concentrated areas for their first purchase, they are more likely to stay in those areas for subsequent
purchases, resulting in shorter travel distances.

Figure A.1. CDF of Travel Distance (Online Survey)
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Trip chaining. The magnitude of trip chaining, represented by the average number of purchases made
during a single instance of travel, is found to be 1.72 in the online survey. We find that the average
number of purchases is comparable across types of travel. Table A.1 compares the average number
of purchases based on origin and destination types, while Table A.2 compares the average number of
purchases based on the sectors of the first purchase.®* These results suggest that it is reasonable to model
the trip chaining parameter as common for all types of travel.

In Table A.3, we present the correlation between the number of purchases and the number of stores
in the zone where the first store is located. The two numbers show a positive correlation, indicating
that consumers tend to buy more goods when they visit more concentrated areas. While we do not
endogenize the decision to continue travel or not, our estimate of the contribution of the trip-chaining
mechanism to agglomeration is conservative. If consumers are more inclined to make consecutive
purchases in concentrated areas, spillovers would be stronger in these areas, further amplifying the role
of trip chaining in services agglomeration.

Sector choices of purchases. We find that sectors of subsequent purchases do not critically depend
on the sector of the previous purchase. In Table A.4, we calculate the conditional probability of

* In our online survey, we ask respondents to report on the travel that resulted in the most purchases in a single day in order
to maximize the number of responses with multiple purchases. As a result, the average number of purchases with travel details
is higher than the overall average.
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Table A.1: Average Number of Purchases by Origin/Destination Types

home school/workplace others
home 1.90 (0.02) 1.90 (0.07) 1.90 (0.07)
school/workplace 2.01 (0.07) 1.83 (0.05) 2.73 (0.41)
others 2.08 (0.07) 2.04 (0.17) 2.21 (0.09)

Notes: Column and row represent the type of the origin and destination respectively. We report the
standard deviation of the average in the parenthesis.

choosing each sector for the second purchase, given the sector of the first purchase among travel with at
least two purchases. We aim to examine whether there are systematic differences in these conditional
probabilities across the three different sectors of the first purchase. To this end, we also compute the
average (unconditional) probability of visits of each sector in parentheses. We find that the conditional
probabilities for the second visit do not differ significantly from the unconditional probabilities in the
parentheses. These findings provide reassurance that assuming random sector choices across purchases

would not create bias in understanding the impacts of positive demand spillovers from trip chaining.

Recursive structure and travel distances. We model services travel in a recursive manner, which
has several advantages as outlined in Section 3.1. An alternative approach would be to assume that
consumers plan their entire itinerary and optimize their travel routes accordingly. This approach may
result in different location choices for services stores, as consumers may prefer to visit stores that are
located along their routes in order to minimize travel disutility.

We test whether our model-implied travel distance is significantly different from the distance that
is minimized over the entire route. For the latter, we calculate the sum of distances between each pair
of zones, an origin j,, 1st purchase j, 2nd purchase js if applicable, and a destination j;.*° In contrast,
the model implied distances include only distances between j,, j1, and jo, excluding j,.

For two distances to be identical, two conditions must be satisfied. First, consumers must return to
their origin zone (j, = j4). In our data, we find that 70.5% of consumers return to the same location.
Second, they must make all purchases in a single zone. A total of 62.4% of trips satisfy both of these
conditions. It is worth noting that this number represents a lower bound, as we only asked about travel
with the maximum number of purchases for a given day. Additionally, even if consumers made purchases
in two different zones, if the second location is not on the route back to their home, the model-implied
distance may not be significantly different from the optimal distance.

A.2 Robustness of Shift-Share Design

In this section, we check the credibility of our shift-share design. Our instruments exploit differential
city-wide trends across subsectors, which are documented in Table A.5. We first confirm that our

0 Because we only ask about locations up to the second purchase, we ignore any additional distances that may have resulted
from additional purchases.
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Table A.2: Average Number of Purchases by the First Sector

Sector Food Retail Other
Average number of purchases 2.00 1.77 1.88
(0.02) (0.03) (0.08)

Notes: We report the standard deviation of the average in the parenthesis.

instruments have enough variation in the Figure A.2. Below, we perform a few diagnostic tests that are
suggested by Goldsmith-Pinkham, Sorkin, and Swift (2020).

A.2.1 Correlates of the Instruments

We first examine the correlation between our instruments and the characteristics of each zone, specifically
rents, population density, and average income in 2015. Table A.6 confirms that the instruments do not
exhibit significant explanatory power for these variables across regions.

Although insignificant, the instruments show a positive correlation with income. This correlation
might arise if regions with higher average incomes initially have a higher proportion of subsectors that
become popular in the following years. For instance, this scenario is plausible if wealthier individuals
lead the popularity trend. Our identification strategy may be threatened if income in 2015 is correlated
with regional shocks during the sample period. This could occur if wealthy individuals are more likely
to live in regions that are likely to grow, or if they have a role in driving regional growth. Although we
do not find a significant correlation, such a correlation could potentially introduce an upward bias in

our estimates, and thus we still control for them in our analysis as a precautionary measure.

A.2.2 Pre-trends

In order to investigate whether there are any pre-trends in the change in the number of stores, we cannot
use our main dataset, the Seoul Commercial dataset, as it only covers years from 2014 onwards. Instead,
we turn to the Seoul Business Survey, a publicly available administrative dataset spanning from 2006.
This annual dataset includes information on the number of businesses in various sectors, including
agriculture, manufacturing, and others, in each zone. However, the classification in this dataset is
relatively broad, comprising only 19 sectors for the entire economy. Thus, we narrow our focus to four
sectors that are relevant to consumption services: wholesale and retail trade, accommodation and food
services activities, real estate activities and renting and leasing, and arts, sports and recreation related
services.

Using this dataset, we calculate the pre-trends in the growth rates of the number of stores between
2009 and 2013. Since the classification in this dataset does not match our main analysis, preventing
us from grouping them into the three sectors we use in our main analysis, we instead concentrate
on variation at the zone level rather than at the zone-sector level. We compute the changes in the
number of stores in the four sectors listed above and construct zone-level instruments as follows:
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Table A.3: Average Number of Purchases across Locations

(1 2) 3)
log IV 0.043** 0.037** 0.043**
(0.018) (0.018) (0.019)
Observations 3475 3475 3475
Sector FE v v
Location type FE v

Notes: log N; is the total number of stores in a zone j where
a consumer made the first purchase. Sector FE refers to
the sector of the first purchase. Location type FE includes
categories (home, school/workplace, others) of both origin
and destination zones.

Alog N =37, 4 555d,0A108 Nseout,s¢» Where the formula remains the same as in our main analysis, but
we aggregate across different sectors.

In the upper panel of Table A.7, we examine the relationship between our instruments, constructed
from the Seoul Commercial dataset, and the pre-trends (trends, respectively) of the number of stores
computed from the Seoul Business Survey. The left two columns show no significant association
between the pre-period regional changes in the number of stores and our instruments. Coeflicients are
almost zero and they are not significant. In contrast, the trends during our sample period computed
using the Seoul Business Survey are positively correlated with our instruments, as shown in third and
forth columns. This reassures that instruments can successfully predict the growth of services stores.
However, they are less statistically significant compared to the first stage in Table 1 due to the difference
in data sources.

To further confirm the credibility of our instruments, we repeat the analysis using the instruments
constructed from Seoul Business Survey. We use the same definition of instruments, but we interact
share of the number of business in 2014 instead of revenues shares, and sum over the four different
sectors mentioned earlier. The results, shown in the bottom panel of Table A.7, indicate that these
new instruments are not correlated with the pre-trends, but are positively correlated and statistically
significant when considering the trends.

In conclusion, we find that our results are not influenced by trends in the changes in the number of
stores across regions.

A.3 Spillovers Within-Sector

In addition to cross-sector spillovers, we investigate spillovers within sector which can differ from across-
sector spillovers due to competition forces. For example, we are interested in whether an exogenous
increase in the number of Korean restaurants increases or decreases the number of other food stores.

In this example, demand will substitute toward Korean restaurants, leading to smaller or even negative
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Table A.4: Sector Choices of the First and Second Purchases

1st visit 2nd visit

Food Retail Other
Food 52.5% (52.9%) 42.2% (41.4%) 5.3% (5.7%)
Retail 34.7% (52.9%) 60.7% (41.4%) 4.6% (5.7%)
Other 48.4% (52.9%) 25.8% (41.4%) 25.8% (5.7%)

Notes: We compute an average percentage of visits to each sector in parentheses, which has
to be a probability if choices of sectors are completely i.i.d..

spillovers on net. To quantify this effect, we run the following regression:*!
Alog Njsq = ag 4 f2Alog Njs g + X g7 + Ujsa

where Alog Nj4q is the same as before, and Alog N;s 4 is the growth rate of the number of stores of

zone j and sector s excluding subsector d, which is defined by

Alog Njs,—q = Z SjsarAlog Nisar,
d'#d

where s, is the revenue share of subsector d' in sector s, excluding subsector d for year ¢ = 2015, and
X’jsq 1s the covariate. This specification has the same endogeneity concerns as before, so we instrument
Alog Njs _q with a Bartik instrument

Alog Nﬁf_ﬁk = Z Sjsd’ 02 10g Nseoul, s’
d'#d

where s, o 18 the revenue share in year to = 2014.

Columns (1)—(4) report the results for the within-sector specifications. For all four columns, we
control for sector s fixed effects and the subsector composition of the other two sectors, s’ and s”. As
in cross-sector specifications, we control for subsector-specific trends. Column (1) is the result of the
ordinary least squares. We find that the number of stores in a given subsector increases when there is
an exogenous increase in the number of stores in other subsectors within the same sector. However,
this result may be biased upward. Moving to Column (2), where we use Bartik instruments to address
endogeneity concerns, we obtain the opposite result. In Columns (3) and (4), we include subsector
fixed effects, district fixed effects, and the same set of controls as in Columns (3) and (4) in Table 1.
Focusing on our main specification in Column (3), the number of stores in a given subsector decreases
by 4.6% when there is a 10% exogenous increase in the number of stores in other subsectors within

1 One might view this as an example of peer effect regression of Manski (1993). However, we can interpret the result as
a causal one for two reasons. First, we use leave-one-out weighted average A log Nj, 4 and instrument it with shift-share
instruments. Second, we can get similar estimates when we make arbitrary division between subjects and peers (e.g., estimate
the effect of Korean restaurants on Japanese restaurants, not vice versa).
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Table A.5: City-wide growth rates of subsectors

Subsector dlog Ngg4
Top 3

Japanese restaurants 0.20
Café 0.19
Street foods (Bunsik) 0.19
Bottom 3

Computers —0.13
Clothing —0.15
Bars —0.31

Notes: Data source: Seoul Commercial area data.
We compute the growth rates of the total number
of stores of the top and the bottom 5 subsectors in
Seoul between 2015-2019.

the same sector. Again, in the last column, we use the specification guided by the theory as derived in
Appendix B.3, and it yields similar results.
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Table A.6: Correlations with the Instruments

log(rent) log(pop density); log(income);

Alog Nﬁ?”ik 0.309 -1.084 0.274
(0.316) (0.775) (0.172)
Observations 1,122 1,122 1,046

Notes: We always control for sector and district fixed effects. Robust standard errors
are shown in parentheses, with * p < 0.1, ** p < 0.05, *** p < 0.01.

Table A.7: Pre-Trends: Number of Stores

pre-trend (2009-2013) trend (2015-2019)
Instruments constructed from Seoul Commercial Dataset
Alog N]Ba”ik -0.084 -0.145 0.192 0.296
(0.230) (0.283) (0.177) (0.208)
District FE v v
Instruments constructed from Seoul Business Survey
Alog Nfamk -0.264 -0.105 0.296** 0.285**
(0.251) (0.262) (0.123) (0.132)
District FE v v

Notes: Data source are Seoul Commercial Dataset and Seoul Business Survey. Robust standard
errors are shown in parentheses, with * p < 0.1, ** p < 0.05, *** p < 0.01.
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Table A.8: Number of Stores Results: Within-Sector

dependent variable: Alog Njgq

(Y] () 3) “)
OLS v v v
Alog Njs —q 0.188*** -0.434* -0.456* -0.416*
(0.042) (0.252) (0.257) (0.234)
Sector FE, subsector trend v v
Subsector, district FE v v
Additional controls v v
FIRST STAGE ESTIMATES
Alog NBartik 0.657*** 0.672%**
(0.130) (0.140)
First-stage I stat 25.62 23.06 .
Observations 9380 9379 8827 8827

Notes: Equation estimates based on Seoul Commercial area data for 2014, 2015 and 2019.
More details are explained in the notes of Table 1.
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B. Appendix for Section 3

B.1 Omitted Derivations in Section 3.1
This section provides derivations of the results presented in Section 3.1.

Expenditure Equalization and Recursive Formulation. Taking the first-order condition of the maxi-
mization problem (4) with respect to ¢;(c'), we have

1
Btmﬂ-(o-t) = /\ﬁtpjt(ot)s(at)ﬂ-(o-t)

where A is the Lagrange multiplier associated with the budget constraint (5). This immediately shows

that the optimal expenditure is equalized across all regions and purchases,

et(O't) = qt(O't) “Dji(ot)s(ot) = AL

This expenditure equalization implies that changing the region for purchase ¢, j;(o?), does not affect the
budget constraint (5). This means that the consumer always chooses the region j that maximizes the
sum of instantaneous and continuation utilities. Thus, the maximization problem (4) can be recursively
expressed as equation (6). Standard extreme-value algebra simplifies this further to equation (7).

