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Policy makers should consider allowing more freedom in Minnesota's banking industry. To assure
consumers convenient and innovative banking services and to let banks compete as other financial
firms already can, policy makers should loosen restrictions on new types of banking facilities, branch
banking, and holding company affiliations. To further increase competition and possibly decrease the
prices of bank services, they should also consider
letting banks from other states locate in Minnesota.
These recommendations are based on our study
of competition in Minnesota's banking industry. It
suggests that even though two large multibank
holding companies (MBHCs) hold about half the
state's bank deposits the industry is competitive, so
current government restrictions may not be necessary.
In banking as in other industries, the public is
usually best served when firms are free to compete
without government intervention. As firms individually try to maximize their profits, the industry as a
whole provides the goods and services consumers
want at the least cost. When a few firms hold a large
share of the market, however, an industry could
easily not be competitive. Since they're so large, the
firms may not need to compete; together they could
set their own high prices and offer few services in
order to increase their profits.
The government has a role in any industry with
the potential for this kind of noncompetitive behavior, but how much it needs to do is hard to determine. Its role could range from just monitoring
prices and the availability of goods and services to
explicitly limiting the size and activities of the firms.
Although economic theory provides little guidance

here, obviously government involvement should be
more restrictive if noncompetitive behavior is detected and less if only the potential exists.
The government has restricted Minnesota's
banking industry quite a bit without evidence of such
behavior. The potential clearly exists here—together
First Bank System and Northwest Bancorporation
hold about half of the state's bank deposits—so
some government involvement is needed. Without
evidence of noncompetitive behavior by these two
firms, though, policy makers have been limiting
their activities and in some ways the activities of all
banks. The Board of Governors of the Federal
Reserve System, for example, has been reluctant to
let the two MBHCs acquire more banks. And the
state of Minnesota has prohibited all banks from
branching and severely limited the type and location
of other facilities they may offer. (See box on page
7.)
This much government intervention may have
been necessary if the industry was not competitive.
But policy makers had no evidence of that before
they restricted Minnesota's banks. Have affiliates of
the two large MBHCs actually been earning a
greater return than other banks by charging higher
prices and offering fewer services?
Let's look at the evidence.
A Look at Profits1
Past studies of bank performance have looked at
bank profits more than other measures because data
Ipart of an as yet unpublished study of the profitability of Minnesota
banks by David S. Dahl, Research Department, Federal Reserve Bank of
Minneapolis, Minnesota, 1977.
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which can be used to measure profitability are collected regularly by federal agencies. Generally,
"profitability" is the measure of a firm's return on
capital. In banking studies it is usually measured by
the ratio of net income to bank equity. Net income is
total revenue less all operating expenses, security
gains and losses, and taxes; bank equity is simply
assets less liabilities.
But some have argued against the net income to
equity ratio as a good measure of profitability. One
study, for example, showed that the federal tax on
corporate income considerably alters the relationship between the size and net income of commercial
banks so income before taxes should be used. 2
Others have questioned whether equity is as meaningful in banking as in other industries and have
suggested total assets as a more appropriate
measure. 3
Our purpose here is to compare the profitability
of affiliates of Minnesota's two large MBHCs to that
of other Minnesota banks, not evaluate the relative
merits of profitability measures. To take these criticisms into account, however, we examine four
measures of profitability: net income to equity and
income before taxes to equity, net income to total
assets, and income before taxes to total assets. In
order to test the consistency of our results, we make
these comparisons for five consecutive years (1971
through 1975).4
But simply comparing affiliates of the two large
MBHCs to other banks may be misleading. Previous
profitability studies suggest that size, location in
rural or urban areas, and location in counties with or
without affiliates may affect the profitability of a
bank. So besides comparing all affiliates to all other
banks, we make several other comparisons based on
size and location.
Our results are clear: on average, affiliates of
the two large MBHCs have been more profitable
than other banks. 5
Table 1 shows our results for the net income to
equity measure of profitability. (The results for the
other measures are substantially the same; they are
not reported but are available upon request.) On
average, affiliates of the two large MBHCs have had
much higher profit rates than all others. 6 Banks
which do not compete locally with affiliates of the
two have been slightly more profitable than nonaffil2

iate banks in affiliate counties, but they have still
been considerably less profitable than affiliate
banks.
When classified by urban and rural location and
then by size, affiliate banks have still been more
profitable. This is true in urban areas both when the
affiliates are compared to all other banks and when
other banks are divided by counties with and without affiliates. With some minor exceptions, the result holds regardless of size.
The rural comparisons appear to have more
significant exceptions. Although the results hold
between all rural affiliates of the two large MBHCs
and all other rural banks, large rural banks in counties without affiliates seem to have been much more
profitable than any other banks in rural counties
with affiliates—including the affiliates. Since the
group of nonaffiliate large rural banks is very
small, however, this does not seriously weaken the
evidence that affiliates of the two large MBHCs
have on average been more profitable than other
banks in Minnesota. 7
2
Lyle E. Gramley, A Study of Scale Economies in Commercial Banking
(Federal Reserve Bank of Kansas City, Missouri, 1962), p. 36.

3 Administrator of National Banks, Studies in Banking Competition and
the Banking Structure (Washington, D.C., 1966), p. 161.
4
The study included all insured commercial banks in Minnesota. Profitability measures were calculated from semiannual Reports of Condition
and annual Reports of Income filed with federal regulatory agencies. Total
assets and equity for each year were calculated by averaging the amounts
on the reports for December of the preceding year and June and December
of the current year.
5
Some nonaffiliate banks have been more profitable than affiliate banks,
but the average of all affiliates' profit rates is consistently higher than the
average of other banks'.

^The profitability of banks not affiliated with the two large MBHCs could
be understated because to minimize taxes stockholder-officers of family
controlled or closely held banks could be realizing bank profits as higher
salaries instead of as dividends. This may help explain the difference we
find between small affiliate and nonaffiliate banks because small nonaffiliates are those most likely to be family controlled. But that difference could
also be explained by the greater benefits of affiliation for smaller banks.
And this kind of profit-understatement cannot explain the difference between large banks.
7
T W O other studies have specifically compared the profitability of
Minnesota's MBHCs to other banks. Both used the net income to equity
measure, and both got the same results. Carter H. Golembe Associates,
using data for just one year (1968), compared the profitability of affiliates
of all MBHCs to that of all banks in Minnesota—in the aggregate and
broken down by deposit size. Francis M. Boddy, using data for two years
(1972 and 1975), compared banks by counties with and without affiliates as

Federal Reserve Bank of Minneapolis Quarterly Review/Fall 1977

