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MINNESOTA’S BANK STRUCTURE AND RURAL CREDIT

by

Mathew Shane

In evaluating the performance of a particular bank structure, such as

that in the state of Minnesota, we are asking whether the restraints of a

particular system are causing a pattern of deposit and lending behavior

which is less desirable than that which would occur under an alternative

system. To be specific, is the unit banking system of the state of

lthnesota a detriment or an asset to the state’s economy, and would the

inauguration of a branch banking system add to or detract from the vitality

of that economy. After careful analysis of this question, it is the

conclusion of the author that many inadequacies exist within the present

system. These include evidence of substantial movements of funds from

rural to urban areas, a balance of almost $1.2 billion in December 1972;

differentials in loan-to-deposit ratios which exceeded 18 percent in

December 1973; and lending limits on rural banks which are on average

lower than those of the average commerical agricultural credit line. For

these reasons, to be documented below, the author must conclude that the

existing unit banking system is inadequate to meet the current and future

credit needs of the state and particularly of the rural areas.

Commercial banking is one of the most highly regulated industries in

this county. This is largely a result of the perception of the fundamental

role which commercial banks play in the economic life of the community,

and of the dislocation which would be caused by a bank failure. This

perception is by no means incorrect. Indeed, decisions made by banks and
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other financial institutions regarding the mobilization and allocation of

a community’s surplus resources, commonly called savings, are a central

determinant of the level and growth of economic activity within that community.

Very few economic units can operate in our advanced financial economy without

obtaining some credit services from a commercial bank. Indeed, it might be

said that one distinguishing characteristic of a successful as compared to

an unsuccessful business is its ability to get financial backing of a formal

or an informal nature. Thus the analysis of bank structure and performance

is not a secondary issue with little or no consequence. Indeed, the ability

of our region to prosper in the years ahead could very well depend in part on

the ability of our financial institutions to respond rapidly to the changing

demands being placed on them by our ever changing and dynamic economy.

This is the issue on which I will focus this report, a timely issue,

an important issue, and one which should be judged solely on the merits

of the available evidence.

In the following section, I will focus on three particular pieces

of evidence which I feel are central to this case: (1) the rural-urban

balance, (2) the loan-to-deposit differential of rural and urban banks

and (3) the supply and demand for rural loans with particular emphasis

on rural bank loan limits and agricultural loan demand.

I. The Rural-Urban Balance

One of the most prominent features of the existing banking system is

the built-in tendency to move rural funds into urban are’as. In Minnesota,

this means primarily into the Twin Cities. Table 1 presents a summary of

this pattern for December 1972. As of that date, non-metropolitan Minnesota
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Table 1. Net Rural Urban Balance for the Twin Cities, The ‘lluinCities
Metropolitan Area, and Non-Metropolitan Minnesota as of
December 31, 1972 (in $1,000) &/

Metropolitan Non-Metropolitan
Twin Cities Area Minnesota

(1) Net Correspondent
Balances 229,884 205,003 -202,457

(2) Net Fed Funds
Purchases 499,389 434,580 -156,250

(3) Net Direct
Balances 1,778,724 823,763 -823,763

(4) Net Rural-Urban
Balance 2,807,992 1,463,346 -1,182,470

~1 The Twin Cities includes all banks in Ramsey and Hennepin Counties
while the metropolitan area includes all banks in Anoka, Carver,
Dakota, Scott and Washington Counties in addition to Ramsey and
Hennepin Counties.

Source by row:

(1) Twin Cities figure obtained from Table 2. Metropolitan figure obtained
by subtracting net correspondent balances of Anoka, Carver, Dakota,
Scott and Washington counties. The non-metropolitan counties was the
rest of Minnesota. See Appendix 1 for county data.

(2) Taken from Table 2 for Twin Cities. Remaining columns similarly arrived
at as row (l).

(3) Taken from Table 4 and aggregated into correct vounty groupings.

(4) The summation of row (1) - (3).
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had a net deficit of almost $1.2 billion. This net deficit contains three

components, net

of $156 million

the counties of

correspondentbalances of $202 million, net Fed funds sales

and net direct balances of $824 million. For the Twin Cities -

Hennepin and Ramsey -- this pattern was just the reverse.

