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<ABSTRACT>

A Study on discretion and Dynamic Inconsistency

Chool-Seon Rhee

The nature of the problem should be clear by now : discretion results in suboptimality because
there is, in the nature of the case, no way to induce future policy-makers to consider the effect of
their likely discretionary policy, via expectations, on the decisions of current agents. There is no
way to convince perceptive agents, today, that if they were to expect a long-run optimal policy to
prevail tomorrow, they will not be cheated when tomorrow arrives, by the choice of what then
seems the best policy. In the case of money, “constitutional” rules that can be credible include rules
binding the central bank to zero inflation, to a fixed rate of money growth, to a fixed exchange
rate or gold standard, or a rule abolishing the central bank, and completely removal of government
from the production of money. The time-consistency argument, 3% itself, does not determine which

rule would be best.
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