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~s Debate 

tl!s in Crisis 
~ 

We May Not Need 
Them Anymore 

by Gregory R. Gajewski 

I! Prent;c, com" to a com'm,;ng conci",'on 'm '"ppo,t,,, 
of the Farm Credit System (FCS) and of farming interests general­
ly. To me, however, the differences between the S&L and the FCS 
crises seem to be of magnitude, degree, and timing - not of sub­
stance. While we can debate about using the 1987 Farm Credit 

Assistance Act as a model for restructuring the S&L industry, 
Prentice is missing the forest for the trees. The real ques­

tion is: Does it make sense for the United States to 
subsidize single-sector lenders, or are such lenders 

obsolete? 
Both S&L's and the FCS were set up to serve a 

sector that , in the 

Moreover, the FCS today, with numerous weak institutions and 
many restructured loans, could be similar to the S&L's nearly a 
decade back, when many were already in deep trouble. 

To operate effectively in an unstable macroeconomic environ­
ment, financial institutions must be free to choose their mix of 
short- and long-term assets and funding sources, plus be free to 
diversify across all sectors of the economy. Regulators must be 
vigilant and stay at arms-length. 

Even if they survive the next decade, both S&L's and the FCS will 
continue to pose a threat to taxpayers . Both remain single-sector 
lenders that cannot easily diversify risk away from their primary 

sector. Even with new powers , 
early part of this 
century, could not 
secure enough cred-
it. Back then , the 

costs of collecting 

Does the U.S. really need, and 
can it afford, to subsidize credit 
for farmers and homeowners 

S&L's must still use at least 60 per­
cent of their assets to support hous­
ing, or they lose tax and regulatory 
benefits . The FCS is prohibited from 
going beyond making loans for 
farming and farm-related business­
es , although it is lobbying for 

information about by subsidizing the pes and SSL's? 
small farmers and home-

owners were so high as to warrant specialized lenders. 
Now, information costs have fallen so much due to the 

revolution in computers and communications that the Nation may 
not need such lenders. Multinational banks can access a farmer 's 
credit history via computer at little cost, and probably make a 
sound lending decision, even though the farm is a continent away. 
The decision to keep specialized lenders means that taxpayers 
may have to rescue them every 50 years or so, and certainly 
requires better (and more costly) supervision to avoid even more 
frequent rescues. 

Gregory R. Gajewski is an Economist with the Economic 
Research Service, USDA, and is currently the Editor of 
Agricultural Outlook. 
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expanded powers. 
Farmers get federal support through the commodity programs, 

and homeowners get federal support through the income-tax code. 
Does the U.S. really need, and can it afford , to subsidize credit for 
farmers and homeowners by subsidizing the FCS and S&L's? 

S&L Crisis Arose From Both 
Internal and External Factors 

External factors were at least as important, if not more impor­
tant, in creating the S&L crisis as they were for the FCS crisis . 
The inflationary 1970s followed by the deflationary 1980s 
induced big swings in interest rates, farmland values , and non-

Continued, Page 24 
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They're Different; 
Solutions Should Be, Too 

Continued from Page 22 

bailout would 
occur. And the 
market was right. 

These then, are 
the main similari­
ties between the 
S&L crisis and 

the FCS crisis. To recap, (1) both were chartered to meet special­
ized market niches; (2) both were private institutions with cozy 
relationships with their regulators; and (3) both depended, to one 
degree or another, on federal guarantees. Undoubtedly, there are 
other similarities. But these are the major ones. 

Critical Differences 

• The S&L crisis was brought on by events largely internal to 

In contrast to the internal causal events of the S&L crisis, the 
FCS crisis was brought about by events that were mostly exter­
nal to the industry, namely high real interest rates caused farm­
land values to plunge as the (related) soaring dollar caused farm 
exports to dry up. 

This is not to say that there was not some fraud and misman­
agement within the FCS-there certainly was-but it was not the 
same major causal factor as it was with the S&L's. By the same 
token, the volatile external macroeconomic environment (infla­
tion and interest rates) was an impetus for deregulation of the 
S&L's. The crises of both institutions, therefore, involved both 
external forces and internal practices. But my point is that exter­
nal conditions were the driving forces causing the FCS crisis while 
the S&L crisis was caused primarily by internal practices and 
conditions. It is a matter of emphasis and degree, no doubt, but a 

critical one nonetheless. the industry, the FCS crisis by 
external events. 

Difficulties in the S&L's were fueled 
in large part by deregulation and 
plain old -fashioned fraud and mis­
management. Financial deregulation 
in the late 1970s and early 1980s 

Difficulties in the S&L's were fueled 
in large part by deregulation 

and plain old-fashioned fraud. 

In contrast to the S&L's, the FCS 
was not able to pass losses on to the 
federal government as easily. The 
FCS is a cooperative lending system 
and farmers taking out loans are 

opened a Pandora's Box of potential abuse in the S&L's. First, 
interest rate ceilings on deposits were lifted allowing S&L's to pay 
whatever rate they needed to attract new deposits. Then the 
Congress raised the ceiling on insured deposits several-fold, to 
$100,000. Finally, S&L's were allowed to branch out from their 
traditional base of stable homeowner lending into riskier commer­
cial real estate and business ventures . S&L losses could be 
passed easily to the government. FCS losses were not as easily 
passed on to the government. 

