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Introduction

The fundamental motivation of a credit union is to provide financid services to its
membership, in particular a depostory for savings and an access to consumer credit. As a
practica problem there are, however, a number of reasons why credit unions may achieve aless
than perfect baance in the treetment of borrowers and savers. More specificaly maintaining low
loan rates may reduce the credit union's ahility to offer high dividend rates while the maintenance
of high dividend rates may require higher loan rates. Consequently, the competing pull of these
two objectives may result in the emergence of conflict between those credit union members who
on the one hand are net savers and those on the other that are net borrowers. Given that the
members of credit unions are in turn the owners, the member group conflict could potentialy
result in preferentia trestment for one particular member group (borrower-orientated or saver-
orientated behaviour), rather than balanced or neutra treatment.

In some countries credit unions have open or community-based membership policies. This
leads to individua credit unions competing with each other for members with the net effect being
that loan and dividend rates will tend to Sandardise across the industry. In such an environment
and assuming that the credit union industry has a sgnificant proportion of the savings and loan
market it is a0 likely that credit union interest rates will be dictated by market rates. The open
gpproach to credit union membership is a odds with the present situation in the UK, where the
membership of individud credit unions is defined in terms of a relatively narrow and redtrictive
common bond. All other things being equd, the redtrictive common bond, in that it insulates credit
unions from competition from other credit unions, provides a greater latitude for the emergence of
preferentid treatment in the form of ether borrower-orientated or saver-orientated behaviour.

A further factor which is likely to exacerbate the Stuation vis a vis UK credit unions rests
with the regulatory framework within which UK credit unions operate. Currently UK credit
unions are subject to a celling rate on both dividend payments and loan charges. Credit unions are
prohibited from paying a dividend on members shares which exceeds 8 percent per annum and
are restricted from charging in excess of 1 percent per month (12.68 APR) for loans to members.
Under such crcumgtances it is not difficult to envisage how a bias might emerge, dthough in this
ingtance the bias, if it emerges, will be borrower-orientated in form.



On a more podtive tact if it can be shown that the UK credit union indudtry is
characterised by increasing returns to scale this then implies that as credit unions grow the
destructive effect on membership cohesiveness of a borrower-orientated, or for that matter a
saver-orientated bias, is less likely to manifest. While the membership bias, if it exids, islikely to
continue, the decline in per unit costs can be divided between both member groups. Even if there
is afurther bias in the divison of the benefits from the fal in per unit cods, the fact thet the non
dominant group aso benefits is likely, at least in the short term, to kegp membership conflict in
check.

The focus of attention in this paper is therefore on membership bias in UK credit unions
and on whether the regulatory environment leads to a biased dlocation of the benefits of credit
union membership. To investigate these issues we adopt the methodology put forward by Walker
and Chandler (1977) and Patin and McNiel (1991a; 1991b). These authors developed the
concept of the net monetary benefits of credit union membership and established the conditions
for the equitable dlocation of such benefits.

In terms of the discusson format, the anayss commences with a literature review the
theme of which is the potentia conflict which arises between the interest of members who are net
savers and those who are net borrowers. The methodology employed in both the caculation of
the benefits from credit union membership and the identification of biases towards a particular
member group is then detailed. An gpplication of this methodology to UK credit unions for the
year 1994 is then undertaken. The main body of the andysis concludes with an examination of
whether the indugtry is characterised by Sze efficiency gains.

Literature Review

Taylor (1971), was one of the firgt authors to theoreticaly note the inherent source of
conflict between borrowers and savers within cooperative organisations. Taylor demongtrates that
when the credit union is saver dominated the objective of the dominant group is the maximisation
of average net return (loan demand - average operating costs). Under these circumstances entry
by new borrowing members will be regarded by the dominant saver-orientated group as being

complementary to ther own interests snce additiona borrowers give the credit union an



enhanced capacity to pay dividends. However, conflict emerges when an output leve is reached
where any further increase in savings by new members reduces dividend rates for dl members,
including current savers.

The objective of borrower-orientated credit unions is to minimise the average net cost of
securing funds (joint production costs plus long run savings). Inthis Stuation it isin the interest of
the dominant borrower group to dlow al savers within the potentiad membership access to the
savings facility of the credit union since they represent the lowest cost source of borrowed funds.
The interest of the borrowing members are complementary with those saving members. However,
conflict emerges between current borrowers and new borrowers when additiona 1oan demand by
new borrowing members has a detrimenta effect on the borrowing charges faced by exigting
borrowers.

Quantitative information on the member group breakdown was first presented by Flannery
(1974). From an examinaion of 951 US credit unions, the author found that a plausble
categorisation was possible for 589 credit unions - borrower-dominated (143); saver-dominated
(233); and neutral (213).

