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ABSTRACT

Idiosyncratic and Common Shocks to Investment Decisions*

This Paper shows how microeconomic data on investment plans can be used
to study the structure of risk faced by firms. Revisions of investment plans
form a martingale, and thus reveal the underlying shocks driving investment.
We decompose revisions in investment plans into micro, sector and aggregate
shocks, and exploit stock market data to distinguish between structural (value-
related) shocks and measurement error in investment revisions. Using panel
data for US firms, we find that microshocks are not the dominant source of risk
in investment decisions, and that much of the observed microvariation is
actually due to heterogeneity in firm-level responses to aggregate shocks.
Firms are able to diversify most idiosyncratic investment risk, and they do not
appear to be liquidity constrained.
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NON-TECHNICAL SUMMARY

It is a well documented fact that there is large variation in investment rates
across plants and firms. This heterogeneity has been widely interpreted as
showing that micro-level factors are the main determinant of investment
decisions. Investment, however, adjusts slowly to changes in economic
factors, including input prices, demand and technological innovation.
Observed changes in investment in any year will reflect a distributed lag of the
accumulated information, or ‘shocks’, that affect calculations of investment
profitability. Each of these factors is likely to have both a firm-specific
(idiosyncratic) element and a component that is common across firms, at the
sector or aggregate level. Moreover, the common factors may have
idiosyncratic effects because firms react to them in different ways. For
example, the impact of the interest rate on costs will depend on the capital
structure of firms. For these reasons, the fact that most of the variation in
observed investment rates is microvariation does not establish that the
underlying shocks driving investment behaviour are primarily micro in origin.
For this purpose, we need a way to identify those shocks.

Knowing whether investment is driven mostly by micro- or common shocks
can tell us something about the effectiveness of capital and insurance
markets. If capital markets work well, firms should be able to diversify the
idiosyncratic risk they face. In that case, we should observe that investment
decisions are primarily determined by common shocks, though possibly with
firm-specific effects. Evidence that microshocks play an important role would
suggest that firms are unable to diversify the microrisk effectively.
Interestingly, it is common for researchers to interpret the substantial
microvariation in observed investment rates as indicating that firms adjust to
new private information in ways that are likely to promote efficient resource
allocation. An empirical finding that microshocks are dominant would make
this conclusion suspect.  On the other hand, if common shocks dominate, and
firms react to them in different ways, then these shocks also induce resource
reallocation at the micro level. While the dominance of common shocks would
suggest effective capital markets, the efficiency properties of this reallocation
would depend on what factors are responsible for the heterogeneity in micro
responses.

This Paper shows how microeconomic data on investment plans can be used
to study the structure of risk faced by firms. The methodology is based on a
simple idea: if firms use an investment decision rule that fully exploits all
available information, then revisions of investment plans are a martingale and
can be used to study the structure of the underlying shocks driving investment
decisions. The Paper applies this idea to panel data on investment plans for
318 firms in the United States during the period 1950-73. We augment these
investment plan data with information on the stock market rate of return for the



firms, which provides an additional indicator (contaminated by measurement
error) of the shocks driving investment. We use a latent variable model to
decompose the variance in the revision of investment plans into a structural
component (i.e. the part related to the firm’s market value) and measurement
error. We conduct this analysis at the micro, sector and aggregate levels. We
also show how to estimate the degree of heterogeneity in the firm-level
responses to aggregate shocks. Despite their age, the data illustrate the
usefulness of information on investment plans when applied in this new way.

The empirical results show that idiosyncratic shocks do not account for much
of the variation in investment decisions – no more than 25% of the structural
variance in investment revisions. Moreover, nearly 75% of this microvariance
is actually due to heterogeneity in micro level responses to aggregate shocks.
This finding suggests that either microshocks are not prevalent or firms are
able to diversify most of the idiosyncratic risk they face, but at the same time
large variation in firm-specific responses to aggregate shocks creates the
appearance of microrisk. We also conduct tests for whether the firms in our
sample were liquidity-constrained in their investment decisions, but we do not
find any supportive evidence. Taken together, the empirical findings in this
Paper suggest that the capital markets worked fairly well for the medium to
large firms in our sample period.
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