The regulators' implicit signal to S&L's was pay high interest 
rates in order to attract and make risky loans without fear. But don't 
worry, be happy, depositors' deposits are insured if losses should 
occur. Is there any wonder that underwriting standards deteriorated 
as fast-money artists flocked to the industry to fleece FSLIC? 

We May Not Need 
Them Anymore 

farm land values 
in the oil patch 
that caused major 
problems for both 
the S&L's and the 

Continued from Page 23 FCS. These events 
were outside the 

lenders' control. But the S&L's and the FCS made things worse for 
themselves through aggressive lending that bet on ever-rising asset 
values. 

In the mid- to late-1970s when interest rates surged, S&L's suf­

required to hold stock in the system. 
Each of the system's 12 district banks are held jointly and sever­
ally liable for FCS bonds. This arrangement provided some 
degree of internal restraint. In the end, however, Congress' bailout 
of the FCS made joint and several liability a moot issue. 

As the farmland market unraveled, FCS got caught because 
they had succumbed to the temptation to tie their loan amounts 
to asset "market values" rather than cash flows generated by the 
assets. 

However, private lenders, such as life insurance companies, 
were even more aggressive in tying the amounts of their loans to 
asset values than were FCS banks. Nonetheless, everyone 
learned a valuable lesson on the merits of basing loan amounts 
on cash flows rather than market value of assets. 

• FCS was able to stem the losses. The losses for S&L's con-

insolvent as early as 1980-81. Without federal deposit insurance 
or the power to issue agency-status bonds, insolvent institutions 
are almost always forced into bankruptcy. 

The Federal Home Loan Bank Board (FHLBB, the S&L's federal 
regulator) needed more cash back then to clean up the mess. 
Instead, the FHLBB only moved against some of the insolvent 
S&L's and sold them to people willing to put up a little new capital. 
Situations like this attract risk-takers, "high fliers," who jacked up 
rates, pulled in deposits, and made high-risk loans and invest­
ments. These new owners had little of their own money on the line, 
and had a strong incentive to gamble for a recovery. Here is where 

fered from two problems: disintermedia­
tion and misintermediation. Disinterme­
diation occurred when deposits flowed 
out of S&L's to earn higher rates in the 
money markets. Misintermediation 
occurred when the S&L's were stuck 
with long-term low-rate mortgages fund­
ed by liabilities (i.e., deposits) that were 

As the then-largest farm lender; 
the FeS's loan growth probably 
was responsible for much of the 

the massive frauds and insider abuses 
entered the picture. 

Had the FHLBB been more aggres­
sive in shutting down S&L's when they 
first became insolvent, and more selec­
tive in who could buy a failed S&L, the 
problem would have been largely 
solved. But the FHLBB would have 

run up in farmland prices. 

costing more than what the S&L's earned on the mortgages. Lia­
bility and asset term structures were "mis-" matched. 

Congress responded by removing Regulation Q, which had kept 
the S&L's from offering market interest rates. That solved the dis­
intermediation problem, but made the misintermediation problem 
worse; the S&L's were still stuck with those long-term low-rate 
mortgages as the costs of their deposits skyrocketed. 

As a result, some estimate that at least a third of all S&L's were 
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needed federal funds, and Congress would have resisted refinanc­
ing FSLIC in 1982, much as they have resisted in recent years. 
And closing a third of the S&L's would have called into question 
the federal commitment to support homeownership. 

In the early 1980s, Congress did give the S&L's the power to 
diversify away from home mortgage lending, hoping the new pow­
ers would promote diversification and lead to a more stable indus­
try. But the powers were used by the insolvent or nearly insolvent 
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tinue. For the FCS, once the losses were recognized, the fail­
ing regional banks either received a capital infusion or, in the 
case of the Jackson FLB, were closed down. These steps 
stemmed the system-wide losses and profitability was 
restored-for the time being at least. 

Not so for the S&L's. Failing S&L's have been allowed to oper­
ate for many months (in some cases, years) , while their losses 
were compounded by attracting even higher-priced deposits and 
making ever riskier loans. Troubled S&L's found themselves on a 
treadmill-the bigger their losses , the higher the interest rates 
they paid to attract deposits; these higher rates on deposits 
required even riskier loan ventures which in turn led to even 
greater defaults and losses. Not quite a Ponzi scheme, but close. 
And all fully sanctioned and backed by the full faith and credit of 
the federal government-Le., you and I. The price of this delay in 
solving the S&L crisis is enormous-$1-$2 billion per month. 

This third point of difference is the critical one for policymak­
ers. The FCS situation improved once aid was obtained and farm­
land prices turned around; but the S&L crisis just gets worse and 
worse even though the residential housing market remains strong. 

Two years ago, about 300 S&L's were in trouble to the tune of 
$25-$50 billion. One year ago, 500 S&L's required $75-$100 bil­
lion of assistance. Today, there are at least 800 S&L's in trouble 
reqUiring $150-$200 billion. 