Linear Consumption Index. Combining equations (7) and (8), we have

Clie)/ 9 =11 (Z (exp (U(e/pss) = di. )" - €, e)ﬁ/(l/ﬂﬁ)))) S

s J
=e]] (Z (5" - exp(=d(i, )" - €, e)ﬁ/w-ﬁ”)) .
s J
Thus, the consumption index is linear in her spending as claimed, and we can define the price index of

services travel from zone ¢ as
P;

C(i,1)

Total Consumer Spending. Note first that if consumers in zone i spend E; on services travel, their
per-purchase expenditure is given by (1 — 5)E;. In their first purchases, they choose sector s with
probability c; and region j with probability 77;. Thus, the spending on (7, 8) is

> (1= B)as;Ei = (1 - BaE' )

eJ



where E = (E1,---, E;)t and 75 = (7, - -+ ,7%;)". Likewise, in their second purchases, the spending
on (j, s) is given by
> Y (- B)BasEmymy; = (1 - B)BaE s

ieTi'ed
where m;;r = Y aynj, and ITis a J x J matrix with (¢, ')-element 7;;. In a similar manner, the total

spending on (7, s), Wthh is the sum of the spending from all purchases can be computed as in equation

(10).

Demand Function. Given the aggregate demand on (3, s), Rjs, demand for an individual store w in

Gjsilw) = (p“‘”) " by (2;“’) 7 Bis

Pjsd s Djs

(7,s,d) is given by

This isoelastic demand function implies constant markups, p;sq(w) = le f{ , where the unit cost ¢;sq

is given by the solution of the following cost minimization problem

jsd = i H T
. Hjsd(g)l,llrzljsd(w " JSd(w) + wj ]sd(w)
5.8 Hjsa(w) Ljsa(w)' ™7 <1

@)
v) \1-v/
B.2 First-Order Approximation (Section 3.2)

In this section, we take the first-order approximations to the equilibrium conditions in Section 3.2, which we
summarize in the following lemma for convenience. For simplicity, we first start with the case without external
economies of scale, assuming that A;.4 and C},q are exogenous variables. At the end of the section, we return to
the case with external economies of scale.

Lemma A.1.

1-3=2 1 j-(1=0) 1-0, —~(1-0)
std C]sdAjsd jsd p s st (Al)
p 1o 1/(1—0)
N AU (L) e A2
(Z jsd ]Sd (Pl) C]sd ( )
V(i) = exp(Bv(i, 1)) = [ | <ij‘;/” exp(—7d(i, j) — Plizj) - V(j)5> (A3)
s J

Rjs = (1= asE"(I - 1)~

= a, ((1 —B)> Em;+8Y ZEﬂmgj) +0(B) (A4)

o " exp(—7d(i, j) — @liz;) - V() (A5)
D D p}i/y exp(—7d(i,j") — PLliz;r) - V()P
where mi; = 37 s, IL= (my;), and w5 = (mi;, -+ w3;)"
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Assumption A.1 (Parameter Restriction). We assume 1+ 1,0 € (1, p).

We first log linearize the equilibrium conditions, (A.1)—(A.5). Then, we view these linearized equations as
exact equilibrium conditions and take the first-order approximation up to o(x) where x = (53, (73, )i-k,s)’s i.€.,
we assume that 3 and 7;; are small for i # j and ignore second-order terms.*? To simplify notation, we write
log deviations as njsq = dlog Njsg, Cjsa = dlog Cjsa, ajsa = dlog Ajsa, éjsa = dlogcjsa, pjs = dlogpjs,
rjs = dlog Rjs, 77, = dlogm}, and e; = dlog E;. We also define sector-level variables ;s = Y, 0542 ;sq for
z € {n,C,a, ¢} where the weight 6}, is the revenue share of d in (j, s) given by

1-0o
1—p j—(1-0) 1-0
std Ajsd std std

gjsd =

1—0o *
i—, —(1—0) 1— R
Do std7 Ajs(d' )std7 ’°

This choice of weights is consistent with our specifications in Section 2.2. Finally, we define two more
variables a;s = ajs — ¢j5, Which captures the combined effect of changes in productivity and input costs, and
ajs = ajs — p—il(:‘js, which additionally captures the effect of changes in operating costs. Equilibrium in terms of
log deviations is characterized in the following lemma.

Lemma A.2 (Log linearization). When e; = 0 for all i, we have

ok

5. — — _ 1 .
Pjs = ajs p_llrjs

ris = D (L= BNGAG + DD 0D B (RS + hy)
% ks

%

~5 _ s 1A n s

Tr” - Z(]lj/:] - 7(-7,‘]’) _;pjls - 5 Z Qg Z Wj/j//pj”s’ + O(X)
57 s/ Iz

Njsd = Z:; (7éjsd + (U - 1)djsd + (J - l)ﬁ]s + rjs)

’
S . Cp
Eimy; and 'S Ezasfwik,wkj

(1= B) X Bimly + BY iy Bicvarmsyms (1= B) S Eims + B i Brow Ty

where \;; =

The resulting equilibrium conditions are linear but still not tractable because of general equilibrium feedback

between zones. To proceed, we focus on shocks to a given zone jj that satisfies the following small open zone
assumption:

Assumption A.2 (Small Open Zone Assumption). Write R;_, ;s to denote the revenue of (j,s) coming from
consumers who start their services travel from region i:

ith

—

Risjs=(1-B)as(0,--,0, E;,0,--,0)(I — II) "=,
We assume that zone jo is small in the sense that

s R; j S . . s
Trjjo’ ]PO{;] = O(X) fOrj #]0 and Z ﬂ—jjo = O(].)

J#jo

42To be precise, we consider a sequence of models indexed by J (e.g., the number of regions), where, as J — oo, 8 and 7;;

converges to zero. We write A = B + o(x*) hereafter when lim 7, o A”’X_kﬁ’ = 0 for k € Ny and write A = B + O(x*) when
AJ —BJ J

lIx% ]

limsup;_, . < oo.

50



Roughly speaking, this assumption requires that the share of zone j, as both a travel destination and a revenue
source is small enough to ignore any complicated general equilibrium feedback from other zones to zone jy. As a
result, we can solve for the changes in the number of stores in terms of exogenous shocks. Under this assumption,
we can simplify the equilibrium conditions in Lemma A.2.

Proposition A.1. Under Assumption A.2, equilibrium is characterized by (up to o(x))

ﬁjsvrjs =0 fOVj 7&]0

N b 1
Pjos = _a’;os = p=1"jos
Pios = Wos - Qjo,s + D Pl - o
S/
0 if 4,7 # Jo
we = d " Miododios if i = jo,j # Jo
! jos if i # jo,J = Jo

(I =75050)djos i i=17=1Jo

~ 1~ 3 rA
where {j,s = — = Djos — B g QTS o Djosr and

\Ijjos = (1 - ((1 - ]0]0 + Zﬁ)\fjjjo) Jsojt))

is’

(I)jos - (Z B/\UOJO Jo]o : 1i_j0)>'

For future reference, note that ¥ ; s, ® 1) and that <I> = o(1).

JDS (

The following corollary characterizes the responses of other endogenous variables. When there are favorable
shocks to zone jg, it experiences an increase in the number of stores, an increase in revenue, a decrease in the
price index, and increases in travel inflows. In contrast, the effects on other regions are ambiguous.*?

Corollary A.1. When there are favorable shocks in jo (@j,s > 0, cjos < 0, and Cj,s < 0 for all s), we have

Dios < 0,755 >0 TI'JOJU > 0,7, >0 71'](” <0, and njs >0 (A.6)

Jori, j # jo.

Proposition A.1 gives us a simultaneous equation system that determines the equilibrium values of endogenous
variables. We can further solve for endogenous variables in terms of exogenous shocks.

Proposition A.2. Under Assumption A.2 and up to o(x), we have

25 v*
Njos = 7]05 J()S CJ08+ E os ]05’ (A7)
I#S
1 e s’ v*
Njosd = ’onsajgs - CJOSd + /’”( josd — 705 + E :T 08 jgs’ (A8)
s'#s

* These effects are o(x), so we need to take second-order approximations to determine their signs. To see why these effects
are ambiguous, consider four regions, A, B, C, and D. Services travel is possible only from B to A; from C' to B; and from C'
to D. In this case, when there are favorable shocks in region A. The number of stores in B decreases, so consumers in region
C substitute toward region D. Thus, favorable shocks in region A decrease the number of stores in region B, while increasing
the number of stores in region D.
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where (0~ 1)(p—1) ) ) )
(o — p— 1 _ . 28" _ A8

ST om0 e O ey e = Mo o0 T O

p—1 p—1 p—1

The shocks {a*
. .o, . 7/ .
cost. Moreover, all coefficients are positive, and Tfufg vanishes as 3 — 0.

Tos 4 and {C’josd} are the composite effect of preference, technology, input costs, and the operating

Note that the effect of (j,s, —d) on (j,s,d) is determined by the sign of ~j . — s, which is in principle
ambiguous and can be characterized by the following proposition. This shows that a shock to a subsector within
the same sector can have negative spillovers when the competition forces dominate the positive effect.

Corollary A.2. When there are favorable shocks on subsectors d' # d in a region-sector pair (jo, s), subsector d
experiences a decline in the number of stores (i.e., the competition effect is dominant) if and only if

vie—1)>(1 )\jojo Jsojo) (A9)

Finally, we return to the case with external economies of scale. Note that the constant markup pricing implies

that T, is always proportional to T5;, which in turn gives dlog T1; = dlog T5;. Thus, up to the first-order
approximation, we can write

Qjsd = j sd T €a 'legTQj

Cisa = Cjsq — ¢ - dlog T

for some ¢,,e. € R. We assume positive external economies of scale, assuming €,,e. > 0. The shifters a4 and
Cjsq are assumed to be exogenous. The following proposition extends the results of Proposition A.2. In particular,
an exogenous increase in the effective productivity of sector s’ # s has a positive effect on sector s through trip
chaining and external economies of scale.

Proposition A.3. Under Assumption A.2 and up to o(x), we have

Njos = ’Y]oé Joé + ’YJOSCJW + Z ~205-5 ”Jkoé' + Z “]2055 CJ()& (AIO)
s'#s s'Fs
Njosd = Njos — (Cosd — Clos) + (@ 5q — @y s)- (A11)

where all 4’s and 7’s are positive, with the latter vanishing as (8,€q4,¢.) — (0,0,0).

B.3 Justification of IV Specification

In this section, we interpret the reduced-form estimates in Section 2.2 through the lens of our structural model
and its first-order approximated equilibrium conditions. We again start with the case without external economies
of scale and show how the results extend. We relax the assumption that there are shocks only to region j, and
assume instead that

1 v* s v*
Njs ’yjs js CJS + E : ]s’
'#b

Njsd = Njs + ’45( Ajsq — a;k's) - (std - st)v
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or equivalently,

1
N B 14 Yis \ . 2: 25" [~ 1 A A
Njs = rYjsaJS - ’yjsC]S - (1 + p,l)c(js + Tjs Ajs' — ﬁcjs' — Cjs/
s'#s

~22(Cjsa — Cjs) — £(Ejsa — &)

Njsd = Njs + K(Ajsd — Gjs) —
hold for all zones j € J. We implicitly ignore spatial linkages as in Goldsmith-Pinkham, Sorkin, and Swift (2020)
or Borusyak, Hull, and Jaravel (2020).** In Section 4, we propose an estimation method that exploits exogenous
variations from shift-share design, while taking into account spatial linkages. We start with a formal definition of
Bartik instruments.

Definition A.1. For some given weights {¢js};s with 3, ;s = 1, we can define Bartik Instruments as
nfﬁ”ik = Z Ojsa0nsa  Where ngg = Z ©jsNisd-
d J

For future reference, we also define quasi-Bartik instruments i

Y -abjisansa, which uses 0;q instead of

0;sd,0-

We first aggregate the changes in the number of stores, n;sq, across regions using the weights {¢;s}; to

calculate the citywide change in the number of stores for each subsector, n44.*> We then interact these subsector-
Bartik
js ot
To show consistency of the IV estimators, we make three sets of assumptions. First, unit costs and operating

level changes with the subsector composition of (7, s) to obtain n

costs may depend on regions and sectors, but not on subsectors. As a result, we can use Bartik instruments to
isolate the effect of productivity shocks, a. Second, we make assumptions for the relevance condition and the
exclusion restriction, similar to those in GSS. Finally, we impose symmetry across regions at the sector level and
symmetry across sectors so as to restrict our attention to a single coefficient instead of region- and sector-specific
coefficients. This final assumption is not strictly necessary but simplify propositions.*® Formally, our assumptions
are as follows.

Assumption A.3.
(i) (Costs) Unit costs and operating costs do not depend on d: CA']-Sd = C’js and ¢jsq = Cjs for all d.
(ii) (GSS) Assume the following probabilistic structure:
djsd = dsd + éjsd
C\(js = CA’S + éjs
where azq = Zj ©0jstjsa. We assume that {€;,€;,0;,650} ~ i.id. across j and view asq and C, as fixed.

(it') (GSS: Exogeneity) Assume ;540 L (£j5 s 5jsfd/)T|5j,f0ralls,s’,d,d’wherec} = (¢j1 &2 &3 1)T.47

* When there are shocks also to other regions, the combined effect of them can be greater than o(x).

