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TT
he characteristics of credit unions vary 

distinctly from those of the other financial 

institutions discussed so far.

The specific objectives of this chapter are to:

describe the main sources and uses of credit

union funds,

explain how credit unions are regulated, and

explain how credit unions are exposed to vari-

ous forms of risk.
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Background on Credit Unions
Credit unions (CUs) are nonprofit organizations composed of members with a common
bond, such as an affiliation with a particular labor union, church, university, or even res-
idential area. About 20 million people are members of a CU. Qualified persons can typ-
ically become a member of a CU by depositing $5 or more into an account.

There are about 10,200 CUs in the United States. Although the number of CUs now
exceeds the number of commercial banks, the total assets of CUs are less than one-tenth
the amount of total assets in commercial banks.

Ownership of Credit Unions
Because CUs do not issue stock, they are technically owned by the depositors. The de-
posits are called shares, and interest paid on the deposits is called dividends. Because
CUs are nonprofit organizations, their income is not taxed. Like savings institutions and
commercial banks, CUs can be federally or state chartered. If the state does not offer a
charter, a federal charter is necessary.

Credit Unions28

http://
www.cu.org A good
resource for anything
related to CUs, including
history and statistics.
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Exhibit 28.1 Growth in Credit Union (CU) Assets over Time
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Objectives of Credit Unions
Because CUs are owned by members, their objective is to satisfy those members. CUs
offer interest on share deposits to members who invest funds. In addition, they provide
loans to members who are in need of funds. They are simply acting as an intermediary
for the members by repackaging deposits from member savers and providing them to
member borrowers. If CUs accumulate earnings, they can use the earnings to either of-
fer higher rates on deposits or reduce rates on loans. Either choice would benefit some
members but not others. In many cases, CUs instead use excess earnings for advertising
to attract more potential members who qualify for the common bond. Growth can al-
low CUs to be more diversified and more efficient if economies of scale exist.

Size of Credit Unions
Although a few CUs (such as the Navy Federal CU) have assets of more than $1 billion,
most are very small. Federally chartered CUs are growing at a faster rate than state-
chartered CUs. Exhibit 28.1 shows the total asset size of CUs over several years, 
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Credit Unions Online

Several credit unions now offer various
services over the Internet, as shown here
for Corning Credit Union. Notice that
Corning provides direct account access, as
well as a vehicle-buying service and finan-
cial calculators online.

www.corningcu.org Click on “Electronic
Services.”

FINANCIAL MARKETS ONLINEFINANCIAL MARKETS ONLINE

distinguishing between federally and state-chartered CUs. In the late 1970s, federally
chartered CUs were just slightly ahead of state-chartered ones, but since then they have
grown at a much higher rate and are now significantly larger than the aggregate size of
state-chartered CUs.

Advantages and Disadvantages 
of Credit Unions
Because CUs are nonprofit and therefore are not taxed, they can offer attractive rates to
their member savers and borrowers. In addition, their noninterest expenses are relatively
low, because their labor, office, and furniture are often donated or provided at a very low
cost through the affiliation of their members.

Some characteristics of CUs can be unfavorable. Their volunteer labor may not have
the incentive to manage operations efficiently. In addition, the common bond require-
ment for membership restricts a given CU from growing beyond the potential size of that
particular affiliation. The common bond also limits the ability of CUs to diversify. This
is especially true when all members are employees of a particular institution. If that in-
stitution lays off a number of workers, many members may simultaneously experience
financial problems and withdraw their share deposits or default on their loans. This could
cause the CU to become illiquid at a time when more members need loans to survive the
layoff.

Even when the common bond does not represent a particular employer, many CUs
are unable to diversify geographically because all members live in the same area. Thus,
an economic slowdown in this area would have an adverse impact on most members.
Furthermore, CUs cannot diversify among various products the way that commercial
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http://
www.corningcu.org
Information about
services related to
financial planning that 
are provided by CUs.
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banks and savings institutions do. They are created to serve the members and therefore
concentrate heavily on providing loans to members. Finally, in the event that CUs do
need funds, they are unable to issue stock because they are owned by depositors rather
than shareholders.

Sources of Credit Union Funds
Credit unions obtain most of their funds from share deposits by members. The typical
deposit is similar to a passbook savings account deposit at commercial banks or savings
institutions, as it has no specified maturity and is insured up to $100,000. CUs also 
offer share certificates, which provide higher rates than share deposits but require 
a minimum amount (such as $500) and a specified maturity. The share certificates of-
fered by CUs compete against the retail CDs offered by commercial banks and savings 
institutions.

