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1  Introduction

Recently the entire world, and particularly the United States, has been experiencing 
the worst levels of inflation in nearly 40 years (Blanchard, 2022). This new reality 
could be quite surprising for economists, since now we know how the economy in 
the 70 and 80 s worked, and what caused the high levels of inflation during that time: 
massive expansions of the monetary base through discretionary monetary policy 
(Friedman, 1977; Meltzer, 2005). Yet here we are again: the phantom of inflation 
has crept back into our economic system, despite our knowledge of its causes and 
consequences, as well as how to avoid it (Goodfriend, 2007). So, whilst a lot of 
economists are (justly) worried about inflation, there is a more fundamental question 
that very few academics are asking: how is it that central bankers are so bad at their 
jobs, despite of all the knowledge that we have accumulated?

This is a pertinent question that has been sidelined recently in economics, but is 
precisely the pressing issue tackled in Money and the Rule of Law. The authors sug-
gest that, “money does indeed change everything. And since it does, we had better 
get our monetary and financial institutions right. We argue that getting them right 
depends on making monetary policy consistent with the rule of law” (Boettke et al., 
2021, p. xiv).

The book’s crucial proposition is simple and easy to grasp for scholars well-
versed in James Buchanan’s work on Constitutional Political Economy (Brennan 
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& Buchanan, 1985), and Public Choice (Buchanan & Wagner, 1977): mainly, what 
truly matters in determining outcomes are the rules of the game (Buchanan, 2008). 
Consequently, if you have flawed rules—meaning, those that generate bad incentives 
and poor knowledge processes—then you will get bad outcomes. Instead, if you have 
sound or robust rules—meaning, those rules that generate better incentives and supe-
rior knowledge—then you will get better outcomes (Pennington, 2011). Despite all 
its macroeconomic refinement and high levels of technicality, monetary policy can-
not escape this fundamental fact of economic nature; this is because both monetary 
policy and banking processes will always be dependent on the institutional structure 
in which it operates (Paniagua, 2021). Thus, the set of rules or institutions of the 
‘monetary game’, whether for good or bad, will ultimately determine the outcome 
of monetary policy.1 In other words, institutions and rules dominate over the quality 
of people and their expertise. Under this constitutional way of thinking, the current 
problem of inflation and other monetary malaises are ultimately a problem of bad 
rules.

2  A brief overview of the book

The book comprises seven chapters. The introduction sets the stage through a brief 
review of the most recent example of monetary mismanagement: the period of ‘Too 
Loose’ (2003–2006) then ‘Too Tight’ (2008–2009) monetary policy, which ended in 
the Great Recession. The authors borrow from Selgin (2016, p. 282) to distinguish 
between pseudo-rules and genuine monetary rules. A pseudo-monetary rule, “is one 
that is either not well enforced or not expected to last” (Ibid.). Monetary rules that 
allow discretion, but do not specify conditions for when deviations are permitted, are 
“mere guidelines for monetary policy too vague to be operational” (Sevensson, 2003, 
p. 3).

Chapter 2 provides an account of the “knowledge problem” in monetary policy. 
The authors suggest that there are insurmountable knowledge and informational prob-
lems inherent in discretionary monetary policy (see also Paniagua 2016a; 2016b). It 
is not merely difficult for central bankers to maintain aggregate nominal stability (or 
a sort of monetary equilibrium) by discretionary means; it is impossible given the 
existent information processes and the knowledge-generating mechanisms inherent 
in discretionary central banking.

Chapter 3 delineates the incentive problem and the political problems inherent in 
central banking practices. The chapter reminds us that central bankers, after all, are 
bureaucrats under a politically influenced institution (see also Adolph 2013). They 
are thus particularly susceptible to the standard forms of non-market, political, and 
non-competitive incentives well-known in the public choice literature. These non-
market incentives usually result in phenomena such as status quo bias and “mission 

1  Institutions are “the humanly devised constraints that structure human interaction. They are made up 
of formal constraints (e.g., rules, laws, constitutions), informal constraints (e.g., norms of behavior, con-
ventions, self-imposed codes of conduct), and their enforcement characteristics. Together they define the 
incentive [and epistemic] structure of societies” (North, 1994, 360).
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creep.” Furthermore, central banks are susceptible to political interference (Melt-
zer, 2009). Taken together, these incentive and political problems, “prevent us from 
uncritically assuming that central banks can advance the public interest so long as 
they retain discretion” (Boettke, et al., p. 16).

