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the Current Economy

Outlining the collections challenges created
by the combination of a difficult economy
and expanded consumer debt

In the search for asset expansion,
the small business market offers a range 
of compelling opportunities
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Introduction
In this portion of the Collections Focus white paper series from PSCU Financial Services, we focus on the
economy and how it impacts collections. In this first paper, we’ll outline the issues businesses currently
face regarding collections, including the overall economic climate as it relates to consumers’ finances.
The second paper will outline collections best practices, both in terms of business in general and those
techniques specific to the success of credit unions.

Overview
Baseball may be America’s national pastime, but debt accumulation has emerged as a serious
contender for that title over the past several decades. As household and personal debt levels have risen,
the task facing debt collection professionals has grown more challenging. While the economic
downturn of 2009 appears to have triggered a positive change in attitude toward debt among some
people, at least temporarily, the forces behind the downturn are also making some aspects of debt
collection more difficult. An added factor is the spiraling increase in the national debt incurred by the
federal government. Besides the very real additional debt obligation it signifies for every taxpayer, some
analysts believe it fosters, or at least contributes to, an unhealthy attitude toward debt among
individuals. This paper looks at the current state of indebtedness in the United States, the challenges it
raises for debt collectors and the factors behind them.

Spendthrift Nation
Household debt averaged about 65% of disposable household income in 1985, according to the
Federal Reserve Board (FRB) and the U.S. Commerce Department’s Bureau of Economic Analysis (BEA);
at its peak in the first quarter of 2008, it had risen to more than 130%. The willingness of U.S. consumers
to take on larger amounts of debt helped create enormous opportunities for lenders of all types during
the run-up to the current recession, but it also resulted in growing challenges for those charged with
collecting that debt. In the tough economic climate that lingers in most parts of the nation, those
challenges are compounded.

Source: BFA & Federal Reserve



While many consumers have switched their focus from conspicuous consumption to saving more and
paying down debt over the past year or so, the nation’s state of indebtedness remains at historically
high levels. Household debt has been growing at a faster pace than the overall economy for more than
45 years, and especially so over the last 25 years. Consumer credit outstanding grew at an average
annual rate of about 6% from 2002 to 2008. The growth rate turned negative about midway through
2008 and has continued to decline since then, according to research conducted by the Credit Union
National Association (CUNA).

At the same time, however, U.S. personal income and spending suffered significant declines in 2009,
according to the BEA. Wages in the factory sector were down 10.3% for the full year, while the service
sector sustained an unprecedented 2.9% decline; government sector wages were up 3.6% for the year
but offset only a negligible portion of the declines in the private sector. While the downward trend
began to reverse itself about halfway through the year, and turned modestly positive in the final
months, most economists expect any recovery to be slow and uneven.

Slumping Net Worth
Many Americans are feeling poorer because they are poorer. U.S. household net worth suffered a record
decline in the fourth quarter of 2008, plummeting by $5.4 trillion—twice as much as the previous
quarter’s decline—due to plunging home values and stock prices. All told, household wealth dropped
by $11.2 trillion during 2008, the biggest annual decline since the government began quarterly
tracking of that metric in 1952. A recovering stock market helped reverse the trend by the second and
third quarters of 2009, but at $53.4 trillion at the end of the third quarter of 2009, household net worth
was still well off its high of $65.3 trillion midway through 2007.

Source: FRB Flow of Funds
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One side effect of declining net worth has been less willingness on the part of consumers to incur
additional debt, a trend no doubt magnified by the difficulty of obtaining credit from traditional
sources throughout most of 2009. The outstanding balance of consumer credit fell by $102.3 billion, or
4%, in 2009 from the previous year. A $1.8 billion decline in December marked the 15th monthly drop
since the summer of 2008. Financing companies lowered their lending by more than a third year-over-
year in 2009, according to Haver Analytics, a New York- and London-based economic analysis firm.
Commercial bank lending fell a record 14.1%, pools of securitized assets fell 2.6%, and savings banks cut
lending by 6.1%. Credit unions, however, bucked the trend. CUNA reported loan growth of 2.7% through
September 2009 at the institutions it tracks, while Haver Analytics pegs total 2009 loans from all credit
unions up 6.3%.

Real Estate Continues to Lag
During the inflation of the real estate bubble, many people used their homes as personal piggybanks.
There appeared to be a widespread misconception that real estate prices would continue to rise
indefinitely, and many homeowners spent—and borrowed—accordingly. As prices began to stagnate
and then decline, many homeowners found their supposed financial security undermined, a
development with strong psychological as well as practical implications for the economy. “The credit
tide that flowed in and buoyed asset prices in 2003-2007 has ebbed and is now creating deflationary
asset price pressures,” notes Steven Rick, Senior Economist at CUNA.