Walker and Chandler (1977) shift the focus somewhat and assess the impact of US
regulatory congraints (loan rate and dividend rate ceilings) upon the equitable distribution of the
benefits accruing from credit union membership. Walker and Chandler (1977) formalise the
potential conflict between member groups and from atheoretica perspective demondrate that the
legal redtrictions on dividend rates and loan interest charges result in strong pro-borrower bias.

Waker and Chandler (1978) develop a god programming modd which incorporates
regulatory and environmenta congraints and has as its objective the equa dlocation of net
member benefits between member groups. The authors in the course of this study highlight that
due to the US legislative celling on the dividend rate a baanced distribution of monetary benefits
is unatainable, with smulation exercises employed to highlight a pro-borrower bias.

Smith, Cargill and Meyer (1981) combine many of the earlier theoretica perspectives on
credit unionsinto amuch more versatile framework. Their main contribution is the congtruction of
a generaised objective function which dlows explicit weights to be atached to saver wdfare

versus borrower welfare. The authors andlyss and policy discusson emphasise the impact of



regulation and taxation on saver dominated credit unions. The authors suggest that a policy of
taxing additions to reserves should result in saver-orientated credit unions taking a more neutra or
borrower-orientated stance.

Flannery (1981) in a response to this paper questions whether the primary response of a
saver-orientated credit union to a dividend rate celling would be that of increasing its reserves.
He argues that most credit unions, at least in the US, should be able to digtribute their earnings via
a combination of implicit interest payments and the introduction of higher yidding certificate
accounts.

Navratil (1981) constructs a Six-equation Smultaneous modd to estimate aggregate flows
within the US credit union industry. Navratil concludes that credit unions are loyd to their
higtorical god of providing members with low cost consumer credit, even if some potentid
revenues are sacrificed in the process.

Smith (1984) retraces much of the andyss presented in Walker and Chandler (1977) and
Smith et d. (1981). Once again market rate comparisons are utilised in order to gauge the
pecuniary gains accruing to members. However, many of the essentid features of the previous
models are recast in order to accommodate the intertempora nature of credit union transactions.

Smith (1986) trandates his earlier theoreticad modds into an estimable framework capable
of detecting variant objective functions. The idea being that the borrower-saver conflict and the
resolution of this conflict could lead to a variety of credit union types, ranging from complete
borrower or saver preference at the extremes to some sense of neutraity as the intermediate
postion. Applying the modd to a sample of 951 federdly insured credit unions for each of the
years 1976 to 1979, Smith (1986) found that 10 percent manifested a borrower preference and
22 percent a saver preference.

Petin and McNie (1991a) return to the topic of member imbaances and employ a
methodology amilar in form to that of Waker and Chandler (1977). The authors conduct their
andyss for 9,660 US credit unions for the year 1984. By the mid-1980's considerable
deregulation had occurred within the US credit union industry. Consequently the equations
employed by Walker and Chandler (1977) to estimate monetary benefits to member groups were
re-worked by Patin and McNid (1991a) to reflect the enhanced product freedom on offer to



credit unions. Employing somewhat ad-hoc boundary conditions the authors concluded that 2.7
percent of the sample could be classfied as extreme borrower-orientated; 12.9 percent although
viewed as unclassfiable were consdered to exhibit the characteristics of weak borrower-
orientated behaviour; 45.1 percent were categorised as neutral; 29.7 percent athough for al
intents and purposes unclassfidble were ranked as weskly saver-orientated; and findly 9.6
percent were considered to be saver-dominated.

A subsequent paper by Patin and McNiel (1991b) based on the same data set and utilisng
the same methodology raises further important points. In particular they found that US credit
unions which are orientated towards a particular member group tend to be more concerned with
maximisang benefits per member, whereas neutrd credit unions are more concerned with
maximising the total benefits of the group. Patin and McNid (1991b) suggest that the finding,
credit unions subject to member group bias restrict membership size, is consgent with the
theoreticad mode documented by Taylor (1971) which hypothesised that for credit unions subject
to membership bias a conflict of interest emerges between existing members and potentia new
members.

The literature under congderation has been exclusvely US based. Many of the papers did,
however, adopt atheoretica stance and in consequence have relevance for credit unions located
in other countries. As the regulatory environment within which UK credit unions currently operate
is amilar in form to that in the US pre-deregulation, it is the pre-1980 literature on membership
bias which is most pertinent to the movement in the UK. Attention is now turned to the
methodologica approach to be adopted in the investigation of the member group orientation of

UK credit unions.