The proportion of regular share deposits and share certificates has been somewhat
stable in recent years. The proportion of funds obtained through regular share deposits is
relatively large compared to the counterpart passbook accounts offered by other depos-
itory institutions. This characteristic allows CUs to obtain much of their funds at a rel-
atively low cost.

In addition to share deposits and certificates, most CUs also offer checkable accounts
called share drafts, which became more popular in the early 1990s. These accounts can
pay interest and allow an unlimited amount of checks to be written. They normally re-
quire a minimum balance to be maintained. Share drafts offered by CUs compete against
the NOW accounts and money market deposit accounts (MMDAs) offered by commer-
cial banks and savings institutions.

If a CU needs funds temporarily, it can borrow from other CUs or from the Central
Liquidity Facility (CLF). The CLF acts as a lender for CUs in a manner similar to the Fed-
eral Reserve’s discount window. The loans are commonly used to accommodate seasonal
funding and specialized needs or to boost the liquidity of troubled CUs. Any funds held
by the CLF are invested in short-term securities until CUs request additional loans.

The CLF is an emergency lending fund that is part of a much larger internal system
called the Corporate Credit Union Network, consisting of the Central Credit Union (a
central bank for credit unions) and 42 corporate credit unions. These “credit unions for
credit unions” not only provide for short-term liquidity but also offer investment and
payment services for CUs and are important to their smooth functioning and stability.
They provide the funds to capitalize and maintain the CLF.

Exhibit 28.2 shows the average cost to federally chartered CUs of obtaining funds
over time. Considering how volatile market interest rates have been, the average cost of
funds to CUs has been relatively stable over time. Due to the greater proportion of pass-
book deposits at CUs, the sensitivity of the cost of funds to interest rate movements has
been significantly lower for CUs than for savings institutions or commercial banks. The
rates offered on CUs’ accounts have remained somewhat stable, while rates on CDs and
other accounts commonly used by savings institutions and commercial banks move with
the market interest rates.

Like other depository institutions, CUs maintain capital. Their primary source of
capital is retained earnings. Exhibit 28.3 shows the average capital ratio of CUs over
time. In recent years, CUs have boosted their capital, which helps cushion against any
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Exhibit 28.3
Average Capital Ratio of
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Exhibit 28.2 Average Cost of Funds for Federal Credit Unions
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future loan losses. Given that CUs tend to use conservative management, their capital
ratio is relatively high compared with other depository institutions.

Uses of Credit Union Funds
Credit unions use the majority of their funds for loans to members. These loans fi-
nance automobiles, home improvements, and other personal expenses. They are typi-
cally secured and carry maturities of five years or less. Some CUs offer long-term 
mortgage loans, but many prefer to avoid assets with long maturities. In addition to pro-
viding loans, CUs purchase government and agency securities to maintain adequate 
liquidity.

Until recently, rates charged by CUs on loans were constrained by a regulatory ceil-
ing. In the late 1970s and early 1980s, market rates on securities reached the ceiling rates
on loans, and the return on relatively risky loans was no higher than the return on high-
grade securities. Consequently, CUs restructured their asset portfolios to concentrate on
securities in favor of loans. Exhibit 28.4 illustrates the loans by CUs in proportion to the
value of their shares. The proportion of loans declined during the early 1990s, when
economic growth (and thus the demand for loans) in the United States declined. It in-
creased once U.S. economic growth increased, but declined again in 2000 when the
economy weakened..

Exhibit 28.5 shows the average yield earned by CUs on loans and investments over
time. The yield on loans is generally above that of investments because CUs’ investments
usually have a relatively low degree of credit risk. Because loans dominate the asset port-
folio, the overall average yield on assets is more closely tied to the average loan yield.
The difference between the average yield on loans and investments is generally between
three and four percentage points.
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Exhibit 28.4
Loans as a Proportion of

Shares at Credit Unions
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Exhibit 28.5 Average Yields on Loans and Investments by Federal Credit Unions
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Regulation of Credit Unions
Federal CUs are supervised and regulated by the National Credit Union Administration
(NCUA), which is composed of three board members, one of whom chairs the board.
The board members are appointed by the president of the United States and confirmed
by the Senate. They serve staggered six-year terms. The NCUA participates in the cre-
ation of new CUs, as it has the power to grant or revoke charters. It also examines the
financial condition of CUs and supervises any liquidations or mergers.

Risk Assessment
To examine CUs, the NCUA employs a staff of examiners. All federally chartered CUs as
well as any state-chartered CUs applying for federal insurance are examined by the staff.
Each CU completes a semiannual call report that provides financial information. From
this information, the NCUA examiners derive financial ratios that measure the financial
condition of the CU. The ratios are then compared to an industry norm to detect any sig-
nificant deviations. Then a summary of the CU, called a Financial Performance Report, is
completed to identify any potential problems that deserve special attention in the future.