Some analysts believe there is no relief in sight over the near term, despite 2% increases in U.S. home
prices in the second and third quarters of 2009. In fact, several real estate tracking firms predict
renewed declines in 2010. Financial website Economy.com, which is owned by Moody’s, expects a
decline of up to 10% by the end of the year, and mortgage servicer LendingTree.com is looking for a
5%-7% falloff in average U.S. home prices in 2010.

Source: Courtesy of Credit Union National Association
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Source: Courtesy of Credit Union National Association

Another factor hamstringing a sustained recovery in housing prices is the backlog of homes in or near
foreclosure. As of February 2010, there were almost 569,000 U.S. homes in foreclosure and more than
631,000 in pre-foreclosure, according to statistics compiled by ForeclosureListings.com. Economists are
particularly worried about the high number of pre-foreclosure homes and their impact on prices. Some
also fear that when the Federal Reserve’s program of buying $1.25 trillion worth of mortgage-backed
securities ends in March 2010, mortgage rates might begin to climb, further hampering any housing
market recovery.

A related issue likely to play an important role in any recovery of the real estate market is the high level
of secondary mortgage debt many consumers are carrying, often in the form of a home equity line of
credit (HELOC). According to the 2000 U.S. Census Bureau report, about 23% of homeowners with a
mortgage also had a HELOC at that time. In 2009, the U.S. Treasury Department estimated that at least
half of at-risk homeowners also held a  HELOC. As of early 2010, a group of the nation’s largest banks
were holding more than $1 trillion of home-equity debt, a near-record level, and none had agreed to
participate in a second-mortgage modification plan proposed by the Treasury Department. Heavy use
of HELOCs by unemployed and cash-strapped consumers also is likely affecting some borrowers’ ability
to meet other outstanding credit obligations.

Credit Cards a Problem Area
Donna Floyd, Collection Relationship Manager at PSCU Financial Services, says credit unions are seeing
the impact of the “negative wealth effect” on their lending business, especially in credit card accounts.
“We are seeing an increase in the number and balance of new accounts to be collected in the credit
card area. This is usually the first item members/borrowers stop paying when they are in over their
heads or behind in paying for necessities such as housing and transportation,” she says. Floyd adds that
there has also been an uptick in the number of people paying just enough so their accounts remain
delinquent but are not revoked. “We believe that in many cases they are doing that so they can
continue to use their credit line for things like gas and food,” she speculates.

The trend is reflected in figures PSCU Financial Services has compiled on month-end roll rates among
its members. Between January and December of 2009, the amount of debt rolled over monthly
increased from $5.32 billion to $5.49 billion. Charge-offs also increased noticeably over the same
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period, climbing from $13.4 million in January to $17.3 million in December. CUNA reports that
delinquencies and net charge-offs have been increasing among the credit unions it surveys but remain
substantially lower than bank norms. Between 2006 and September 2009, credit union net charge-offs
almost tripled and delinquencies of 60-plus days more than doubled.

Although credit card volume is expected to be down when the numbers are tabulated for 2009,
consumers had been on a credit card buying binge in the years leading up to the recession. According
to the December 2009 Nilson Report, Visa rang up $824 billion in U.S. credit card purchase volume in
2008, up from $540 billion in 2003. MasterCard booked $574 billion in 2008 purchases, up from $400
billion five years earlier, while American Express processed $465 billion worth of purchases, up from
$261 billion.

Credit cards are ubiquitous among American consumers, with 78% of U.S. households having one or
more at the end of 2008 and the average family having five or six, according to a March 2009 report
from Experian. The U.S. Census Bureau estimates that 181 million Americans will be credit card holders
in 2010. Average outstanding credit card debt per card-holding household reached $10,679 at the end
of 2008, according to Nilson. While revolving credit usage fell by $8.5 billion in December 2009, and by
a record 9.5% for the full year, according to FRB figures, millions of consumers still use credit cards and
are likely to continue doing so.

Challenges for Debt Collectors
There is no doubt the economic downturn of 2009 and the current recessionary environment have
made debt collection more difficult.“Unemployment is one of the biggest challenges. It’s at an all-time
high in some places,” Floyd remarks. In Michigan, the state with the highest rate, unemployment
reached 14.6% in 2009, according to the U.S. Bureau of Labor Statistics. It hit 13% in Nevada, 12.4% in
California and 11.8% in Florida.

“Plant closures and layoffs have a tremendous impact on collections. Many credit union members who
had never experienced financial difficulty before in their lives now find themselves having to maneuver
through a downturn,” Floyd says.“When someone is in financial trouble, they are hesitant to set up
numerous future-dated payments for fear that their employment situation could change at any time.”

Unrelated to the economy, technology is another factor making it harder for collectors to do their job,
Floyd adds. In the past, collectors could more easily reach people at their homes, or at a minimum be
able to leave a message on their answering machine. Now debtors screen incoming calls with Caller I.D.
or turn on their fax machines to avoid talking to creditors.“Some even go to the length of using DNIS
disguising devices so you cannot capture their correct phone number when they dial in to the
collection department,” she says.