Methodology Utilised to Estimate M onetary Benefitsto Member Groups.

The methodology followed in this paper follows that detalled in Waker and Chandler
(1977) and Patin and McNeil (1991a and 1991b).

The net monetary benefits of credit union membership are the increase in the interest rate
earned on savings and the decrease in the interest rate paid on loans that a credit union member

receives as aresult of dedling with the credit union rather than the next best dternative.



In equation form, the net monetary benefit recaived by the credit union saver (NMBs) is
defined as
(NM Bs) = (DC -

(NMBs) = the net monetary benefits received by credit union savers
Dc = the dividend rate paid on savings by the credit union
So = the best dternative interest rate on savings available to credit union members
TS =thetotd volume of member saving baances
Equation (1) measures the monetary benefits accruing to a credit union's saving members
net of the opportunity costs associated with their decisions.
(NMBBE) = (Lo = Le(2R)). Tt seeeeeeeeseeeeeeeseseseeesesee s seeeese e sesee s senee e senens
)
where,
(NMBg) = the net monetary benefits received by credit union borrowers
Lo = the effective |oan interest rate available at the lowest cost non credit union lender
Lc = theinterest rate charged on acredit union loan
R = the proportion of interest income on loans refunded to credit union borrowers
TL = the total volume of loans to credit union members
Equation (2) measures the monetary benefits accruing to a credit union's borrowing
members net of the opportunity cost of their decision to obtain funds from the credit union rather
than their best dternative source of funds. The next step in the process is to compare empiricaly
the benefits received by each member group, consequently the difference (D) between NMBs
and NMBg is calculated for each credit union, thet is,
D = NMBs - NMBg

To adjust for potentia size bias the member group benefit imbaances for a particular credit
union isweighted by the total asset 9ze of that credit union, that is,



DR = (NMBs - NMBsg) / TA s

TA = the credit union's total assets

In that a relative measure of member imbaances is more gppropriate, an index of benefit
imbaances (DI) is computed by standardising DR relativeto DR =0,

DI = (DR = 0) / ST vveevereeeeeeeeeeeeeseeseeeseeeseeseeeeseeesseesssessseseseeeseessess s sesesesesesesesen
©)
where,

STD, = the standard deviation of DR about zero.

A particular credit union generates more net monetary benefits for saving members than for
borrowing membersif DI > 0. In contrast if DI < O the credit union generates more net monetary
benefits for borrowing members while if DI = 0 the credit union provides equd benefits for both
member groups.

An idea of the totd monetary benefits (TB) which accrue to the members of a credit union
can aso be cadculated and is given by,

TB = NMBs + NIMBE eoveeveeeeeeeeee e seseseeesesesessessessseseseseseeesseessse e senesesesssesens (6)
Data and Results

In that a sgnificant component of UK credit unions are recently formed, spurious results
would be likely to emerge if dl 597 UK credit unions were included in the andys's of member
group orientation. This rests with the fact that a Szeable section of credit unions pay ether no
dividends or smply atoken dividend in the first few years after formation. This fact is highlighted
in Table 1 which details the average dividend rate for credit unions based on different asset sze
categories. Asset Sze can, in effect, be taken as a proxy for the age of the credit union. Small
scae credit unions, those in the asset range £613 - £49,999, are for the most part only two to
three years in exisence. This contrast with those credit unions in the sSize category “ greater than
£1 million”, many of these credit unions have been in existence since the formative years of the

UK credit union movement - the early 1960’s.



TABLE 1
AVERAGE DIVIDEND RATE

ASSET RANGE Number of Credit Unions Average Dividend Rate (%)
over £1,000,000 59 4.09%
£500,000 - £999,999 49 3.31%
£250,000 - £499,999 42 3.43%
£100,000 - £249,999 59 1.61%
£50,000 - £99,999 49 1.71%
£613 - £49,999 339 0.7%

It is clear from Table 1 that smdl credit unions pay only a margind dividend at best. In
terms of our andyss these credit unions would automaticaly be classfied as borrower-
orientated. Consequently, credit unions which paid a dividend of less than one percent in 1994
were removed from the data set. This resulted in the omisson of 314 credit unions from the
database, leaving 283 credit unions on which to conduct the andysis.

The next stage in the analysis was the determination of the best dternative market loan rate
and savings rate on offer outsde the credit union industry. Scrutiny of savings and loan rates
available from other financid inditutions revealed that the best dternative rates were offered by
building societies. A problem which did, however, emerge was that within this financid grouping it
was not the large national players which provided the best interest rate package but rather the
andler regiond or the loca societies By definition this latter group of building societies do not
have a national exposure through a branch retwork system and hence choosing one of these
indtitutions would be unfair in that the mgority of credit union members would not be able to avall
of its services. As a second best dternative, the building society offering the best saving rate and
the best loan rate in each of the twelve regions of the UK was identified. The best regiond rates
were then employed to compute an average savings rate and an average loan rate and it was

these rates which were used as proxies for the rates on offer outside credit unions.