As part of the assessment, the examiners classify each CU into a specific risk cate-
gory, ranging from Code 1 (low risk) to Code 5 (high risk). This is intended to serve as an
early warning system so that CUs that are experiencing problems or are in potential dan-
ger can be closely monitored in the future. The criteria used to assess risk are capital ad-
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Exhibit 28.6
Number of Problem

Credit Unions per Year
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equacy, asset quality, management, earnings, liquidity, and sensitivity to market condi-
tions. This CAMELS system has been used since 1987 and is very similar to the Federal
Deposit Insurance Corporation (FDIC) system for tracking the commercial banks it in-
sures. Less than 10 percent of the CUs have been assigned the more risky (4 and 5) rat-
ings in any given year (see Exhibit 28.6). Although this system will not always correctly
classify CUs in their proper risk category, it can at least alert the examiners as to which
CUs are experiencing financial problems.

In 1999, the NCUA implemented a Corporate Risk Information System (CRIS),
which provides a more detailed analysis of each CU’s risk. This new system may enable
the NCUA to further improve its risk assessment procedure.

Exhibit 28.7 shows total CU failures during the 1990s and 2000. The significant de-
cline in failures is attributed to the close monitoring by the NCUA and to the strong eco-
nomic growth in the United States.
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Exhibit 28.7
Total Credit Union
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Capital and Interest Rate Requirements
CUs are subject to capital requirements of 8 percent of risk-weighted assets, 4 percent pri-
mary capital (such as retained earnings and reserves), and 4 percent secondary capital.
CUs are regulated as to the types of services they offer. At one time they were regulated as
to the rates they could offer on share deposits or charge on loans, but the DeregulationAct
of 1980 led to a phasing out of deposit ceiling rates. In addition, CUs are now able to offer
home mortgage loans of any size or maturity and can sell the mortgages they originate.

Regulation of State-Chartered Credit Unions
State-chartered CUs are regulated by their respective states. The degree to which CUs can
offer various products and services is influenced by type of charter and by location. In ad-
dition to services and rates, loans offered by CUs to officers and directors of CUs also
carry certain limitations.

Insurance for Credit Unions
About 90 percent of CUs are insured by the National Credit Union Share Insurance
Fund (NCUSIF), which is administered by the NCUA. The CUs typically pay an annual
insurance premium of one-twelfth of 1 percent of share deposits. A supplemental pre-
mium is added if necessary. Some states require their CUs to be federally insured; oth-
ers allow insurance to be offered by alternative insurance agencies.

The NCUSIF was created in 1970, without any contributing start-up capital from
the U.S. Treasury and Federal Reserve. All federally chartered CUs are required to ob-
tain insurance from the NCUSIF. State-chartered CUs are eligible for NCUSIF insurance
only if they meet various guidelines. The maximum insurance per depositor is $100,000.

The NCUSIF sets aside a portion of its funds as reserves to cover expenses resulting
from CU failures each year. Given the low number of failures, the reserves have been more
than adequate to cover these expenses.

Credit Union Exposure to Risk
Like other depository institutions, CUs are exposed to liquidity risk, credit risk, and in-
terest rate risk. Their balance sheet structure differs from that of other institutions, how-
ever, so their exposure to each type of risk also differs.

Liquidity Risk
If a CU experiences an unanticipated wave of withdrawals without an offsetting amount
of new deposits, it could become illiquid. It can borrow from the Central Liquidity Fa-
cility to resolve temporary liquidity problems, but if the shortage of funds is expected
to continue, the CU must search for a more permanent cure. Other depository institu-
tions have greater ability to boost deposit levels because they can tap various markets.
Although some depository institutions attract deposits from international investors, the
potential market for a CU’s depositors is much more localized. Because the market is re-
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stricted to those consumers who qualify as members, CUs are less capable of quickly
generating additional deposits.

Credit Risk
Because CUs concentrate on personal loans to their members, their exposure to credit
(default) risk is primarily derived from those loans. Most of their loans are secured, which
reduces the loss to CUs in the event of default. Poor economic conditions can have a
significant impact on loan defaults. Some CUs will perform much better than others be-
cause of more favorable economic conditions in their area. However, even during favor-
able economic periods, CUs with very lenient loan policies could experience losses. A
common concern of CUs is that they may not conduct a thorough credit analysis of loan
applicants; the loans provided by CUs are consumer oriented, however, so an elaborate
credit analysis is not required.

Interest Rate Risk
The majority of maturities on consumer loans offered by CUs are short term, causing
their asset portfolios to be rate sensitive. Because their sources of funds are also generally
rate sensitive, movements in interest revenues and interest expenses of CUs are highly
correlated. Therefore, the spread between interest revenues and interest expenses re-
mains somewhat stable over time, regardless of how interest rates change. CUs are much
more insulated from interest rate risk than those savings institutions that are heavily
concentrated in fixed-rate mortgages.