While it is impossible to measure the impact of this factor on debtors’ resistance to collection efforts,
some analysts are convinced that the skyrocketing national debt plays a role in that regard. If the
government refuses to live within its means, they reason, why should they?
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In 2001, the national debt—the amount of money owed by the U.S. federal government to non-U.S.
government entities—stood at $3.32 trillion, a figure equal to 33% of gross domestic product (GDP),
according to the Office of Management and Budget. By 2009 it had more than doubled, to $7.81 trillion
and 54.6% of GDP. It is projected to continue climbing, to $9.88 trillion (67.1% of GDP) in 2010, $10.87
trillion (70.1%) in 2011 and $12.59 trillion (68.5%) in 2014.

More alarming to some analysts is that those figures do not include internal government obligations
such as Social Security and Medicare. Kent Smetters, a Professor of Insurance and Risk Management at
the Wharton School of Business at the University of Pennsylvania, pegs current shortfalls in those two
programs at $80 trillion to $120 trillion. He estimates they are rising at a rate of about $2 trillion a year.
When the national debt and the government’s unfunded obligations for Social Security and Medicare
are combined, each individual U.S. citizen’s share stood at more than $40,000 as of February 2010,
according to U.S. Department of Treasury and Census Bureau figures.

Source: Courtesy of Credit Union National Association
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No Quick Fix in Sight
Unfortunately, things do not look to get significantly better anytime soon. Rick, the CUNA Senior
Economist, notes that while economic activity has passed its nadir and is moving toward recovery,
deflation remains a possibility.“The deleveraging and reckoning process continues. With the national
unemployment rate in double digits, consumers are not well positioned to take the growth baton from
the government,” he says, adding that government intervention into the economy has proved to be
less than effective and may have many unintended consequences.

The 40-plus economic forecasters surveyed by the research department of the Federal Reserve Bank of
Philadelphia for its quarterly Survey of Professional Forecasters tend to agree with Rick’s assessment. As a
group, they predict real GDP growth of just 2.4% in 2010, 3.1% in 2011 and 3.3% in 2012. They expect
unemployment to remain at 10% this year, improving only slightly to 9.2% in 2011 and 8.3% in 2012.
The forecasters see inflation remaining low, under 2% this year and just a tenth of a percentage point
higher next year. They forecast inflation to average 1.89% for the period 2009-2013 and 2.26% over the
next 10 years.

Conclusion
Clearly, debt collectors will face a number of challenges over both the short and long terms as the
economy continues to struggle. Debtors are likely to remain resistant to talking with collectors and may
become even more so. With unemployment remaining stubbornly high, creditors expect more accounts
to go into collection. One possible bright spot may be the tighter underwriting standards adopted by
creditors over the past year or so. Higher initial creditworthiness of borrowers could mean fewer
accounts going to collection. Of those that do, the account holders may be more willing to deal with
collectors.

The challenging economic conditions also may be driving a change in collection practices, with a
growing number of collection firms adopting strategies more in line with the approach credit unions
have traditionally embraced. Many credit unions routinely offer to work with struggling members in
ways that make it easier for them to meet their obligations, such as by modifying the payment amount
to 1% over three months and then re-aging the debt at month three—in effect, restarting the account
as current. Some credit unions waive late fees and over-the-limit fees, and some even re-age after the
first payment, Floyd reports. Other collections firms are taking a closer look at credit unions’“softer,
gentler” approach because of its apparent effectiveness in a tough economy.

Collectors have a number of tools available to help them meet those challenges, including risk-
management and scoring applications, other technological advances, improved training and
outsourcing. The second paper in this series will take a closer look at some of those solutions as well as
the current state of best practices in collection, with a specific focus on credit unions.
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Coming in the Next Collections Focus White Paper: Collections Best Practices

This paper will briefly outline the challenges to collections, including an update of the critical
metrics outlined in paper #1.

The best practices will be broken down into three specific areas:
n collections best practices for businesses in general,
n techniques and tactics specific to credit unions and
n the benefits of outsourcing and support offered by the CUCollect Total Collections solution.

PSCU Financial Services CUCollectSM: Support for All Your Collections Needs

Many credit unions face increased pressure to reduce loss rates and control the bottom line
in their credit card operations. PSCU Financial Services CUCollect Total Collections solution
can help them achieve those goals. CUCollect uses the right tools and state-of-the-art
technology to achieve higher levels of collections efficiency, minimize collector downtime,
boost productivity and ensure compliance with the Fair Debt Collection Practices Act. For
more information, contact PSCU Financial Services at 1-800-443-7728 Ext. 7877, or e-mail
solutions@pscufs.com.


