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Executive summary  

What drives two countries to trade with one another? Turns out, it boils down to three 

fundamental factors —economic size, geographic distance and cultural ties and 

institutions. Countries are more likely to engage in international trade if:  

• their economies are large;  

• they have geographic proximity; and  

• they have similar institutional norms and cultural ties that support effective 

business relationships.  

The relevance of these factors varies based on what’s being traded. For instance, 

geographic proximity matters more for goods exports, compared to services exports.  

This Export Development Canada report presents a theory -backed, data -driven framework 

for identifying Canada’s top export markets and opportunities for goods and services 

exporters. Our model finds that:  

• Canada’s goods exports could reach US$1.2 trillion by 2035.  

• Canada’s services exports could reach more than US$272 billion by 2035.  

These estimates should be interpreted as benchmarks, rather than ceilings. They reflect 

what Canada could export based on underlying structural conditions —not short‑term 

constraints.  

Gaps between current exports and modelled potential, therefore, point to areas of 

opportunity, but they aren’t strict targets. In practice, exporters will also consider costs, 

risks and strategic objectives, meaning diversification may extend beyond the la rgest 

modelled gaps.  

The United States remains Canada’s largest export market , given the strong gravitational 

pull and key underlying structural elements (economic size and geographical proximity) 

that are impossible to undo.  

https://www.edc.ca/en/guide/market-intelligence-united-states.html
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This standing isn’t expected to change, however, the export potential estimates for the U.S. 

should be interpreted with caution as the model doesn’t incorporate the more recent 

trade policy uncertainty. Future iterations of the model may result in downward  revisions.  

Beyond the U.S., our model highlights several underexplored markets for Canadian goods 

and services exports:  

1. Several European markets offer sizable potential for Canadian exporters . For 

goods, the export potential could reach US$104 billion in 2035, while services could 

amount to more than US$41 billion.  

2. Markets in the Asia -Pacific also feature prominently , given the growing middle class 

and rising incomes. Canada’s goods exports could reach more than US$73 billion in 

this region by 2035, while services could net US$32 billion in exports.  

3. Select markets in South and Central America , as well as the Middle East and Africa, 

round out the top markets holding high export potential. These include Brazil, 

Colombia, Chile, Peru, the United Arab Emirates (UAE), Saudi Arabia, South Africa 

and Nigeria . 

1. What drives  countries  to trade with one another?   

Think about how people choose where to shop. Large shopping centres attract more 

customers because they bring together many products and services in one place. Their 

size creates activity, making them common destinations for buying and selling. Smaller 

nei ghbourhood shops, by contrast, play an important role locally, serving nearby 

customers well, but they tend to draw from a much smaller area.  

Distance plays an important role in these choices. A large centre located far away may still 

be appealing, but the time and effort required reduce how often people make the trip. Size 

increases attraction, but distance weakens it. Language and culture matt er, as well. People 

are more likely to return to places where communication is easy, customs are familiar and 

interactions feel straightforward. Visiting places where language or cultural norms differ 

remains possible, but it usually happens less often and  with more consideration.  

https://www.edc.ca/en/guide/market-intelligence-europe-eu-uk.html
https://www.edc.ca/en/guide/market-intelligence-indo-pacific.html
https://www.edc.ca/en/article/brazil-agriculture-boom.html
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International trade follows the same logic. Economists describe this pattern through the 

gravity model of trade. Like gravitational pull between two objects, which grows with mass 

and declines with distance, trade between two economies tends to be stronger  when 

those economies are larger and the frictions between them are lower.  

1.1 Key drivers of global trade beyond size and distance  

Modern international trade theory points to a broader set of forces that shape trade 

patterns, with their importance varying by what’s being traded:  

• Economic size : Large markets with rising incomes and expanding consumer 

demand attract more exports. A rising middle class in Southeast Asia, for example, 

is generating strong demand for Canadian goods and expertise.  

• Geographic distance : Physical separation still constrains goods that must be 

shipped. For digitally delivered services, however, distance plays a much smaller 

role.  

• Cultural ties and institutions : Shared languages, diaspora networks, historical 

connections and business practices, alongside legal traditions, geopolitical 

alignment and trade agreements, lower the cost of doing business across borders. 

Stable institutions support effective business r elationships, while trade agreements 

provide a clear and reliable framework for cross‑border activity . 