Performance of Credit Unions
As Exhibit 28.8 shows, the net income of federal CUs in aggregate was much larger in
the 1990s and 2000 than in the 1980s. The increase in net income is attributed to growth
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Exhibit 28.9 Interest Rate Spread Generated by Federal Credit Unions

1975 1976 1977 19781979 1980 19811982 1983 19841985 1986 1987 1988 1989 1990

Year

1991 19921993 1994 19951996 19971998 1999 2000

14.0

12.0

10.0

8.0

6.0

4.0

2.0

0

P
er

ce
n

ta
g

e

Average Yield
on Assets

Average Cost
of Funds

Average Interest
Rate Spread

Source: Annual Reports of the NCUA.

of CU assets in aggregate and increased efficiency. As with all depository institutions, the
performance of CUs depends largely on the difference between their interest revenues
and expenses. Exhibit 28.9 compares the average yield on assets to the average cost of
funds for federal CUs. The difference represents the average interest rate spread of CUs,
which has consistently been maintained between 4.1 percent and 6.0 percent. The spread
has been quite stable over time because the interest rate sensitivity of CU assets is some-
what similar to that of CU liabilities.

To better diversify their services and take greater advantage of economies of scale,
CUs increasingly have been merging. Consequently, some CUs now draw their members
from a number of employers, organizations, and other affiliations. CUs are also trying to
diversify their products by offering traveler’s checks, money orders, and life insurance
to their members.
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SUMMARYSUMMARY

asset quality, management, earnings, liquidity, and
sensitivity to market conditions.

Credit unions are exposed to liquidity risk because
they could experience an unanticipated wave of de-
posit withdrawals. They are also exposed to credit
risk as a result of personal loans to members.

Because the personal loans offered by CUs are
short term, they are rate sensitive like the liabilities.
Thus, the interest rate risk of CUs is typically less
than that of other depository institutions.

Credit unions obtain most of their funds from
share deposits by members. If they experience a
cash deficiency, they can borrow from other CUs,
or from the Central Liquidity Facility (CLF). They
use the majority of their funds for personal loans to
members.

Credit unions are regulated by the National Credit
Union Administration (NCUA). The NCUA em-
ploys a staff of examiners, who assess the financial
condition of CUs. The examiners classify CUs into
various risk categories, based on capital adequacy,

http://
www.ncua.gov Provides
financial data for any
federally chartered CU.
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a. “Some of the smaller commercial banks and savings
institutions could lose market share to credit unions,
because credit unions can survive with smaller
spreads.”

b. “Large commercial banks do not compete for the
types of services provided by credit unions.”

c. “Most depository institutions cannot achieve the op-
erating efficiency of credit unions.”

Internet Exercise

Assess current credit union rates, using the website
www.corningcu.org. Click on “Rates.”

a. What types of student loans does Corning currently
offer? Does the annual percentage rate (APR) in-
crease or decrease with the term to maturity? What
types of mortgages does Corning offer? What are the
APRs on the 30-year mortgages offered by Corning?
In general, do you think the loan rates offered by a
CU such as Corning are higher or lower than the
rates offered by commercial banks? Why or why not?

Managing in Financial Markets

Managing a Credit Union. As a manager of a CU, you are
considering a revision in your asset composition.

a. How might you change the asset composition to in-
crease the expected return on your assets?

b. Describe the potential disadvantage of revising your
portfolio to achieve a higher expected return.

c. Explain how your proposed change in the asset
composition may affect your exposure to interest
rate risk

1 Who are the owners of credit unions (CUs)?

2 Explain the tax status of CUs and the reason for
that status.

3 What is the typical size range of CUs? Give reasons
for that range.

4 Describe the main sources of funds for CUs.

5 The average cost of funds to CUs has been rela-
tively stable even though market interest rates have
been volatile. Explain.

6 Why would CUs increase their emphasis on secu-
rities while reducing loans?

7 Who regulates CUs? What are the regulators’ 
powers?

8 Where do CUs obtain deposit insurance?

9 Explain how CU exposure to liquidity risk differs
from that of other financial institutions.

10 Explain why CUs are more insulated from interest
rate risk than some other financial institutions.

11 Identify some advantages of CUs.

12 Identify disadvantages of CUs that relate to their
common bond requirement.

13 How are CUs diversifying and achieving econo-
mies of scale?

Interpreting Financial News

Interpret the following comments made by Wall Street
analysts and portfolio managers:

QUESTIONS AND APPLICATIONSQUESTIONS AND APPLICATIONS
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