While rural Minnesota was exporting funds, the Twin Cities were net importers.

Thus for December 1972, they had net correspondentbalances of $230 million,

net fed fund purchases of $500 million and net direct balances of 1.8 billion.

It should be noted that the Twin Cities also imported funds other than those

1/from rural Mi_nnesota.–

Although the net position as of December 1972 provides insight into the

overall pattern, a

A. Federal Funds

look at the time trend of the components is also revealing.

Purchases and Sales

Table 2 presents the level of Federal Funds participation from December

31, 1965, to December 31, 1973. Although one could make a number of

interesting observations, the most startling fact is the sheer growth of this

market. From 1965 to 1973, the Twin Cities’ purchases increased by more than

100 times and resulted in a net inflow of more than $700 million dollars.

Between 1972 and 1973 alone, the Twin Cities increased purchases by more than

$200 million. Over the same period, sales from the rest of Minnesota increased

at almost as dramatic a pace, so that over the period, there was a net outflow

of more than $300 million from rural Minnesota, with $127 million occuring

between 1972 and 1973. It

IJ I refer to funds

is clear that this market will become increasingly

coming in from the surrounding states.
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Table 2. Federal Funds Purchases and Sales of Commercial Banks in the Twin
Cities and the Rest of Minnesota as of December 31, 1965-1973 ~1

Fed Funds Purchases Fed Funds Sold Net Fed Funds Purchases

Rest of Rest of Rest of
Year Twin Cities Minnesota Twin Cities Minnesota Twin Cities Minnesota

1965 10,000 4,100 15,500 600 -5,500 3,800
1967 67,738 3,800 3,200 12,200 64,538 -8,940
1969 267,596 5,81S 170,959 62,715 96,637 -56,820
1971 430,628 19,315 230,227 106,295 200,401 -86,980
1972 641,586 26,545 142,197 197,604 499,389 -171,059
1973 1,110,425 30,604 410,138 329,117 700,287 -298,513

1973-1965 1,100,425 26,504 394,638 328,517 705,787 -302,013

Al The Twin Cities includes all banks in Ramsey and Hennepin Counties. The data was
derived from county asset and liability accounts of commercial banks in Minnesota
provided the author by the Federal Reserve Bank of Minneapolis. This item was not
reported before 1965.



-6-

important as a medium for transferringresources within the banking system

of our state.

B. Correspondent Balances

Table 3 summarizes the holdings of correspondent balancesz’ of

Twin Cities and Non-Twin Cities Minnesota commercial banks from 1961

through 1973. Although there has always been a substantial correspondent

balance in Twin Cities banks, this balance has been reduced over the

period, and particularly since

balances of outstate banks has

implied an outflow of funds in

1969. On the other hand, the correspondent

continued to rise. Over the period this

the amount of $121 million, with $47 million

of this occuring between 1972 and 1973. One particularly noteworthy

result is the

correspondent

Minnesota was

of funds from

services with

Cities banks.

fact that although Minnesota was a net importer of

balances throughout the period 1961-1972, that as of 1973

3/
a net exporter.— Involved is a $190 million outflow

Minnesota. This could imply a realigning of correspondent

large Chicago and New York banks rather than with Twin

c. Net Direct Balances

The calculation of net direct balances was accomplished using

econometric techniques. No previous estimate of these balances is

~/ Correspondent balances are deposits held by one bank in another
in return for services received such as check clearing and overline loans.

~/ ‘his can be calculated by adding the net balance of the Twin
Cities and the rest of Minnesota together.
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Table 3. Correspondent Balances of Commerc:LalBanks in the Twin Cities
and the Rest of Minnesota, December 31, 1961-1973 (in $1,000) “

Deposits From Deposits With
Other Banks Other Banks Net Balance

Rest of Rest of Rest of
Year Twin Cities Minnesota Twin Cities Minnesota Twin Cities Minnesota

1961 370,681 41,936 102,583 194,764 268,098 -152,828
1963 347,225 38,723 71,524 168,898 275,701 -130,175
1965 390,334 42,429 113,225 214,051 277,109 -171,622
1967 387,620 42,038 137,392 211,934 250,228 -169,896