The factors described above not only explain trade patterns, but they also provide a useful 

way to think about where constraints are strongest in practice. Some frictions, like 

geographic distance, are largely fixed, while others —particularly those related  to cultural 

ties and institutions —can be reduced over time. This distinction is especially important for 

services, where trade outcomes depend less on physical transport and more on 

relationships, information and regulatory conditions.  

To illustrate this, Table 1 summarizes how these forces influence trade in practical terms 

and highlights areas where Canadian firms and EDC can act to support export growth.  
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Table 1. Interpreting key trade drivers and implications for Canadian exports 

Factor  (sign in gravity 

results)  
What it means in practice  What firms and EDC can do  

Distance ( -) Trade declines with distance, 

especially for goods.  
Reduce effective distance:  

• Build local presence (partners, 

offices, affiliates)  

• Combine remote and on‑site 

delivery  

• Strengthen logistics and after‑sales 

support  

Economic size (+)  Larger economies with rising 

incomes create stronger 

demand.  

Focus on demand growth:  

• Target markets with rising incomes   

• Prioritize fast‑growing segments  

• Focus on large buyers and 

procurement channel  

Cultural ties (+)  Shared language, networks and 

business practices make trade 

relationships easier to establish 

and maintain.  

Leverage networks:  

• Use diaspora networks for market 

entry  

• Hire locally or build bilingual teams  

• Develop in‑market partnerships  

Institutional alignment (+)  Compatible legal and regulatory 

systems reduce uncertainty and 

make cross border activity 

easier.  

Reduce regulatory friction:  

• Invest in compliance and 

certification  

• Align with local standards  

• Work with local legal partners  

Trade agreements (+)  Agreements reduce barriers and 

provide clearer rules for market 

access.  

Lower entry barriers:  

• Use agreements to reduce tariffs 

and regulatory constraints  

• Prioritize markets with clearer 

access conditions    

 

1.2 How  goods and services trade differ  

These forces operate differently for goods and services. Treating them as a single category 

obscures important nuances in how international trade flows are shaped.  

For physical exports, which includes manufactured products, agricultural commodities, 

energy and machinery, distance remains a dominant constraint.  
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A 1% increase in the distance between Canada and a trading partner is associated with 

roughly a 0.7% reduction in goods exports.   

While shared borders, common languages, institutional ties and trade agreements can 

ease some frictions, the cost of transporting goods across long distances continues to 

shape trade outcomes. These factors matter because they lower the cost and uncertaint y 

of cross‑border activity. Clear rules, predictable regulations and established commercial 

relationships make it easier for exporters to operate in international markets, even though 

physical distance itself remains unchanged.  

Services follow a different pattern. When exporting financial advice, software, engineering 

expertise, or professional consulting, there’s no physical product to ship.  

While distance remains a factor, its influence is clearly weaker than for goods. This shift 

means that the main barriers for services are less about physical distance and more about 

regulation, reputation and the ability to build and maintain strong busine ss relationships.  

Figure 1 reflects this pattern. Across total services exports, cultural ties and institutional 

compatibility, including common languages, shared legal systems, political stability and 

well -developed business relationships, carries significantly more weight  than geographic 

separation. These features shape how easily firms can establish relationships and deliver 

services across borders.  
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Figure 1. Differences in how key factors drive goods versus services exports 
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The clearest break from this pattern appears in financial services. Here, cultural ties and 

institutions play their strongest role across all sectors, while geographic distance becomes 

a secondary consideration. Financial activity depends heavily on legal enforceability, 

regulatory alignment and counterparty confidence. Cross‑border financial relationships 

can extend over large distances, but only where the institutional environment on both 

sides provides the predictability and security required for long‑te rm commitments. In this 

context, institutional conditions, rather than proximity, emerge as the primary factors 

shaping cross‑border activity.  

Insurance and personal and cultural services show more balanced profiles, with 

institutions and distance both playing moderate roles. These sectors combine elements of 

regulatory alignment with some degree of proximity -dependence, reflecting the mixed 

natu re of their delivery channels and the local market knowledge they often require.  

Manufacturing services stand apart as the only sector where economic size reaches its 

maximum value across the analysis. This reflects the fact that industrial processing and 

transformation services linked to global value chains track closely with the prod uctive 

capacity of trading partners. Where large industrial economies manufacture more, they 

also generate more demand for the surrounding service activity. Economic size, rather 

than institutional proximity or geographic distance, is the primary organizin g force in this 

sector.  