* A more natural choice of weights is ¢, = 21777];‘1/“ because Nsg = >, Njsa implies nsa = 3 @j.qnjsa- If the
weights are subsector-dependent, however, ns4 not onfy cglptures the aggregate trend of sector d, but it is also contaminated by
regional shocks. To see this, suppose ¢, .4, > @54, a0d @} .4, < @5, 5q,- Then, if there is a positive regional shock to ji,
this would increase nsq, relative to nsq, .

6 Without this assumption, propositions in this section should be written in terms of weighted averages across regions and

across sectors, as in Section IV of GSS.
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(ii’) (Relevance) The 3 x 3 matrix whose (s, s')-element is 3_; 4, Gsads a'E; [Hjsdﬁjs,d, o) is invertible.*s

(iii) (Homogeneous Effect) Initially all regions are symmetric at the sector level and sectors are symmetric so

that the coefficients ’Y;s and 7'7‘238’ are no longer j- or s-specific, and we write them as ~y and T, respectively.

Under these assumptions, we first prove two useful representations that relate changes in the number of stores
with quasi-Bartik instruments and error terms that are orthogonal to Bartik instruments.

Lemma A.3. Under Assumption A.3, we can write

Bartzk Barttk N N
njs = Lije " + E Tl — s — g TCjst + FEg +€js

s'#s s'#s
K~ Bartzk Barnk PN ~ <
Njsqg = =0 + g Thje " — s — g TCjs' + FEgq +€jsa-
s'#s s'#s

Bartik = \T|= 7
where nf41% L (55 €jsa) |G, forall s,8”,d.

Corollary A.3. Under Assumption A.3, we can write

2\ . ; 72 R 72 ~ N
Njsd = %’I’Ljs/ + (* —1- —)nfgmk + (; — ;—A/)n?gﬂ"k + (7 - ’y)st + (7 — T)stu + FE5d+ FES/ +€jsd,s’

(A12)
- ~ Bartik _Bartik .4 . . .
Njsd = T“njg + 1 e + %njgﬁ’ — Kéjs — %cjs/ — %cjsu + FEsq +€jsa (A.13)
N N T, 5
where nt’,’,”k L (Bjsast  €jsa) |G forall s,d,s',s".

These representations (A.12—A.13) directly yield the following two propositions.

Proposition A.4 (IV-Across Sector). If we regress njsq on (nje, w5 aB41%) instrumented by (n¢*, nBamk,
Barlzk

S”

), controlling for ¢;, FEsq, and FEg, then the IV coefficient on njs converges in probability to 5 which is
strictly positive and vanishes as 5 — 0.

Bamk Bartik

Bartik B‘””k) instrumented by (n7{™", n7d™,

Proposition A.5 (IV-Within Sector). If we regress njsq on (njs, 0

VL
fgz“k), controlling for ¢; and FEgq, then the 1V coefficient on n;s converges in probability to % which is

negative if and only if (A.9) holds.

If we have external economies of scale, the probability limits become I an

ar, Z is strictly

z
,’y

SN

positive and vanishes as (5, ¢.,e,) — (0,0,0).

B.4 Efficiency Properties of Trip Chaining and External Economies of Scale (Section 3.3)

B.4.1 Preliminary Results: CES Efficiency

We first prove some preliminary results that will be used to study the efficiency of decentralized equilibrium with
trip chaining and/or external economies of scales. These results extend the CES efficiency result of Dixit and

" In terms of the framework of GSS, what we need is orthogonality between 6y and the structural error terms. The proof of
Lemma A.3 reveals that the structural error terms contain &;s = Y, 6;sa€;sd, €55, and &;sq. The key difference from GSS is
that the observables (n;.4) we use to construct Bartik instruments are endogenous in this paper.

* For a variable z; that has a region index j, we define the residualized version z; as the j-th residual from the regression

A~ ~ T
of x; on &;. Using this notation, we can rewrite the exogeneity assumption as 67, sd,0 Lj ( 5w sjls, aﬁ,d/) .
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Stiglitz (1977) by allowing nested aggregation, heterogeneous consumers, and external economies of scale. We
first consider nested utility functions and show that the decentralized equilibrium is efficient when the lowest nest
features constant elasticity of substitution. We then consider heterogeneous agents and external economies of
scale and provide the condition on the social welfare function and on the elasticity of external economies of scale
under which the decentralized equilibrium attains the social optimum.

Homogeneous Agent. Consider a set of nests, each of which is indexed by j € J. Utility is given by arbitrary
aggregation, U = U({g;},). For example, in our application j indexes regions, sectors, and subsectors. Within
each nest, we assume that quantities are aggregated by

N;
G = / Fi(@(@) do  (e.g. CES: f(q) = ¢'=1/)

The cost of producing one unit of goods in nest j is given by c¢;, and the cost of increasing the number of variety
for nest j is E;. In the decentralized equilibrium, consumers solve the utility maximization problem,

max U=U{qg;};
e ({aj}s)

N;
s.t. Z/o gj(w)pj(w)dw < w

where p;(w) is the price and w is income. The first-order condition is given by

oUu
qu : fg/‘(QJ’(W)) = )\Pj(w) (A.14)
where ) is the Lagrange multiplier associated with the budget constraint. Thus, monopolistically competitive
firms solve the profit maximization problem,

;?(Eg{iggf;(% (w))gj (@) = ¢;q; (W)}-

Note that the structure of the economy is characterized by a mapping from {g;(w) }wefo,n,] to ¢; and another
mapping from {g¢;}; to U. When there is only one nest and the latter is an identity map, it is well known (e.g.,
Dixit and Stiglitz, 1977) that the decentralized allocation is constrained efficient when the former features constant
elasticity of substitution. We further show in the following proposition that this result holds for any mapping from
{g;}; to U. We postpone a proof of this result to the end of this section, where we prove a more general result
with heterogeneous agents and external economies of scale.

Proposition A.6. When f;(-) is CES with elasticity of substitution not being dependent on j, the decentralized

equilibrium coincides with the solution of the centralized welfare maximization.*

Heterogeneous Agent. There are I different agents types indexed by ¢ € Z. For example, in our application
consumers are different in terms of their income and the regions they start their services travel. In the decentralized

* Elasticity of substitution should not be j-specific. See the proof of Lemma A.6.
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equilibrium, an agent of type i solves

max  UP=Ui((g)) where g = / £(¢i (@) dw (A.15)
a5 ()} 0

s.t. Z/ pi(w)qj(w) dw < w'
—~Jo
J
The first-order condition is given by

an 1( 0 %
o 16 =2 pi (W), (A.16)

where A is the Lagrange multiplier associated with the budget constraint of agents with type i. This condition
characterizes the demand ¢/ (w) = ¢} (p;(w)). Thus, monopolistically competitive firms solve

p;(w)

max{(pj (W) —¢) Z q5(p; (w))}. (A17)

In this economy, the following proposition extends the result of Proposition A.6, characterizing the conditions
on the social welfare function under which decentralized allocation solves the social planner problem. Again, we
postpone a proof to the end of this section.

Proposition A.7. When (i) f;(-) is CES with elasticity of substitution p not being dependent on j, and (ii) the
mapping {q; (w)}j.w — U’ is homogeneous of degree s for some s > 0, the decentralized allocation solves the
Jollowing social planner problem:

max Z w' - log U® (w' acts as a Pareto weight) (SP)

N dag@)}iews 5

Npo .
S, S [ eg@d s BN <Y
i 4§ 70 j i
hence, it is Pareto efficient with Pareto weights independent of the structure of the economy.

External Economies of Scale. Again, there are I different agents types, where an agent of type ¢ solves the utility
maximization problem (A.15), and firms solve the profit maximization problem (A.17). Suppose that the set of
nests J is partitioned into J = |4, J,, and J : J — {J,} assigns each element of .7 to the partition that contains
it. The only difference is that now the unit cost and entry cost are endogenously determined by

¢ = ¢j(Tri), Tary) and Ej = Ej(T10), Tai)

where
N,/

T = 2. Z/ cjyr(w)dw and Yoy = > EyNy

jrerg) i 70 J'eT ()

are the total resource spent on production and variety creation for partition J(5), respectively.>

O 1n general, T ;¢;) and Y5 5(;) might not be well-defined because they depend on c; and E;, which are functions of T ;5
and Y5;(;). We implicitly restrict ¢;(-) and Ej(-) so that T ;¢;) and Y5 ;) are well-defined. Note that under the conditions
of Lemma A4 or A5, T4 ;(;) and Y3, are indeed well-defined. For example, we assume c; = ¢; - T in Lemma A 4.
1/(1—ec)

170j)

This gives 1) = 5y 5 = (Syreain ) Yo = (Syreain @)

56



As an intermediate step, we follow Dhingra and Morrow (2019) and first characterize the conditions under
which the decentralized allocation solves the centralized revenue maximization problem:

ma Y[ VL ) g o (CRM)
Whdaj@)es S7 o A Og |, T !
from (A.16)
Nj )
s.t. Z/ ci(T110)s T2J(j))qu‘(w) dw + ZEj(Tlf(.j)7 Tas())N; < Zwi
gii 70 j i
10U . . . 1 9U* oy
where the value of — —— is evaluated at the decentralized allocation so that the term — ——| - fi(qj(w))
A’ aq] A 8(]] de

captures the residual demand firm j faces in the decentralized equilibrium, and we take this value as given when
solving problem (CRM). Lemmas A.4 and A.5 summarize the results. The proofs are given in Appendix F.

Lemma A4 (External Economies of Scale I). Assume that (i) ¢; and E; feature isoelastic external economies of
scale:
8 InE i

Inc;
ol ama 2BE
8IHT3J(J—) alnTU(j)

for £ = 1,2 and that (ii) f;(-) is CES with elasticity of substitution p; possibly being different across j. A
sufficient condition for the decentralized equilibrium to solve the centralized revenue maximization problem is
€1 = g2 and e = eg1 = 0. Unless p; is the same across all j, this is also a necessary condition.”!

Lemma A.S (External Economies of Scale II). Assume that (i) c; and E; are functions of Y j;y = T15¢5) + Ta1(5)
and they feature isoelastic external economies of scale:
Odlnc; OlnE;

—— 7 —e.and ———L =¢

8IHTJ(J') N 81HTJ(]-) E
and that (ii) f;(-) is CES with elasticity of substitution p; possibly being different across j. A sufficient condition
for the decentralized equilibrium to solve the centralized revenue maximization problem is €. = eg. Unless p; is
the same across all j, this is also a necessary condition.**>%

Finally, we characterize additional conditions needed to show that the solution of the centralized revenue

maximization problem and that of the social planner problem coincide.

Lemma A.6 (CRM — SP). When (i) f;(-) is CES with elasticity of substitution p not being dependent on j, and
(ii) the mapping {q; (w)}j.w > U is homogeneous of degree s for some s > 0, the solution of (CRM) coincides

SLIf p; is the same across all j, we only need €01 + p—ilsEl =(p—1)ec2 + epa.

2 If p; is the same across all j, we do not need any condition on ¢, and .

>3 Even when there is no external economies of scale, the decentralized allocation does not solve (CRM) in genereal. The
necessary and sufficient condition for it to solve (CRM) for arbitrary {w'}; is that f; is CES with elasticity of substitution
possibly being different across j. In contrast to Dhingra and Morrow (2019), we need CES assumption to prove that the
decentralized allocation solves the (CRM). To understand this, suppose that firms can price discriminate agents with different
types (i.e., type-specific price pé (w) instead of p; (w)). We can show that the decentralized allocation with price discrimination
always solves (CRM). Thus, the decentralized allocation without price discrimination solves (CRM) if and only if we have
pi(w) = p? (w) for all i # i’ under the decentralized equilibrium with price discrimination This requires markups to be
uniform across i. Since consumers with different types will generically consume different quantities, uniform markup in turn
requires f; to be constant elasticity of substitution (CES).
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with the solution of the following social planner problem:

max Z w' - logU® (w' acts as a Pareto weight) (SP-EES)
{N; Y5k (W)} e, -

s.t. Z/ 1Ty, You())d (w) dw—l—ZEj(Tu() Yos(j)) N, <Zw

J

Lemmas A.4—A.6 immediately prove Proposition A.8, which characterizes conditions under which the decen-
tralized allocation is efficient. Propositions A.6 and A.7 are special cases of Proposition A.8 with homogeneous
agent, I = 1, and without external economies of scale.

Proposition A.8. When (i) ¢; and E; satisfy the conditions of either Lemma A4 or A.5, (ii) f;(-) is CES with
elasticity of substitution p not being dependent on j, and (iii) the mapping {q; (w)}jw = U" is homogeneous of
degree s for some s > 0, the decentralized allocation solves the social planner problem (SP-EES).

B.4.2 Preliminary Results: Two-Step Maximization

In this section, we prove that a certain class of utility maximization problems can be solved in two steps. This
includes both the decentralized utility maximization problem and social planner problem with trip-chaining and
external economies of scale. We will use this result to show that the possibility of trip chaining only affects the
mapping from underlying quantities to utility, not affecting the efficiency property of the decentralized equilibrium.
Consider a utility maximization problem subject to a resource constraint:

max U({zj(0)};0) where x;(0) = F({z;(w;0)}w) (A.18)

{zj(W;0)}j,w,0

s.t. ZZ ch w; Y1) - zj(w;o) < T
j o

where j again indexes different nests, o indexes separate purchases from a given nest, and w indexes different
variety in nest j. For example, in our application j indexes regions, sectors, and subsectors, o indexes individual
purchases of services goods, and w indexes individual stores. (o) is the weight, and the aggregation F'(-) is
constant return to scale.