1967-1961 16,939 102 34,809 16,970 -17,870 -17,068

1969 508,504 41,243 150,636 241,969 357,868 -200,726
1971 507,480 51,643 213,443 273,970 294,037 -222,327
1972 448,533 55,483 218,649 282,821 229,884 -227,338
1973 463,960 51,489 222,298 326,089 241,662 -274,600

1973-1967 76,340 9,451 84,906 114,155 -8,566 -104,704
1973-1961 93,279 9,553 119,715 131,125 -26,436 -121,772

l_/ The Twin Cities includes all banks in Ramsey and Hennepin Counties. The data was
derived from county asset and liability accounts of commercial banks in Minnesota
provided the author by the Federal Reserve Bank of Minneapolis.
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available. Table 4 summarizes these calculations for Minnesota counties

for December 31, 1972.

The process of calculating these balances involved the following

steps. (1) A deposit function was estimated based on a cross-section

study of family financial portfolios. (2) Using the distribution of

family income for each county from census data, a predicted level of

deposits was derived. (3) Based on available information from the

Federal Reserve and Home

county were calculated.

in Farmers and Mechanics

Loan Bank Board actual deposits for each

For Hennepin county these include deposits

Savings Bank as well as in S & L’s and commercial

banks. (4) Total predicted deposits were then normalized so that the

sum of actual and predicted deposits for the state were the same.

(5) Finally, actual total deposits were

the difference being direct balances.

Several observations are in order.

direct balances held in the Twin Cities

subtracted from predicted deposits,

Almost $900 million of the

are accounted for by balances

of the surrounding metropolitan counties. There remain on balance close to

$1 billion of non-metropolitan balances held in urban banks.

II. Loan-to-Deposit

The pronounced

ratios~l
(referred

Ratios

differential between rural and urban loan-to-deposit

to as L/D) is a universal feature of unit banking

4_/ The loan-to-deposit ratio is defined as: L/D = (Total Loans/
Total Deposits) x 100.
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systems. For the case of Minnesota, this differential has been increasing

over the period investigated, so that while the Twin Cities had only a

little less than 6 percent higher L/D ratio in 1961, they had more than

18 percent higher ratio in 1973 (see Table 5). This fact points to one of

the most serious shortcomings of the present system: rural banks appear

to be less and less able to keep up to the performance of urban banks.

There are many reasons for this, most of which are related to the

existing unit banking structure. As of December 1973, 28 of the 87

counties in Minnesota had five or fewer banks. In addition, 36 of the

counties did not even have one savings and loan association office.

In much of rural Minnesota, commercial banks face very little competition

in these regional markets, and in some areas of the state, banks have

virtual monopolies of the financial services in their local areas. The

effect of such a system is that there are no competitive forces operating

to guarantee high quality banking service.

In addition to the fact that many rural Minnesota banks are

quite isolated, there are other features of the state’s bank structure

which tends to foster conservative banking among most of Minnesota’s

non-metropolitanbanks. These include (1) deposit fluctuations,

(2) portfolio diversification problem, (3) lack of specialized loan

officers and (4) low loan limits.

Each of these problems is in some way related to the small average

size of non-metropolitan banks. Table 6 presents a distribution of

commercial banks by size of deposits. Of the 737 commercial banks in

Minnesota, 470 had deposits of less than $10 million, while 575 had

deposits of less than $15 million. Table 7, which gives the distribution
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Table 5. Loan-To-Deposit Ratios of Commercial Banks in the Twin Cities
and the Rest of Minnesota, December 31, 1961-1973 L/

Rest of
Year Twin Cities Minnesota Difference

1961 50.54 44.92 5.62
1963 57.28 47.91 9.37
1965 59.84 48.47 11.37
1967 60.45 51.84 8.61

—

1967-1961 9.91 6.92 2.99

1969 68.28 54.50 13.78
1971 61.16 53.61 7.55
1972 70.51 53.08 17.43
1973 74.62 56.24 18.38