There were, however, a number of further complicationsin the caculation of the monetary
benefits to the member groups. Most members who save with a credit union in the UK are able
to access their savings on demand and for the vast mgjority their savings are somewhere between
£500 and £1000. There are a wide variety of savings products on offer at building societies. To
meatch the characteristics of savingsin credit unions we opted for a building society ingtant access
account with the interest rate on offer thet for an account with a minimum balance of £500. The
aternative savings rate was calculated at an average rate of 2.374 percent for 1994.

A second problem relates to the fact that on the loan side of the balance sheet credit unions
make secured and unsecured loans. Approximately 78 percent of credit unions loans are
unsecured with the resdua 22 percent secured. While UK credit unions charge a standardised
loan rate irrespective of whether the loan is secured or unsecured this is not the case with other
UK financid inditutions, including building societies. It was therefore necessary to compute a
weighted loan rate. In this ingtance the hypothetica loan portfolio was viewed to consst of a
persona loan for between £500 and £5,000 of which 78 percent was unsecured. The average
annua percentage loan rate (APR) for 1994 was calculated to be 19.971 percent.

The find complicating factor is that while dl credit unions in the UK charge a standardised
1 percent per month (APR 12.68 percent) which is the maximum dlowable under the 1979
Credit Union Act a number of credit unionsin 1994 provided loan rebates to their members. The
Board of a credit union may recommend a rebate of interest provided that the credit union pays a
dividend to its members of not less than 3 percent. Of the 283 credit unions under scrutiny, 35
provided an interest rebate in 1994. For the 35 credit unions providing loan rebates the effective

loan interest rate was reduced, on average, by margindly in excess of one percent.

Member Group Orientation of Credit Unions

The member group orientation of credit unions is determined by the sign of DI. When DI
vauesfor UK credit unions were caculated it transpired that the degree of member group benefit
imbaances ranged on a continuum from extreme borrower-orientation (minimum vaue of DI = -
3.4083) to marginal saver-orientated behaviour (maximum vaue of DI = +0.2991). For the
sample set the mean vaue of DI was estimated to be -0.8927. This value indicates that for 1994
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the average UK credit union was characterised as borrower-dominated. Indeed in that only three
credit unions had a postive vadue of DI the vast mgority of UK credit unions could, at least
nominally, be classified as being subject to borrower-orientated behaviour.

Petin and McNid (1991a and 1991b) while arguing that boundary lines between saver-
orientated, neutral and borrower-orientated credit unions cannot be drawvn with any greet
precison nevertheless adopt the following classfication scheme. Credit unionswith aDI vdue < -
1.5 are categorised as extreme borrower-dominated while credit unionswith a-1.5 [1DI [1-0.5
are viewed as borrower-orientated but in al probability unclassfiable. Those credit unions with -
0.5 ODI O+0.5 are consdered to be neutra in their behaviour. To be characterised as saver-
orientated, athough again probably unclassfidble, +0.5 [0 DI O +1.5 while to be ranked as
extreme saver-dominated, DI > +1.5. On the basis of this classfication scheme no UK credit
unions were dassfied as exhibiting either weak or extreme saver-orientated behaviour, 40 were
classed as neutrd in the treatment of their members, 223 were viewed to be weakly borrower-
orientated with the remaining 20 classed as extreme borrower-dominated.

It is possible to caculate the excess dlocation of benefits to borrowers on an individua
credit union basis. As an example, if the DI vaue for the average credit union (DI = -0.8927) is
taken in conjunction with the computed standard deviation of DR about zero (2.69 pence per £
of total assets), the excess dlocation of benefits to borrowers by the average credit union was 24
pence (-0.8927 x 2.69) per £ of assets. With 47.5 percent of credit unions having avaue of DI >
0.8927, it is evident that an excess dlocation of benefit to borrowers permestes the UK credit
union indudtry a this point in time.

Should we be surprised a the strength of the pro-borrower stance of UK credit unions?
The answer must clearly be in the negative.  The regulatory environment, manifested in terms of
dividend and borrowing rate ceilings, dmogt dictates that UK credit unions adopt a bias in favour
of borrowers. This point can be highlighted by returning to the early work of Waker and
Chandler (1977) and re-cadting it in terms of the behaviourd characterigtics of UK credit unions.