The sector -level breakdown makes clear that services trade doesn’t follow a uniform logic . 

Institutional factors dominate where services are knowledge -intensive and contractually 

complex.  Distance reasserts itself where delivery depends on physical co -ordination, or on -

site presence.  

Economic size shapes outcomes where services are tightly coupled with industrial 

production. The gravity model doesn’t flatten the world — it maps it —and for services, that 

map looks quite different, depending on what’s being traded.  

https://www.edc.ca/en/trade-matters/canada-services-export-potential.html
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Figure 2. Relative importance of key drivers of services exports across subsectors 
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2. Top Canadian goods export markets to 2035  

By combining the gravity framework with EDC’s macroeconomic forecasts, our model 

identifies the markets with the strongest potential for Canadian goods exports by 2035. 

The figure below quantifies Canada’s goods exports opportunities across every region in  

the globe.  

 

The United States remains, by far, Canada’s largest goods export market, reflecting the 

depth of North American economic integration and the scale of existing trade flows. Its 

potential for Canadian goods exports reaches US$929 billion by 2035. Note that t he 

estimated potential incorporates data until 2024, which is the latest available global 

bilateral trade data. Future revisions of the model will incorporate 2025 data and this may 

impact the potential opportunity size in the U.S. Beyond the U.S., there a re a diverse set of 

markets across Europe, Asia, Latin America and the Middle East that show sizable gaps 

between current exports and modelled potential.  Among these markets, goods 

opportunities are geographically diverse . Mexico and Germany emerge at similar levels, 

with adjusted potential of around US$13 billion each.  

 
   ustralian Bureau of Sta s cs,  eo ames,  icroso ,  avinfo,  pen Places,  penStreet ap,  verture  aps Funda on, TomTom,  enrin
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https://www.edc.ca/en/guide/understanding-canada-goods-exporters.html
https://www.edc.ca/en/guide/understanding-canada-goods-exporters.html
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These positions reflect different structural dynamics:  exico’s deep integration into  orth 

 merican supply chains and  ermany’s economic scale, combined with strong institutional 

conditions that support cross‑border commercial relationships. France follow s at about 

US$8 billion, while Spain and Italy each approach US$6 billion — levels that remain well 

above what current Canadian exports to these markets would suggest.  

China ranks fourth among the non‑U.S. markets, with an adjusted potential of US$25 

billion, compared with current exports of US$21 billion. While the bilateral relationship is 

already large in absolute terms, the model implies a smaller gap than in many ot her 

markets. That’s because a significant share of current goods exports is concentrated in a 

narrow set of commodities whose values are sensitive to price fluctuations. As the gravity 

framework benchmarks trade potential —based on underlying structural con ditions rather 

than commodity price dynamics —estimated potential for China is conservative by design.  

A similar pattern applies to the United Kingdom. With an adjusted potential of US$17 

billion, Canada’s exports are already closer to what the model implies, leaving a smaller 

gap to potential and reflecting the scale and composition of existing exports.  

Further down the ranking, India  (US$6 billion ), Australia (US$5 billion ), Brazil (US$5 billion ) 

and Singapore (US$4 billion ) illustrate the range of longer -term goods opportunities 

beyond Canada’s traditional export base. The  etherlands, Poland, Vietnam and the 

United Arab Emirates  (UAE)  also appear among the Top 20 , pointing to a wide set of 

markets where combinations of economic size, distance and institutional alignment 

support higher levels of trade than are currently observed.  

Some destinations stand out because of the gap between current exports and modelled 

potential —rather than their absolute scale. Spain, Singapore and Panama all show large 

differences between observed trade and what the gravity model would imply. In Spain’s  

case, this suggests an export relationship that remains under‑penetrated relative to 

structural fundamentals. For Singapore, Netherlands and Panama, the gaps are consistent 

with trade patterns commonly observed in regional logistics and transshipment hubs , 

where export volumes exceed what domestic market size alone would suggest.  
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Panama’s position is further supported by geographic proximity and a free trade 

agreement with Canada.  

India also appears among the Top 20, reflecting its long‑term growth trajectory and 

expanding consumer base , which continue to support rising import demand even where 

current trade volumes remain modest.  