1973-1967 14.17 4.40 9.77
1973-1961 24.08 11.32 12.76

l_/ The Twin Cities includes all banks in Ramsey and Hennepin Counties.
The data was derived from county asset and liabiJ.ityinformation of
commercial banks in Minnesota provided the author by the Federal
Reserve Bank of Minneapolis.
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Table 6. The Distribution of Minnesota Commercial Banks by Size of
Deposits as of December 31, 1973

Size of Deposits Number of Banks

Less than 5 million 250

5-9 million 220

10-14 million 105

15-20 million 50

More than 20 million 112

Total 737

Table 7. The Distribution of Minnesota Commercial Banks by Popu-
lation of Bank Location and Reserve City Classification
for December 31, 1973

Average Deposits
Population Class Nqmber of Banks Per Bank ($1000)

Less than 1000 309 4,485

1000-4999 215 7,148

5000-9999 62 18,253

Greater than 10,000 143 27,245

Reserve City 8 514,041

Total Minnesota 737 16,168

Total Less Reserve City 729 10,905

Median Bank 368 5,895
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over size of towns, demonstrates the close association between small banks

and rural Minnesota. The median bank in Minnesota has almost $6 million

in deposits and an individual loan limit of approximately $60 thousand.

Although this topic will be ahalyzed in the next section, this fact portends

serious problems for the average bank trying to meet the average loan need

of a rural business.

Because of the heavy dependence of outstate banks on agricultural

loans -- the 524 banks in towns having less than 5000 population had on

average 41 percent of their loans in agriculture -- there is both a

serious seasonality to deposits and an extremely high risk associated

with a business failure. This is due to the fact that the income and

wellbeLngof the farm population in a given locality would naturally tend

to fluctuate together. If one adds to this the fact that the small resource

base of the median bank is inadequate to hire specialized agricultural

loan officers, one realizes that the low loan-to-deposit ratios are indeed

justified within the current system.

Is there evidence that an alternative regional branching system such

as the one proposed would in any way reduce these problems and allow

better loan performance. The answer to this question is definitely yes.

Table 8 summarizes the evidence related to the operations of three

Northwest Bancorporation affiliated branch systems in South Dakota, the

First National Bank of Aberdeen, First National Bank of Rapid CitY

and Northwestern Bank of Sioux Falls. On average the branch systems

had almost as high L/D ratios as did the Reserve City class of banks

in Minnesota, 71% as compared with 78%. In addition, branch offices in

towns of less than 5000 population had loan-to-deposit ratios fully

10 percent higher than the comparable class of banks in Minnesota, 61%

as compared with 51%.
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Table 8. Loan-to-Deposit Ratios, Farm Lending, Population of Office
Location and Lending Limit of Three Branch Systems in South
Dakota as of December 31, 1974.

Loan-to Farm Loans Size of Legal
Office Deposit Total Loans Community Lending Limit

($)

Aberdeen Bank
Aberdeen
East
Bristol~/

Britton
Groton
Hecla
Milbank
Mobridge
Redfield

System Average

Sioux Falls Bank
Colonial
Stockyards
Westwood

pa:::;gl#/

Dell Rapids
Gregory
Huron
Lake Preston
Madison
Parker

System Average

Rapid City Bank
Main
Robbinsdale
Villa Ranchaero
Belle Fourche
Deadwood
Hot Springs
Lead
Newell
Spearfish
Sturgis
Mountain View

System Average

90.4
176.9
33.0
58.6
83.0
83.3
66.5
73.2
58.3
80.36

108.22
76.50
76.39
68.45
37.72
73.07
54.51
68.15
63.64
51.22
46.39
60.36

83.4
122.0
79.0
79.8
44.4
53.0
47.0
67.6
52.1
76.1
110.0

23,7
22.3
63.7
60.1
44.7
75.0
24.4
31.1
50.1
41.27

22

15
51
54
70
27
75
26
56
33

N.A.
N.A.
N.A.
N.A.
N.A.
N.A.
N.A.
N.A.
N.A.
N.A.
N.A.

26,476
26,476

470
1,465
1,071
407

4,100
4,545
2,943
7,550

72,488
72,488
72,488
13,717
2,626
1,991
1,756
14,299

812
6,313
1,005
21,665

43,836
N.A.

4:i:i
2,409
4,434
5,420
644

4,661
4,536
N.A.

