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Table 4. q Investment Equations, 1932-78a 

Independent variable Summary statistic 

Standard 
error of Durbin- 

Equationb Constant q - I Q Rho estimate Watson 

4-1 0.119 -0.038 ... ... 0.039 0.29 
(0.006) (0.019) 

4-2 0.096 ... 0.026 ... 0.036 0.21 
(0.008) (0.007) 

4-3 0.104 0.039 ... 0.944 0.017 1.27 
(0.035) (0.016) 

4-4 0.096 ... 0.017 0.923 0.016 1.12 
(0.025) (0.004) 

4-5 0.084 0.013 0.015 0.933 0.016 1.11 
(0.033) (0.018) (0.005) 

4-6 0.088 ... 0.031 0.922 0.016 1.11 
(0.024) (0.005) 

4-7 0.230 -0.106 ... ... 0.044 0.43 
(0.039) (0.036) 

4-8 0.076 ... 0.051 ... 0.040 0.34 
(0.012) (0.013) 

Source: Estimations by the author. 
a. The dependent variable is I/K. Equations in which rho is omitted were estimated without auto- 

correlation correction. The numbers in parentheses are standard errors. 
b. For equation 4-6, the coefficient on Q is the sum of the coefficient on Q and lagged Q. Equations 

4-7 and 4-8 were estimated using as instruments the lagged values of the tax variables, 0, c, r, Z, and ITC. 

have not changed greatly for many years-the cost of paying out divi- 
dends has been fairly constant since World War II. But current policy 
proposals for drastic reductions in the tax rates for individuals in top 
brackets could reduce the incentive of firms to retain earnings. 

Tables 4 and 5 present estimates of the simple investment functions 
given in equation 13, using Q and q as alternative explanatory variables. 
Before examining the results, it is necessary to comment on the estima- 
tion. First, the primary goal of this empirical work is to compare the per- 
formance of Q with that of the conventional q variable and to estimate 
parameters of the adjustment-cost function. The equations are not in- 
tended to provide the best possible explanation of actual investment be- 
havior during the sample period. The fit of these equations could un- 
doubtedly be improved by including other variables to pick up short-run 
influences on investment, but this approach is not pursued here because 
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Table 4. Effects of Q and Cash Flow on Investment, Various Periods, 1970-84a 

Independent 
variable and 

summary 
statistic Class I Class 2 Class 3 

1970-75 
Qit - 0.0010 0.0072 0.0014 

(0.0004) (0.0017) (0.0004) 
(CFIK),i 0.670 0.349 0.254 

(0.044) (0.075) (0.022) 
R2 0.55 0.19 0.13 

1970-79 
Qit 0.0002 0.0060 0.0020 

(0.0004) (0.0011) (0.0003) 
(CF/K)i, 0.540 0.313 0.185 

(0.036) (0.054) (0.013) 
K2 0.47 0.20 0.14 

1970-84 
Qit 0.0008 0.0046 0.0020 

(0.0004) (0.0009) (0.0003) 
(CF/K)i, 0.461 0.363 0.230 

(0.027) (0.039) (0.010) 
R2 0.46 0.28 0.19 

Source: Authors' estimates of equation 3 based on a sample of firm data from Value Line data base. See text and 
Appendix B. 

a. The dependent variable is the investment-capital ratio (I/K)i,, where I is investment in plant and equipment and 
K is beginning-of-period capital stock. Independent variables are defined as follows: Q is the sum of the value of 
equity and debt less the value of inventories, divided by the replacement cost of the capital stock adjusted for 
corporate and personal taxes (see Appendix B); (CF/K)i, is the cash flow-capital ratio. The equations were estimated 
using fixed firm and year effects (not reported). Standard errors appear in parentheses. 

information between firms and outside investors can be made for the 
shorter time periods, 1970-79 and particularly 1970-75. 

The results in table 4 show large estimated cash flow coefficients for 
firms in class 1. As expected, the cash flow coefficient is largest (0.670) 
in the earliest period, when most of these firms had yet to be recognized 
by Value Line. The coefficient is the smallest (0.461) for 1970-84. 
Furthermore, as the sample period is extended one year at a time from 
1970-75 to 1970-84, the estimated cash flow coefficients for these firms 
decline monotonically.36 The cash flow coefficients in classes 2 and 3 are 

36. The coefficients for the periods 1970-75 through 1970-84 are: 0.670, 0.571, 0.566, 
0.554, 0.540, 0.520, 0.510, 0.494, 0.481, and 0.461. The corresponding coefficients for firms 
in the third class are: 0.254, 0.176, 0.160, 0.173, 0.185, 0.204, 0.217, 0.221, 0.230, and 
0.230. The coefficients of firms in class 2 always fall in the middle. 
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