To learn how  Export D evelopment Canada supports expansion into Europe , visit our 

market intelligence guide . 

3. Top Canadian services export markets to 2035  

Services exports opportunities  are also geographically diverse. Across Europe, the 

 sia‑Pacific and parts of the  ulf, institutional compatibility —rather than physical 

proximity —plays a central role in shaping services trade. Many of these markets show 

large gaps between current export s and modelled potential, pointing to relationships 

where underlying conditions are strong, but current exports remain comparatively low.  

The United States stands apart in absolute terms. Canada’s services exports to the U.S. 

amounted to US$77 billion in 2023, while the model implies an adjusted potential of 

US$193 billion by 2035. This gap is far larger than for any other market. Like goods , 

bilateral services exports data at a global level is lagged —so the model currently doesn’t 

account for more recent trade policy announcements and uncertainty. As a result, the 

model’s forecasted estimates are subject to evolving market conditions and sho uld be 

interpreted in that context.   

Outside the U.S., the top services export opportunities reflect the structural logic of the 

gravity model, where institutional alignment and economic scale matter more than 

physical distance. India, at around US$10 billion, the United Kingdom at US$8 billi on and 

China at US$7 billion, together with Ireland, Germany and France at US$5 billion, form the 

core group of high‑potential markets. These are followed by  ustralia, Switzerland, 

Singapore, Japan, South Korea, Mexico and the Netherlands.  

https://www.edc.ca/en/article/doing-business-india-importing-exporting.html
https://www.edc.ca/en/article/doing-business-india-importing-exporting.html
https://www.edc.ca/en/guide/market-intelligence-europe-eu-uk.html
https://can01.safelinks.protection.outlook.com/?url=https%3A%2F%2Fwww.edc.ca%2Fen%2Ftrade-matters%2Fcanada-services-export-potential.html&data=05%7C02%7Caparwana%40edc.ca%7Cdb94054af45040b7a06d08dee4297df9%7Cd4167d58713e4e8f8ba2869b5491fb80%7C0%7C0%7C639199064761623490%7CUnknown%7CTWFpbGZsb3d8eyJFbXB0eU1hcGkiOnRydWUsIlYiOiIwLjAuMDAwMCIsIlAiOiJXaW4zMiIsIkFOIjoiTWFpbCIsIldUIjoyfQ%3D%3D%7C0%7C%7C%7C&sdata=YG4sd%2B1VabfSquvy32LPbbBu9pDRvbND3G8qN7UWbEg%3D&reserved=0
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These economies combine scale with regulatory frameworks, legal systems and business 

environments that support cross‑border delivery of services. Belgium, Italy, Spain, United 

Arab Emirates, Nigeria and Saudi Arabia complete the Top 20, with several showin g gaps 

that indicate current exports remain well below levels implied by their size and 

institutional characteristics.  

 

Some markets stand out for specific reasons. China’s potential for Canadian services 

exports  reflects the size of its economy, but the model indicates a smaller gap to current 

exports because services trade is shaped by structural institutional conditions, leading to 

conservative estimates —despite scope for future growth.  

Nine European markets appear among the Top 20 destinations for Canadian services 

exports, more than any other region. Together, they represent an adjusted potential of 

US$41 billion by 2035, compared with current exports of US$22 billion, leaving a gap of 

nearly US$19 billion, or about 45% of total modelled potential.  

This gap is visible across nearly all European markets included in the model, from the 

United Kingdom and France at the higher end to Italy and Denmark at the lower end.  

 
   ustralian Bureau of Sta s cs,  eo ames,  icroso ,  avinfo,  pen Places,  penStreet ap,  verture  aps Funda on, TomTom,  enrin

Powered by Bing

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

 

 

 

 

 

https://www.edc.ca/en/article/doing-business-in-china-opportunities-for-canadian-exporters.html
https://www.edc.ca/en/article/doing-business-in-china-opportunities-for-canadian-exporters.html
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Germany and Ireland each show gaps equal to roughly half of their total potential, while 

Italy’s gap reaches 64%, the largest among European peers. In most of these markets, 

other business services and information communication technology (ICT) account for  the 

largest share of the gap. This highlights knowledge‑intensive and digitally deliverable 

services where institutional compatibility plays a central role.  