Chapter 4 focuses on the risk of financial catastrophes. The notion of taming bank-
ing crises and preventing them from ruining the financial system are among the stron-
gest arguments employed to guarantee a higher degree of discretion in monetary and 
banking policy. By drawing on the evidence and literature on last-resort lending, the 
authors maintain that true stable and fixed rules for last resort lending can better deal 
with both nominal instability and financial insolvency.2

Chapter 5 engages in a form of intellectual reconstruction of the monetary and 
banking insights of three Nobel Laurates: James Buchanan, Milton Friedman, and 
F.A. Hayek. The chapter delineates how their monetary insights relate to each other 
and how their vision on money, rules, and constitutions can be fruitfully combined 
into one coherent analytical framework. Even though these economic thinkers arrived 
at different institutional solutions to the central banking problem, the chapter unveils 
how they thought about it in similar ways, thus sharing a unified way of thinking 
about monetary institutions.

Chapter 6 is the most normative chapter, as it reintroduces the ideal and normative 
view of the rule of law as something valuable and necessary for society, detailing 
its pedigree within liberal political economy and constitutional theory. The authors 
claim that this normative vision, “underlies the justification for all institutions of 
public importance in constitutional democracies and that central banks cannot meet 
this standard so long as it retains discretion in its operations” (Boettke et al., 2021, p. 
16). Empirically driven monetary theorists and pragmatist political economists may 
be unconvinced by this chapter.

Chapter 7 reflects on money and liberalism and how we can carry forward the 
liberal research agenda in banking and money into the 21st century. The message 
goes to the heart of readers of this journal: “if monetary economists and macroecono-
mists want to make lasting contributions to the quest for economic stability […] they 
must think ‘constitutionally’’ (Ibid.). The technical dimensions and tools of monetary 
policy are important; however, fixing our monetary meta-rules by both eliminating 
discretion and by predictably governing the use of such tools is surely the vital pre-
condition for a sound monetary order.

3  Discretionary monetary policy is inherently unstable

The book’s main point conveyed to readers is twofold: first, that rules in the long run 
will always work better than unconstrained discretion that relies on fallible human 
beings, and second, that our existent monetary institutions are defective at a foun-
dational level, since they rely on “constrained discretion as the preferred operating 
framework for central banks” (Boettke et al., 2021, p. i). The post-Great Recession 

2  Concerning the ‘lender of last resort’ debate, and how to avoid systemic bank runs in a stable manner, 
see also Paniagua (2017; 2020).
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monetary consensus revolves around the peculiar notion of “constrained discretion”, 
despite the lessons learned from the “rules vs. discretion” debates decades ago (Tay-
lor, 2012).

The notion of “constrained discretion” is the idea that central bankers will adhere 
to some sort of ‘rule-like behavior’ during normal macroeconomic times, but reserve 
the right to act, in a discretionary manner, during extraordinary times or during mac-
roeconomic turbulence.3 Bernanke (2003) and other central bankers have suggested 
that this approach is the best of both worlds, since it combines the discipline of mon-
etary rules, with the flexibility of unconstrained discretion to act when necessary. 
Readers of this journal, well-versed in constitutional theory (Mueller, 2014), might 
find this notion of “constrained discretion” oxymoronic, because if central bankers 
have the liberty and unchecked freedom to call the shots and decide when to inter-
vene and apply discretion, then that it is not really an enforceable rule at all. Para-
phrasing Hobbes, covenants without swords are nothing but words, and “constrained 
discretion” is really discretion with a palatable cloak of verbosity.