And nothing has been done to prevent the S&L crisis from hap­
pening again . It stemmed not so much from deregulation as from 
misregulation. 

The Cures 

These differences in the causes ' of the crises have important 
implications for selection of the cure for each. Because the trig­
gering events were largely external for FCS, a stronger moral 
case can be made for assistance to FCS than to S&L's. Further­
more , declines in real interest rates and devaluation of the dollar 
suggested that there was "light at the end of the tunnel" for the 
FCS. Assistance could be temporary and selective, like patching 

S&L's to get into even higher-risk situations. And the regulators 
were ill-equipped to police the deregulated S&L's. 

... As Did The FCS Crisis 

The FCS was also shaped by the inflationary 1970s and the 
contractionary early 1980s. There was talk in the 1970s about a 
world food crisis , and commodity prices were going through the 
roof. With U.S. farm exports growing at an inflation-adjusted rate 
of over 10 percent annually, many believed that the farm real 
estate market was a sure bet. 

But Prentice makes it sound' as if the FCS was a hapless victim 
of external events; I strongly disagree. The pickle the FCS landed 
in was in large part due to its rapid loan growth during the 1970s. 
Some research shows that over four-fifths of farm-output growth 
during the 1970s was financed by new credit, not farmers' sav­
ings. As the then-largest farm lender, the FCS's loan growth prob­
ably was responsible for much of the run up in farmland prices. 

Even during boom times , lenders must exercise caution in 
extending new credit lest conditions unexpectedly sour. If the 
lenders fail to exercise caution, the institutions' creditors (i.e., 
bondholders) can .enforce the needed restraint. 

But the FCS bonds have quasi -agency status, meaning that 
bond buyers view the bonds as being implicitly guaranteed by the 
federal government. With such a guarantee, bondholders are likely 
to prefer a high-risk growth strategy, because the risk of bondhold­
er losses is almost nonexistent. For S&L's, federal deposit insur-
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a leaky boat until it arrives at a safe 
harbor. 

For the FCS , the price for the 
Prentice 

bailout was the creation of a secondary market for farmland 
mortgages. For years , the FCS had a monopoly on a defacto sec­
ondary market. Now it has to face competition from other 
lenders . In the end this competitive pressure will ultimately 
enhance the system's operations. Survival now requires tighter 
"ships" and better managed ones. 

There are, of course, some drawbacks to the FCS "cure." How­
ever, FCS has faced up to the new reality and some FCS banks 
plan to become active poolers in the new Farmer Mac. It remains 
to be seen if the farm sector financial recovery will continue (we 
think it will) , and if the FCS can restore longer-term profitability 
while paying back the bailout (something we are less confident 
will happen). 

For the S&L's, however, a capital infusion similar to the FCS 
infusion and higher deposit insurance fees will not suffice. A 
major overhaul of the regulatory environment is necessary if the 
current S&L crisis is to be corrected and future crises avoided. 

So there are some similarities between the FCS and the S&L 
crises. The problems are similar-bad loans and failing financial 
institutions. 

There are other similarities-both were chartered to meet spe­
cific needs in society, both are private institutions regulated by 
public or quasi-public agencies and both have depended on 
explicit/implicit federal guarantees. 

But the differences in the causes of the S&L's crisis as com­
pared to the FCS crisis-internal mismanagement and fraud as 
opposed to external forces , losses easily passed to the federal 
government as opposed to difficulty and uncertainty about pass­
ing these losses to the government, and continued losses as 
opposed to restored prosperity-argue for different solutions. An 
FCS type capital infusion into the S&L's without changes in the 
regulatory environment to root out · fraud and mismanagement 
will merely set the stage for more crises in the future . ~ 

ance works the same way. 
Aside from the rapid growth , the 

FCS made a big interest-rate gamble 
Gajewski 

in the early 1980s. Back when interest rates were in the high teens 
and near their peak, the FCS issued long-term, high-rate bonds to 
finance more growth in farm mortgages . Here, the FCS was gam­
bling that interest rates would go even higher during the following 
20 years, when in fact interest rates fell. Research suggests that 
the FCS could have survived the farm crisis without federal assis­
tance if it had not taken on the burden of this high-cost debt. 

Will The FCS Bailout Work? 

The FCS bailout seems to be working now because, as Prentice 
points out, the farm sector has rebounded. But what if the sector 
enters another cost-price squeeze, or endures another contrac­
tion? 

Even if the farm sector does well , it is too early to tell if the 
bailout will work. The FCS has to pay back much of the Federal 
aid over the next 15 years, creating a drain on profits. Moreover, 
many FCS lenders have vowed to regain their market share by 
jacking up loan volume. Such a high-growth strategy could work, 
but it · could also help fuel another land boom, and eventually 
backfire if the farm sector recovery falters . It's up to the Farm 
Credit Administration (FCA) , the FCS regulator, to make sure the 
FCS institutions grow enough to repay the aid, but not so fast as to 

Continued, Page 27 
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