Singapore and Ireland rank highly, despite their small populations, reflecting their roles as 

global hubs for technology, finance and pharmaceuticals. Singapore also shows a large 

gap relative to current exports, pointing to broader opportunities across So utheast Asia.  

The UAE also merits attention. Although current Canadian services exports remain small, 

its rapidly expanding and increasingly diversified economy, combined with strengthening 

institutions, suggest growing scope for future engagement, particularly in finan ce, 

professional services and education.  

By contrast, much of the  iddle East,  orth  frica and large parts of Sub‑Saharan  frica 

remain absent from the upper rankings. This reflects the fact that key conditions for 

services trade, including regulatory alignment, institutional compatibility and b usiness 

networks, aren’t yet fully compatible between these markets.  s these foundations 

strengthen over time, these regions are likely to rise more quickly in future assessments.  

EDC’s market insights and advisory services can help you assess these opportunities and 

plan your expansion strategy . Explore the Export Help Hub  to learn more.  

4. What this means for Canadian exporters  

Taken together, our results point to a clear set of geographically diverse export 

opportunities. Four geographies stand out:  

Europe                         

Germany, France, Spain, Italy and the Netherlands all show sizable gaps between current 

Canadian goods exports and modelled potential. These are markets where the core 

https://www.edc.ca/en/tool/export-help-hub.html
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conditions that support trade —economic scale, geographic accessibility and strong 

institutional alignment —are firmly in place.  

The gaps identified by the model reflect the difference between what these structural 

fundamentals would typically generate and what’s currently observed, pointing to scope 

for deeper market penetration rather than the need to overcome basic access barrier s.  

Asia -Pacific                      

Singapore, Japan and Australia rank prominently in terms of potential for services exports. 

For these markets, the model points to institutional compatibility and economic scale as 

the main drivers, rather than geographic proximity. This is consistent with  the broader 

finding that knowledge‑intensive services face lower distance penalties than goods and 

can scale more readily across borders when legal frameworks, regulatory standards and 

professional norms are aligned.  

Selective emerging and connector markets                       

A third group of promising markets emerges outside these two core regions. In goods, 

countries such as India, Brazil, Vietnam, Poland and the UAE appear among the top 

opportunities, reflecting a combination of economic scale, growing demand and 

improving i nstitutional conditions. In services, markets such as Ireland, Switzerland and 

the U E stand out as hubs where cross‑border activity is supported by regulatory 

compatibility, established business environments, or regional gateway roles. In these 

cases, the  model points to relationships that are structurally well positioned for growth, 

even where current export volumes remain relatively modest.  

United States                     

The largest gap in absolute dollar terms between current exports and modelled potential 

remains with Canada’s closest partner. The gravitational pull between Canada and the U.S. 

is still strong, even as tariffs and other trade dynamics have introduced new complexity to 

the bilateral relationship in recent months. While future updates of our model will 

incorporate more recent data as they become available, the underlying structural tenets —

especially geographical distance and economic size —are nearly impossible to undo. 

Beyond the geopolitical headlines, Canadian firms looking to scale globally need to weigh 
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the costs of entry across these markets. For some sectors, it may turn out that the U.S. 

holds higher potential for gains compared to other markets.   

Canada’s export outlook remains anchored in the U.S., but diversification opportunities are 

emerging across Europe, Asia -Pacific and select emerging markets. For exporters, success 

will depend on aligning strategy with sector dynamics —whether navigating su pply chain 

constraints in goods or leveraging institutional alignment in services. Turning this 

potential into growth requires the right insights, relationships and tools to compete in 

global markets.  

Conclusion  

Canada has strong export opportunities across many markets, but they aren’t evenly 

distributed. The gravity model shows that exports are shaped by a few key factors, 

including economic size, distance and institutional alignment, whose importance varies 

acr oss goods, services and sectors.  

For goods, geography still plays an important role. Proximity and strong logistics networks 

help explain the dominant role of the United States, while also shaping opportunities in 

Europe, Mexico and emerging markets. For services, distance is less binding . Instead, 

regulatory alignment, institutional compatibility and trusted relationships play a larger 

role in where Canadian firms can grow.  The model points to two main takeaways for 

Canadian exporters and EDC:  

1. There are significant gaps between current exports and what underlying 

fundamentals would suggest, particularly in Europe, the Asia -Pacific and selected 

emerging markets. These gaps represent real opportunities to deepen market 

penetration where access con ditions are already favourable.  

