
Application: Stock-Watson (JEP 2001)
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Table 1
VAR Descriptive Statistics for (p, u, R)

A. Granger-Causality Tests

Regressor

Dependent Variable in Regression

p u R

p 0.00 0.31 0.00
u 0.02 0.00 0.00
R 0.27 0.01 0.00

B. Variance Decompositions from the Recursive VAR Ordered as p, u, R

B.i. Variance Decomposition of p

Forecast
Horizon

Forecast
Standard Error

Variance Decomposition
(Percentage Points)

p u R

1 0.96 100 0 0
4 1.34 88 10 2
8 1.75 82 17 1

12 1.97 82 16 2

B.ii. Variance Decomposition of u

Forecast
Horizon

Forecast
Standard Error

Variance Decomposition
(Percentage Points)

p u R

1 0.23 1 99 0
4 0.64 0 98 2
8 0.79 7 82 11

12 0.92 16 66 18

B.iii. Variance Decomposition of R

Forecast
Horizon

Forecast
Standard Error

Variance Decomposition
(Percentage Points)

p u R

1 0.85 2 19 79
4 1.84 9 50 41
8 2.44 12 60 28

12 2.63 16 59 25

Notes: p denotes the rate of price inflation, u denotes the unemploy-
ment rate and R denotes the Federal Funds interest rate. The entries
in Panel A show the p-values for F-tests that lags of the variable in the
row labeled Regressor do not enter the reduced form equation for the
column variable labeled Dependent Variable. The results were com-
puted from a VAR with four lags and a constant term over the
1960:I–2000:IV sample period.
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Relation between VAR innovations and structural disturbances
based on a Choleski (recursive) identification scheme:

1 0 0
a21 1 0
a31 a32 1
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⇒

utπ = vt1

utU = −a21utπ + vt2

utR = −a31utπ − a32utU + vtP















⇒

utπ = vt1

utU = −a21utπ + vt2

utR = −a31utπ − a32utU + vtP

Inverting A:

utπ = vt1

utU = −a21vt1 + vt2

utR = −a31 − a32a21vt1 − a32 vt2 + vtP
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