To encompass the case with external economies of scale, we allow the cost ¢;(+) to negatively depend on the
resource spent on production for partition J(5),

T16) Z Z ch’(w;Tu(j))xj/(w;U).

J'€J(G) o

The key idea of two-step maximization is that when the minimized cost of producing {x; (o)}, » only depends
on the values of {z;}; where z; = Y _m(o)z;(c), we can solve the utility maximization problem by first
maximizing the utility for given values of {z,},, and then maximizing it over possible values of {z;},. The
following lemma formalizes this idea. The proof is given in Appendix F.

Lemma A.7 (Two-step Maximization). We can solve problem (A.18) in two steps. First, we solve the problem for
given values of {x;};:

U({z;};) = WA U({zj(o)})0)
s.t. Zw(a)xj(a) <z, Vj.

s
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Second, we choose {x;}; that maximize U subject to the resource constraint:

max  U({z;};)

{wy}J
st > el{ej(w; Tigg))}e) 2 < 1.
j

We can easily see that this is equivalent to

omas  Ul{a),) where 2= F({r(w)})

s.t. chj w; Y1) aj(w) < I

Trip Chaining. To apply Propositions A.6—A.8 to our model, we need to reformulate the decentralized utility
maximization problem and social planner problem to two-step maximization problems. Recall that the consumption
utility US,.. (0; I;w (0)) for a worker o who live in zone i" and work in zone i® with income I;.(0) is given by
(3). For expositional simplicity, we assume throughout this section that consumers start their services travel only
from their resident zone, that they only consume tradable goods and services, and that consumers who live in the
same zone have the same income. But the results in this section hold without these assumptions. Under these
assumptions, (3) is simplified to

CNTHE o\ B
U = max ( Ci ) <C) (A.19)
C;,C7 1-w w

st. Ci+PCr <1

where p = pl. The subscript ¢ denotes the resident zone. C; and C7 denote the consumption indices for tradable
goods and services travel. [; is income of workers who live in region 7. In the decentralized equilibrium, these
workers solve the utility maximization problem

. ; i i ~ c
MaX i (54)}, (g ()} {ah(o ) } g (wiot)1.Gi - Ui BB
where O] =exp((1 - 8)V;)

> . . -7 a,t
Vi= 38" (U(d'(6Y) = md(i-1(0"),5(07) = 91,y rinyiicory + vl T ) (o)
t=0 ot

o

o—1
1/o0 —1/0
(Z(b /o-t (Ut)de( )1 Y )

, Niietysotya T
i = (| i) o )

0
= _ Niji(otys(otya ; . . .

s.t. Zﬁ Z Z/O Pji(ot)soetya(w) - qg(w;o’) dw |m(o") + Ci < I;.

t=0 ot d

Consider a constrained social planner problem that maximizes the utility of the representative consumer by
choosing resource allocation within services market. The social planner is constrained in the sense that she cannot
change the resource allocation between tradable goods consumption and services market. Thus, the resource
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allocated to tradable goods is given by the amount chosen in the decentralized equilibrium, (1 — ) >, I; L;.

. ) Cr.
MAX(N, 1,50 1 (a0 bl (o) b lab o 1@y D i los U L (SP)
where C] =exp((1 — 8)V;)

Vi= 38D (U(d(6Y) = md(ia (0", 50") = Lyp rnypisiony +vel* (o)
t=

ot

<Z¢1/0 Sgt)d d( )1 1/0)

P

N .; —1
) ji(et)s(ot)d . P
gi(ch) = (/ . qé(w;at)l_l/p dw)
0

D 33 3 T RCILTIt) P SRENES SLTE oy

: Ajio)s(ot)d oy’

ZCL =(1-pu ZIL

The unconstrained social planner solves the same problem without the last constraint.

We can apply the result of Appendix B.4.2 to reformulate (DE) and (SP) to two-step maximization prob-
lems:** First, we compute the maximized utility from non-tradable services for given values of {qj.S 4)» and the
maximized value is denoted by C*({¢}4}):

Ci{glad) = max O =expl((1—A)Vi)
{Gi (oM} Aa’ ()} {di(c")}

where V=Y 8" (U(q'(0") = 7dGi1(0'),5(0) = 0l oy gpiary + vt O ) (o)
t=0 ot

a

1/o 1-1/o0 o
)= (St )
s.t. Zﬂt Z ljf(a"’):j,s(ot):s : qgi(o—t)ﬂ(at) < Q§sdﬂ v]v 57d'
t=0 ot

Think of problem (DE) as maximizing the objective function for a given value of C; and then maximizing over
possible values of it. Applying the result of Appendix B.4.2, an equivalent formulation of (DE) is

~ max  log G (CT({gja )" (DE’)
{q;sd}v{Q;Sd(W)}aCi
. std X Pfil
e e ([ i)
0
Nijsa , -
s.t. Z / Pjsd(W)qjsq(w) dw + C; < 1.
7,8,d

Similarly, think of problem (SP) as maximizing the objective function for given values of {C;} and {N;.4} and
then maximizing over possible values of them. We then have an equivalent formulation of (SP),

> The index o in Appendix B.4.2 corresponds to ¢ here, w to w, j to (4, s, d), and 7(c) to B - 7(a?).
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- ) Cr. ,
WX, (o o) (G D 0108 U L (SP)

where U :C'il_p(ci({Q§sd})“

) Njsa L1 -1
q;'sd = (A qz'sd(w) /e dw)

s.t. Z(Z/ " Cjsd(T 15, To5) @) ea(w )dw>L +ZNJS‘dCJSd(T1j7T2] ZC’L < ZIL

A 7,s,d 7,8,d

ZCL =(1-p ZIL

~ Cjsd T VT ]
where ¢j,4( Y15, To5) = Ad((Tllezgj))
js I J

B.4.3 Application: Efficiency Properties of Trip Chaining

In this section, we apply Propositions A.6 and A.7 to demonstrate that trip chaining does not give rise to any
inefficiencies. First, we show that if all consumers are identical, the decentralized resource allocation within
services market—across regions and between production and variety creation—is efficient. Second, we consider
a general case where consumers differ in terms of their income levels and the origins of their services travel.
We demonstrate that even in this case, trip chaining does not introduce any inefficiencies. Finally, we show that
while an unconstrained social planner would reallocate resources from tradable goods to nontradable services,
this inefficiency does not interact with the presence of trip chaining.

Homogeneous Consumer, Constrained Social Planner. We assume for the moment that consumers are homo-
geneous and reside in 4, with an income of ;. In this economy, there are two potential inefficiencies in the
resource allocation within services market. First, resources can be allocated inefficiently across consumption
regions. Second, within a consumption region, resources can be inefficiently allocated between production and
store creation. This is the quantity-diversity trade-off discussed by Dixit and Stiglitz (1977). The following
proposition shows that these inefficiencies do not arise in the decentralized equilibrium, regardless of the presence
of trip chaining.

Proposition A.9. In the economy with homogeneous consumers, the decentralized allocation solves the constrained

social planner problem (SP).

This is a direct application of Proposition A.6 to (DE’) and (SP’), where the index j in the proposition
corresponds to each region-sector-subsector (7, s, d).

Heterogeneous Consumer, Constrained Social Planner. Let us now assume that different consumers start their
services travel from different regions, indexed by ¢, and have different incomes denoted as I;.

We refer to the social planner problem with Pareto weights 6; = I; for all ¢ as the benchmark social planner
problem, as the decentralized allocation is shown to solve it when trip chaining is not allowed (8 = 0). By
considering this benchmark social planner problem, we can concentrate solely on the potential inefficiency arising
from the trip-chaining mechanism. The following proposition reveals that trip chaining, in fact, does not generate
inefficiency.
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Proposition 2—Part 1. When trip chaining is not allowed (8 = 0), the decentralized equilibrium solves the
constrained social planner problem with Pareto weights 0; = I;, for all i. Furthermore, even when trip chaining
is allowed (5 > 0), the decentralized equilibrium solves the constrained social planner problem with the same

Pareto weights.

To prove this result, we can once again apply Proposition A.7 to (DE’) and (SP’), with the index j in the
proposition corresponding to each region-sector-subsector (j, s, d). Notably, the presence of trip chaining does
not alter the homogeneous function condition.

Unconstrained Social Planner. Now suppose that the social planner has the flexibility to reallocate resources
between tradable goods consumption and the services market. In this case, the social planner solves problem (SP’),
but under a single resource constraint that applies to both tradable goods consumption and the services market. To
understand how we can implement the socially optimal allocation, we introduce three types of taxes: subsidies for
non-tradable services {s;sq(w)}, a tax on tradable goods ¢"42"' and entry subsidies {S;s4}. These taxes create
wedges between the prices faced by consumers {p;sq4(w)} and those faced by firms {p,sq(w)}, between the price
of tradable goods faced by consumers p"44'® and its competitive price, which is normalized to 1, and between
the entry cost faced by firms C‘jsd and the resource cost of entry Cj4q,

Pjsa(w) = (1 = 8jsa(w))Pjsa(w)
ptradable =14+ ttradable

Cjsa = (1 = Sjsd)Cisa-

Net revenues are rebated back to consumers through a lump-sum transfer 7;. Under these taxes, the decentralized
utility maximization problem can be expressed as follows:

Comax o log G (CT({gfuad)” (DE)
{d} a3 {d}ea(@)}Ci
Njsa Tﬁl
where q;-'sd = (/ . q;‘sd(w)lfl/p dw>
stdo
s.t. Z / Pisd(W)q} gq(w) dw + p™HCC; < I + T,
7,s,d 0

and the free-entry condition is given by:
C_‘jsd = Z(ﬁjsd(w) - 6j5d)q§sd(w>L’i‘

The next proposition shows that the unconstrained social planner would reallocate resources from tradable
goods consumption to non-tradable services consumption, achieved through taxing the former and subsidizing
the latter. In particular, the social planner increases the number of non-tradable services stores proportionally
more than the decentralized number of stores. Importantly, this proportionality remains unchanged regardless
of the presence of trip chaining. A formal proof of this result is deferred to the next section, where we prove a
general result with external economies of scale.

Proposition 2—Part 2. The unconstrained social planner chooses the number of non-tradable services stores
(N7} given by

* LF
jsd = X~ std’
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where N jLSZ represents the number of stores in the laissez-faire equilibrium and x = > 11is a constant

_p
p—(1—p)
that remains unaffected by the presence of trip chaining. This optimal allocation can be implemented through a

combination of a tax on tradable goods and a subsidy for non-tradable services: t"dable — L s () = =&
p—1J p

Sjsd = 0, and Ti = 0.

B.4.4 Application: Efficiency Properties of External Economies of Scale

Constrained-Efficient Specification. In this section, we first apply Proposition A.8 to characterize the conditions
on the form of external economies of scales under which the decentralized equilibrium achieves constrained
efficiency. Subsequently, we show that the economy is generically constrained inefficient and that the presence
of external economies of scale exacerbates the inefficient allocation of resources between tradable goods and
non-tradable services. We can apply Proposition A.8 to show the following result.

Proposition 3—Part 1. Assume isoelastic external economies of scale of the form either

~ = —€ —€
std:std'le and std Zstd-sz
or
~ = —€ ~ —€
std:std'Tj and CdeZstd-Tj

where Y15 =37  ;Cjsa (27 fONde @hoq(w) dw) and Yo5 =" ; CjsalNjsa represent the total resources expended
on production and variety creation for region j, respectively, and Y ; = Y1; + Yo;. Under these conditions, the
decentralized equilibrium solves the social planner problem.

General Constrained Inefficiency. To illustrate the generic inefficiency associated with non-tradable services
market with external economies of scale, we consider a general case with

Cjsd = Cjsa( Y15, To5) and Cjeq = Cjsa(Y1j, Toj)

with possibly varying elasticities,

Oln éjsd
Jln ng

Jln std

and EEL; = m

Ectj =

The following proposition underscores that, in the presence of external economies of scale, the non-tradable
services market is generically constrained inefficient.

Proposition A.10 (Constrained Inefficiency). The constrained-efficient allocation can be implemented through a
combination of nontradable services subsidies:

p(E25 — &1j)
Sisd = and s;sq(w) = &15.
! 1—&1+ (p—1)(E5 — Euy) ) = &1
where
1 —epj + 77€m1 1— tep;+ Lepyy + Eleg; — Loy
1—51]‘: ! p—1 d and 1—52j: P d L ! L ! L j.

(1 —ec1;)(1 — ep2j) — ec2j€E1; (1 —ec1)(1 — ep2j) — ec2j€E1,
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This proposition clearly demonstrates the inefficiency of the decentralized equilibrium in terms of both
interregional and intraregional allocation. For instance, if £; and &; tend to increase with Tq; and Y,;, the
social planner would subsidize concentrated regions with higher values of T'1; and Yo;. If &£ tend to be higher
than &, it is optimal to reallocate resources from production to variety creation.

Unconstrained Inefficiency. To simplify the exposition, we consider isoelastic external economies of scale as
assumed in Appendix B.4.4. We can prove the following result, where Proposition 2—Part 2 is a special case with
e=0.

Proposition A.11 (Unconstrained Social Planner). Assume isoelastic external economies of scale of the form
either

~ = —€ —€
Cjsd = Cjsd * le and std = std . T2j

or

Cjsd = Cjsa - Y;° and Cjsqg = Cjsa- L °.
The unconstrained social planner chooses the number of non-tradable services stores { N T 4} given by

Niu=x(e) - N

J Jsdo
where N JLQ represents the number of stores in the laissez-faire equilibrium. The constant x(¢) = % > 1,
where p(e) = ”1(1;;?, remains unaffected by the presence of trip chaining, but positively depends on . The optimal

allocation can be implemented through a combination of a tax on tradable goods and a subsidy for non-tradable

services: tiradable — ﬁ(s’;_l, Sjsa(w) = 2(;‘)‘ Sisa =0, and T; = 0.

