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@ time inconsistency problem

Suppose a government is 1'cspnnsil~dc for serung a
policy for several perind.ﬂ into the future. [f the gov-
ernment chooses 10 change its policies from those
promiscd at an earlier date, the policies are said to be
time inconsistent. The modern interpretation of this

issue relates to the time inconsistency of optimal

policy rules (Kydland and Prescott 1977). Policy-
makers may announce in advance the policies they
will follow to influence the expectations of private
households. Once private decision-makers have
acted on the basis of their expectations, however, a
pt?rlic_\_-'maker may be tempted to renege on an an-
nouncement, leading to subnptimsll OULCOMES.

For example, consider the example of a central
bank that is concerned about the inflation rate and
the unemployment rate i1 an economy. The Phillips
curve, which pns'\'ulu[rss an inverse relationship be-
rween inflation and unemployment, predicts that the

crade-off berween inflation and unemployment de-

pends on cxpccmd inflation (Mankiw 2007). tf

policy serting in the central bank is guided by the
Phillips curve, t0 reduce expected inflation the cen-
rral bank might announce that low inflation is the
main goal of its monetary policy. This is because a
favorable trade-off berween unemployment and in-
flation depends on the expected inflation rate being
low. The announcement of a policy oflow inflation is
not credible, however. The central bank has an in-
centive to renege on its announcement and imple-
ment an expansionary monetary policy t© further
reduce the unemployment rate Once firms and
households have formed their expectations of infla-
tion for the future, and set wages and prices accord-
ingly. Private decision-makers understand the central
bank’s inherent incentive to shirk its announced
policy and do not believe the central bank’s an-
nouncement in the first place. The implication s thar
the economy ends up with a higher inflation rate
without any lowering of the unemployment rate.
Time inconsistency therefore leads to suboptimal
OULCOIMES.

Insights from the time inconsistency problem
underlie the widely accepted contemporary view

among, economists that the best policies are the most
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predicrable policies, or those that follow simple rules.
This basic insight also relates to an earlier debate on
rules versus discretion in macroeconomic policy
(Friedman 1959). A rule specifies in advance the
actions that policymakers will take or commit to.
Commitment refers to the ability of a government to
make binding choices. Economists have long recog-
nized that unless a government can commir to a
policy rule, it will in the future want to modify pol-
icies that are optimal from the standpoint of today.
Further, withour such binding policy commitments
(i.e., policies aimed at tying the hands of the gov-
ernment), the private sector will fear that today’s
governments will make promises thar its successors
will refuse to honor.

Monetary Policies to Overcome Time Incon-
sistency Time inconsistency provides a rich expla-
nation for a wide variety of issues, such as why capital
accumulation in countries is low, or why countries
choose to fix their exchange rate. In line with the
carlier example, however, one of the most im portant
applications of time inconsistent policies is the “in-
Hation bias” inherent in monetary policy (Barro and
Gordon 1983a, 1983b). Inflation bias refers to pro-
longed episodes of high inflation above what is so-
cially desirable. An example i the “greatinflation” of
the 1970s in the United States. Time inconsistency
hampers a government’s efforts to keep inflation
stable and leads to high and persistent inflation de-
spite repeated promises to fight it. This affects the
volatility of inflation, output, and incerest rates,
leading to a misallocation of resources.

Given the implications of time inconsistency,
a large body of research has evolved since the
1980s on ways to overcome the time inconsistency
problem in macroeconomic policy. For example,
in the case of monetary policy, economists have
suggested various types of monetary policy rules.
Other solutions involve the delegation of monetary
policy to an independent authority with well-
defined objectives. This in turn has led to greater
central bank independence. Central bank inde-
pendence can help in situations where credible
policy rules are nor enforceable. In contrast to rules,

discretion implies the absence of com mitment to a

particular rule, leaving policymakers more Hexible
with their future actions.

Another solution to the time inconsistency
problem involves reputation building. By acting
consistently over a long period, a policymaker builds
up a reputation that causes the private sector to be-
lieve its announcements. Once a reputation has been
built, expectations of inflation become consistent
with the announced low inflation policy. In some
cases reputation can be imported. For instance, the
monetary authority can peg its currency and import
the monetary policy of another country with more
credible institutions. This is often the primary mo-
tivation behind the adoption of hard pegs such as
currency boards, dollarization, and common cyr-
rencies.

Political Macroeconomics Since the early 1990s
aline of research called political macroeconomics has
evolved to explore the political determinants of
macroeconomic policy (Drazen 2000; Persson and
Tabellini 1994). This line of research recognizes that
a policymaker’s incentives and constraints originate
in the political process. For example, within the
context of fiscal policy, elected officials may be mo-
tivated by electoral reasons to enact time inconsistent
expansionary policies that have long-term inflation-
ary consequences. Alternatively, fiscal stabiliza-
tions—attempts to reduce a large fiscal deficit of a
country—are likely ro fail if the adjustments are
achieved by higher taxes, as in Ireland’s fiscal stabi-
lization of 1982. The time inconsistency of this
policy is that governments are unlikely to deliver on
the promise of higher taxes, given the nature of the
political business cycle. With respect to monetary
policy, the economist RogofF (1985) argues for the
appointment of a conservative central banker who
has greater inflation aversion than society A
whole to eliminate the inflation bias inherent if
monerary policy. Welfare improves because thc‘ (22
tral bank trades some flexibility for some gain 12
credibility. Indeed, different views abouc rules :u:-
discretion—with the associated themes of commi€
ment, credibility, and time inconsistency—#€
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@ Tinbergen principle!rule
See assignment problem

m Tobin tax
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