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I.  VARS IN GENERAL



A Two-Variable VAR

Suppose the true model is:

where ε1t and ε2t are uncorrelated with one 
another, with the contemporaneous and lagged values 
of the right-hand side variables, and over time.



Rewrite this as:

or

where



This implies

where



Extending to K Variables and N Lags

The “true model” takes the form:

where C is K x K, X is K x 1, B is K x K, and E is K x 1.
This leads to:

where



II.  CHRISTIANO, EICHENBAUM, AND EVANS, “THE

EFFECTS OF MONETARY POLICY SHOCKS:  EVIDENCE

FROM THE FLOW OF FUNDS”



Simplified Version of Christiano, Eichenbaum, and Evans



From:  Christiano, Eichenbaum, and Evans, “The Effects of Monetary 
Policy Shocks:  Evidence from the Flow of Funds”



From:  Christiano, Eichenbaum, and Evans



From:  Christiano, Eichenbaum, and Evans



From:  Christiano, Eichenbaum, and Evans



III.  GALÍ, “HOW WELL DOES THE IS-LM MODEL FIT

POSTWAR U.S. DATA?”



Simplified Version of Galí



From:  Galí, “How Well Does the IS-LM Model Fit Postwar U.S. Data?”



From:  Galí, “How Well Does the IS-LM Model Fit Postwar U.S. Data?”



IV.  BERNANKE AND MIHOV, “MEASURING MONETARY

POLICY”



Simplified Version of Bernanke and Mihov



Bernanke and Mihov’s Policy Block



From:  Bernanke and Mihov, “Measuring Monetary Policy”



From:  Bernanke and Mihov, “Measuring Monetary Policy”



V.  ROMER AND ROMER:  “A NEW MEASURE OF

MONETARY SHOCKS:  DERIVATION AND IMPLICATIONS”



Deriving New Measure

• Derive the change in the intended funds rate 
around FOMC meetings using narrative and 
other sources.

• Regress on Federal Reserve forecasts of 
inflation and output growth.

• Take residuals as new measure of monetary 
policy shocks.



From:  Romer and Romer, “A New Measure of Monetary Shocks”



What kinds of thing are in the new shock series?

• Unusual movements in funds rate because the 
Fed was also targeting other measures.

• Mistakes based on a bad model of economy.

• Change in tastes.

• Political factors.

• Pursuit of other objectives



Single-Equation Regression for Output

y is the log of industrial production
S is the new measure of monetary policy shocks
D’s are monthly dummies

From:  Romer and Romer, “A New Measure of Monetary Shocks”



From:  Romer and Romer, “A New Measure of Monetary Shocks”

Single-Equation Regression for Output



From:  Romer and Romer, “A New Measure of Monetary Shocks”

Single-Equation Regression for Prices



From:  Romer and Romer, “A New Measure of Monetary Shocks”

Single-Equation Regression for Prices 
Controlling for Commodity Prices



VAR Specification

• Three variables:  log of IP, log of PPI for finished 
goods, measure of monetary policy (also include 
commodity prices in one variant).

• Monetary policy is assumed to respond to, but not to 
affect other variables contemporaneously.

• We include 3 years of lags, rather than 1 as 
Christiano, Eichenbaum, and Evans do.

• Cumulate shock to be like the level of the funds rate.



VAR Results
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From:  Coibion, “Are the Effects of Monetary Policy Shocks Big or Small?”
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From:  Coibion, “Are the Effects of Monetary Policy Shocks Big or Small?”
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