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Q. Explain the concept of Phillips curve.
Answer-  
The Phillips Curve is an economic concept that illustrates an inverse relationship (a trade-off) between the rate of unemployment and the rate of inflation in an economy, particularly in the short run.
It is named after economist A. W. H. Phillips, who published research on the relationship between unemployment and wage inflation in the UK from 1861 to 1957.
The curve suggests that:
1. Low unemployment is associated with higher inflation. When unemployment is low, the labor market is tight, giving workers more bargaining power to demand higher wages. Businesses, facing higher labor costs, pass these on to consumers as higher prices, leading to inflation.
2. High unemployment is associated with lower inflation. When unemployment is high, there is less competition for workers, reducing wage pressure and therefore slowing down the rate of price increases.

Q. Distinguish between short run Phillips curve and long run Phillips curve.
Answer-  
Short-Run Phillips Curve is the downward-sloping curve that shows the temporary inverse trade-off between inflation and unemployment. Policymakers, by using expansionary monetary or fiscal policy to boost aggregate demand, can temporarily reduce unemployment, but at the cost of higher inflation.
On the other hand, Long-Run Phillips Curve is vertical at the Natural Rate of Unemployment which is the unemployment rate consistent with stable inflation . In the long run, economists like Milton Friedman and Edmund Phelps argued that this trade-off disappears because people's inflation expectations adjust to the actual inflation rate. Any attempt to keep unemployment below this natural rate will only lead to accelerating inflation without permanently lowering unemployment.
Q-3 What natural rate of unemployment?
Answer-
The natural rate of unemployment is defined as the rate of unemployment at which the actual rate of inflation equals the expected rate of inflation. It is thus an equilibrium rate of unemployment at which towards which the economy moves in the long run. 

Q-4 Explain the role of expectations in dynamic macroeconomic models.
The role of expectations is absolutely central in modern dynamic macroeconomic models, as they are the mechanism that connects the present decisions of households and firms to the future state of the economy. In these models, expectations essentially determine whether current economic policy will be effective or neutralized.
The main agents of expectations are:
1.Households: Decide how much to consume and save based on their expected future income (Permanent Income Hypothesis) and expected future interest rates and inflation.
2. Firms: Base investment in capital (factories, equipment) on expected future demand and expected future profitability.
3. Financial Markets: Asset prices (like stocks and bonds) are based on the present discounted value of expected future earnings.
In a dynamic model, if agents expect a policy (e.g., a tax cut) to be temporary, their behavior (e.g., spending) will be vastly different than if they expect it to be permanent.

Types of Expectations and Their Implications
Macroeconomic models differ primarily in how they assume agents form their expectations. The two main types are:
A. Adaptive Expectations
· Mechanism: Agents form expectations about a variable (like inflation) based only on past values of that variable, slowly adapting their forecasts as they observe forecast errors.
· Implication: This is a backward-looking model. It allows policymakers to influence the economy in the short run, but only by systematically fooling the public. If the central bank keeps inflation higher than expected, unemployment can be temporarily lowered, but the public will continually underestimate inflation.
B. Rational Expectations (RE)
· Mechanism: Agents are forward-looking and use all available information—including knowledge of the economy's structure and the government's expected policies—to form their forecasts. Their forecasts are, on average, correct and are consistent with the predictions of the model itself.
· Implications:
· Policy Ineffectiveness: Fully anticipated policy changes (like a predictable increase in the money supply) will have no effect on real variables (like output or unemployment). Rational agents anticipate the resulting inflation and adjust wages and prices immediately, neutralizing the policy's intended real stimulus. Only unanticipated shocks or policies have real effects.
· Lucas Critique: This theory highlights that the parameters of traditional econometric models (like the Phillips curve) are not stable when policy changes, because the public's expectations and behavior shift. This mandates that modern models, such as Dynamic Stochastic General Equilibrium (DSGE) models, must be built with micro foundations (based on rational, optimizing agent behavior) to be used for policy evaluation.
The concept of how agents form expectations is vital to understanding macroeconomic modeling and policy.
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