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Abstract 
 
This article presents an example in which a monetary policy rule specifying a stable price 
level dominates a rule for zero inflation with price-level drift. This result occurs despite 
assumptions that zero inflation—rather than a stable price level—is socially optimal and 
that policymakers cannot perfectly control inflation. Policymakers’ actions are 
unobservable and the price level rule penalizes the policymaker who engineers higher 
inflation and falsely claims it was the unintended result of random forces. The cost of the 
rule is a change in incentives of policymakers who would act in the social interest 
without the rule.  But, as in our example, the cost can be second-order, while the benefit 
is first-order. 
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