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Abstract:  The aim of this thesis is to study the effects of inflation persistence due to rule-

of-thumb behaviour by price setters on optimal monetary policy. We start with 

a canonical log-linearised New Keynesian model, which we extend by allowing 

a fraction of price setters to follow a rule-of-thumb when setting a new price. 

We consider different specifications for the rule-of-thumb. In all models, 

steady-state distortions are assumed to be small so to guarantee the feasibility 

of optimal monetary policy analysis within a linear-quadratic framework. We 

derive utility-based objective functions for the monetary authority and analyse 

a range of optimal commitment policies. We perform welfare analysis in order 

to rank the range of optimal commitment policies. We analytically derive the 

optimal steady-state inflation rates associated with each commitment policy. 

We show that rule-of-thumb behaviour by price setters generates an incentive 

for positive steady-state inflation. A type of timeless perspective commitment 

policy is also capable of delivering positive steady-state inflation, even in the 

absence of rule-of-thumb behaviour by price setters. The optimal steady-state 

inflation rates are directly proportional to the gap measuring the steady-state 

distortions and turn out to be small in magnitude. We depart from the 

assumption of small steady-state distortions and consider the case of a largely 

distorted steady state within a nonlinear medium-scale model, which adds both 

nominal rigidities and real rigidities to the basic New Keynesian model. We 

extend the model by allowing a fraction of price setters to follow a rule-of-

thumb when posting a new price. We numerically characterise the optimal rate 

of inflation in the Ramsey steady state. We find that rule-of-thumb behaviour 

implies optimal positive inflation only in the absence of transactional frictions. 

We find that the gap reflecting steady-state distortions is only slightly larger 

than in the case of small steady-state distortions. Finally, we study Ramsey 

dynamics and the implementation of optimal monetary policy via simple 

interest-rate rules, which we expand to explore the importance of welfare 

relevant output gaps. 

 