B.5 A General Equilibrium Model

We close the model by specifying the remaining parts of the city structure. In particular, we endogenize
the spatial distribution of consumers, wages, and rent prices that we take as given in equilibrium of
the services market. We mainly follow Ahlfeldt et al. (2015) and Tsivanidis (2019) with a few key
modifications. Each location differs in terms of their productivity, amenities, wages, and land supply.
We first consider workers’ location choice problems. Then, we describe how decisions of firms—both
tradable or non-tradable—and market clearing conditions determine wages and rent prices.

In this section, our spatial unit is a district, which is a larger unit than a zone. In particular, each
worker chooses districts to live and work, and the labor and land markets clear at the district level. This
is mainly due to data limitations: for a few variables including average wages by residential region,
we only have data at the district level. We continue to assume that the spatial unit of the services
market is a zone. The main focus of this paper is the services distribution and its efficiency and welfare
consequences. Thus, as long as counterfactual exercises affect zones within a district similarly in terms
of general equilibrium outcomes, our assumption is not overly restrictive.

Workers’ Location Choice. A city is populated with a fixed measure of workers M. Workers, indexed
by o, choose where to live d” and where to work d*.>> Once workers determine a pair of districts (d”, d*),

5> We use d to index districts to avoid confusion with 7 and j, which are indices for zones.
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they are randomly allocated to a residential zone i" € d” and a business zone i* € d", according to
probability Pr(i",:"|d",d"). For simplicity, we assume that a residential zone and a business zone are
independently determined, i.e., Pr(i",i*|d",d") = Pr"(i"|d") Pr"(i*|d"). The value of worker o is
given by

Uo) = max ElBar - zar (0) - Usrin 0)|d”, "]

where By is a regional residential amenity, and z,4- (o) is an idiosyncratic residential amenity. The term
U;riw (0) summarizes the utility associated with to the workplace and consumption decisions.

Uprin (0) = 221G (03 [ (o)

where ¢4 is a workplace amenity, and U5, (-) is the consumption utility defined in (3). Finally, diriw 18
the commuting disutility, given by

dirjw = exp (kdg(iryagivy + Prlagiry£agv))

where d(i) denotes a district to which zone i belongs.’® The distance between two districts d” and d”
is defined as a weighted average of the distance between zones in two districts, dar gv = > ;v ju dir jw -
P(i",i"|d",d"). Note that the parameter x can be different from its counterpart 7, which governs the
disutility of services travel. We also include a border effect ¢,; as before.

We assume that labor income is the only source of income, and factor payments to capital or land
go to absentee owners. Thus, income I;» (0) in the budget constraint in (3) is given by

Liw(0) = wy(jwy - va@w)(0)

where wgw is the workplace-specific wage, and vgw (0) is the idiosyncratic component of the wage.
Finally, we assume that the idiosyncratic components z4- (0) and vgw (0) follow Fréchet distributions:

F.(z) = exp(—z~%) and F,(v) = exp(—v~ ")

where ¢, ¢, > 1 are the shape parameters. Higher values imply that idiosyncratic components have less
importance in decisions.®’

For simplicity, we follow Tsivanidis (2019) to assume that workers first choose residential districts,
and then choose business districts.”® This allows a simple equilibrium characterization using backward
induction. We can summarize the timeline as follows. First, a worker o observes realizations of
{z4(0) }4r. Second, she chooses her residential district d" that gives her the highest expected utility.
Third, she observes realizations of {v4w(0)}4». Fourth, she optimally chooses business district d*.

5 Alternatively, we can assume that the commuting disutility is defined between zones: dirjw = exp(kdiriw 4 @xlirziw).
This specification, however, does not allow us to use a gravity equation to estimate (k, ).

> It is well known in the literature that it is without loss to assume unit scale parameters because they can be isomorphically
captured by the terms Bgr and 4w .

% In Ahlfeldt et al. (2015), they assume that workers draw idiosyncratic component of utility for all pairs (i", ") from the
independent Fréchet distribution, but this approach is computationally burdensome.
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Fifth, she is randomly allocated to (i",i%). Finally, she makes consumption decisions for tradable goods,
non-tradable services, and residential floor space.

Let us start with the business area decision of workers who chose to live in d". From (3), the utility
when working in d¥ is given by

L _ §dw s Waw * Vgw (O)
Ugraw (0 Pr(i",i%|d", d¥) P, e P - (piradabley—ho g pe . . (A20)
7,7421; ’ ) ( ) d eXp(Hddrdw =+ QOH]]_dr;édw)

Workplace d* affects not only the wage but also the price index for services travel starting from the
workplace. This together with the Fréchet assumption gives the probability of workers, who live in d",
choosing to work in d":

(Pd_wﬂc gdwwdw exp(—/@ddrdw — (pﬁ]ldr?gdw»su

Z (PJ“gédwd exp(—krdgrqg — cp,ﬁlldrid))g“
d

Pr(d®|d") =

where P, ¢ = S iwegw P (iv]dY) P ¢ is the expected price index of services travel that starts from
the workplace. We now turn to the residential district choice. The expected indirect utility from choosing
a residential district d" has a simple expression,

@]

1/ew
= Byr - zqr(0) - Pl (pradable) “her (Z M ¢ wg exp(—rdgrq + gp,ﬂ]ldrid))s“>
d

Udr (0) =E I’Iégx{udrdw (O)}

= Z/{dr . Zd'r'(O)

where expectation is taken over {vqw(0)} 4w, and P,.* ¢ = Sireqr PYO(|dT) P ¢ is the expected price
index, defined analogously to Pd;“ ¢ . From the Fréchet assumption, workers choose a district d” with

probability
(Uar)*

> (Ua): .

d

Pr(d") =

In sum, the probability of workers choosing a residential district d” and a business district d" is given by

(Z/{dr)EZ ) ( d“) gdwUde eXp( K}dd'rdw — (’DK]]_dTidw))Ev

Pr(d, d”) =
Yala)= Y, (P qwa exp(—kdara — prlarza))”

From the discussion so far, the spatial distribution of workers is determined by

Miriw = M - Pr(i",i%|d", d") - Pr(d",d"), Mj = Miriw, and M = M.
Z’w s

Lastly, average income of consumers who work in zone i* is Ijw = E[w(juw)vggw)] = T'(1 — —)wd(zw),
and the expected welfare of consumers in the city is U = T'(1 — &) - (3, (Ua)* yL/ez,
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Tradable Goods Sector. In each district d, there is a representative firm in the tradable goods sector
that produces a homogeneous final good. This final good is freely traded within the city at the price
ptradable The production technology combines labor and floor space and features constant returns to
scale:

Yg = 90(1 . 6)1—0Atd'radable (Lgradable)B(Héradable)1—9

where Afredable jg district-specific productivity, Liadeble and Hiradable are labor and floor space inputs
respectively, and 6 is the labor share. A representative firm decides how to combine inputs and how
much to produce in a competitive manner. Perfect competition implies that marginal cost equals to the

: 1-60
price, ptradable — wa rdw /Atdv;gzdable‘

Labor Market. Firms in both the tradable goods and services sectors demand labor, while workers’

workplace choices determine labor supply. The equilibrium wage clears the district-level labor markets

Mg’ — L(tiradable + Lflerm'ces for all d.

Land Market. Floor space in each district, H, is supplied by the competitive construction sector using
the production function, K ij;_“, where K, is capital and T, is land. We assume that the cost of
capital rx is exogenously determined in the world capital market, and the land price is determined in
the local land market. Then, floor space supply, H; = H Tdrc}%“, increases in the floor space price ry
where H = (p/ rk)ﬁ is a constant. Floor space can be used for residential purposes H, producing
the tradable goods Hf[“d“ble, or producing consumption services H3¢"V¢. We assume that there exist
zone-specific land use regulations for services production. We summarize this regulation with the floor
space wedge, g;. Then, the floor space price for services sector is given by rj = g;74(;). We assume
zero net transfers to land usage of services sector on average, i.¢., Nid > icai = Tdi) Where Ny is the
number of zones in district d. The land market clearing condition is given by

©w

HTdT’F _ Hg + Hglradable + ]-Tlservice7 for all d

11-6

, p—1 1
H: = gy Ida Htradable _ = detradabl67 and Hservice — ~ - R, 4l
d M}, d rq 0 d d p iezd e gdj *

Agglomeration. Following the literature, we assume that local productivity of the tradable goods,
Atd’"“d“ble, and residential amenity, By, feature externalities. In particular, they are increasing in local
residential or working population density,

Agradable — Azzlradable . (M:f/Td)nAa

By = By (Mj/Ty)",
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where Aémdable and By are exogenous fundamentals, and 4 and np are the degree of agglomeration.
We assume there exists no spillovers across districts.

Equilibrium Conditions. We define the general equilibrium.

Definition A.2 (General Equilibrium). Given exogenous values of productivity {Aﬁ[adable}, amenity
{By}, land supply {Ty}, rent wedges {0;}, the total number of workers M, and distance {d(-,-)}, general
equilibrium consists of the worker distribution M;r;w, rent prices {ry}, and wages {wq} such that (i)
workers optimally choose their resident and workplace districts; (ii) firms in the tradable goods sector
maximize their profits; (iii) floor space suppliers maximize their profits; (iv) all conditions for the
services market equilibrium hold; and (v) all markets clear.
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C. Appendix for Section 4

C.1 Model Inversion: Identifying Productivity

We can invert the model to obtain a mapping from the observed data to the unobserved variables. To
formalize the idea, we divide the variables and parameters into four sets. The first set P contains the
parameters of the model. The second set Sex, contains variables exogenous to our model. The third set
Spg contains variables that are endogenously determined in the services market equilibrium. Finally,
the fourth set Sgg contains variables that are taken as given in the services market but are determined in
the general equilibrium.

We further partition PP into three subsets: P for externally calibrated parameters, PPF for parameters
estimated from the services market equilibrium model, and PSF for parameters calibrated or estimated
from the general equilibrium model. Similarly, we split the exogenous variables in Seyo into SS | SPE

and Sg(EO Moreover, within each set Spg and Sgg, we further divide the variables into those that we can
observe in the data, S‘i’bs, and unobserved variables S;‘“Obs.

P = {p, a, p, v, B} PP = {7, &,¢,0,v} POF = {k,e.,e0,0,n4,15}
e ~tradable
St = {7,8,D,d, T} St = {A.C} Seo = {B, AT, €}
l(;l])is _ {N R} Sunobs _ {P,p, q, Hservice, Lservzce7 H}

onEs _ {,r_ w, M I E M} Sunobs _ {Hr Htradable Ltradable}

where the bold letters denote vectors. The services market equilibrium model is essentially a mapping
from P&l UPPE U sel USEE U S to Spg, and the general equilibrium model is a mapping from PU Sexo
to Spg U Sgg. The following lemma shows that we can invert these mappings to back out location
characteristics from the observed data.

Lemma A.8 (Equilibrium Inversion). Given P, PPE, S¢4 and S5, there exist unique values of the

location characteristics SPE that rationalize the observed data SObS Given P, S and SPE | there exist
exo exo exo

unique values of the location characteristics SSE that rationalize the observed data S35 and S2%.

Proof. Lemma A.8 is a direct application of Proposition 2 in Ahlfeldt et al. (2015). O

The first part of Lemma A.8 implies that, once we have data on S‘)Gt{:f, we can back out the composite
productivity and operating costs without relying on the general equilibrium component of the model. In
Section 4.1, we use this lemma to estimate the services market equilibrium parameters, PPE, separately
from the general equilibrium parameters, PSE. The advantage of this approach is that we can estimate
the services market equilibrium model without explicitly specifying the general equilibrium structure,
as long as we have access to data on S&. Thus, the estimation procedure remains robust to any potential
misspecification of our general equilibrium model.
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predicted

data

Figure A.3. Gravity fit

Notes: Data source: Korean Household Travel Survey (2016).
The blue line is the 45-degree line.

C.2 Fit of the Estimated Gravity Equation
C.3 Parameter Estimation: General Equilibrium Model

In this section, we discuss the estimation procedure of general equilibrium. In Figure A.3, we plot the
predicted the number of services travel against the observed number of services travel. It demonstrates
that the flow of services travel is well approximated by the gravity equation.

We calibrate the GE parameters mostly from the literature or directly from the moments in the data.
We summarize the parameter values in Table A.9.

We estimate commuting disutility parameters by running a gravity equation using commuting flows
from Household Travel Survey. To do this, we first aggregate the data to the district level and then
employ the PPML estimator with border effects, similar to our estimation approach for services travel
parameters.

Next, we calculate the total expenditure share on services, u + p, using the total revenue of
services sectors and the total income. We first rescale the total revenue in 2019 from the Commercial
District dataset. Although the dataset covers most of the regions of Seoul, it is not universal since it only
includes the stores in the commercial areas. Comparing the total number of restaurants in Seoul in 2017,
our dataset includes 96.28% of restaurants in Seoul (Seoul Business Survey, 2017). Thus, we increase
the total revenue in 2019 by 3.86% and divide it with the total population to get the average monthly
total services revenue per capita. We take the average income per capita in Seoul from Statistics Korea
(2019). We then adjust the average income to take into account that 50% of households in Seoul live in
their own house and do not pay rents (Korea Housing Survey, 2019). Thus, we scale up their income by
l%w‘ Dividing the revenue per capita with the average income, we obtain that the spending share on
services, pp. + u, equals 27%.