The main point is that, despite central bankers’ best intentions, discretionary mon-
etary policy is inherently unstable and prone to generate macroeconomic instability 
(such as inflation, recessions, etc.) due to unsolvable institutional fragilities at the 
core of discretionary policy, caused by both incentive and informational (or knowl-
edge) problems. In simple terms, central banks cannot have all the relevant informa-
tion and knowledge necessary to enact stable monetary policy. Even if we assume 
that they could possess such knowledge and data, they would still lack the right 
incentive structure (e.g., rewards, transparency, monitoring, and punishment mecha-
nisms) to correctly enact policy based on such knowledge. Central banking policy is 
a highly opaque and inherently political job with little oversight, prone to political 
pressure, and with ample room to make mistakes based on either knowledge problems 
or incentive-political problems (Meltzer, 2009). Thus, Congress, the President, other 
politicians, private banks and financial institutions all exert some degree of influence 
on central banking decision-making (Adolph, 2013), making it, at best, prone to seri-
ous mistakes or, at worst, to advance private interests above the public interest.

The framework proposed in this book for analyzing monetary institutions, such 
as The Federal Reserve System (Fed), is extremely useful to understand the chronic 
cycle of central banks’ errors and oversights throughout their history. For example, 
it is well acknowledged by banking scholars that the Fed’s mistakes were a major 
component of the Great Depression (Friedman & Schwartz, 1963; Hetzel, 2012). Due 
to both knowledge problems and a lack of accurate information, and given a lack of 
incentives to act on the cascade of banking failures, the Fed’s inaction and omissions 
were catalysts of the biggest economic crisis in recorded human history.4 Similarly, 
due to strong political pressures (wrong incentives) and knowledge problems (i.e., 

3  In short, “constrained discretion” is an approach that allows monetary policymakers considerable leeway 
while responding to economic events, financial disturbances, and other unforeseen developments—such as 
pandemics. However, they will allegedly remain somewhat constrained by ‘verbal commitments’ to keep 
inflation low and stable, to anchor expectations.
4  This has been recognized even by the 14th Chair of the Federal Reserve, Dr. Ben Bernanke: “I would like 
to say to Milton [Friedman] and Anna [Schwartz]: Regarding the Great Depression. You’re right, we did it. 
We’re very sorry. But thanks to you, we won’t do it again” (Bernanke, 2002, p. 10).
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having the wrong economic model to interpret the world), the Fed paved the way for 
the period known as the Great Inflation (1965–1982) (Meltzer, 2005). It is also recog-
nized that the 2007–2008 Great Recession was also greatly exacerbated by the Fed’s 
inactions in monetary policy due to a lack of information and knowledge problems 
(Hetzel, 2012; Paniagua, 2016a). All these errors pile up on us in present day, to a 
new period of double-digit inflation in which the Fed has fallen significantly behind 
the curve (Blanchard, 2022).

It is not by chance that, in less than a century (1929–2022), the Federal Reserve 
has been involved in an endless cycle of mistakes and omissions, which have cre-
ated severe economic turbulence and inflation, undermining the long-term process 
of wealth creation in the United States (Selgin et al., 2012). This book suggests that 
what all these periods have in common is the underlying fact that, as they are cur-
rently designed, central banks are fragile or weak institutions: “contemporary mon-
etary institutions are flawed at a foundational level” (Boettke, et al., p. i), since they 
are based on discretion rather than being rooted in sound monetary rules binding 
central bankers.5 The bottom line is that discretionary monetary policy is institutional 
and inherently unstable, and it will always generate, to some degree, wealth-destroy-
ing cycles. As Friedman (2007) warned us,

One of the great defects of our kind of monetary system is that its performance 
depends so much on the quality of the people who are put in charge. [...] That 
raises a question about the desirability of our present monetary system. It is one 
in which a group of unelected people have enormous power, power which can 
lead to a great depression, or which can lead to a great inflation. Is it wise to 
have that power in those hands?