The condition for the equitable distribution of the benefits from credit union membership is

givenas
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NMBs = NMBg

which in terms of equations (1) and (2) may be rewritten as

(Dc - S0).TS= (Lo - Leu(1-R)).TL coveeeeeeeeeeseeeeee e seeee s
(8

For dl intents and purposes the credit union has only direct control over Dc, Lc and R. To
some extent, through the setting of Dc and Lc it exercises a degree of control over TS and TL,
the remaining variables,  and Lo are, however, determined outside the system and must be
treated as exogenous by the credit union.

In the andysis of UK credit unions for 1994 the best dternative savings rate, &, was
2.374 percent and the best aternative loan rate, Lo, was 19.971 percent. For 1994 share capital,
TS, was some 1.132 times as large as loans to members, TL, for the average UK credit union.
Importantly for attempts to establish equity in the distribution of the net monetary benefits of credit
union membership this ratio of 1.132 is relatively stable across dl credit unions, not only during
1994 but dso in each of the years from 1991 onwards. Under these conditions even a credit
union that levies the maximum loan interest rate (12.68 APR) on its members, and in addition
offers no interest loan rebates will necessarily be characterised as adopting a pro-borrower
gance. This becomes clear on subgtituting the above noted vaues into equation (8) with the
additiona assumption made that |oan rebates are not paid. Equation (8) becomes

(Dc - 2.374).1.132 = (19.971 - 12.68.(1-0))

Solving for [x yidds a vaue d 8.81 percent. In the context of UK credit unions such a
solution is not possible as credit unions may not pay a dividend on members shares which
exceeds 8 percent per annum. Therefore a present, credit unions are locked into borrower-
orientated behaviour. It should also be noted that loan interest rates in the UK in 1994 were at
their lowest level since October 1977. Consequently, in each of the last seventeen years the UK
credit union industry must also have been characterised as borrower-dominated.

At present in the UK the Stuation persists where the net monetary benefits to saversisless
than the net monetary benefits which accrue to borrowers, that is,
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9)
which may be rewritten as

(Dc - S0).TS < (Lo = Leu(LrR)).TL oo seeeeeeseeeeeeeeseeee s seeeese e seseeseeeseseese s
(10)
which can in turn be written as

(Dc (TSTL)) + (Le(1-R)) < Lo+ (SolTITL)) covvereeereeereeereseeesesseesseeseseseseseseesseneens
(11)

Again assume that savings continue to run at 1.132 times loans to members and that credit
unions do not offer interest rebates. In addition assume that credit unions adopt a policy of paying
the maximum dividend rate possible, 8 percent. Under such circumstances the right hand of the
inequdity in equation (11), Lo + (So.(TS/TL)), would need to fall to 21.736 percent before the
pro-borrower bias is diminated and there is equity in the trestment of borrowers and savers. On
the assumption that the savings to loan ratio remains congant the fal in Lo + (So.(TSTL)) must
occur through afal in either Lo or So. A change in the former would lower the monetary benefits
to crediit union savers while afdl in the latter would cause the benefits to borrowers to decline. If
credit unions were to operate a their loan and dividend rate cellings, equity in the treatment of
membership groups could be achieved with anet fdl in Lo + (So.(TSTL)) of only 0.922 percent.
While this net fdl is reativdy smal it must be remembered that nomind interest rates are a
present extremely low, and in fact have not been this low, on a consdgtent basis, since the mid
1960's. It must therefore be concluded that if the dividend and interest rate callings continue in
place thereislittle progpect of credit unions achieving a baanced treatment of member groups.

Assuming that an equa didribution of net monetary benefits is desirable, wha are the
necessary steps which must be taken to reduce the biases in the distribution of benefits? There are
in fact two steps which could be taken. One is to raise or diminate the maximum dividend rate
while the second isto raise or diminate the maximum loan rate. It is of course o possible to opt
for some combination of the two steps. In the analysis by Waker and Chandler (1977) asmilar
dilemma was faced by US credit unions. Waker and Chandler made the point that if the maxims

of wdfare economics are followed then the choice must be to raise the dividend rate, (the interest
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rate ceiling on credit union share accounts in the US was removed in 1976, see Reichert and
Rubens (1994)). Such a measure would seek to reduce the pro-borrower bias without reducing
the welfare of ether group. The problem for UK credit unionsin adopting this proposd isthat the
loan rate celling at 12.68 APR isrelatively low and as the dividend rates would need to exceed 8
percent to generate equity of trestment of member groups this may result in too narrow amargin
to permit the credit union to operate efficiently. Thisis likely to be particularly the case when the
credit union achieves a Sze where it becomes necessary to employ full-time gaff.