We use residential population data at the zone level provided by Seoul Metropolitan Government
(2019) and calculate the conditional probability Pr"(:"|d") for each district. Similarly, we use Seoul
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Table A.9: Calibration Results: GE

Parameter Description Value Source

K&y Commuting Travel Elasticity 0.0605 Gravity

P Commuting Travel Border Effects 1.266 Gravity

Mo + g Total services spending share 0.27 Total revenue, Income*

e Housing spending share 0.25 Davis and Ortalo-Magné (2011)

1-6 Share on floor space of tradable goods 0.2 Valentinyi and Herrendorf (2008)

1—p Share on land of floor space production 0.25 Combes, Duranton, and Gobillon (2012)
EuyEx Preference scale 6,6 Ahlfeldt et al. (2015)

NAsNB Agglomeration 0.07,0.15 Ahlfeldt et al. (2015)°

4 Source: Seoul Commercial Area Data and Statistics of Korea.
b Tsivanidis (2019) estimates 14 = 0.212 and np € [0.419,0.576], which are larger than the estimates obtained by Ahlfeldt
et al. (2015) using a German dataset. As Korea is a developed country, we take the results of Ahlfeldt et al. (2015).

Business Survey which provides the total number of workers of each zone and calculate the conditional
probability Pr* (:"’|d") for each district.
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Table A.10: College Premium

Income Income, Rent Income, Rent, SMA
Low-skilled 220.7 221.3 220.77
High-skilled 325.9 324.8 325.65
College premium 47.7% 46.1% 47.5%

Notes: Data source: Korean Labor Panel (2019). We drop outliers with the top and the bottom 1% of
income to remove noises in data.

D. Appendix for Sections 5 and 6

D.1 SMA and (Real) Income Inequality

Does SMA inequality exacerbate or alleviate welfare inequality between the rich and the poor? In this
section, we show that SMA inequality worsens real income inequality and the magnitude of its impact is
larger than that of housing rents. We define high-skilled workers as college graduates. We use income
data from Korean Labor Panel (2019) and focus on workers who live in Seoul with positive income.

Based on the equation (3), we can define real incomes of workers who live in district d" as below.
_ T w
real income = nominal income - rent ;""" - SMAZﬁJr“ c

In the first column of Table A.10, we first report the college premium on nominal income. On average,
high-skilled workers earn 47.7% higher income than low-skilled workers. It is smaller than that of
US, which is about 79% (BLS, 2020), but still the magnitude is very large. In the next column, we
report the college premium after adjusting the differences in housing rents. College graduates who earn
higher income tend to live in regions with higher housing rents. Thus, the college premium decreases to
46.1%.>° Finally, in the last column of Table A.10, we compute real income, which additionally adjusts
the differences in SMA—the inverse of the price index of services.®® The college premium increases
from 46.1% to 47.5%. High-skilled workers live in regions with higher housing rents, but at the same
time, they enjoy higher SMA. This better access to the services market widens the real income gap
between high- and low-skilled workers.

It is striking that effects of SMA inequality on real income gap is as important as those of rents
dispersion. Most of the literature has focused on how housing prices affect spatial inequality, but the
result shows that services markets are as important as housing markets. Although some studies consider
the implications of non-tradable goods, they typically focus on the price dispersion across cities. In

>’ One limitation is that we only have residence information at the district level. This can potentially lead to downward bias
to the importance of housing rents.
0 We compute district-level SMA by taking an average using the population distribution,

s w

He B
SMAg =y Pr(i",i"|d")SMA/F ¢ SMALE T
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this case, the price index for non-tradable goods is typically higher in urban areas, dampening the real
income dispersion.®! On the contrary, we claim that SMA differentials exacerbate income inequality

within cities as high skilled workers can enjoy better access to the services market.

D.2 Transportation Improvement

The magnitude of spatial frictions is critical for the dispersion of SMA. For example, if one incorrectly
assumes that a consumer can only purchase services goods from her own region—i.e., travel costs
are infinite 7 = oo—then SMA inequality would be 90% higher than the baseline estimate. This
observation suggests that improving transportation infrastructure can be an effective measure to reduce
SMA inequality. In this section, we explore how the distribution of services and SMA inequality change
when transportation improves. We show that transportation improvement is an effective way to reduce
SMA inequality, but the effectiveness is muted due to the endogenous response of services distribution.

To quantify these effects, we consider a counterfactual exercise in which we gradually reduce travel
costs. We decrease travel costs parameters from the current levels (7, ) to (¢7,(¢),¢ € [0,1]. We
decompose changes in SMA into two parts: direct effects and indirect effects. Direct effects isolate
impacts of the decrease in travel costs, holding the distribution of services stores fixed. As a consumer
can more easily access other regions, her current region becomes less important in determining SMA,
leading to a decrease in SMA inequality. Indirect effects measure impacts through the endogenous
change in the distribution of services stores.

We define two counterfactual measures of SMA. First, for direct effects, we recursively define

SMAP(¢) = exp <Z vaglog (Z e_ng(ivj)—C%ﬂivéip;gl/” : (SMA]D(C))E)>

J

where we fix pj at the estimated levels, i.e., holding fixed the distribution of services. Second, for
indirect effect, we define SMAY (¢),

SMAL(¢) = exp (Z vo log (Z e—ﬁd(z‘,j)—%]l#jpjs(o—l/u . (SMA;D(C))5>>
s j

where we fix travel costs but use counterfactual prices p;s(¢) computed under the new equilibrium
distribution of services stores.

In Figure A4, we plot SMA inequality, measured by standard deviation of log(SMA), while varying
transportation costs. From the left panel, we find that transportation improvement significantly decreases
SAM inequality. About 30% decline in travel costs results in about an 18% decline in inequality. In the
middle panel, we isolate direct effects and plot the standard deviation of logSMAP. As transportation
improves, the direct effect lowers SMA inequality as expected. Finally, in the right panel, we plot

the standard deviation of logSMAZY. The endogenous response of the distribution of services has a

%1 One exception is Handbury and Weinstein (2015) who focus on heterogeneity and the variety of goods. They argue that
large cities have wider variety of goods which can contribute to a lower price index for food products in large cities.
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Figure A.4. Transportation improvement: SMA inequality

non-monotonic impact on inequality. Transportation improvement initially increases SMA dispersion.
As travel becomes easier, consumers are more willing to travel to distant regions, further increasing
services concentration and resulting in increased SMA inequality even without direct impacts. However,
if we further decrease travel costs, geographic locations become less important, and SMA inequality
starts to decline. This discussion highlights the importance of indirect general equilibrium effects for
valid policy evaluation which can weaken the impact of transportation improvements on SMA inequality.
For example, after a 30% decline in travel costs, if the distribution of services stores remains unchanged,
the inequality declines by 25%, which is much larger than the total effects, 18%.
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E. Survey Questions

This survey is for the study of consumers' offline consumption spending behavior. Please carefully

read the explanation below before taking the survey. In this survey, the term "purchase" refers to

spending on the following three categories, made through in-person transactions (i.e., excluding

online shopping).

1.

Foods: restaurant, Café, bakery, bars, etc.

Retail: convenience stores, groceries, clothing, shoes, cosmetics, books, furniture, home

appliances, gas stations, etc.

Other services: gym, beauty salon, skincare, car repair, laundry, billiard room, golf practice

center, etc.

This survey will ask you about the number of times you went out during the day and the stores

you visited for each trip. Please count the number of stores you made a purchase for an instance

of travel as follows.

Example 1) Buying coffee at a Café on the way back from a restaurant near your workplace

at lunchtime: 2 stores

Example 2) Visiting a department store, buying three items of clothing at the first clothing
store and vising a second shoe store without making a purchase, then buying lotion at the
cosmetics section. After that, buying groceries for the week at a supermarket when

returning home: 3 stores

Example 3) On the way to work from home, stopping at a convenience store for buying

snacks and drinks: 1 store

If you have already returned to your home, work, or your next destination unrelated to your purchase,

and have gone out again on the same day after completing the travel, please write it as separate

travel.

What is your gender?

a. Male
b. Female

c. Others, or refuse to answer

What is the year of your birth?
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Questions 1 to 4 are about basic personal information.

1.

What is your final educational background? (If you are currently a student, respond to the

educational institution you are attending)
a. Elementary/middle/high school
b. College and above
What is your occupation?
a. Office/expert/manager (e.g., teachers, public officials)
b. Services/sales/function/agriculture/other (e.g., cook, hairdresser, sales profession)
c. Looking for a job/unemployment, etc.
d. Housewives
e. Students
Which “Dong” does your home belong to?

Which “Dong” does your workplace or school belong to?

Questions 5 to 8 are questions about offline consumption expenditure during the week.

5.

Have you been out to eat, shop, or buy other services during the most recent Thursday (except

today)? If you don't, please choose a day when you were out.
a. Yes. | went out on Thursday.
b. No. Not on Thu, but on Wednesday.
c¢. No. Not on Wed/Thu, but on Tuesday.
d. No. Not on Tue/Wed/Thu, but on Monday.
e. No. Not on Mon/Tue/Wed/Thu, but on Friday.

f. No, | haven't been out for purchase in the past week (please recall the most recent

weekday outing).

How many purchases did you make in total during your first trip on the day of the week selected
in question 5? Please write down the total number of stores you visited for making any (non-

zero) purchases.
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7.

How many purchases did you make in total during your second trip on the day of the week
selected in question 5? Please write down the total number of stores you visited for making any

(non-zero) purchases.

How many purchases did you make in total during your third trip on the day of the week
selected in question 5? Please write down the total number of stores you visited for making any

(non-zero) purchases.

How many purchases did you make in total during your fourth trip on the day of the week
selected in question 5? Please write down the total number of stores you visited for making any

(non-zero) purchases.

From now on, please answer about the travel with the highest total number of purchases (select

outings in front of you in case of redundancy) among responses in questions 6-8 above.

10. Please answer the location and types of the departure area where you started the travel.

a. ”Dong”

b. Home/School/Workplace/Others

11. Please answer the location and types of the destination where you ended the travel.

a. “"Dong”

b. Home/School/Workplace/Others

12. Please write down about your first purchase of travel.

a. Location: "Dong”
b. Purpose: (1) restaurants (2) shopping/retail (3) other services

c. Details (e.g., Chinese restaurants, convenience stores, bookstores, car repairs, etc.)

13. Is there any additional purchase after the first purchase for this travel? If so, please respond.

a. Travel ended after the first purchase.

b. Location: "Dong”
c. Purpose: (1) restaurants (2) shopping/retail (3) other services
d. Details (e.g., Chinese restaurants, convenience stores, bookstores, car repairs, etc.)
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From now on, the same question is about going out on weekends, not weekdays. Please respond

in the same way as before.

14. Have you been out to eat, shop, or buy other services during the most recent Saturday (except

today)? If you don't have one, please write down your travel on Sunday or the previous weekend.
a. VYes. | went out on Saturday.
b. No. Not on Sat, but on Sunday.

c¢. No. | haven't been out on Saturday/Sunday most recently, but | went out on

Saturday/Sunday the week before.

d. No. | haven't been out on weekends for the last two weeks (please recall the most recent

weekend outing).

15. How many purchases did you make in total during your first trip on the day of the weekend
selected in question 14? Please write down the total number of stores you visited for making

any (non-zero) purchases.

16. How many purchases did you make in total during your second trip on the day of the weekend
selected in question 14? Please write down the total number of stores you visited for making

any (non-zero) purchases.

17. How many purchases did you make in total during your third trip on the day of the weekend
selected in question 14? Please write down the total number of stores you visited for making

any (non-zero) purchases.

18. How many purchases did you make in total during your fourth trip on the day of the weekend
selected in question 14? Please write down the total number of stores you visited for making

any (non-zero) purchases.

From now on, please answer about the travel with the highest total number of purchases (select

outings in front of you in case of redundancy) among responses in questions 6-8 above.