2. Not all opportunities should be pursued in the same way. Effective export 

strategies must be tailored to the specific constraints that matter in each market. 

This includes reducing logistical costs for goods, while prioritizing regulatory 

alignment, partne rships and credibility for services.  
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How EDC helps Canadian exporters grow in 

global markets  

Expanding into new markets takes more than identifying opportunity. It requires 

information, connections and the right financial tools. EDC supports Canadian exporters at 

every stage  of their growth journey.  

Here’s how we can help:  

• Market intelligence:  Access insights and analysis  to identify high -potential export 

markets and assess risks  

• Financing solutions : Get support to manage cash flow , invest in growth and enter 

new markets  

• Risk management:  Protect your business with solutions  that help manage 

payment risks  

• Business connections:  Build relationships with international buyers  and partners  

• Export support:  Connect with EDC advisors for guidance on market entry , 

regulations and strateg y 

  

https://www.edc.ca/en/get-export-ready.html
https://www.edc.ca/en/get-export-ready.html
https://www.edc.ca/en/tradeinsights.html
https://www.edc.ca/en/solutions.html
https://www.edc.ca/en/solutions/insurance/credit-insurance/select-credit-insurance.html
https://www.edc.ca/en/tool/connections.html
https://www.edc.ca/en/tool/export-help-hub.html
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A. Technical appendix  

A.1 Overview and conceptual framework  

The report uses a gravity model of trade to estimate and interpret bilateral trade flows for 

Canadian goods and services exports. The gravity model is a widely used empirical 

framework in international economics that explains trade patterns through a small  

number of structural factors. In its simplest form, the model predicts that trade between 

two countries increases with their economic size and declines with trade frictions such as 

geographic distance, policy barriers and institutional differences.  

The gravity framework is well suited for identifying trade relationships where observed 

exports are systematically above or below levels implied by underlying economic and 

institutional fundamentals. In this context, the model provides a structural benchma rk 

rather than a short‑term forecast. This allows us to assess where Canada may have 

unrealized export potential across goods and services markets.  

Separate gravity models are estimated for goods and services, reflecting differences in 

how distance, institutions and policy frameworks shape these two types of trade.  

A.2 Data, sample and model variables  

The models are estimated using a balanced panel of 160 countries for goods and 80 

countries for services, between 1990 –2024 and 1996 –2023, respectively. Differences in 

coverage reflect data availability constraints, especially for bilateral services trade.  

Export data are sourced from Comtrade, the International Monetary Fund (IMF) and World 

Trade Organization (WTO), while macroeconomic data come from Oxford Economics and 

EDC internal databases. Geographic, institutional and policy variables are primarily 

so urced from the Center for Prospective Studies and International Information (CEPII) and 

other standard international datasets.  The dependent variable is the value of bilateral 

exports observed in year 𝑡.  
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The core explanatory variables reflect the key determinants highlighted by the gravity 

framework:  

• Economic size : Exporter and importer gross domestic product (GDP) measure 

production capacity and market demand. GDP is expressed in real terms using 

purchasing power parity exchange rates to ensure comparability across countries.  

• Geographic distance : Distance between the most populated cities of each country 

is used as a proxy for transportation costs, time and logistical complexity. Distance 

plays a dominant role for goods trade and a more limited role for services.  

• Contiguity : A binary indicator equal to one if two countries share a common 

border, capturing lower transport and co -ordination costs.  

• Common official language : A binary indicator capturing whether at least 9% of the 

population in both countries shares a common official language, reducing 

communication and transaction costs.  

• Regional trade agreements : A binary variable indicating the presence of a 

bilateral or regional trade agreement, reflecting reduced policy barriers and more 

predictable trade rules.  

• World Trade Organization membership : A binary indicator for WTO membership, 

capturing participation in multilateral trade rules and commitments.  

• Geopolitical distance : A continuous measure based on similarity in United Nations 

voting patterns, capturing alignment of foreign policy and broader institutional 

compatibility.  

To control unobserved heterogeneity, all specifications include exporter fixed effects, 

importer fixed effects and year fixed effects. These controls capture countries’ specific 

characteristics and global shocks that aren’t directly observable but  materially affect trade 

flows.  