Increasing the maximum loan rate for credit unions thus becomes a more viable dternative,
athough such an action will reduce the welfare of borrowers. Of course, raisng the maximum
loan rate does not automatically force the credit union to charge higher loan rates. What it will do,
however, is to create the potentid for equdity in the trestment of borrowers and savers. It is then
a decison for the membership of individud credit unions whether a baanced or unbaanced
treatment of member groups should be pursued.

Member Benefits and Group Orientation

The implicit assumption throughout the discussion has been that neutrdity in the trestment
of members should be a credit union's preferred objective. Thisisto some extent confirmed by an
examination of average total benefits per credit union and total benefits per credit union member
for the earlier member group classfications. For the 40 credit unions classed as neutrd in the
treastment of their members average tota benefits (benefits per member) were £71,000 (£42.86);
for the 223 credit unions viewed to be weakly borrower-orientated the average total benefits
vaue (benefits per member) was £66,685 (£40.33); while for the remaining 20 credit unions
classed as extreme borrower-dominated the mean total benefits value (benefits per member) was
£10,326 (£33.57). While nomindly the calculated vaues could be considered to provide strong
support for the theoreticd argument that neutral behaviour maximises total benefits and indeed
benefits per member, it should be noted that the respective vaues had high associated standard
deviations and hence a difference between means andysis did not yield significant results.

A credit union's afiliaion could dso be a determining factor in both the member group
orientation of the credit union and in the benefits which accrue as a consequence of membership.
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In the UK, credit unions are affiliated to one of three main groupings. The Irish League of Credit
Unions (ILCU) whose UK members are dl located in Northern Irdland. The Association of

British Credit Unions Limited (ABCUL) whose membership is based in Great Britain and the
Nationa Federation of Credit Unions (NFCU) whose members are spread across the UK. The
larger credit unions are affiliated to the ILCU and ABCUL and these two trade bodies may be
viewed as sgter organisations in that both are linked to the World Council of Credit Unions.

Although the membership of the NFCU stretches across the UK most member unions tend to be
of a rdatively smdl assat sze. (More details on the respective trade bodies can be found in
Ferguson and McKillop (1997)).

The degree of pro-borrower bias for ILCU affiliated credit unions was caculated at -
0.7074. Comparable vaues for ABCUL and NFCU &ffiliated credit unions were respectively -
1.0512 and -0.9319. The inference to be taken isthat ILCU credit unions have alower degree of
pro-borrower emphasis than credit unions affiliated to the other two trade organisations. In this
ingance the differentid has little to do with differences in the ethos of the trade organisations.
Rather it is a function of the fact that the ILCU represents a more mature, longer established
group of credit unions with this longevity and grester maturity manifesting itsdf in the form of
higher dividend rates to savers relaive to those paid by credit unions more recently formed. This
automatically results in longer established credit unions generating higher monetary benefits for
savers leading to a reduced borrower-orientated bias. Credit unionsin their formétive years, such
as many of those affiliated to the NFCU and ABCUL, traditiondly pay only a token dividend.
This is due to the fact that any surplus generated through operations is initidly reinvested in
premises, equipment and dtaff training. Only after credit unions have been in existence for a
number of years does the dividend rate begin to cregp up towards the notiona average for the
industry. This contrasts with rates charged on loans, where credit unions immediately levy arate
closeto or at the loan rate calling.

Consequently it islikely to be the case that the present differentia in the index of borrower-
orientation between ILCU credit unions and those affiliated to the NFCU and ABCUL isin dl
probability trangtory. This is aso true for the mean tota benefit vaue per member which for
ILCU members was cdculated at £70.13, compared with £52.28 for ABCUL members and
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£31.56 for NFCU members. What, however, should be stressed is that while maturity will reduce
the degree of borrower imbaance and raise benefits per member for both NFCU and ABCUL
credit unions, the regulatory environment, if it remains will ensure that borrowers are the

dominant member group.
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Scale Efficiency

In the introduction to this paper it was suggested that if the UK credit union industry was
characterised by increasing returns to scae this may dampen any potentid for membership
conflict. A cost function approach is the most accepted methodology to examine for the existence
or otherwise of scae economies. Unfortunately, for a number of reasons, it is not possble to
pursue a cog function methodology in this sudy of UK credit unions. Fird, a sgnificant
proportion of UK credit unions depend totally upon donated capital and labour and consequently
their input cogs relate solely to "other expenses' - printing and Sationary, loan and share
insurance etc. Secondly, for those credit unions which report capital and labour expenditure in
their annual accounts the problem till remains as to the determination of gppropriate input prices.
With respect to the labour input the problem rests with the fact thet individual credit unions do not
publish gatistics on employee numbers making it impossible to compute an input price. With
regard to the capitd input price, varied theoreticd and practical problems make it difficult to
compute a representative input price irrepective of the form of the financid organisation, (see for
example, Glass and McKillop (1992) for an anadyss of capitd input price problems, while
Karafolas and Mantakas (1996) provide a more recent andyss visa vis Greek banking).