19. Please answer the location and types of the departure area where you started the travel.
a. "Dong”
b. Home/School/Workplace/Others

20. Please answer the location and types of the destination where you ended the travel.
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a. "Dong”

b. Home/School/Workplace/Others
21. Please write down about your first purchase of travel.

a. Location: “Dong"”

b. Purpose: (1) restaurants (2) shopping/retail (3) other services

c. Details (e.g., Chinese restaurants, convenience stores, bookstores, car repairs, etc.)
22. Is there any additional purchase after the first purchase for this travel? If so, please respond.

a. Travel ended after the first purchase.

b. Location: “Dong"”

c. Purpose: (1) restaurants (2) shopping/retail (3) other services

d. Details (e.g., Chinese restaurants, convenience stores, bookstores, car repairs, etc.)
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F. Omitted Proofs

Proof of Proposition 1. The free entry condition equates profits and operating costs:
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where the third equality uses the fact that, imposing symmetry across individual stores, we have p;,q =

Pjsa(w) - N, jls . - Rearranging proves the proposition. O

Proof of Lemma A.2. The first two conditions can be linearized as

l-0 A - R . *
(1—71_p)njsd: —std—(1—0’)ajsd+(1—0')0jsd—(1—0')ij +’I”j5 (Al )
. . . 1 -y 1 . .
Pjs = Zejsd n]sd ajsd + std) = Cjs — (pi— ln]S + ajs) = _(p — 17’Lj5 + ajs). (A2 )
Aggregating (A.1*), we have
P — 1 A ~ ~ ~ * %
njs = Py (=Cjs — (1= 0)ajs + (1 — 0)éjs — (1 — 0)pjs +7js) (A1)
so that
Djs = —Qjs + 1 C e iTs =~ — ﬁrj&

The third condition becomes
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J
Next, we have
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Proof of Proposition A.1. Let us suppose for the moment that p;; = o(x) and r;, = o(x) for j # jo. Then for any j,
we have

w5 = (Ly—j =75 <—11,15j’s — B oy T Bl > + o(x)
S/
= (Ljo=j = 7ij) (‘if’ms —B) as Wys'ojoﬁjos’> +o(x).
S/

=qjgs
Under Assumption A.2, this can be further simplified as
~S -7 (jjos le:.]Ov.]#.]O
T = R JoJo o o : T o(x
’ jos if i # jo,j = Jjo )
(1 =75 50 )djos  if 7= Jo,7 = Jo
Note also the following lemma:
Lemma A.9. For j # jo, Assumption A.2 implies
(1= B)A,; + BZ o= (A21)

and

Z )\2]0]

i#3j0,8’
We thus have, for j # jo,

rjs = (1- AfffﬁZZZm (5 +715)

%

= (1 - B) JoJ JOJ + ﬁ Z >\J0"€J jok + BZ)\:J;:J Af]o joj) + 0( ) ( ignore 7’s without ]O)
k#jo,s’ i’

< (L =B)A%; + BZ Gokj T8 Z )‘;j;j - ax {leo + Fkt
i#jo,s’
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where the last inequality follows from Lemma A.9. Thus, we indeed have r;; = o(x) and, hence, p,s = o(x) for
J # jo. In this case, we can also simplify ;s and get the following result: We have, up to o(x),

Tjos = Z(l L]o zyo + ZIB)‘zk:jo l; + ﬁZjo)

iks’
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Proof of Lemma A.9. We have
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Proof of Corollary A.1. First, note that, up to o(1), we have
Tjos = \Iljoqujos = lI/jos(_%pjos) = \I/jos (%d;os + %ﬁ j08>

hence
U, Lgx

JosS v Pjos

1 _1
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Tjos = >0
where we use 177 < 1 from Assumption A.1 and ¥, < 1. This highlights that we need to assume 25, < 1
in order to guarantee stable equilibrium. This in turn implies the rest of inequalities in (A.6), except for that of
n;s, which follows from
Njos = = —Cjgs + (0 = D)ajos + (0 = 1)Pjgs + Tjos
= _Cjos + (O’ - l)ﬁ,jos — (O' — I)Cvlf‘f .+ %7’]‘03

Jos
= _P=o(. 4 p=C
=7 Cljos + — TTjos

> 0. O

Proof of Proposition A.2. First, we rewrite the change in revenue as
Tjos = WjosGjos + Z q)joséjoS’ + o(x)
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_ 1 3
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Using this result, we first prove the following intermediate result.

Lemma A.10. Under Assumption A.2 and up to o(x), we have
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Njos = —Clgs + Ojos (ajos + p71nJ05) + E : Ajos(%oS’ + pfanOS/>
s'#s
~3 A
= '7]03@]08 + E 'V]os (ajos’ + nJoS ) - ’onscjos
'755

Njosd = Mjos + K(aj Ajosd — a‘;os) - (Cjosd - CjS)

where

k= le=Dl=1) 1 Ojos -

~2s" _ A8
p—o ’ 7]03 - Y A

| Oue Tios T Raos T 650 Tjos = 0,

In particular, 4’s and k are positive.
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Thus, we can write
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Vs = Tios = Osos g
— e
~1 1
3 ~3 _ Yigs __ _ Ojgs . _
Yjos = Tios = p—1 (1 1) T e 1
1 — 2ios
p—1
2s" _ ~2¢" 1 ~1 ~2s" A s’ 1 1
Tjos = Tjos = (1 + pfl’yjos/>/yjos - Ajosl Jog 1 ©jgs’
p—1
~2s’
28 _ ~2¢ e 1 (23 ~2s" 14 LAt ~2s'
Kjos = Rjos p—1 = p—1 Yjos' Vjos p—l,yjosl Vjos
STy B S .- 1 #
p—1 1J0s 1— G)jos/ p_ll— Jos’
p—1 p—1
=0.
Finally, it is clear from its definition that 7' Vanlshes as 5] 0. O
Proof of Lemma A.10. We have
Z (i Njosd = _CjOSd + (U - 1)aj08d + (U - l)ﬁjos + Tjos
— —0 —0
>0 = _2—1 J(de + (U - 1) josd — (U - 1) ]05 + Z—l rjOS
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*
= Njosa = —Closa + K(A5,5q — @Gos) + s

= Njos = 7Cj05 + Tjos
= _Cjos + ©jos (djos + n]05> Z A (GJOS’ + 7 Mo’ )
s'#s
Oj,s
= ( pﬁjl )njos = CJOS + G)jOSaJOS + Z A]os (ajos + n]os )

s'#s

_x1 . ~2s _ 3 .
> Njos = Yios%jos + E Yjos (ajos’ + — 1nJoS ) ’onsCJOS'
s'#s

Note that 1 — “’“‘ =1-1-1(1 )2 7. )+0(l) € (0,1) under Assumption A.1. O

JoJo Jo]o

Proof of Proposition A.3. Define v,; = dlog T5;, which can be simplified to
Y25 = Z Pjs Z 0;5a(Cjsd + Mjsa)
E d
= Z ©5s(Cjs +njs)
=> 0is(Cis +njs) — e 72
= ﬁ Z %‘s(éjs + 1)

R;
where ¢ = > . Then, we have

Jjs

o Tk )
a’josd - a’josd +e- 72.7

where ¢ = ¢,

njOS ’YJOS( Jos + 572]0) C]OS + 53'7230 + Z j()S a]05’ + E’}/2]0)

'758
—C + 2s’ a* €VJ05+€C+€Z '#s jos n )
’VJOS JOS Jos 7-os Jos’ 1+e¢ SDJOS Jos’ Mo s’
s'#s ¢ s
EE‘]‘O‘S
2% A 25 v*
'V]Os Jos (1 = €jo5P5os)Clos + § Tios Wjos’ T Ejos § @Jos/coé" + €jos § Pjos’' Tjos’
/758 '758
= Tjos + Ejos E Pjos'Mjos’ - (A22)
S/

Aggregating this equation across sectors, we have

ijosnjos = Z PjosTjos T (Z ¢jo$€j0$)(z @josnjos)
S S S S

=€jo

= 5 ) Piosies: (A23)
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Combining equations (A.22) and (A.23), we have

L — e igs . .
Njos = Tjos T T-¢. E :Sojos/xJOS’

€jo
~—— s
5_7’05
= (1 + Ejos@jos)xjos + Ejos E : Pjos’Ljos’
s'#s

1 + EJDSSO‘]OS)WJOS + 5]05(()0]08 ]08' + (pjos”Tgos )) ;08

= (( a
+ ( (1+ 5]0590105) ]09 .+ Ejos (@Jos/%os/ + SDJOS”TQOs"))a}kOs/
+ ( (14 &j0sPios) s +€Jos(%os Thowr + sogosf%osu))ams
+ (= (1 + €josPios) (1 = €josPios) + EjosPios (Pios Ejos’ + sﬁjos“f‘?jos”))é
+ (L4 EjosPios )EjosPios + EjosPios' (—(1 = EjosPos’) + @joS”EJ'OS”)) Jos’
+ (L4 &josPios )EjosPios” + EjosPios (PjosEjost — (1 — 5]’08”903‘08”)))6’.708
= Yjosyos + 7JosCJos + Z Tjos t]os' + Z V]2053 Jos’+
s'#s s'#s
It is immediate from this equation that 1}03 and i— are positive, and limg ., = .)—(0,0,0) 3203 =0. O

Proof of Lemma A.3. Thanks to the fixed effect FE,, we can ignore components of n?smik that are invariant across j.
This means that we can ignore components of n4 invariant across dj; i.e., can ignore components of n;s4 that are

invariant across d. Thus, we can write

~ ~ Bartik ~ ~ Bartik ~
Njsd = Kajsd + FEjs, Nsa = Kasq + FEs, ™" =k E 0jsa,00sq + FEs, and Njg =K E 0jsqbsq + FEs .
d d

Note that we have

Njs = ’y&js - 'Yéjs - (1 + pL) js + Z (ags’ - 710 r C_]s )

/#g
=7 Ojsdijea — Vs — (1 * ﬁ)éa‘s + (Tzejs'ddjs'd = Téa‘s’) + FE,
d s'#s d
— ,YZ ejsdasd + "/Est — ’Yéjs — (1 + ﬁ)éls —+ Z (TZQjS/d&S/d + Téjs’ — /J%léjS/ — Téjy) + FE&
d s'#s d
- ’YZ ojédaéd + Z (TZ ajs’dab/d> - 7035 Z Téjsl =+ FE& +€j5
s'#s d s'#s
= 2Pk N " ZRBUK e — Y 78w + FEs tejs
s'#s s'#s

where €5 = &5 — (1 + )5]3 + D et (Tajs/ — ﬁéjs/). We also have

Njsd = Njs + K(@jsd — Gjs)

=MNjs + H(asd + éjsd) — kK Z std(afsd + éjsd)
d
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~ Bartik ~ Bartik ~ PN ~ ~ ~ ~
=1 jfrl + g n ]2,“ — Y5 — E TCje + FEg +€js+n(a8d+€j54)—l-@§ Ojsalsq — KEjs

s'#s s'#s
K~ Bartlk § Bartlk N E PN <
== ’YK, + In ]S/ VCjs — TCjs! + FEsd +5jsd
s'#s s'#s

where €4 = €js + KEjsqa — KEjs.
To show the orthogonality, note that, for any s, d, s”, d”, we have
~ ~ ~ T 5
0_7’5”(1”,0 J_] (€js €js €jsd) |C_7
Because nB“‘mk =K Y g Ojsrar 0@srar + FEgr and dgrgr is fixed, we in turn have

nBUEK ) (G &g Ejsa)' |G

and

]jg;{/tlkl_ (Ejs éjsd)T\éj. O

Proof of Proposition A.4. From (A.12), the exclusion restrictions directly come from the orthogonalities in Corol-
lary A.3. The relevance condition holds because

rank (]E] Bartlki J ﬁBa/r/tlkL ) ( Baka ,nBa}'tlkL nB a/r/t]kL ) ] )

s’ js js js js
k(

EJ js
E,;

1 ~ % 1 ~ 1 ~
j Zd ]sdasd >af Je'da a 2af ]e“da ”d) (Zd’ ejsd’,Oa’sd' D 0js’d’,0as’d' D ejs“d’.,Oas”d’)})
E E asda /d/E jsd’ejs/d/ ]:| )
s,s’

d

ank

Bamkj_ ~ BartlkJ_ ~Bartik L Bamkj_ Bartik L Bartik L
[ )T (s i) )

)

=3

where the first equality comes from the fact that the rank of a matrix is invariant to elementary row operations.
Thus, the IV estimator is consistent, i.e., the IV coeflicient on n;, converges in probability to

T Al 1
I . =
o, 1- p
We can see that the last formula is strictly positive and vanishes as 5 — 0. O
Proof of Proposition A.5. The proof is the same as that for Proposition A.4. O

Proof of Lemmas A4 and A.5. The first-order condition (A.16) characterizes the demand ¢}(w) = ¢}(p;(w)).
Differentiating it with respect to p;(w), we have

out , .. dg;(p;(w))

=\ (A24)
Firms solve

pj(w)

max{ (pj(w) —¢4) Z CI;‘ (pj(w)) }
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The first-order condition is given by

) d w
0 = Zq;@j(w» 2D q;pfji

[

(w)
(A16), (A24) Zq;-_ (p; (@) + Ca Z f” (w )) (A25)

The zero-profit condition is given by
E; =7j(w) = (pj(w) —¢;) Z q; (pj(w)). (A.26)

These conditions characterize the decentralized equilibrium.
Now, consider the centralized revenue maximization problem. To compute the first-order conditions, we first
prove a lemma. We define ¢; = ), fo qj

Lemma A.11. View Y, ;) as a function of ¢, qél, (w'), B and Ny, we have®

, REN0))
A ORCAS AT ) 1 —emj+emiysy)

- = - - = c
(W) 9qi(w)  9¢i(w) (1 —eay)(1 —emay) —ccajemry

e Y216) | 45 e RENORYS
o) _ 0N | 9Meig) (1 cm2j +emy Tum) Nt (1 i Tum)Eﬂ

8Nj o 8NJ 8N] (1 —Sclj)(l _€E2j) — €c2j€FE1j

h _ _Olngy d _ _OlnE;
wnere ecpj = 781nTgJ(j) ana ege; = 7611“»1-1{](]‘) .