The full list of variables used in the estimation is reported in Table  2 for goods, and in 

Tables  3a and  3b for services.  
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A.3 Structural gravity model and empirical specification  

The model builds on the structural gravity framework, which explains bilateral exports as a 

function of economic size and trade costs, adjusted for multilateral resistance effects. In its 

structural form, exports between two countries are given by:  

𝑋𝑖𝑗,𝑡 =
𝑌𝑖,𝑡𝐸𝑗,𝑡

𝑌𝑡
(

𝜏𝑖𝑗,𝑡

Π𝑖,𝑡𝑃𝑗,𝑡
)

1−𝜎

 

Where 𝑋𝑖𝑗,𝑡 denotes bilateral exports, 𝑌𝑖,𝑡 represents output and 𝐸𝑗,𝑡 denotes expenditure. 

Expenditure is linked to output through 𝐸𝑗,𝑡 = 𝜙𝑗,𝑡𝑌𝑗,𝑡, allowing for exogenous trade 

imbalances. When 𝜙𝑗,𝑡 > 1, aggregate spending exceeds production and the trade balance 

is negative.  

The term 𝜏𝑖𝑗,𝑡 captures bilateral trade costs. The elasticity of substitution 𝜎 governs how 

sensitive trade flows are to changes in these trade costs.  

The multilateral resistance terms place bilateral trade in a global context. They capture 

how easy or difficult it is for countries to trade, not just with each other, but with all their 

partners.  

Inward multilateral resistance , denoted by 𝑃𝑗,𝑡, captures how costly it is for an importing 

country 𝑗 to buy goods or services from all trading partners .  

Outward multilateral resistance , denoted by Π𝑖,𝑡, reflects how difficult it is, on average, for 

an exporting country 𝑖 to sell to global market on average. This means that trade between 

two countries is evaluated relative to all other available trading options, rather than in 

isolation.  

The structural model can be reformulated into an econometric specification used in the 

regression. Taking logs and incorporating fixed effects leads to the estimating equation 

shown below : 

log (𝑋𝑖𝑗) = 𝛼log (𝐺𝐷𝑃𝑖) + 𝛽log (𝐺𝐷𝑃𝑗) − 𝛾log (𝐷𝐼𝑆𝑇𝑖𝑗) + 𝛿𝑍𝑖𝑗 + 𝜒𝑖 + 𝜋𝑗 + 𝜇𝑡 + 𝜀𝑖𝑗 
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Bilateral exports measured in U.S. dollars are explained by exporter and importer GDP, 

geographic distance (𝐷𝐼𝑆𝑇𝑖𝑗) and a set of additional bilateral and institutional factors 

summarized in 𝑍𝑖𝑗. Exporter fixed effects (𝜒𝑖) control for time -invariant, exporter -specific 

characteristics, while importer fixed effects (𝜋𝑗) capture destination -specific factors. Year 

fixed effects (𝜇𝑡) account for common global shocks and time trends. The error term 

𝜀𝑖𝑗reflects unobserved influences on bilateral trade flows.   

A.4 Estimation method   

The empirical specification is estimated using Poisson Pseudo Maximum Likelihood 

(PPML). PPML has become the standard approach in gravity modelling because it 

addresses two key challenges: Heteroskedasticity and zero trade flows. Unlike log -linear  

Ordinary Least Square (OLS) estimators, which can produce biased and inconsistent 

estimates under heteroskedasticity, PPML operates on the multiplicative form of the 

gravity equation and remains robust to distributional assumptions. PPML also 

accommodates  zero tra de observations without requiring arbitrary transformations, 

preserving the integrity of the data. Standard errors are clustered at the country -pair level 

to account for potential correlation within each pair of trading partners over time.  

This specification aligns with the structural gravity framework and supports theory -

consistent, counterfactual analysis. Estimation results are reported in Table  1 for goods 

and in Table  4 for services.  

A.5 Interpretation and export potential  

The primary output of the model is an estimate of bilateral export potential, defined as the 

level of exports implied by structural fundamentals given economic size, distance, 

institutional alignment and trade policy conditions. By comparing estimated pote ntial with 

observed exports, the model identifies:  

• markets where Canada is underrepresented, and  

• markets where exports are already close to structural benchmarks  
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Importantly, export potential shouldn’t be interpreted as a short -term target. It reflects 

long -run, structural capacity, abstracting from commodity price cycles, temporary shocks 

and firm -level constraints.  