The second best dternative, as in the work of Cox and Whigham (1984), Kohers and
Mullis (1988) and McKillop et d. (1995) isto examine the operationd efficiency of credit unions.
The income statement measure, operating costs to operating income is employed as the key
measure of operationa efficiency.

To test for the existence of scae economies, credit unions were paired on the basis of sze
differences. Credit unions in each Sze category were compared to credit unionsin the other sze
categories which dlowed, in totd, for 15 Sze category comparisons. The mean difference in the
operationd efficiency measure employed was then tested for datistica sgnificance. The null
hypothesis for a test of the comparison of sample means with paired observationsis d =0 where
d is the population mean difference in the efficiency measure between paired observations. The
test satidtic is distributed as student's t and may be expressed as follows:
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t = d/ SjError! Switch argument not specified.

where
d = é (X4-Xz)/ n = sample mean differenceError! Switch argument not
i=1
specified.
xi; = Error! Switch argument not specified.the measure of efficiency for the jth credit
union

in the firgt category, eg. smdl credit unions.

X,; = Error! Switch argument not specified. the messure of efficiency for the jth credit
union

in the second category, e.g. large credit unions.

n = Error! Switch argument not specified.the total number of pairs, and

2/n

S =

ei=1

\ nin-1)

n én U
2 2- 28 ,

Xqj - Xa) X1 - Xa . .
91( 5%z )€ (% ZJ)H Error! Switch argument not specified.

The pared difference methodology in that it is based on the efficiency ratios suffers from
the fact that smaller credit unions rdy more heavily upon donated inputs and in particular donated
labour. The implication of thisis that operating costs are distorted with a bias introduced againgt
finding scale economies. Thisin turn implies thet any scale economies that survive this bias should
be trested dl the more serioudly.

Documented in Table 2 are the dze category comparisons, the number of paired
observations per category compared;, and the computed mean differences and associated
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gandard errors for the efficiency measures, operating costs / operating income and (operating

costs - gaff remuneration) / operating income.
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TABLE 2
SZE ECONOMIESIN CREDIT UNIONS

Credit Union Size Pairs of Operating Costs/ (Operating Costs-

Category Observations Operating Income remuneration) / Operating

Comparison® Mean Difference? Income
Mean Difference?

C6 with C5 49 0.1677* 0.1930*
(0.0627) (0.0603)
C6 with C4 59 0.2805* 0.2889*
(0.0555) (0.0578)
C6 with C3 42 0.3609* 0.3996*
(0.0755) (0.0789)
C6 with C2 49 0.4487* 0.5682*
(0.0865) (0.1011)
C6 with C1 59 0.4018* 0.5526*
(0.0586) (0.0771)
C5withC4 49 0.1388* 0.1513*
(0.0488) (0.0489)
C5with C3 42 0.1261* 0.1597*
(0.0598) (0.0518)
C5with C2 49 0.2312* 0.3098*
(0.0537) (0.0543)
C5withC1 49 0.1835* 0.3084*
(0.0511) (0.0577)
C4 with C3 42 0.1595* 0.1521*
(0.0497) (0.0370)
C4 with C2 49 0.0679* 0.1428*
(0.0276) (0.0335)
C4withC1 59 0.1047* 0.2121*
(0.025) (0.0331)
C3withC2 42 -0.0102 0.0111
(0.0600) (0.0218)
C3withC1 42 0.1030** 0.1280*
(0.0539) (0.0272)
C2withC1 49 0.0648* 0.0853*
(0.0240) (0.0146)

'C1=£1m or more; C2=£0.5m to £999,999; C3=£0.25m to £499,999; CA=£100,000 to £249,999; C5=£50,000 to
£99,999; C6=£613 to £49,999.

’Standard errors are in parentheses.
"gatigicaly sgnificant a the 5% leve of significance.
" datidicaly significant a the 10% level of significance,
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It iscdear from Table 2 that, for the most part, smdler credit unions have sgnificantly higher
operating costs to operating income ratios. Indeed a pronounced pattern emerges when the C6
group of credit unions, those with an asset base between £613 and £49,999, are compared with
the other credit union classfications. The pattern is one of a staged increase in the mean difference
of the efficiency variable as the gze difference compared increases. The inefficiency of the C5
group of credit unions, those with assets between £50,000 and £99,999, relative to the other
larger asset size groupings is aso apparent from Table 2, as indeed is the inefficiency of the C4
group, those with assets between £100,000 and £249,999, relative to larger scale credit unions.

