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Optimal insurance for time-inconsistent agents (Frédéric 
Cherbonnier) 

Research question 

The paper investigates how to design optimal insurance and savings contracts for agents 
who are time-inconsistent (i.e., have present-biased preferences and lack self-control). 

This research matters as it explores how financial products like insurance or savings plans 
can be designed to help such “time-inconsistent” individuals that may struggle with saving 
money or avoiding debt because they value immediate rewards more than future benefits. 

Method 

Theoretical model with: 

 Use contract theory to design optimal arrangements between an agent (consumer) 
and a principal (insurer or lender). 

 Quasi-hyperbolic discounting to represent time-inconsistent preferences 
 Hidden storage and self-control problem of the agent 
 Two settings: 

o Two-period model that provides intuition 
o Infinite-horizon model to study long-run outcomes 

Results 

For a time-consistent agent, hidden savings make insurance impossible: the individual self-
insures through precautionary saving, which leads to unbounded wealth accumulation over 
time. 

For a time-inconsistent agent, the optimal contract is a flexible financial account with: 

 Borrowing allowed, but interest rises with the amount borrowed 
 Savings are rewarded, but returns decrease as savings grow 
 This design encourages small efforts rather than big risky moves 

However, even with such contracts, people with lack of self-control tend to become poorer 
over time, especially when life throws repeated financial shocks. 

Hence, in the long run, most time-inconsistent individuals end up with little or no wealth, even 
if they use commitment tools. Meanwhile, time-consistent individuals keep getting richer. 
Hence, inequality worsens between time-consistent and time-inconsistent agents. 

Key takeaways 

Financial design isn’t one-size-fits-all. People who struggle with self-control need contracts 
that reward small steps and discourage harmful borrowing. Without such measures, even 
well-intentioned tools can lead to poverty and inequality. Policymakers and financial 
institutions should rethink how they structure credit and savings products to protect those 
most at risk. 

 

 

 


