
Additional Robustness Checks 

In Basu and Das (2016), we had reviewed the literature on the development of the concept of an 
investment function in the heterodox macroeconomic tradition. Using data from Indian’s organized 
manufacturing sector we had estimated dynamic versions of three investment functions – the Keynes-
Robinson investment function, the Bhaduri-Marglin investment function, and the Foley-Michl 
investment function – to investigate the effect of profitability on investment. The basic specification 
used for the estimation was the following: 

𝑦𝑖𝑠𝑡 = 𝛼𝑦𝑖𝑠,𝑡−1 + 𝛽0𝑥𝑖𝑠𝑡 + 𝛽1𝑥𝑖𝑠,𝑡−1 + 𝛽2𝑥𝑖𝑠,𝑡−2 + 𝛾𝑧𝑠𝑡 + 𝜇𝑖𝑠 + 𝛿𝑡 + 𝜀𝑖𝑠𝑡   (1) 

where 𝑖, 𝑠, 𝑡 indexes industry, state and year, 𝑦 denotes investment (normalized by the capital stock), 𝑥 
denotes profitability (or its components), 𝑧 denotes growth rate of state-level net value added in 
organized manufacturing, 𝜇𝑖𝑠 denotes industry-state fixed effects, and 𝛿𝑡  denotes year fixed effects. For 
the Keynes-Robinson investment function, 𝑥 denotes the rate of profit; for the Bhaduri-Marglin 
investment function, 𝑥 denotes the vector of profit share and capacity utilization rate; and for the Foley-
Michl investment function, 𝑥 denotes the vector of profit share, capacity utilization rate, and the 
capacity-capital ratio. 

There might be two sources of concern about the model in (1).  

First, Basu and Das (2016) had used 2 lags of the profitability variables in the econometric model. Since 
no lag length test was used to choose the number of lags, it is natural to ask whether the results are 
robust to the number of lags of profitability variables.  

Second, while state-industry and year fixed effects had been used in the econometric model in (1), there 
were no state-level time trends. It is possible that some of the results reported in Basu and Das (2016) 
are being driven by state-level time trends. For instance, it might be the case that all industries in certain 
states have seen increases in both profitability and investment due to state-specific time trends, the 
latter being driven by state-specific factors (like improvements in policy implementation at the state-
level, etc.). Hence, it is necessary to investigate whether the results reported in Basu and Das (2016) are 
robust to the inclusion of state-specific time trends. 

To address both these concerns, we re-estimate the model in (1) by adding state-specific linear time 
trends, and varying the number of lags of profitability variables. Results of estimating this extended 
model, using the Foley-Michl investment function, are reported in Table 9 below. Column 1 through 5 
includes 1 through 5 lags, respectively, of the three components of the profit rate: profit share, capacity-
utilization rate and the capacity-capital ratio. All specifications include state-specific linear time trends. 

The results in Table 9 show that the basic results are robust to the number of lags of the profitability 
variables and state-specific linear time trends: (1) the capacity utilization rate has a strong and positive 
short run multiplier, and (2) the profit share and the capacity-capital ratio have strong and positive long 
run multipliers. 

  



 

Table 5: The Foley-Michl Investment Function 

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

1-Lag of Dep Var 0.130*** 0.101*** 0.086*** 0.076*** 0.047** 

 
(0.016) (0.017) (0.018) (0.019) (0.021) 

State-level Aggregate Growth 0.015 0.020 0.018 0.025* 0.032** 

 
(0.013) (0.012) (0.013) (0.013) (0.014) 

Profit Share 0.000 -0.001 0.003 -0.001 0.003 

 
(0.006) (0.006) (0.006) (0.006) (0.006) 

Capacity Utilization 0.033*** 0.039*** 0.047*** 0.051*** 0.051*** 

 
(0.005) (0.005) (0.006) (0.006) (0.007) 

Capacity-Capital Ratio 0.024** 0.010 0.005 -0.008 -0.033* 

 
(0.012) (0.013) (0.015) (0.017) (0.019) 

Lags of Profit Share, Capacity 
Utilization and Capacity-Capital 
Ratio 1 2 3 4 5 
Groups 759 731 704 662 641 
Observations 12779 11597 10563 9631 8787 
Hansen J-stat (p-value) 0.231 0.310 0.159 0.207 0.210 
AR2 (p-value) 0.016 0.396 0.896 0.692 0.957 
Year Fixed Effects Y Y Y Y Y 
State-Industry Fixed Effects Y Y Y Y Y 
State-level Linear Time Trends Y Y Y Y Y 

      
 

Long Run Multiplier 
Profit Share 0.028** 0.035** 0.045** 0.037* 0.056* 

 
(0.009) (0.012) (0.017) (0.018) (0.024) 

Capacity Utilization 0.032*** 0.026** 0.041*** 0.036** 0.019 

 
(0.007) (0.009) (0.011) (0.014) (0.018) 

Capacity-Capital Ratio 0.032*** 0.040*** 0.045*** 0.038*** 0.039*** 
  (0.004) (0.006) (0.006) (0.007) (0.008) 

Notes. In all specifications, the dependent variable is the investment-capital stock ratio; profitability 
variables are treated as pre-determined. All specifications are estimated with two-step system GMM 
and standard errors are corrected for finite sample bias according to Windmeijer (2005). PD=pre-
determined but not strictly exogenous. Hansen J-stat refers to the test of overidentifying restrictions 
(the null hypothesis is that the instruments are valid); AR2 refers to the test of autocorrelation in the 
first differenced error at order 2 (the null hypothesis is that there is no autocorrelation). Standard errors 
for long run multipliers have been computed by the delta method. Significance levels: *p<0.1; **p<0.05; 
***p<0.01. 

 