The uniform picture of increasng operationd efficiency then gppears to bresk down
somewhat when the C3 credit union group is employed as the control in the pairing process. The
problem in the main relates to the pairing of C3 credit unions, (assets between £250,000 and
£499,999) with the C2 credit union group, (assets between £500,000 and £999,999). The
pared mean difference estimate suggests greater operationd efficiency for the smdler scde credit
union group. This goparent dichotomy in the findings relates to the broader and more
comprehensive range of input costs faced by the C2 group which are not offset as a consequence
of achieving increased operationa efficiency through scade. Only when credit unions enter the C1
category, assets greater than £1m, does the scale effect outweigh the broader portfolio of input
cods and causes a further sgnificant upward movement in operationd efficiency. This point is
highlighted by the fact that the paired mean difference vaues between C1 credit unions and the
other groups, C2 through to C6, are indicative of C1 credit unions having, in each case, a
ggnificantly lower operating costs to operating income ratio.

Also reported in Table 2 are mean difference vaues for the ratio, operating costs minus
daff remuneration divided by operaing income. These reported figures and their associated
sandard errors add little new information. The trends identified mirror completely those identified
in the mean difference andyss based on the unadjusted measure of operationd efficiency. The
only difference of any real substance relates to the magnitude of the reported vaues. Aswould be
expected, excluding remuneration expenses results in an increase in the reported mean difference

values. This relates to the fact that credit unions in the larger asset Size categories are more liable
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to pay sdary expenses hence its remova from operating expenditure widens the cost ratio gap
with credit unions of asmaller asst Sze.

From this aspect of the analysis it can thus be argued that this finding of increesing returns
to scae is likely to dampen any potential for membership conflict. Increasing returns to scale can
trandate into higher returns for shareholding members and lower loan cods for borrowing

members.

Concduding Comments

The results documented in this paper indicate that dmost dl credit unionsin 1994 exhibited
borrower-dominated behaviour. It was also stressed, based on an examination of market rates of
interest, that the UK credit union industry was likely to have been characterised as pro-borrower
in each of the prior 17 years. This result was in part dmost a foregone conclusion given that the
1979 Credit Union Act requires credit unions not to pay dividends above a stipulated maximum
of 8 percent per annum nor charge loan interest ratesin excess of 1 percent per month.

It was dso argued that further fallsin market interest rates would aid in the reduction of the
pro-borrower bias. However it is our view that irrepective of the degree of further interest rate
falls credit unions will not be able to achieve a neutrd treatment of their members. Given the
present dividend and loan rate cellings the achievement of a balanced treatment of borrowers and
savers would require that credit unions operate off reatively narrow margins, with the required
interest rate spread probably too narrow even for financid ingtitutions which pay only afraction of
their true operating cogts.

On a more pogtive front the andyss aso highlighted that ILCU affiliated credit unions
were less borrower orientated than those affiliated to either the NFCU or ABCUL. This finding
was taken to suggest that as credit unions become longer established the average dividend paid
tends to rise which reduces the degree of borrower orientation. If this finding is coupled with the
fact that the UK credit union industry has been shown to be characterised by increasing returnsto
scae then the long run "equilibrium™ pogtion of UK credit unions being wesakly borrower
orientated may not lead to membership conflict and hence a threatening of the cooperative
principles on which credit unions are based. Indeed, one can proceed a step further and argue

22



that membership conflict may not emerge because individud members, over time, are likdy to
enjoy some periods as net savers and other periods as net borrowers.

The theoreticd debate has dways centred on the first best position being that of a neutra
trestment of borrowers and savers. In this discussion we have shown that the achievement of this
objective in the context of the regulatory environment under which UK credit unions operate is
impossible. In the body of the andysis it was suggested thet if credit unions were to achieve a
balanced trestment of their membership then it was necessary to remove the interest and dividend
rate callings to which they must adhere. However, if we abstract from the theoretical debate and
refocus on the fact that credit unions are invariably based in low income communities where
access to cheap loan funds dleviates a degree of the hardship faced by many families then it may
in fact be a retrograde step to create an environment where there was not an upper loan rate
ceiling. Indeed, it may be the case that the UK situation of weskly borrower orientated credit
unions while not theoreticdly optimd is neverthdess socidly optimd. Given the unique and
positive role played by credit unionsin low income communities it is therefore our view that weak

borrower domination is an insufficient reason for arevision of the dividend and loan rate cellings.
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