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The file inflation data.zlsz contains data on several measures of inflation (along with several
inflation forecasts). In the example in the lectures I used CPI inflation and you may wish to use
this in all of the questions. But if you wish you can experiment with alternative measures of
inflation when answering the questions below.

The ECNM110/9-IntrotoR.html file provides some basics of R. You might want to take a look
first.

The ECNM110/9-Labl.html file provides the codes on the two questions below.

1. The local level model

In my lecture slides on state space models I went through an empirical application using inflation
data and estimating trend inflation using unmoored inflation expectations (see my lecture slides
for complete details). The intention of this question is simply to get you to understand the
format of Rstudio’s state space code and understand the output it produces.

(a) Look through the html file, run it and examine the output it produces;

(b) While you are doing this, keep in mind the following facts and questions: What are the
parameters of each model and how does Rstudio report their estimates? How can you
decide whether any parameter is significantly different from zero?

2. The local linear trend model

The local linear trend model extends the local level model.
(a) Estimate the local linear trend model;

(b) Compare filtered and smoothed estimates of trend inflation from the local linear trend and
local level models;

(¢) Use an information criterion to decide between the local level and local linear trend models;

(d) Researchers sometimes find that the local linear trend model produces an estimate of trend
inflation which is too erratic. Have you found this?
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