In contrast to these fragilities, the authors argue that a general and predictable rule for 
monetary policy will provide a better foundation for macroeconomic stability, eco-
nomic growth, and human prosperity. The book offers a novel framework of analysis 
combining political economy, constitutional political economy, banking history, and 
monetary theory.6 I can thus highly recommend the book to scholars and students 
interested in enriching their analysis at the intersections of politics, philosophy, and 
economics, while maintaining a high level of intellectual rigor. Ultimately, the book 
delineates a valuable way forward for developing relevant political economy studies 
in the fields of macroeconomics and banking.

To conclude, Money and the Rule of Law is a welcome contribution to the intel-
lectual road and research agenda at the intersection of political economy, banking 
theory, and monetary institutions. The book is a great reminder of the fact that while 
economics might be a science, political economy and monetary policy are worldly 

5  This applies also to inflation-targeting ‘rules’ since they are not really enforceable rules. Recently, infla-
tion-targeting has not prevented central bankers from moving way beyond their often opaque official 
responsibilities. Those forms of guidelines fail because they are “pseudo rules” and thus easily worked 
around, modified, or ignored.
6  For a similar approach combining political economy, banking history, and monetary theory, consult 
Paniagua (2016a; 2016b;2017).
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arts7 that require prudence and nuanced understanding of how institutions are con-
structed. The knowledge we require to build better monetary institutions for the 
future lies at the intersection of these fields. This book has made a strong contribution 
in illuminating it and has paved the path forward.

Author contribution  Pablo Paniagua Prieto wrote the entire manuscript text

Competing interests  The authors declare no competing interests.

Open Access  This article is licensed under a Creative Commons Attribution 4.0 International License, 
which permits use, sharing, adaptation, distribution and reproduction in any medium or format, as long 
as you give appropriate credit to the original author(s) and the source, provide a link to the Creative 
Commons licence, and indicate if changes were made. The images or other third party material in this 
article are included in the article’s Creative Commons licence, unless indicated otherwise in a credit line 
to the material. If material is not included in the article’s Creative Commons licence and your intended use 
is not permitted by statutory regulation or exceeds the permitted use, you will need to obtain permission 
directly from the copyright holder. To view a copy of this licence, visit http://creativecommons.org/
licenses/by/4.0/.

References

Adolph, C. (2013). Bankers, Bureaucrats, and Central Bank Politics: The Myth of Neutrality. Cambridge: 
Cambridge University Press

Bernanke, B. (2002). “On Milton Friedman’s Ninetieth Birthday”. Remarks by Governor Ben S. Ber-
nanke, At the Conference to Honor Milton Friedman. University of Chicago, Chicago, Illinois

Bernanke, B. (2003). “‘Constrained Discretion’ and Monetary Policy”. Remarks by Governor Ben S. Ber-
nanke Before the Money Marketeers of New York University, New York. February 3, 2003

Blanchard, O. (2006). “Monetary Policy; Science or Art?”. Paper presented at “Monetary Policy: A Jour-
ney from Theory to Practice. An ECB colloquium held in honor of Otmar Issing”, March 2006

Blanchard, O. (2022). “Why I worry about inflation, interest rates, and unemployment”. Real-
time Economic Issues Watch, 14 March, PIIE Series. Available at: https://www.piie.com/blogs/
realtime-economic-issues-watch/why-i-worry-about-inflation-interest-rates-and-unemployment

Boettke, P., Salter, W., & Smith, D. (2021). Money and the Rule of Law: Generality and Predictability in 
Monetary Institutions. Cambridge: Cambridge University Press

Brennan, G., & Buchanan, J. (1985). The Reason of Rules: Constitutional Political Economy. Cambridge: 
Cambridge University Press

Buchanan, J., & Wagner, R. (1977). Democracy in deficit: The political legacy of Lord Keynes. New York: 
Academic Press

Buchanan, J. (2008). “Same players, different game: how better rules make better politics”. Constitutional 
Political Economy, 19(3), 171–179

Friedman, M., & Schwartz, A. (1963). A Monetary History of the United States, 1863–1960. Princeton: 
Princeton University Press