937,500
937,500
937,500
937,500
937,500
937,500
937,500
937,500
937,500
937,500

1,700,000
1,700,000
1,700,000
1,700,000
1,700,000
1,700,000
1,700,000
1,700,000
1,700,000
1,700,000
1,700,000
1,700,000

1,600,000
1,600,000
1,600,000
1,600,000
1,600,000
1,600,000
1,600,000
1,600,000
1,600,000
1,600,000
1,600,000

~/ Bristol bank was acquired in late 1974.

~/ The Chamberlain office was heavily involved in cattle loses and writeoffs.

~/ The Parker office was acquired during 1974.
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Thus it must be concluded that many of the problems associated with

low loan-to-deposit ratios of rural Minnesota banks could be overcome in

a regional branch banking system such as exists in South Dakota. Increasing

by ten percent the loan-to-deposit ratios of banks in towns of less than

5000 would imply an increase in loans totalling $184 million! This much

in additional funds would accrue automatically to the small communities of

Minnesota, even without considering the effect on the rest of the banking

system.

III. Supply and Demand for Rural Loans

The last issue to be discussed involves the capacity of the existing

unit banking system to respond to the changing composition and types of

credit demand. As stated previously, the average bank in Minnesota has

a legal lending limit of about $60 thousand.

Table 9 summarizes the average credit line of 25 Minnesota farmers at

five Minnesota banks. On average the agricultural credit lines increased

270 percent over the five year period from 1970 through 1974. From 1969

through 1973, a comparable five year period, the average loan limit of a

5/
non-Twin Cities bank increased only 147 percent.— Since in general banks

are reluctant to loan out funds up to their limit and as a mean is

upwardly biased anyway, this difference in growth implies a serious credit

problem. Put another way, the average bank in 1973 (refering to the median

as previously used) could not provide the average amount of credit required

by the average commercial farm borrower. Since the trend in agriculture

is toward fewer and larger farms with higher average credit demands, we

see a situation developing where a relatively large borrower is facing

>/ See Table 10.
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Table10. Average Capital and Surplus, and Lending Limit of Non-Twin
City Banks, 1/1967-1973 in Thousands of Dollars. _

1967 1969 1971 1972 1973

Capital and
Surplus 304.844 350.209 407.074 454.237 517.462

Lending Litit 60.968 70.041 81.414 90.847 103.492

l_/ The average is derived by taking the total value and dividing by the
number of Minnesota banks outside of Ramsey and Hennepin counties.
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a relatively small lender. The implications are quite clear in terms of the

ability of commercial banks to finance agricultural operations.

An additional indication of the nature of the agricultural credit

problem is the competition which has developed between commercial banks and

the Product Credit Associations (PCA’S) in Minnesota. As a means of evaluating

this, I compared the percent of agricultural lending of banks and PCA’S in

high and low loan-to-deposit counties between 1963 and 1972. On average PCA’S

lost a percent of the market in high L/D counties and gained a percent of

the market in low L/D counties (see Table 11). Indeed, at the extreme the

PCA’S gained eight percent of the market in the low L/D counties, while losing

almost four percent

IV. Conclusions

in the high L/D counties.

Minnesota’s current unit banking system faces some very serious problems

for lending in rural Minnesota. The evidence indicates that substantial

quantities of funds are moving from rural Minnesota into the Twin Cities,

that rural banks are far less aggressive in their lending behavior than

their city cousins and that especially in agriculture, the average Minnesota.

bank will find it increasingly difficult to nrovide for the credit needs of
“.,,.--- —

the average farmer. What is even more serious is that these problems appear%.._,___——

to be getting more severe rather than less, and that the current system will

therefore become more and more inadequate to the demands of the future. In

each of these crucial areas there is evidence and reason to believe that a

regional branch banking system would help to overcome these growing problems.

It would remove the constraint of low loan limits by pooling the resources

of many banks. It would remove some of the risk faced by a single bank in

a concentrated loan portfolio by increasing the geographic area and complexion
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of loans. It would permit the hiring of specialized lending and borrowing

agents which becomes increasingly importq.ntin our complex technological

society. And finally, it would utilize the best people in the banking

industry over many more banking offices over a larger resource base thus

giving more people access to good banking.