Proof.
M) _ o ey ‘ﬂu(a) ey 3T2J(a)q
Ogyw) 7 e 9w Og5(w ,EJ()ﬁsz oq;(w)
— ¢+ ey Zj’EJ(j) Cjr gy’ (9T41J(j) £z Zj/ej(j) Cjr gy 3T2,](j)
T15(5) Iq;(w) T2 9q;(w)
. ?1(@; bey e 0
J
OCass) _ OF; 0Tu) 0E; 9o
dqi(w) e70) 1) Ogs(w) 7 ieT6) 0T25) Ogj(w) 7
e Yor) M) | J3T2J(J)
T1y0) 0¢i(w) 9q;(w)
OM11G) _ g de;jr aTlJ(]) S AT
ON; TN, | L 9Ty 0N, U e 0Ty 0N,
_ 4% +€Clj3T1J<j> b e L1I0) 0 2.3)
N; ON; Yoy ON;j
Moy _py 5~ OFr aru by OB My
ON, e 9T G) o Moy ON,

62 9q’:(w) means a unit increase in ¢} (w) for w € § for a unit measure set €2.
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Yoy Y15 0T a9 (;
=E;+epy 27(4) Y 21IG) 27G)

Y1) ON, P2IT9N;
Thus,
0T 1, _ 1—epy .
3q;-(w) (1- Eclj)(l - 5E2j) — €c25€E1j /
Vo) _ ER1; TzJ(J)
g5 (w) (1 —ec1;)(1 —€pay) — casepry Tig) “
and

Sk

Tl](}) dTll(g) c;iqj
( 1 —Eclj 502] T2](7) oN, B 2 ]
Y20 0Tar | = )
—EE1j Tiso 1-— EE2j aN;
Thus, we have

AN 1 o 0B (o

a?—;;” © N (1= eey)(1 — em2j) — cerjemy EEIJ%EJ: 1—ea; ) \EilN
1 1 (1 —egaj)cijq; +€co; &j?; E;N;
N (1= eey)(1 = epaj) — ee2j€pj \ep1j il,ﬁjj ¢jqj + (1 —ec1j)E;N; )

Using Lemma A.11, we can compute the first-order conditions for the centralized revenue maximization

problem:
. 1 9U? . . ~ 1 sz( )
0q'(w Y@t (W) (w) + Figh(w))) = Ae; (1—6 +e J
( q_]( )) )\1, aq] e(f (q( ))q]( ) f](QJ( ))) ](1_Eclj)(l_sEQj)_502j5E1j E2j E1lj TL](])
1 9U? ; , A 1
N — = fe i = . q. + BN, —
ON,) N | HGEIGE) = g o (B e
de
Ty T,
+ep1; (J)c]qj + €c2; J(J)E N €c1jEij .
Ty Ty
1J(5) 2J(7)

First, consider the specification of Lemma A.4. The first-order conditions are simplified to

T2J(j>>
Tis@)

1
(1 —¢ec)(l—epge) — €26

A L Ta2s05)
= X : iqi + E;N; —¢ iq; +¢€
N; (1 =€)l —ep2) — e (C']q] TR 1260 + T

0;(w)) - =Ag

<1 —Ep2 t €1

J(5) T2J(J)

Unless p; is the same across all j, the term ¥2j 57; varies across different j, so we should have cg; = .0 = 0
and .1 = eg2. When f;(-) is CES with elasticity of substitution p;, condition (A.25) implies p;(w) = p]{o Locj.
With A = 1 — .1, we can check that COHdlthH (A.27) holds and condition (A.28) coincides with condition (A.26).

When p; = p for all j, we only need e.; + 71 ep1 = (p—1)ec2 + £g2, and conditions (A.27) and (A.28) hold with

5 (1 —€01)(1 —ep2) — €w2eR
1-2 5E2+ EElJrL&CQ* €c1
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T
¢ + Ecan o ;N — €c1Eij)~

(A28)



Second, consider the specification of Lemma A.5. Note that we have

Inc; Ing; WmYy4 e Ty

Ty Y5 mYeyg  InYg g
lIlE] hlEJ IHT](J) o IHEJ T@J(])

Y WYy Yoy WYh Tog)

Thus, the first-order conditions are simplified to

¢t (w e = Ne——
( ]( )) J 1 _€J(j)

(o) SO L Rt 27V N

N; L =e50)

where
T1s0) ben Tas()

= €¢
€1G) = TJ TJ(])

By the same logic as of Lemma A.4, we need . = ¢ unless p; is the same across all j.

Proof of Lemma A.6. Aggregate revenue (i.e., the objective function of CRM) is given by

Ni1 ou?
ST, wo

Therefore, the marginal change in the objective function of problem (CRM) is proportional to

dq’,

1 9U*
d ~ - T
(i 0]
i
while that of the social planner problem is

d<zwnogw) Z—dw IEDIE
i % 7

§)-STa

: ; o 1 oU*
) ) dw = fZZyW )

q;.

(A29)

(A30)

(A31)

(A32)

Note that the budget constraint is homogeneous of degree 1 with respect to {¢’(w)}; .. Thus, when the mapping

{¢j(w)}jw = U" is homogeneous of degree s, we can easily show that \*[g. = s - v “‘e

when evaluating at the

decentralized allocation. Thus, equations (A.31) and (A.32) are proportional when evaluated at the decentralized

allocation. This proves Lemma A.6.

O

Proof of Lemma A.7. To show that the the minimized cost of producing {x;(c)}; » only depends on {z,};, consider

the cost-minimization problem of producing {x;(c)},c.» for a given partition J:

min ZZ ZCJ ;Y1) - zj(w;0)

{zj(wi0)}jes0w ey

s.t. F({xj(w;a)}w) >xj(0), Vjedo
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Suppose that {2 (w; o)} je 0, solve this problem and the minimized cost is Y7 ;. Then, {z}(w;0)}je,0.0 also
solve the following problem:®3

min ci(w; Y7 ) zi(w;o A34

{2 (i) }ic s jze;, ZU: Z i i) ayleio) (A3

s.t. F({J;j(w;a)}w) >zi(0), Vjedo
Let c({cj(w; Y% ;)}.) be the minimized cost of
min ch w; Y1) - zj(w; o)

{zj(wio)}e
s.t. ({xj(w,a)}w) >1,

then, since F(-) is constant return to scale, the minimized cost of problem (A.34) is 3_ . ; c({c;(w; Y7 ) }w) -
(>>, m(0)x;j(o)). Thus, we can write

Ti, =) cl{ej(w; i)} - o5,
=
and this implicit definition of Y7 ; implies that it only depends on {z;};c ;. This means that the minimized cost
of producing {z;(c)};.» only depends on {x;};.
Thus the original problem (A.18) can be written as
max U{z;(0)}; o
omax  U({(0))0)
s.t. Zw(a)mj(a) <z, Vj

s

Z c({ej(w; Tisg))tw) -2 < 1.

J
This means that we can solve the problem in two steps. First, we solve the problem for given values of {z;};:
U({z;};) = L U({z;(0)}j.0)
s.t. Zw(a)xj(a) <z, Vj.

o2

Second, we choose {x;}; that maximize U subject to the resource constraint:

max  U({z,};)

{=;};

% Suppose to the contrary that {z* (w; o) }je 0w solve problem (A.34) with the minimized objective function Y35 < Y7 ,.
Let T75" be the value of the objective function of (A.33) when z;(w;0) = " (w; o). Because {z](w;0)}jer0,w sOlve
problem (A.33), we must have Y7 ; < Y7%". However, we have

i, > Y75

*ZZ ch w; Y1) x;" (w; o)

jeJ o

>> > o anwru ;" (w; o)

jeJ o
*ok ok
= TIJ ’

which is a contradiction. The weak inequality comes from the fact that c; is decreasing in Y ().
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st > cl{ej(w; Trgg))}e) @ < 1.

J

We can easily see that this is equivalent to

whax - U({z;}y)  where z; = F({z;(w)})

5.t ZZCJ w; Tyg0) - wj(w) < I

O

Proof of Proposition A.10. Using Lemma A.4, the first-order conditions of the constrained social planner problem
are given by

i ,UHZ'LZ' 8(]’ i T
(0q]54(w)) Ci o (@h5a) P @ oq(w) ™ = NejsaLi - (1 — E15)
jsd
(ONjsa) > Ct 0qt, p— l(qjsd)l/qusd( ) e = chsdq]sd JLi + Cjsa | - (1 = &25)
§ js
where
. 1*€E2j+ﬁ6}31j
i =

(1- Eclj)(l - EEzj) - €c2j€E1j
1
1- 75E2] + 5E1] + £ 6(,2] — ,Eelj

(1- Eclg)(l — €R2j) — €c2j€R1j

1—52]'—

Using the first condition, we can simplify the second condition to

P53 = i
ﬁ/\zi:cja?dqjsd(w (1 - gl] (Z CJquysd L + std> ’ (1 - g2j)'

Comparing these conditions with conditions (A.38) and (A.40), we can see that

p(&25 — &)

Sjoa =
PETT= &+ (p— 1)(Ey — &)

and sjsd(w) = 51j
implement the optimal allocation. O

Proof of Proposition A.11. The first-order conditions of problem (DE’) are given by

uw o0Ct

oq’ L
(00].4() T

(@) PG ca(w) ™ = N'pjsa(w)

~ 1— W )
aCz _ — )\ tradable'
(9C3) G P

g

Plugging these conditions into the consumer’s budget constraint, we have

Njsa 1—
I, +T; = i I/P/ i 1-1/p g 4”
+ /\101 Z aq]sd ]gd) o qjsd(w) w + M\
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where the last equality comes from the fact that C?(-) is homogeneous of degree one. The first-order condition

with X\ = (I; + T;)~! characterizes the demand

i w(l; +T;) 0 J 1
Gjsalw) = (Cz 3%5,1 (¢sa) /v p]sd
w(l; +T; 1 o -
= ((Ci)aq ) o 1/p) 1 _ S]sd )) p 'pjsd(w) 3
Js

This is isoelastic, so firms optimally set f;4q(w) = p%léjsd. Thus, the free-entry condition is given by

The laissez-faire equilibrium allocation {qz L W)}, {CFFY (N 144} should satisfy

Ci,LF aq;‘sd

i, LF i, LF —
( ;'sd )1/pq;‘sd (OJ) e =&
LF

(1—w =C"
- 4LF
Cjsa = Til chsdqj'sd (w)L;.

The decentralized equilibrium allocation {ql DF(w)}, {CPEY (N i} should satisfy

w(l; +T;) 0C*
C#DE aq;‘sd DE

i,DE i,DE — ~
(qjsd )1/qusd (w) l/p p—1 (1 - 5]9(1( ))Cde

(1 _ ,LL)(I + T) _ (1 + ttradable)é«DE
(1 - Sjsd jsd = 51 chsdqjsd i-

Now, consider the unconstrained social planner problem (SP’). Following the proof of Lemma A
first-order conditions are

(6Q;sd(w)) Cl aqz 4 (Q§sd)1/pq] ( )_1/P = xéjdei . %_"_E
js
(0C) Gl 5,
Ci
pb;L; 0C*  p
(8std) Z i 8q1 p— 1 (std)l/qus 1 Ve = Z C]qujsd L + O]Sd : %—&-E
i jsd
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Using the first condition, we can simplify the third condition to
5 Esad)sa(@)Li = Csa.
i

Plugging these conditions into the resource constraint of the social planner, we get

Njsaq
5 :u’ ’L ’ 7 —
Y e 3 5 O i [ s 30

jsd aqjs

< (1+5u29L+1— ZGL)
( ~“1)Zi:9iLi-

>

>

z 1(}:;? is decreasing in . Thus, with #; = I; for all i, we need A = 1 + (E) 7. In sum, the socially

optimal allocation {q]S (W) {Cs AN Fsa) should satisfy

where p(e) =

lu’Ii ocr ix \1/p ix 1/p _ 1
C'i* % Sp(qjsd) pq salw) /P = (1 + p(e) 1>std “Tre (A41)
(1— )l = (1+ . )C* (A42)
Cjsa = —1 ZC]qu]sd (A43)
We first show that ¢}, (w) = q;isLdF(w), Njsa = x(€) - N, G = 52— — CM¥ where () = 7’)(5)’)((5) solve the

unconstrained social planner problem. We then study how to 1mplement this allocation using taxes and subsidies.
Conditions (A.42) and (A.43) are immediate from the laissez-faire counterparts (A.36) and (A.37). Under this
allocation, we can check that condition (A.41) also holds:

Kl 0C*
ci 8q;'sd SP

i \1/p i 1/p _ fil; oct
q's q sd - P . i
( J d) J ( ) X(E)pil C'i,LF aqjsd LF
() i
1
<1+ p(a) )chd. T+e:

Note that individual stores produce the same amount, but we have different number of stores, and hence different

X&) 7T (g P gt (w) 1

number for q}s . =x(e) 1 = ql ¥ The first equality uses the fact that the mapping {qés 2 }i.s.a — C*is homogeneous
of degree one. Finally, the resource constraint holds,

<Z / CJquJSd dw) L + Z stdcjsd + Z C L

7,8,d j.s,d
X(E)ijd 1 }
B Z<Z/ Cyaay g (+ )dw>L +X(8) D NjzaCisa+ To—— > CiF L
i J,8,d j,sd ple)—1 4

PlzIL +x(e /JZIL-F — (1 =p)> LI
:ZIiLi.

94



This allocation can be implemented by the following taxes and transfers:

piradable __ #’ 5jsd(w) = 13(_5/)17 Sjsa =0, and T; = 0.

Comparing with conditions (A.41)—(A.43), we can easily check that conditions (A.38)—(A.40) hold. Finally, the
consumer’s budget constraint holds with 7; = 0:

Njsa _ )
Z / p]s‘d((.ﬁ))q‘;qd(w) dw + ptradableci
0

Jis,d

X(E)N;:d LE 4LF 1—p u 1 ~LF
= Z/ Pjsd9jsd (w) dw - (1 - ﬁ) + (1 + ﬁ(e)—l) 14+ 4 i

)1

std . .
LF iLF LF
=3 [ @l
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