A.6 Forecasting and scenario analysis  

To assess future opportunities, model estimates are combined with EDC’s macroeconomic 

projections to forecast Canada’s exports over the period 2024 to 2035.  DP paths for 

exporters and importers are updated using baseline, downside and upside scenarios. Th is 

approach ensures that changes in potential exports reflect expected economic growth, 

while remaining anchored in the stable structural relationships captured by the gravity 

model.  

A.7 Market of opportunity (MOO) assessment  

The MOO tool translates gravity model outputs into a forward -looking prioritization of 

destination markets by combining recent export performance, model -implied potential at 

the strategy horizon, destination import growth and a comparator -based achievabili ty 

rule. These elements are integrated into a composite ranking, with optional expert 

overrides to incorporate qualitative judgment:  

• Baseline smoothing:  Five -year averages of actual exports and gravity -implied 

exports are used to establish a stable current baseline, reducing the influence of 

short -term volatility.  

• Model -implied opportunity:  Horizon -year export potential is used to compute 

both a proportional upside (potential ratio) and an absolute gap (potential 

difference).  

• Demand anchor:  Forecast total imports are used to capture destination market 

capacity growth and to benchmark Canada’s current market share.  

• Achievable path:  A realistic target market share is set using the closest 

comparator above Canada, subject to a minimum threshold, to avoid mechanically 

generating negative growth and translated into a projected growth rate.  
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• Adjusted potential:  When the gravity model signals expansion, its implied gap 

dominates; otherwise, growth is anchored to import expansion and comparator 

performance, yielding an adjusted export level and increment.  

• Ranking and overrides:  Separate rankings for adjusted level, growth and 

incremental value are combined using user -defined weights, with transparent 

override fields allowing expert input while preserving traceability.  

A.8 Limitation  

While the gravity model provides a robust structural benchmark, several limitations apply. 

The model doesn’t fully capture market access barriers not reflected in trade agreements, 

or firm -level capacity constraints. Its reliance on historical relationship s means that 

sudden changes in global trade patterns, or policy regimes, may not be immediately 

reflected.  

For these reasons, the model is updated and reviewed annually, and its results are used as 

an input into broader strategic analysis rather than as standalone forecasts.  

 

Table 2. Baseline goods gravity model variables, data sources and estimates 

 

 
 

 

Variable Source Estimate

Log distance CEPII -0.733***

Log GDP (exporter) OXFORD ECONOMICS 0.650***

Log GDP (importer) OXFORD ECONOMICS 0.585***

Contiguity CEPII 0.540***

Regional trade agreement CEPII and WTO 0.277***

WTO membership CEPII 0.333*

Common language CEPII 0.225**

 CEPII: Center for Prospective Studies and International Information.  

WTO: World Trade Organization 

*** p<0.01, ** p<0.05, * p<0.10.
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Table 3a. Variables and data used in the sector‑level services gravity equations 

 

 

Table 3b. Variables and data used in the sector‑level services gravity equations 
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Table 4. Gravity model estimates for services exports 
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Disclosure  

Ce document est également disponible en français.  

This document is intended as an overview only and doesn’t provide specific advice. It 

should not be relied upon as such. No action or decision should be taken without 

conducting detailed independent research and obtaining professional advice relevant to 

th e specific subject matter.  

Export Development Canada (EDC) has made reasonable commercial efforts to ensure the 

accuracy of the information contained in this document. However, EDC doesn’t represent 

or warrant the accuracy, timeliness, or completeness of the information. This docume nt, 

or any part of it, may become obsolete at any time. Users are responsible for verifying any 

information before relying on it. EDC isn’t liable for any loss or damage resulting from 

inaccuracies, errors, or omissions in this document. This document does n’t constitute legal 

or tax advice. For such advice, please consult a qualified professional. EDC owns 

trademarks and official marks. Any use of an EDC trademark or official mark without 

permission is strictly prohibited. All other trademarks appearing in this document are the 

property of their respective owners. The information presented is subject to change 

without notice. EDC assumes no responsibility for inaccuracies contained herein.  

Copyright © 2026 Export Development Canada.  All rights reserved  

 