Friedman, M. (1977). Nobel Lecture: Inflation and Unemployment. Journal of Political Economy, 85(3), 
451–472

Friedman, M. (2007). “Milton Friedman @ rest”. The Wall Street Journal. Available at: https://www.wsj.
com/articles/SB116942792191783271

Goodfriend, M. (2007). How the World Achieved Consensus on Monetary Policy. Journal of Economic 
Perspectives, 21(4), 47–68

7  As Blanchard (2006, p.1) reminds us, “Monetary policy can pretend to be close to science if it can be 
conducted using simple and robust rules. […] They may not be perfect, but they have to be robust, i.e., to 
do well especially when things are bad. Monetary policy must be closer to art if it is frequently confronted 
to new, poorly anticipated and poorly understood, contingencies”.

1 3

265

http://creativecommons.org/licenses/by/4.0/
http://creativecommons.org/licenses/by/4.0/
https://www.piie.com/blogs/realtime-economic-issues-watch/why-i-worry-about-inflation-interest-rates-and-unemployment
https://www.piie.com/blogs/realtime-economic-issues-watch/why-i-worry-about-inflation-interest-rates-and-unemployment
https://www.wsj.com/articles/SB116942792191783271
https://www.wsj.com/articles/SB116942792191783271


P. Paniagua

Hetzel, R. (2012). The Great Recession: Market Failure or Policy Failure?. Cambridge: Cambridge Uni-
versity Press

Meltzer, A. (2005). Origins of the Great Inflation. Federal Reserve Bank of St Louis Review, 87(2), 145–175
Meltzer, A. (2009). A History of the Federal Reserve: Volume 2. Chicago: University of Chicago Press
Mueller, D. (2014). Constraining Leviathan. Constitutional Political Economy, 25(1), 88–102
North, D. (1994). Economic Performance through Time. American Economic Review, 84(3), 359–368
Paniagua, P. (2016a). “The Stability Properties of Monetary Constitutions”. Journal des Economistes et 

des Etudes Humaines, 22 (2): 113–38
Paniagua, P. (2016b). The Robust Political Economy of Central Banking and Free-Banking. Review of 

Austrian Economics, 29(1), 15–32
Paniagua, P. (2017). The Institutional Rationale of Central Banking Reconsidered. Constitutional Political 

Economy, 28(3), 231–256
Paniagua, P. (2020). “Governing the (Banking) Commons: Polycentric Solutions to Bank Runs”. In P. 

Boettke, R. Herzberg, & B. Kogelmann (Eds.), The Political Economy & Social Philosophy of Vin-
cent and Elinor Ostrom. London: Rowman and Littlefield

Paniagua, P. (2021). “The institutional evolution of central banks”. Journal of Evolutionary Economics, 
forthcoming. https://doi.org/10.1007/s00191-021-00759-y

Pennington, M. (2011). Robust political economy: Classical liberalism and the future of public policy. 
Northampton: Edward Elgar

Selgin, G., Lastrapes, W., & White, L. (2012). “Has the Fed been a failure?”. Journal of Macroeconomics, 
34 (3): 569–96

Selgin, G. (2016). Real and Pseudo Monetary Rules. Cato Journal, 36(2), 279–296
Sevensson, L. (2003). What Is Wrong with Taylor Rules? Using Judgement in Monetary Policy through 

Targeting Rules. Journal of Economic Literature, 41(2), 426–477
Taylor, J. (2012). Monetary Policy Rules Work and Discretion Doesn’t: A Tale of Two Eras. Journal of 

Money Credit and Banking, 44(6), 1017–1032

Publisher’s Note  Springer Nature remains neutral with regard to jurisdictional claims in published maps 
and institutional affiliations.

1 3

266

http://dx.doi.org/10.1007/s00191-021-00759-y

	﻿Money and the rule of Law
	﻿1﻿ ﻿Introduction
	﻿2﻿ ﻿A brief overview of the book
	﻿3﻿ ﻿Discretionary monetary policy is inherently unstable
	﻿References


