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Does The Free Market Work? 
 
The financial crisis and subsequent government intervention have caused many to 

question the legitimacy of a free market economy.1  It is widely agreed upon that the root 

cause of the current crisis was an overextension of credit in the United States.  Many 

point to the lack of government oversight of banks as the cause behind this easy credit.  

The same school of thought believes a Keynesian approach is required to resolve the 

crisis.2  Critics of the free market cite deregulation and government intervention in the 

banking industry as proof that a free market cannot work.  However, the US does not 

utilize a free market approach to banking, so claiming that the free market does not work 

because of a crisis in a non-free market banking environment is no argument.  The cause 

of this crisis is the force behind the banking industry, which for the United States is the 

government.  The boom and bust cycles made possible with government backed banking 

are not possible in free market banking. 

In a government backed banking environment, the Central Bank has great 

authority in determining interest rates.3  The Federal Reserve, the Central Bank of the 

US, fueled the credit bubble by targeting artificially low interest rates.4  The lower rates 

caused an increase in the demand to borrow, particularly for large purchases where low 

interest rates have a meaningful impact on the total cost of the loan.5  Consumers and 

entrepreneurs began to take advantage of the historically low interest rates by purchasing 

residential and commercial real estate.6  Firms began to issue debt at the depressed rates 

and used the proceeds to fund mergers, acquisitions, and stock repurchases.  Home prices 

increased in value on higher demand from newly originated loans and more affordable 



payments.  The increase in home sales and prices caused a boom in construction.  

Consumer spending also increased as people utilized home equity loans to access the 

increase in their home's value or reduced savings on the perception of increased wealth.  

The increase in construction and consumer consumption sent signals to entrepreneurs that 

demand was increasing (see Table 1).  The demand signals were met with increased 

capital expenditures and job creation.  The government had created an economic boom; 

however, this expansion was not sustainable because it was fueled by false credit, not real 

savings.   

The Federal Reserve targeting lower interest rates only made the financial crisis a 

possibility; Fractional Reserve Banking made the crisis a reality (see Table 2).  In the US, 

banks are only required to keep a fraction of deposits on hand to meet daily withdrawals; 

the remainder of the money is lent out to borrowers.  Currently, banks have to hold 10% 

of deposits and may lend out the rest.7  So for every dollar that is put into a bank, it could 

potentially create $10 through loans.8  This inflationary ability to expand the money 

supply made it is possible for banks to meet the large demand for loans, while having a 

relatively small supply of deposits.  The demand for loans was not met through real 

savings, deposits, but through false credit, inflation of the money supply. 

Fractional Reserve Banking is only made possible through government 

intervention.  Without government intervention a depositor would not deposit money into 

an account where 90% of his deposits could be lent out to unknown borrowers.  The 

depositor would not be able to access his full deposit and would be exposed to default 

risk. To ensure that depositors always have access to their deposits, however, the Federal 

Reserve acts as the bank to the banks, providing short-term liquidity to banks whose 



reserves have been depleted by unusually high withdrawals.  To ensure deposits are 

protected against bank insolvency, the FDIC insures deposits.9  With such government 

intervention, the depositor has full access to his deposits at all times and is free from 

worry about bank failures.  Enjoying limited risk, the depositor ignores his bank's asset-

liability mismatch and does not require a high rate of return on his deposit.10  As banks do 

not have to compensate depositors for risk, they were able to make the low rate loans 

targeted by the Federal Reserve. 

The boom in loans caused by the artificially low interest rates and the increase in 

the money supply resulted in credit expansion to unworthy borrowers and sent false 

demand signals to entrepreneurs.  The unsustainable, government created economic boom 

eventually resulted in deleveraging and the subsequent bust.  The paradox of 

deleveraging has made it painfully obvious that the misallocation of loans when credit 

was easy has resulted in a shortage of loans to credit worthy borrows in today's economic 

environment.11  To remedy the frozen credit markets, the government is taking a 

Keynesian approach, increasing the money supply to service the bad debt with the 

devalued dollars.  The government "solution" is the same inflationary approach that 

created the economic crisis.  This round of new dollars may temporarily bring relief, but 

the inflationary effects will create new problems in the future.  

In a free market economy, this misallocation of false credit and the subsequent 

crisis would not have occurred.  Without the Federal Reserve and FDIC, banks would be 

required by their depositors to hold 100% reserves.  Having 100% reserves stops the 

money supply from increasing, thereby eliminating boom and busts cycles.  Banks would 

still serve to bring depositors and borrowers together, but depositors would only lend by 



choice and at rates they deem appropriate.  If they decided to lend, depositors would give 

up access to their deposits in the amount of the loan in exchange for interest.  As such, 

depositors would be scrupulous with their loans and set the interest rate according to the 

market's demand for liquidity and the borrower's credit risk.  By making the depositor the 

lender, the market determines interest rates and cannot be held artificially low.  

Additionally, the loans that are made are based on real savings, not the false credit of an 

expanding money supply.  The free market would have prevented the government 

sponsored expansion of easy credit and the resulting boom and bust.  The free market 

works.  

                                                 
1 Free Market - market that is free of government intervention and regulation, besides the minimal function 
of maintaining the legal system and protecting property rights 
http://en.wikipedia.org/wiki/Free_market#cite_note-0 
2 Keynesians believe the government should stimulate economic growth.  In the current crisis, many 
believe an expansionary monetary policy and a stimulus laden fiscal policy are required to restore normal 
market functions.  
3 The Federal Reserve uses open market operations to influence the demand, supply and, hence, price of 
money and credit in order to direct a nation's economic objectives.  A key influence is the Federal Funds 
Rate, which is the target rate for bank-to-bank lending.  Financial institutions often directly link borrowing 
rates to the Federal Fund Rate, plus additional points based on perceived credit risk.   
http://www.investopedia.com/articles/04/050504.asp 
4 Beginning in 2001, the Federal Reserve began reducing the Federal Funds rate below 2% and kept the rate 
below 2% until December of 2004.  For almost a year, between July 2003 and June 2004, the rate was held 
at 1%.  Rates remained low for much of 2005. 
http://www.newyorkfed.org/markets/statistics/dlyrates/fedrate.html 
5 A 30 year mortgage at 8% for a $250,000 house results in a monthly payment of $1,834.  That same 
payment would buy a $323,079 home at a 5.5% interest rate. 
6 http://mises.org/story/3130 
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7 http://www.federalreserve.gov/monetarypolicy/reservereq.htm 
8 Money Multiplier Formula: 1/reserve ratio 
9 The FDIC currently ensures up to $250,000 per depositor per bank.  This is a temporary increase over the 
$100,000 limit. 
http://www.fdic.gov/news/news/financial/2008/fil08102a.html 
10 Asset-liability mismatch – banks borrow short-term assets (deposits) to take on long-term liabilities 
(loans).  
11 Paradox of deleveraging – when institutions collectively try to deleverage their balance sheets, they 
actually increase their leverage.  If firms collectively sell assets to strengthen their balance sheets, they 
increase the supply of that asset for sale.  The increase in supply results in falling prices.  The falling prices 
of their assets result in higher leverage ratios, as assets fall more than outstanding debt.  For banks, weaker 
balance sheets results in the hoarding of cash, tighter lending standards, and layoffs.  For firms, weaker 
balance sheets results in an inability to obtain loans, the necessity to sell assets, and layoffs.  As a result, the 
overall economy suffers.    
http://www.pimco.com/LeftNav/Featured+Market+Commentary/FF/2008/GCBF+July+2008.htm 
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